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CHAPTER I

INTRODUCTION

Since the publication of Keynes' Geaaeral Theory, the subjects of

liquidity and of liquidity preference have been extensively discussed in

economic literature. Among the writers, the names of Harrod, Robertson,

and Hicks are perhaps best known. However, the subject remains a coti-

troversial one. In particular, the degree to which interest is deter

mined by liquidity factors is disputed, with Hicks taking a favorable

position^ «id Robertson a dissenting one.^ Harrod has discussed liquid-
ity preference and other doctrines as alternatives among which he is

apparently not cong^letely willing to choose, since he says, "I am not

prepared to reject Keynes' theory, even in the stripped form in 'tdiich

his critics present it, as untenable,"^

No attempt is made in this study to settle the fundamental dispute

regarding the natiure of interest. Rit an attempt is made to deal rather

^J. R. Hicks: "A Suggestion for Simplifying the Theory of Money,"
Sconomica. 2 (1935).

J. R. Hicks: "Mr. Keynes and the Classics," Sconometrica. 5 (1937).

^D. H. Robertson: "Mr. Keynes and the Rate of Interest," in Essays
JsQ Monetary Theory. London, King, 1940.D. H. Robertson: ".Some Notes on the Theory of Interest," in Utility
and All That. London, i4acMillan, 1952.

3r. Harrod: Towards a Economics. London, MacMillan,. 194S,



systematically with a part of the problem. One of the difficulties in

Keynes and in other Bionetary discussions is that the motives of holding

cash are mixed rather indiscriminately, under the heading of demand for

money. The transactions dmaaand as a relatively stable percentage of the

transactions effected has been studied by Irving Fisher^ and by Keynes

himself,^ in rather different ways. Although the question is logically

clear, mary technical problems arise as to the basis of reference, the

transactions involved, the velocity of money, the different prices, etc.

The speculative demand, in the Keynesian sense, mixes up the safety and

the speculative features of money. Moreover, the speciil-ative demand is

not recognized as an iii^jortant factor by several writers. More generally,

no definite distinction between the two demands for money is possible in

practice and they are only two extremes of the demand for money vdiich

combinates transaotims, precauticaiary and speculative desires. As !4arget

points out,^ the store of value function of money is part of its exchange

function, and vice-versa, "Hoarding money is nothing but the custom of

holding a greater stock of it than is usual with other economic agents,

at other times or in other places,"^

Thus the first aim of this study is to consider the motives of hold

ing cash rather systematically by isolating certain ideal cases where

the motive can be sharply distinguished. Following this, we shall con-

^I, Fishers The Purchasing Power of Money, New York, MacMlllan, 1925,

M, KeynesI Treatise on Money. London, Madttllan, 1932, especially
Chapters 9 and 10,

^A, W, Margeti Theory of Prices. New York, Prentice-Hall, 193S,
especially Chapters 16, 17, and 18,

^L, Von Mise, quoted in Marget, og, cit.. p. 465 note.



aider some of the social implications of liquidity. Then relationships

between this study and similar conceptions of various writers, particu

larly Keynes and Bronfenbrenner, will be stressed. Finally, some Mi^iir-

ical data on money balances find interest rates will be examined.

The first case which we shall consider in the succeeding chapter is

the choice that an individual makes when he is holding an asset or store

of value for a known length of time. The investor has only choices of

risKless investments in so far as returns are concerned. These provi

sions considerably simplify the problem and it is possible to show quite

clearly that the individual choice depends upon the anticipations regard

ing the future values of assets. This choice is based on an appraisal of

risks and the choosers of cash are (l) those who are seeking safety, and

who wish to avoid any risk concerning the future values of the asset

chosen, and (2) those who are seeking maximum gain with risk and expect

the future values of alternative assets to fall enough to justify the

holding of cash. In all cases, choice of cash contributes to the long-

run income desire of individuals. Avoiding risk, an individual sub

jectively maximizes his income, because he is suz^ not to meet losses.

Seeking risk, and money for that risk, an individual also maximizes his

subjective income. Finally, a third motive for holding cash may be found

in the building of reserves in order to meet emergencies, unforeseen

conditions or foreseen future obligations, before the time of liquidation,

which is known. Thus, it becomes apparent that the demand for cash can

not be reduced to a single motivation basis. Following this, we shall

examine the market is^lications of many individuals making such choices,

pointing out that it is necessary to have differences in opinion.

In a second case, we shall consider the liquidity implications of

different mat\irities. Since the shorter the maturity, the greater the



liqtiidlty, short-term interest rates, ■which represent values, may in

certain periods be higher than long-term interest rates, although liquid-

ity preference on the part of investors generally prevents this froai

happening. Liquidity implications on the supply of securities of differ-

fflit maturities will also be examined.

