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THE GENERAL THEORY OF
THE RATE OF INTEREST

I

e have shown in Chapter 11 that, wh_i_l_st there are forces causing

the rate of investment to rise or fall so as to keep the marginal
efficiency of capital equal to the rate of interest, yet the marginal efficiency
of capital is,in it_s;elf,a diffe{ent thing from the ruling rate of interest.
The schedule of the marginal efficiency of capital may be said to govern
the terms on which lganable funds are gemanded for the purpose of
new investment; whilst the rate of in governs the terms on which
funds are being cu.;:ritly supplied. To complete our theory, therefore,
we need to know what determines the rate of interest.

In Chapter 14 and its Appendix we shall consider the answers
to this question which have been given hitherto?. Broadly
speaking, we shall find that they make the rate of interest to
depend on the interaction of the schedule of the marginal
efficiency of capital with the psychological propensity to save.
But the notion that the rate of interest is the.l_)a—nﬁncing factor
which brings the demand for saving in the shape of new

investment forthcoming at a given®

rate of interest into equality
with the supply of saving which results at that rate of interest
from the community’s psychological propensity to save, breaks
down as soon as we perceive that it is impossible to deduce the

2



I

RINES+—BREBHN, BRE
& Fh R SR 0 TR LU YA 3
BRI R AR AR %, L DA 1 SRR
EAGHHRSATETAE, TLUH,
Ve R BRI,
EF LI 0 R4, TR AR
REERUT S TERI &M, FH,
THRITE R, BT E AR
Rl fF 23z
RIS+ IR R R, R
4 J 1k A I3 BB R 5 PR . — M
Sish, R A2 % T A 10 A2 R BEA
HERERR S O R A T
ML, MAITAY, RN ER, R
— SR T B 00 BB, T4 R
FRE IS, s FAL 20 R R
FREATRIR, B g T L A 22
Ko FUBE R ATT— A RO 6
5 TR AU, T 2 13X — 2

@hitherto adv. &4, &
o

@given adj. ¥ B W, &
EH o



rate of interest merely from a knowledge of these two factors.

What, then, is our own answer to this question?

I

The psychological ti/nyp:efﬂ:en@ of an individual require
two distinct sets of decisions to carry them out completely. The
first is concerned with that aspect of time-preference which I

o, which, operating under

have called the propensity to consume
the influence of the various motives set forth in Book [,
determines for each individual how much of his income he will
consume and how much he will reserve in some form of
command over future consumption.

But this decision having been made, there is a further decision
which awaits him, namely, in what form he will hold the
command over future consumption which he has reserved,
whether out of his current income or from previous savings.
Does he want to hold it in the form of immediate, liquid
command(i. e. in money or its equivalent)? Or is he prepared
to part with immediate command for a specified or indefinite
period, leaving it to future market conditions to determine on
what terms he can, if necessary, convert deferred command over
specific goods into immediate command over goods in general?
In other words, what is the degree of his liquidity—preference@)—
where an individual’s liquidity-preference is given by a schedule
of the amounts of his resources, valued in terms of money or of
wage-units, which he will wish to retain in the form of money
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in different sets of circumstances?

We shall find that the mistake in the accepted theories of the
rate of interest lies in their attempting to derive the rate of
interest from the first of these two constituents of psychological
time-preference to the neglect of the second; and it is this
neglect which we must endeavour to repair.

It should be obvious that the rate of interest cannot be a
return to saving or waiting as such®. For if a man hoards his
savings in cash, he earns no interest, though he saves just as
much as before.On the contrary, the mere definition of the rate
of interest tells us in so many words that the rate of interest is
the reward for parting with liquidity for a specified period. For
the rate of interest is, in itself, nothing more than the inverse
proportion between a sum of money and what can be obtained
for parting with control over the money in exchange for a

debt * for a stated period of time.™*

* In general discussion, as distinct from specific problems where the period of the
debt is expressly specified, it is convenient to mean by the rate of interest the complex
of the various rates of interest current for different periods of time, i.e. for debts of
different maturities.

