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No other subject of the theory of money has
catied so much fundamental difference of

, opinion as the analysis of the rate of interest.
- There is disagreement as to whether the rate
monetary  phenomenon, or

whether it must be defined as a phenomenon
of darter economy. According to Kernes and
the loanable funds theory represented by Ro-
eexTsoN, Onun, Geomce Hans, and others,
the principa] determinant of the rate of interest
is a certain ion of the supply of moncy
to the demand for moncy (1). Most of the
other theories, which may be termed classic or
neoclassic doctrines, consider a eertain kind of
disposing of goods to be the factor determining
the rate of intcrest. Some variants of this initial
position arc: increased productivity; compara-
tive over-valuation of present goods; compara-
tive under-valuation ufﬁmu'e goods; restraint
or impatience in the consumption of goods; the
entreprencur’s disposal of means of subsistence;+
increase in the value of productive factors; tak-
ing away of the additional value of production
created by the workers, etc., etc. While mo-

netary explanations converge in the point that :

{") The April fsue of the o Zeitcheft fir dis gesmie
Suavwisemuchatt s will contain 3 sudy by peol, Orro Vi
on « Paewdo-Frofleme of Monrtery Theory s with the Fallow.
ing sub-divisions: i
Fiewe Peeudo-Problem: Commedity Murcy ard Token Mosey -

{Representative - Maney) :

Sccond Preuds-Problem: Limin of the Coserpt of Mopey;
Third PreuderProblem:  Money-Capital-Savings;
Foarth Pirudo-Problem: Analpis of the Rate of Tnterot,

This Review i glid to publish the Eaglih vervion af the
thagaer oa the fourih peendo-problem.

(e} As o the coordipation of theneiss considering the
rate of interest to be 3 mosctary phenomenon, of, Bawcann F.
Harey " Value snd Diuribusion in: Howasd 5. Ellis, A Swerey

of Comtemparary Eeoaomicr, Philadelphls 1s804s, p. g1 seq.
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use of money is temporarily renounced and a
compensation is given therefore, the gist of all
d:ﬁlf;lms based on the barter of is
deferment of consumption or tem)
uncement of immediate consumptidn.
Every s tist adhering to the of
inm:trr udm cither nm:snf these dt::?:rnna
trasting definitions. In this conflict as such,
any compromise scems impossible. According
to the definition of interest as ser forth in the
author’s « Econ Theory of Liguidity »,
however, this is @ no means the case. If the
r:lrofimnrmilmmidcﬂ‘dmbclmmptm-
ation for renouncing liquidity, the monetary
and the barter pattern merge into each other
— although only in the case of the phenomenon
of liquidity Peing interpreted as a factor of
barter economy. Since Kaynes attributes liqui-
dity to money only, he stresses the alleged
contrast all the more. y
- In @ cconomic system operating without
moncy there is also borrowing and lending, for
which a reward is paid and received, There
will be such reward, if future additional con-
sumption may be expected as a result of present
non-consumption of certain portions of the in-
come. Whoever is willing to bear such non-
mmmhum saves or accumulates
property if entitled, in return for this perfor-
marice, ta & reward out of the furure additional
yield. But he has such claim only if, and
insofar as, he does not reserve, by the manner
he invests, the possibility to consume any time.
Whether this is possible, depends on the degree
to which the investment is liquid. The reserve
exists if funds are invested in the most liquid
form, that is, in money, As has been demon--
strated, the advantage of keeping money is the

reno-
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possibillity of choosing the most Favourable
moment for purchasing consumers’ goods; at
the same time there is the chance of being able
any time subieguently to make wp for the
consumption previously 'd_r:fcn:d. Due o this
faculty, the utility of the monetary unit is
greater than the urlity of the consumers’ goods
which can be acquired by means of this unit.
The additional utility takes the place of the
yicld from the monetary unit. Thie latter has
an intrinsic utility. There is no need for interest
0 be added. ‘
Thus an explanation is supplied of the fact
that money is the only investment good which
does not bear any interest, cven if the total
investment, of which the mpney forms a par,
promises some profit (natural interest, marginal
cfficiency of capital). This explanation, how-
ever, must be supplemented. While it is based
in the first line on the difference in degree of
money as compared with all other goods, that
I5 0 say, a quantitative factor, the absence of
interest may at the same time be considered
be a quality of money. Qwantum is
into guale. The reason for the abenee of
interest in the case of moncy may at the same
time be used as a clue to the accrnal of intefest
in the case of other investment goods. The
fact that securities which arc similar to money
bear interest is explained by J. R. Hicks as a
consequence of imperfect moneyness (2). Sav-

ings deposits and other interest-bearing monc- .

tary claims arc equivalent, in this sense, o
securitics, while payment of interest on sight
deposits, which are of purely mu::ctar-_r':%:-
racter, appears to be an anomaly theoretically.
Wherever interest is paid in this case, this is
determined by historical circumstaiites.