The third case is that of assets with risky ret'ums, and particularly

with risk of default. Such risks generally increase the demand for cash,

an attempt \-iill be laade to consider the real implications of liquidity

and the liquidity iDroperties of real goods as different from intangibles.

In a last case, vinknown times of liquidation are examined. On one

hand, the possibility of liquidating an asset at any time is desirable

and reduces the holding of cash In order to meet calamities or unfore

seen events. For this reason, these last causes of uncertainty can be

offset by some institutional device, such as insurance. On the other

hand, the possibility of a futxire value lower than the present price is

greater for unknown times of liquidation than for a given liquidation

time. Thus, micertainties regarding liquidation generally increase the

liquidity desire.

Is such a liquidity useful for the society as a whole? An exces

sive desire to hoard has long been criticized on moral grounds. The

Church, social reformers, socialists, and Marxists have always been

opposed to excessive hoarding. More recently, especially on the initia

tive of Keynes, hoarding has been challenged on purely economic grounds.

Keeping prices down and curtailing demand, it creates and aggravates

unenployment. Moreover, changes in liquidity preference are a cause of

instability in the econoi^. However, one can in favor of liquidity

that it stabilizes interest rates, favors lending and borrowing, and



prevents unreasonable investments.

Such an inquir7 is not original, as has already been stated. Keynes

bases Book IV of the G^eral Theory on a discussion of liquidity prefer

ence, i«hich is one of the central mechanisiaa of his economic system,

Although he is not always very clear, the transactions demand corresponds

to as L^(i) and the speculative d®nand to M r L_(r). However, many

points of the Keynesian liquidity preference are not altogether clear.

Keynes grants too much importance to the question of speculation, in the

sense of gambling. Jfore generally, he mixes up the desire for holding

assets and the desire for holding cash and gives tivo different definitiwis

of liquidity, the first based on price certainty, the second, more ccn-

sistent with his conception, in terms of price uncertainty. Thinking

primarily in terras of deflation, he is led to charge liquidity preference

with all evil.

Several economists, outside Keynes, have also been interested in

the question of liqxddity. After presenting the theories of banking

liquidity and of J. Marschak, we analyse Bronfenbrenner's conception.

His atteii?5t to explain liquidity in terms of utility fails to be convinc

ing and he develops an argument more adapted to capital gains of all assets

than to liquidity with its two features, certainty and uncertainty in

money prices.

Finally, an att«npt is made to illustrate different points of this

inquiiy, partictilarly those concerning the desire for liquidity and its

manifestations, with a presentation of cash balances and interest rates

in the United States since 1890. While in the first decades of this

century, the liquidity demand for cash balances was not considerable and

the short-term interest rate was significantly above the long-term rate.



meaning a preference of investors for long-term and of borrowers for

short-tem, in the 1920's liquidity preference resxilted in an ii^ortant

amount of cash balances, due to speculation on future rises in interest

ratesI at the same time, short-term interest rates fell to the level of

long-term interest rates. During the pre-war period, risk aversion,

accentuated by the crisis of the 1930's, caused investors to hold large

cash balances and resulted in a short-term interest rate much lower than

the long-term rate. After World War II however, it seems that specula

tive and risk aversion motives for liquidity declined in importance

Kdiile a new motive, institutional in natui-e, arose. Although cash

balances are declining and interest rates increasing, the level of cash

balance rmains relatively high.
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CHAPTER II

THE INVESTOR'S DEMAND FOR LIQUIDITI

The discussion of liquidity generally involves a nuatoer of differm

ent ideas concerning the holding of assets. People are interested

primarily in one question: what will be the future of an asset? They

anticipate not only the future value of the asset, but also different

conditions or circumstances, some conceniing more or less directly the

holding of the asset, others con5)letely outside the investing process.

Such an anticipation is always made at a time at which the individual or

firm has a decision to make about the form of assets. It determines the

policy of an investor. Then, in a discussion concerning the form of

holding assets, one is uniquely concerned with "ex-ante" characteristics

of assets. However, the results of these policies are not irrelevant.

Ckie investor uses "ex-post" characteristics of assets and deduces from

them what the future characteristics will be. So does the general pub

lic, whose anticipations create the demand fxinction for the asset* An

investor bases his policy upon the "ex-post" characteristics of the

asset unless he has a good reason to believe in a change.