** Without disturbance to this definition, we can draw the line between “money”
and “debts” at whatever point is most convenient for handling a particular problem.
For example, we can treat as money any command over general purchasing power
which the owner has not parted with for a period in excess of three months, and as
debt what cannot be recovered for a longer period than this;or we can substitute for
“three months” one month or three days or three hours or any other period;or we can
exclude from money whatever is not legal tender on the spot. It is often convenient in
practice to include in money time-deposits with banks and, occasionally, even such
instruments as (e.g. ) treasury bills. As a rule, I shall, as in my Treatise on Money;
assume that money is co-extensive with bank deposits.
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Thus the rate of interest at any: time, being the reward for
parting with liquidity, is a measure of the unwillingness of those
who possess money to part with their liquid control over it. The
rate of interest is not the “price” which brings into equilibrium
the demand for resources to invest with the readiness to abstain
from present consumption. It is the “price” which equilibrates
the desire to hold wealth in the form of cash with the available
quantity of cash;—which implies that if the rate of interest
were lower, i. e.® if the reward for parting with cash were
diminished, the aggregate amount of cash which the public
would wish to hold would exceed the available supply, and that
if the rate of interest were raised, there would be a surplus of
cash which no one would be willing to hold. If this explanation
is correct, the quantity of money is the other factor, which, in
conjunction with liquidity-preference, determines the actual rate
of interest in given circumstances. Liquidity-preference is a
potentiality or functional tendency, which fixes the quantity of
money which the public will hold when the rate of interest is
given; so that if r is the rate of interest, M the quantity of
money and L the function of liquidity-preference, we have M =
L(7). This is where, and how, the quantity of money enters
into the economic scheme.

At this point, however, let us turn back and consider why
such a thing as liquidity-preference exists. In this connection we
can usefully employ the ancient distinction between the use of
money for the transaction of current business and its use as a
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store of wealth. As regards the first of these two uses, it is
obvious that up to a point it is worth while to sacrifice a certain
amount of interest for the convenience of liquidity. But, given
that the rate of interest is never negative, why should anyone
prefer to hold his wealth in a form which yields little or no
interest to holding it in a form which yields interest(assuming,
of course, at this stage, that the risk of default is the same in
respect of a bank balance as of a bond)? A full explanation is
complex and must wait for Chapter 15. There is, however, a
necessary condition failing® which the existence of a liquidity-
preference for money as a means of holding wealth could not
exist.

This necessary condition is the existence of uncertainty as to
the future of the rate of interest,i.e. as to the complex of rates
of interest for varying maturities which will rule at future
dates. For if the rates of interest ruling at all future times could
be foreseen with certainty, all future rates of interest could be
inferred from the present rates of interest for debts of different
maturities, which would be adjusted to the knowledge of the
future rates. For example, if {d, is the value in the present year
I of £ deferred r years and it is known that ,d, will be the
value in the year n of £ | deferred r years from that date, we

have

_ldn+r_

ndr ldn :

whence it follows that the rate at which any debt can be turned
10
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into cash n years hence is given by two out of the complex of
current rates of interest. If the current rate of interest is positive
for debts of every maturity, it must always be more advan-
tageous to purchase a debt than to hold cash as a store of
wealth.

If, on the contrary, the future rate of interest is uncertain we

ldn+r
ldn
when the time comes. Thus if a need for liquid cash may

cannot safely infer that ,d, will prove to be equal to

conceivably arise before the expiry of n years, there is a risk of
a loss being incurred in purchasing a long-term debt and
subsequently turning it into cash, as compared with holding
cash. The actuarial profit or mathematical expectation of gain
calculated in accordance with the existing probabilities—if it
can be so calculated, which is doubtful—must be sufficient to
compensate for the risk of disappointment.

There is, moreover, a further ground for liquidity-preference
which results from the existence of uncertainty as to the future
of the rate of interest, provided® that there is an organised
market for dealing in debts. For different people will estimate
the prospects differently and anyone who differs from the
predominant opinion as expressed in market quotations may
have a good reason for keeping liquid resources in order to

profit, if he is right, from its turning out in due course that the
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