A peculiar reversion of the same fundamen-
tal idea appears in the theory of interest sct
forth by Kevwes. Understanding of relations-
hips is rendered unnecessarily difficult, how-
ever, by this reversion. For Kevwes, « demand

for cashs and «liquidity preferences e

synenymous. He who curbs these, who renoun-
ces cash, is content with imperfect moneyness.
He renounces liquidity. By way of compens-
. ation, he is paid interest, | ;
'" |

(3} ' B Hiens, Valwe und Capiid p. s63, Hicks
l'd:u*m b e saly mmmtmffg ::qﬂm
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There is a fandamental différence between
this purely moncrary liquidity concepr and the
economic theory of liquidity advocated in my
study. Liquidity is not a function of money
but, on the contrary, money is a function of
liquidity, IF a compensation is paid for the
renouncement of liquidity, this compensation
is by no means formed exclusively of the dif-
ference between all goods yiclding profit, on
the one hand, and money, which solely does
not yield any profit, ‘on the other. Sinee all
goods can be used for barter and therefore have
a certain degree of liquidity, the compensation
for interest falls due by degrees, as soon as the
next highj degree of liquidity is renounced.

.This also offers a clue for the differentiation of

the rate of Antereit. The latter depends on the
degree of liquidity of the goods used for invest-
ment; the degree of liquidity being, in general,
inversely proportional to the yield. And it is
the yield by which the expecied result of the
investment is reflected.

For Kevwes, onc of the factors dﬂ:ﬂn‘fning
the rate of interest is the marginal efficiency
of capital. For him, this concept & an auxiliary
determinant in defiming the rate of interest; in
the main, his definition is based on the theorem
of liquidity preference, interpreted in a mone-
tary scnse;” however, the difference attributed
by Kernes to thest' determinants does not, in
fact, exist between the monctary and non-
monetary theorics. The desire for liquidity
(liquidity preference) is essentially inflienced
by the need;for liquidity on the part of the
entreprencur. This need is a reflection of the
anticipated marginal productivity of the en-
trepreneur’s capital.  The latter, in rurn, is a
complex of investment ~goods according to
degree of liquidity. 1f we consider, for cxample,
using the term goined by Gustav Cassns,
disposal of capital (Kapitaldisporition) to be the
prerequisite of prodoction, the convergence of
capital and liquidity becomes obvious. Disposal
of capital is economic liquidity of the entre-
preneur,

This leads up to a conclusion which sounds
revolutionary, The great contrast between the
monetary and the jlﬂiﬂl] theor :
which latter was based on ‘equation of demand
and supply on a capital market understood in

the sense of goods transactions, :mp@
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disappears. Being the PI‘IICL; of liquidity, the

rate of interest is at the same time the price
of capital. Since in the modern economic sys-
tem liquidity chicly consiste_of money, the
convergence, in ﬂunry,pﬁfi’;:%on of Euidilf
on the market (money market) and equation
of capital on the market (capital marker) is
explained by the convergence of money, capitl,
and savings, as demonstrated previously (3). If
we mace back the phenomenon of liquidity,
and consequently the phenomenon of money,
to their acmal mots which lie in the barter of
.Boods, the rate of interest is nothing else but
what it was maintained to be by the classical
school, namely, the premiom for real saving
devoted to production. IF, finally, we add the
creation of moncy by the banks as a deter-

* » minant on’ the side of supply, we arrive at the

interpretation given by Wicksere. The demand
for liquidity is replaced by the natral rate of
interest, that' is, the yield of the investment
capial cxpected by the entreprencur.  The
moncy rate of interest, on the other hand, arises
from the supply of liquidity offered by the
banks., Thus we have the same contents in

 three different forms (Keynes-classical school-

Wicksell)!

If finally, we set aside the whole guid pro
guo of the various theorics on interest, there
remains the following train of thought:

From the ousside, every owner of propeity
has the alternative of cither consuming dircetly,
or investing in some form or other. If he
chooses to invest, he has another problem— the
choice between various degrees of liquidiry. If
he prefers the highest degree of liquidity, he
does not obtain any interest rate, in spite of his
foregoing consumption. Instead, he enjoys
liquidity. He obtains a compensation to the
extent only to which he renounces higher degre-
es of liquidity and chooses a lower degree, when
investing his property. Therefore, after the first
renouncement of immediate consumption, he
has to put up with another renouncement,
namely the renouncement of a certain degree
of liquidity (4).