In a general way, the liquidity of an asset involves its property of

store of value. And one of the qualities of money is its store of value

characteristic.^ The relation of money to liquidity has often been

Mr. Modigliani proposes to distinguish sharply between moneyness
and liquidity, refixdng moneyness to the property of medium of exchange «ind



ei^hasized. The tern liquid funds, is often synonymous with cash balances.

Moni^ is the liqiiid asset "par excellwice,» and liquidity generally refers

to cash or assets with close relation to cash in the sense that their

value in sale is closely confined in teiros of cash. The trouble with

such a conception is that it is asymetrical in its position regarding

the value of money. In a potentially deflationary situation, nearness to

money, and money, are highly desirable, while in a potentially inflation

ary situation, they are relatively undesirable. It is clear, moreover,

that liqiaidity, so defined, may or may not be desirable, since cash is

not always a good store of value, particularly in times of inflati<m or

of profitable investment opportunities.

The form in which assets are held must be related to the purpose for

which assets are held. In determining the purpose for which an asset is

held by an individual or firm, it may be useful to distinguish between

the long-run and the short-run.

In the long—run, there is one purpose of holding an asset or a

changing pattern of assets, namely achieving a maximum income. Only pro

ductive assets are sought in the long-run and yields or profits are sup

posed to be important enough to take care of other purposes, if any.

Moreover, the uncertainty, in a long-run period is too large for people

to be concerned with anything but income. The uncertainty is such that

it doesn't allow for precise planning of the future. The peidod relevant

to a discussion concerning an investor's policy and his choice between

keeping the term liquidity for the property of store of value. Madi-
gliani: "Liquidity Preference and the Theory of Interest and Money,"
Economttrica. 12 (1944) 8$, Such a sharp distinction may be imnecessazy,
due to the frequent overlapping of these properties.



alternative holdings is the short-run. Concerning the choice between

assets, the kind of short-run involved here is the anticipatory future.

When the future is foreseeable in a more or less precise way, when more

or less precise anticipations about the future of assets are allowed,

then one can make a choice between assets according to their qualities.

However, this distinction between the long-run and an anticipatory future

always remains rather vague, although its concept is easily understand

able, It is impossible to refer to any particular period of time. More

over, such a distinction apparently disappears when even the anticipatory

future becomes very uncertain, as in the case of impending war or polit

ical trouble. In such a circiimstance of very uncertain future, income

and store of value properties are nearly meaningless, and intelligent

discussion of rational behavior difficxilt at best.

Even in the foreseeable future, the income properties of an asset

appear to be the principal reason for holding such an asset. People hold

assets, first, because of the services rendered by the asset. The owner

ship of a car belongs to this category, namely real income. An asset has

real income when it satisfies human wants. Human wants may well be

purely sooialj prestige is one of the most important reasons for holding

assets. The ownership of a fine car, for example, comes more from the

desire for social prestige than from the need for transportation, which

could be provided by an ordinary car. In the second place, people hold

assets because they yield a monetary income. The holding of a machine, or

a plant, belongs to that category, as well as the holding of securities.

Ultimately, however, only real income gives utility to an asset. Monetary

income appears to be only a factor derived from real income. The owner

ship of a shoe factory provides a monetary income, but that monetary in

come is derived from the real income produced by the shoes, which satisfy



consumers^ wants. From another point of view, income includes both yield

and capital gain, the former being something that can be taken out of the

asset, the latter inherent in the asset itself.

Finally, the purpose of maximizing income can be attempted by all

agents of the econoiny. An income may be that of an individual, a family,

a firm, even a government, A discussion of different aspects of the choice

among assets will follow.

Ultimately, in the long-run, an investor always tries to maximize

his income. Such a maximization, in the short-run, can involve purposes

other than a short—run maximizatiwi of income. The maximizing process,

in the short-run, leads to holding assets for the following reasonsj

(1) Income from assets held at any time.

(2) InQjrovement in income ty changing the form of assets in the future,

(3) aaergencies and unforeseen conditions.

(4) Time shape of consua^jtion demand, if known.

(5) Maturity of obligations, debts, taxes and the like.

In the short-run these are the purposes of holding assets. They

correspond to a long-irun maximization of income.

Other things being equal, one always wants the highest possible in

come from assets, if possible ultimate liquidation of the asset and

expenditure of the pivaceeds are included in inoonwi. The question of

holding real income assets in order to satisfy the consumer's wants of

the investor can be given in terms of money, A house, for example, will

be considered because unless the investor holds such real estate, he

would have to pay rent. But most of the assets held for consumption

purposes, clothes, etc., will not be considered. A dividing line may

be drawn between assets that can be sold, after partial use, by an



individual^ and those without possibility of resale. A certain vagueness^

then, remains attached to that concept of income, a vagueness is^jossible

to remove vdthout a complete explanation of economic utility, \dilch will

not be att®npted here. Cfeily assets which are held vfithout the primary

piirpose of satisfying direct consun^^tion will be considered.