(3} The only remaining distineions beiween maney. mar-
ket and capital marker are differences in the degres al I
quidiny, - ; g

{4} A Righer risk involved in an investment slso reduses
the degren of Lquidiry, The definition of interssz 53 3 = fiake

» Thereby, at the same time, hic foregoes the
possibility of making up forthe consumption
originally postponed. For this renouncement of
later effecting the deferred consumption, that
is to say, for another deferment, he is compen-
sated by cbtaining an interest rate, ;

The fact that highest liquidity is not awar-
ded a premium in the form of intercst is thus
explained, in the final analysis, by the advan-
tage of being at liberty to make usc of the most
favourable rtunity to purchase. The higher
the dcgrtt;?ﬁ;uidity, the nearer the enjoyment
of consumption proper. The lower the degree
of liquidity, the more remote is consumption
and the longer is the way from the accumula-
tion of property to the deferred :njo?ncnt.
However, the length of the deferment is always
limited. No man renounces finally. Accor-
dingly; the owner of property obtains an interest
rate only for a limited period — for the period
during which he again defers consumption.
During this period, the rate of interest will be
the higher, the prolonged the space of
time is during wilél he renounces, and the
more closely has 08 himsclf during this space
of time to'the less liquid investment.

Thus the rate of intercst, instead of merely
being a compensation for renouncement of
consumption as_such, rather is a compensation
for renouncement of consumption and of a

- high degree of liquidity during the period in

which consumption is renounced, Interest is
paid and reccived for a dowble renouncement.
The qualitative connection between the two
forms of renouncement is shown most clearly
in the repeatedly mentioned addivional urility of
liquidity. The renouncement of the higz:u
degree of liquidity of money is also a renoun-
cement of enjoyment as is the renouncement of
the immediate use of income for food, clothing,
and other needs. Seen in this light, two similar
renouncements of enjoyment are to be made,

This bridges the gap in the general conflict
premiuam o is therefore Jmclsded in the definition of Entereis
s presented in this study, lavestments sr very ahbary 1erm
hardly imvolve amy rink, because no change i the debaoe’s
financial ponition s 0o be expected. This, in par, explaim
the low tate of interest charged for shortterm lending, O
the other hand, in the caee of longterm ereditn the risk s

waﬂumlnm“mgm;;m.
migm o contalned in the ingerest rate from incressing 1oo
naich,
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* between the monetary and commodity defini-
tions of intercst. At the same time it provides
. an answer o the often repeated question, as to
what interest is able to achieve in the process
of saving and capital formation. IF interest in
accordance with the classical conception provi-
ded the equation on the capital market, the
most that is acknowledged today is thar it limits
the demand for investment funds; it is, how-
ever, contested that interest stimulates the offer
of such fonds, and thus has the fanction of an
incentive towards raving. This is the nearcly
unanimous opinion in modern literature, even
though otherwise accepting the classical con-
ceprion. %
What is correct here, and what needs cor-
rection % o
The answer is given by the newly developed
theorem of double renouncement. If interest
is no compensation for the mere rerouncement
of consumption, it lacks, indeed, the Function
of an incentive towards saving, in so far as
saving is defined as renouncement of immediate
consumption. ' As regards consumption or non-
consumption and the formation of property
from income, other considerations are decisive,
The most important of these considerations is
the choice of the period considered most favour-
able for the purchase of goods. In case pros-
pects are judged more favourable if the purchase
of goods is postponed to a future date, earned
income will mot immediately be used to the
- full extent, but propenty will be created, people
will «saves., The compensation thercfor is
liquidity, If the owner of the property renoun-
ces his liquidity, he is entitled to a compénsition
in the form of interest; but this interest is only
attractive to him in connection whith his ex-
pectations of being ahle 10 provare goods in
the furure, :

Thus, while interest docs not in itself provide
the incentive for the action of saving, properly
speaking, it provides it for the choice of the
form of saving (payment into a savings bank,
purchase of securitics, real investment «te.). In
this choice, the saver naturally - considers all
known possibilities for increasing his property.
He compares the pessible increase which in-
terest will bring with the possible increase or
loss in the commodity purchase value of his
property. In' doing so, 3:1: is guided by his

.
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anticipation of the movément of commodit
prices. 1f he anticipates a rise in prices he wiﬁ
prefer a form of saving which will assure him
a purchase value of his savings corresponding
to the rise in prices. As a rule this means real
investment, IF he anticipates a fall i prices,
he will give preference to monetary investment,
Whar is here decisive is thar money not only
serves a3 2 means. of investment (funcrion of
sifekeeping of property), but that at the same

.time it is a standard for all other prices (func-

tion of the unit of caleulation). ' With falling
commadity prices, every unit of money re-
presents an increase in the commodity purchase
value, If no change in the purchasing value is
::pm:d,f' hen it is the rate of interest alone
; es.the degree of liquidity renoun-
cement and thus the choice of the form rof
saving. . Naturally there are traditional influen- ©
ces as well.

This train of thought with which every
business-minded _individual 1 familiar, and.)
which continually determines the atitude of the
saver, can be -explained. by mpqrgng the
nominal interest which is expressed as a per-
centage of the money value of the property with
the real final walucof the property. This is
formed out of two elements which are operative
during the period of the investment,
i. e., the interest and the change in the purchas-
ing value of the property. If thetinvestor com-
parcs his at the end and at the begin-
ning of the Ip::gd, he does not only cn:ﬂcr
the increase in this property resulting from the
interest rate, but also the possibility of acquiring
the volume of commbdities which, at the be-
ginning of the period of investment, corres-
ponded to his property. The saver knows very
well that, when comparing property in terms
of monctary units, he is subject to possible
o arithmetic mistakes v (Fure Scusior). He
avoids this by measuring his property and his
interest yield in terms of cnmmorrity units,
That is to say, he calculates with what Invine
Fursuew defined as real interest (g).

{2} Iavise Fisiees,  Appreciasion of laterert, New  York,
iBgh.  The wames ThAe Theory of Ietereur as desermined vy
Impatience to apead Income awd Opporin ARFPRE if, 1430,
Huren b pepestedly  poisind ifrrence betweem peal
interest, which results from o) 1 anl depreciation, thus
from the changes in the purchming value of money, and -the
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A special difficulty arises when savings are - ings banks. Sometimes, of course, one also

made in a medium which determines the values
of all other commodities, whose corresponding
value in commodities, however, cannot be ex-
pressed in any standard. In the case of property
investment in’ promey, in-gvilgs accolnts, or
time deposits with a bank, there is lacking the
expression. of value which otherwise & given
by the price or (in' the case of securities) by the
quotation rate. Mevertheless the owner of a
savings or bank account compares the purchas-
ing value of the money at the end of the invest.
ment period with the purchasing value at the
‘beginning. If his decision in favor of an invest-
ment in savings or bank account is based on
the re-purchasing value of his property, this
means that he will ke into account, in -ad-
dition to the nominal interest rate, his anticipa-
- tion_ of the development of the purchasing
power or the money. This is the theoretical
explanation of the widely known fact that
whenever a mise in commodity prices is an-
ticipated, these i a falling off in savings with
savings banks and banks in favor of real invest-
ment and direct consumption. :
It is not the confusion of the theory of in-
terest alane which is responsible for the question
“of the incentive to save being continually misun-
derstood.  An important contributory factor is
the lack of precision of the expression  sav-
ing». What is meant by this? The renoun-

cement of consumption alone or the choice of |

a property investment? No one can answer this
question in a generally valid manner. If com-
plaint is made about insufficient saving, very
often only a particular kind of investment is
contemplated, f. ., deposits of money into sav-

natural rate of intereat accarding to Wiciiy {Mometary Theory

and the Trade Cydde, Loadon g3, poato seq.) Pricer and :

Prodwotion,” Londan, ‘1588, po a3}, Thas difference may be
expressed Gn the  follawing foreula: the natural rate nE
terest affects the pricod ol eomanoditicd; real imterest v afferted
Fy the prices of comnmoditles, :

- ihfinks that the total share of non-consumption
is insufhcient. As this, however, can also be
caused by additional hoarding of cash, it is pos-
sible that the renouncement of consumption is
precisely very marked if deposits with savings
banks are forthcoming very slowly. The can- -
ception of saving becomes still more problemat-
ical if real investment be included. Sometimes
the latter-is considered the oppesite of saving,
sometimes as a variety thercof. Alio in the
train of thought of experts there arise problems,
which only spring from the choice of a model.

Although it is not pessible in cconomic
science to avoid altogether the expression « sav-
ing », it should disappear from the Theory of
the Cycle. It suffices to state here that tempo-
rary renouncement of consumpeion creates pro-
perty which will be invested according to
liquidity degrees. Such a conception of the
Theory of the Cycle can be' satisfactorily sup-
plemented by the analysis of the rate of interest
as developed in this paper. This makes par-
ticularly apparent the oncidedness with which
Kuvnes demo e liquidity theory of the
rate of interest. e end of the chapter on
u General ‘Theory of the Rate of Interest s he
says (6) that the mistakes of previous theories
were based on the fact that the rate of interest
was regarded as the reward of notspending,
whereas in fact it is the reward of not-hoarding, .
Therchy is set up an alternative which does not
exist. The rate of interest is the reward for
both: for non-consumption and for investment
of the urutilized funds in a relatively illiquid
form (non-hoarding). Out of the large conflict
between theories in the rate of interest nothing
remains except what results from the diversity
of the models used. But these models all have
the same content,

(o M. 0, The Gieneeal Theory of Emplaymeat,
Imtereit end ey, London, 1o, p. 134,