Maximisation of income from assets held appears to be a well known

law of economic activity and doesn't need further develppm^t. The hold

ing of securities, of stocks up to a certain point, or of real property,

such as buildings, belong to that dategory. But at the same tima, an

investor wants a certain flexibility in his assets. When better oppor

tunities in the field of investment occur, an investor generally wants

to be able to change tte form of his assets. In a way, an investor tries

to avoid issQobilizatlon of his funds in case he finds either investments

with a better real income or investments with a preferable monetary in—

corns. Holding securities with an organized market, or more generally,

holding any asset vdiich can be shifted to another investor, belongs to

that category.

An investor also seeks some assets which can be sold quickly. The

axistenoe of an organised market is not enough. The process of liquid

ation ought to be quick in order for the lndivid\ial to be provided with

funds any time unforeseen circumstances, such as calamities, fire, etc.,

reqxiire them. The rapidity of the liquidating process is not the only

relevant factor, A forced liquidation, due to circtimstances, should not

involve a great loss. In a general way, the quicker the liquidation

period, the greater the loss involved. If a fim has to sell a plant

in a month or so, it might find acceptable conditions, due to a competi

tion betxfeen prospective buyers. If the same fim has to sell the



plant in a week or so, it is obliged to take the conditions of the first

prospective buyer and these conditions are likely to involve a greater

loss* The saa® thing is time with used cars. The selling price of a used

car is likely to be higher if the seller is not pressed to sell his car

in a very short time.

Assets held must be adapted to changes in the shape of consu^tion

habits, if foreseen. This element in the choice of assets is siniilar to

those described abovfe and makes for a certain flexibility in the form of

the assets held. The same is true for firms; forecasting an Increased

dividend demand, a firm must be provided with assets which allow the

distribution of that increase in dividend. The search for a car with a

good trade-in value, in oivier to be able to get a newer model with a

lower loss in the future, belongs to that category.

Last, such circiuastancea as maturity of an obligation, taxes to be

paid, etc., require holding of assets. Gwaerally, any foreseeable obli

gation in the future requires holding of assets in order to meet it at

maturity.

In a sense, conditions (2) and (3) make for the holding of assets

which are able to meet unforeseen events, while conditions (4) and (5)

make for holding assets in order to meet foreseen obligaticms.

It is clear that in the long-run, all these aspects have to b#

included into (l). If we discard the holding of assets in order to meet

the con8un9)tion demand of the holder himself, or at least the holding of

those assets vfliich have not an income easily convertible in terms of

money, the monetary income provided by the assets should be sufficient

to provide funds for such circumstances when needed. This is especially

true of assets which provide monetary yields, and applies to a lesser

degree to assets with capital gain. In the long-run, the Income earned



by a firm should cover not only all the coats, but also reserves for risk

and unforeseen circumstances, depreciation and possibly a minimum normal

profit. However, we disregard in the long-run how the costs and receipts

are distributed in time. It is the adaptation, in the short-run, of costs

and receipts in time that requires the holding of assets for other pui>-

poses than income.

In the shorb-rtin, assets held for these different purposes contri

bute to maximizing the long-run income of the investor, individual or

firm. Aspect (1), namely maximizing short-run income, contributes, of

course, to long-run income maximization. It is easy to understand also

how aspect (2), namely manoeuverability, makes for maximization of long-

run income by always taking the comitments providing the higher income.

In holding assets for purpose (3), to meet mergencies, in the short-

run one investor avoids the necessity of selling, in case of emergencies,

assets with high future income potentialities for a price that actually

can be disadvantageous to him. If an investor has to sell, quickly and

at the actual market price, preferred stock vrfiich he anticipates to be a

good long-run investment, in order to pay the doctor's bill, he has made

a wrong repartition of his assets and is not maximizing his long-run

income, A fortiori, the same is true when circumstances can be foreseen.^

Holding assets for these particular purposes, then, contributes to a

long-run maximization of income.

In the short-run, however, the relation to income is not nearly as

clear. Item (l) is simply the maximization of short-run Income; such a

^Actually the sale of income yielding assets in order to meet foreseen
or unforeseen abligations may not involve a loss. This is particularly
true vdth capital gain assets and the obligation laay mature at the same
time as the highest capital gain of the asset. But such correlation can
not be counted upon and is merely a question of luck.



mximization is very simply related to liquidity as defined on page 8.

If one were to choose, once and for all, the form in which to hold assets

and enjoy such income as thay provide, he would never hold cash or cash-

related assets. Cash yields no income. Cash-related assets yield only

a small income, such as interest on time deposits, one per cent on time

deposits payable in less than ninety days. He might choose, however,

relatively low income safe assets or higher income risky assets according

to his temperment and his faith in his ability to forecast yields. Some

prefer risky situations, others avoid th^, but in any case, selling

value and liquidity would not be involved in purpose (1).

The other four itwus give rise, individually and collectively to a

liquidity factor, ind generally one has to give up part of the incoam

in order to get liquidity. The relevancy of these four piirposes to

liquidity will be considered in some illustrative cases.

The first case involves the addition, to the once and for all selec

tion of an asset, of the problem of a possible liquidation at a given

time in the future.

Case 1; One Tims-Cttie Alternative Selection

In this case an individual is considering the choice between cash

and an alternative incoae-eaming asset.

In order to make this first case simple, some assun^tions will be

made. The income-earning asset may be a security or real property such

as a building. It will be assumed that it is held strictly because ©f its

possibility of earning a monetary incoms.^ If the alternative ass©t is a

^It wovtld be sufficient to assume that the asset gives a certain
amount of utility, either real or monetary, but a monetaiy yield renders
the discussion easier.



building, it will be considered as an investment and not as the residence

of the investor. But the individual has on3^ the choice between the asset

and cash* Other alternative assets to cash will not be available to

Other assets can exist and determine the rate of interest, but for one
«

reason or another, he cannot be provided with them. Sometimes regulations

create such sitxiationsj a trustee often has onlj a limited choice of assets,

sometimes only the choice between money and U.S. Government securities*

From another point of view, risk of default on secuidties, or more gen

erally, the uncertainty of the income stream up to the time of liquida

tion, t, will be neglected, fhe yield of the asset is assumed to be

certain and stable, say one dollar per year. It may be either perpettial

or lasting at least till time t. Time t, finally, is the liquidation

time of the asset. There is only one liquidation time, t, as there is

only one purchase time, 0, If the individual purchases the asset at time

0, he has no other possibility than to keep it till its maturity, t.

Such limitations make this example apply to (2), (4), and (5) of

the reasons for holding assets listed on page 10. If the only purpose

that the investor wished to fulfill was the yield earned, (1), he would

take the asset. If thm asset was held for purpose (3)# wwsrgencies, the

investor would never take the asset but would keep cash* The possibility

of changing to a better income yielding asset, and the consideration of

a possible change in the time shape of consunption and of maturity of

known obligations are, then, more relevant to case (l) than income and

(saergency considerations.

Although the individual has only the choice between cash and the

alternative asset, he is not coiiapelled to invest all his available fiinds

in the form of the asset. He can invest part of his funds in the form of

the asset and keep the rest in cash*
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To detenalna the price dfflaand fiinction of an individual for the

asset, the only problem confronting the investor is that of the liquida

tion value of the asset, of its future value at time t. The inccMae is

knovm. If the liquidation value were to be equal to, or above the pur

chase price, the investor would certainly prefer the alternative asset

to cash. More precisely, he would prefer the asset as long as its value

at time t is greater than the piirchase price minus the income received

between times 0 and t. The income received is compounded at some future

interest rate, namely the smallest interest rate that is likely to occur

between time 0 and time t. The investor is then certain to earn at least

that interest rate in reinvesting the incaae earned by the asset. A

further discussion of this minimum interest rate, i, may be useful. It

is not necessary to assuiae a fixed value of i. The minimum interest

rate, i, can change during the period considered. If t equals one year

and the minimum interest rate is two per cent for three months and then

increases to two and one half per cent, the returns during the first

three months will be compounded for three months at two per cent and for

the remaining nine months at two and one half per cent; the returns after

the first three months will be compounded only at two and one half per

cent.

If the individual prefers the asset to,cash, the future value, A^,

of the asset at time t must be such as:

A^ greater than

Where = Ao-[(l+i)V (1+1)^-3.^....+ (1 + i^
Aq is the present cost or the market value of the asset.

V V (i-n)"*^- (1*1)

Ejqpanding the binomial expression to two terms, we get

B^,^Ao-t-(t+l) t i
2



Let us assiime that i, the minimum interest rate is also the interest

earned by the alternative asset. Then one dollar per year will be the

earning of an asset of market value Aq. In the binomial expression, if

i equals five per cent, for any period t less than forty, the expression

Involving i, namely (t+1) t i, is smaller than t. Consequently, for
2

ftwyiii periods of time, the compounded interest factor is not important.

If the interest rate, i, is five per cent, Aq approximates twenty

dollars. In that case, for t ~ 10, is smaller than Aq unless the

interest rate changes by one hundred per cent. The changes in interest

rates, which deternine tha actual value of the asset (if the common belief

is that the interest rate will stabilize in the future), are not sig

nificant upon the demand of assets with a long maturity. On the other

hand, for t = 1, a change of only five per cent in the interest rate may

make equal to Aq* Therefore, a change in interest rate is a very sig

nificant factor upon the dMsand of an asset with a short period of liquid

ation.

On the other hand, if t is very short, the interest return is so

small that It does not offset the cost of carrying out tlw transaction,

evffli in the absence of vincertainty ccaiceming the liquidation value of

the asset. Costs of carrying out a transaction run relatively high for

physical assets, while they are usually relatively low for cash or intan

gibles. However, transaction costs for money are in a way fixed and not

proportional and therefore they prevent the investment of a small staa

for a small period. Much of so-called "transactions" money is probably

held under the form of cash for that particular reason.

If ttte investor has an amomt, M, to invest, of which he devotes

xaM to hold cash and M(l-m) to hold the asset, he has to make a judgment



concerning the future value and its probability. This judgment in

volves the likelihood that be greater than % and the willingness to

take the risk that be greater than A^, Still considering only motives

(1) and (2) for holding assets, we can say that the size of m (m greater

than or equal to 0 and smaller than or equal to 1) depfflids upcsi the value

Aq, the probabilities of future values At, p(At) and a subjective factor,

R, namely the risk aversion of the investor.

= d[ao, p(a^,), rJ
The case m = 0 is that of an individual who holds no cash, but invests

all his funds. He will do it if for all At greater than Bt the estimated

probability is sufficiently high to outweigh, with his risk aversion R,

the probabilities of At being smaller than Bt. This will generally be

the case for a t sufficiently large, since it is unlikely that At be smaUer

than Bt unless extraae fluctuations of the interest rate are anticipated.

For small t, changes in interest rate of the size of the interest rate

itself may be possible and introduce considerable risk. If the indivi-

<taal is not willing to accept the possibility of loss as willingly as the

chances of gain, then m will be greater than 0,

The case m = 1 is that of cash hoarding. The individual either

thinks likely to be smaller than Bt or has a risk aversion that Etakes

him avoid coHg)letely the asset. For a t sufficiently large, however,

such behavior is likely to be rare.

It will be ei^hasized that there are two very different factors in

the case m s 1, or more generally, in all cases in which m is high. Cash

is held for two reasons. First, an investor prefers cash because he ex—
e

poets that At will be smaller than % in the future, i.e., when the anti

cipations that At be Kualler than % outweigh those that At be greater



than Such a motivating factor can be called the spectilative motive.

But, secondly, there is another factor that can motivate the holding of

a large amount of cash. This other factor is risk aversion. Even when

an investor expects to be higher than Bt, he may prefer cash because

he does not want to take the risk. Such a nustivating factor can bo called

the risk motlvm. Speculative and risk factors are not coB^letely unre

lated, The speculative factor is partly derived from the risk factor,

since individuals who have a high risk aversion will tend to have higher

anticipations that Aj. will be smaller than B,, than those individtials with

a bold mind. On the other hand, the risk aversion depends partly on the

past speculations of the individual and their realizations. However, in

order to avoid confusion as to the demand for cash, this speculative

motive and this risk aversion motive should be distinguished. The demand

for cash is, finally, inherently a ocsabination of the bearish speculator

and of the sheepish quasi-bull, who avoids risk even though he thinks

greater than B^.

It is perfectly rational for an individual to invest only a part of

his funds. The individual will invest a percentage (l-m) of his funds

M so that the marginal rate of substitution of cash to the asset be

equal to one. The marginal utility of the asset corresponds to its

future probable values A{.jL> '* with the risk involved in each

combination. The marginal utility of money is its value certainty and

its value uncertainty. Investing only part of his funds, the investor

minimizes his risk. If he invests only a small percentage, (l-m)M, he

centralizes the final liquidation value near M and this will lower the

range of possible resiilts to an acceptable level.

Now we shall drop the assuaqjtion that the asset is held uniquely for



an income pui^ose, (1), and a speculative purpose, (2). Holdings in

order to meet fflaergencies, ©jspected changes in consumption or antici

pated obligations vd.ll be considered. Generally, the maturity of an

obligation to be paid by the investor or a change in his consui^tion

habits does not occur at time t, but either before or ajfter time t. If

they are expected after tim t, the problem is not changed and the former

developments are unaffected. On the contrary, if they occur before time

t, they cause an increase in the value of m since beside the risk aver

sion H, another factor is introduced, namely liquidity need in order to

meet expected obligations. Since the individual can not get rid of the

alternative asset before time t, an obligation (debt or tax or the like)

maturing at ti^ t—1 compels him to keep at least a cei*tain aiiiount of

cash, J^, He is obliged to do so even though he expects to be greater

than However, if the investor has a possibility of borrowing and if

At is expected to be greater than % plus the cost of borrowing money in

oiHier to meet the obligaticn at its maturity, the investor may still

choose to hold the asset and borrow to meet the maturing obligation.

But generally speaking, the debt position of an individual (debts con

tracted in the past) leads to a large preference for cash. The holding

of assets as a precauticm against calamities or unforeseen circumstances

also makes for a high value of m. This question will be developed more

thoroughly in a later illustration.

The important problem remaining, regarding the d«nand fiaiction, D,

concerns the formation of anticipations involving it is clear that

the whole economic process is Involved in the determination of the values

which evffiitually come about. The particular view of this process by the

individual serves to make up his mind about the choice between the asset

and cash, if any. (This s^unt, m, can be fletermined by other factoirs



in the short-run.) But it is not easy to single out a particular indivi

dual, In fact, the anticipations of that make the demand function are

those of all the prospective buyers of the assets. The expectation of

by an individual, then, is a judgment about the behavior of the market

more than a judgment about the properties of the asset.1

As a backgx*ound of all anticipations about the investing process,

there exists a relation between all the values of A. This background

relation between Aq, A||_,...A^ is generally masked by particular and gen

eral anticipations of the actual moment. On the market as a iidiole, if

there is any considerable amount of cash holdings Aq should tend to be

adjusted so that the marginal buyer (vrtiich might be everybody, due to

splits in asset holdings) thinks that A^ = Bjj. The marginal buyer expects

~ ®t'^'^o'"^ ^ small t, (i.e., in neglecting the compound interest
factor). Hence the marginal buyer, and the majority of the market, thinks

that A|j will be smaller than A^. This corresponds to a general antici

pation that the values A^,, Ai,...A^ will fall in the order of i per cent
Ao

per year, i being the interest rate, or under another fonaulation, that

Interest rates mtiII rise in the order of i per cent per year.

The actual detenaination of in the future depends on the sane

factors which deterain® k^, in a way, A^ is nothing but a discounted

value of all future anticipated by the market. If the yield one dollar

per year is assumed to be perpetxial, the process is never-ending and the

values Aq and A^ depend solely on the relationship between the yield and

the interest rates, (both present and future). This is the case for

Ijn fact, it is a judgment about what the prospective buyers actually
think of the properties of an asset, particularly its future value A4..

V



perpetual bond issues in Great Britain and in France. A scMaevdiat similar

case occurs in the United States for the preferred stock of well-estab

lished and reputed corporations, such as U.S. Steel or General Motors,

whose maturity appears to be nearly perpetual. More generally we can

distinguish four classes of factors in this process of discounting

anticipations:

(1) Supply of new assets

(2) Demand for services of the asset, if anyl

(3) Future investment demand and as a part of this:

(4) SpecilLative appraisal of the value of existing assets which will

exist in the futxire .

The question of the effect of anticipations on the value of assets

introduces the whole economic process. The above categories of market

forces are abviously far-reaching in their implications. Especially th^

imply not only expectations concerning the existing assets, but also in

volve the creation of new assets or the supply of newly-created assets.

In a way, when one considers the futiure of an asset, and its future value,

he anticipates that the supply of that asset will continue and presumably

either increase or decrease. Only the demand for existing assets will

be considered. Shifting from the individual's point of view to the group

of individuals composing the market, we shall consider the market i^qjli-

cations of the demand for existing assets and maintain the artificial

assumption that all market operations consider a possible liquidation at

the same moment, t, in the future, therefore avoiding the problem of

maturities."

^This does not affect the assun^ition made earlier that the investor
himself does not use the real services of the asset.



First of all, it must be noted that the demand in question inherently

in5)lies differences of opinion among individuals as to tte future values

A^.. If eveiyone thought greater than Bt, no one would want cash.^

The speciaative demand for cash is then zero. This is the case considered

by classical economists in which cash is held only for a small t (trans

actions or income money). It is also the implication made by the quantity

theory of money. Such a condition is not likely to occur, although it

is not inconceivable. In a very dynamic country where technology changes

are quick and where everyone is optimistic about the future development

of the economy and willing to gamble, a situation atproaching a zero

demand for speculative money may develop. In the absence of supply of

new assets, however, this zero demand for cash is unthinkable, since the

demand for assets would probably increase to the point where speculative

desire for cash would arise. Only in the case of a new supply keeping

the pidce of the asset down and allowing an universal movement into the

income—earning asset shall we have a zero demand for money with rather

uniform anticipations regarding future events.^ as stated, such unifona-

ity is conceivable under very dynamic conditions, although rather im-

likely.

On the other hand, if everyone believes A^ smaller than Bt* the de

mand for the alternative asset will be zero. This corresponds to a liquid

ity preference equal to one for all individiials. The absence of demand

%e consider cash as an alternative form of holding assets. The
question of transactions monqy is discarded in that discussion.

^his also implies a perfectly divisible income-earning asset. Those
with small investable funds will then be provided with the asset and not
obliged to keep cash. Another possibility fulfilling the same purpose is
the existence of a savings association.



for the income-earning asset inqjlies a con^jlete and general lack of

confidence in the economy, A liquidity preference approaching the unity

may have been anticipated by the economists of the secular stagnation

thesis, but a unity liquidity preference is nearly inconceivable unless

congjlete uncei*tainty about the future exists. In such a circumstance

money itself would probably be uncertain, and therefore lose its liquid

ity characteristics. Then gold would be the only asset worth holding.

A liquidity preference equal to one is then quite unrealistic. At some

price, part of the market will shift frraa money to the income-yielding

asset, since the tenqserments and risk preference of individuals differ.

In a word, this means the existence of differences in opinion under

ruling conditions in the market.

If we accept the notion of market differences as normal, then a

certain amount of cash held for speculative purposes will exist. A part

of the money supply will be inherently devoted to asset speculation and

transaction. Presumably, the flow of funds diverted from the general

circuit of money to allow specrilation and transaction on the asset mar

ket will have a velocity of its own. The velocity of money, then, will

not depend solely upon the quantity of money, the amount of transactions

arising from production activity, and the level of prices, as it is

assumed in the quantity theory. (This is merely another way of saying

that the quantity theory did not think of speculative holding of m<Miey.)

Either due allowance to asset speculation is made in the conq^utation of

of the velocity of money or a certain amount of cash is withdrawn from

the total money supply in order to measure the velocity of money. The

second method implies that the amoimt of money devoted to asset specu

lation can be singled out and is relatively stable. In fact, the velo

city of the circulation of such speculative money is determined not so



much by the differences among individxxals as to anticipations of future

values^ as by revisirais of anticipations causing the individuals to read-

Just the asset holdings. This velocity is then highly variable and un

certain. It involves not only the present psychology of the market, but

also the past e^qjectations.

From what has been said it is clear that there is no difficulty in

defining the liquidity preference of an individual. Under the ruling

market conditions of any particular time, the amount of cash relative to

the total value of assets owned is a measure of the individual's liquid

ity preference, The value of m varies between zero and one. This

measxire should be fairly adequate as regards differences among individuals

in liquidity preference at any one time. The chief difficulties are

those of measuring the value of real assets, and of allowing for differences

in liabilities between individuals.

For the market as a whole, changes in liquidity preference Pan be

noted. Comparisons between times show such changes. However, they do

not indicate the absolute liquidity preference of the market, if any. The

natural relation, as suggested by Keynes, is to derive the market liqiiid-

ity preference from the individuals' liquidity preferences. It consists

in relating the total amount of cash held, to the total valioe of a fixed

set of assets. In another foimilation, it consists in relating the

amount of cash held, to the current rate of return of assets, since,

broadly speaking, the value of assets is derived from their rate of re-

tura. Such a measurement is satisfactory as long as the new supply of

assets is neglected. But as noted above, page 22, the value of assets

This is merely saying that the liquidity preference m equals
mM , i.e., a tautology.

(l-m)M"fmM



(and their rate of return) depends on anticipations about the new pupply

of that type of asset. On the other hand, if it is admitted that such

new supplies affect the returns of the asset, and by different amounts

at different times, the definition of liquidity should reflect this.

In a gcmeral way, we may state that the market liquidity preference

may be measured by the amount of cash devoted to asset speculation and

transaction related to the total value of assets, plus a factor express

ing the rate of change in the value of assets resulting from new supplies.

Since it is impossible to single out the amount of money devoted to asset

speculation and transactions, it is generally agreed to consider the

total amount of cash in existence. Such a method can be justified by

the fact that the amount of cash devoted to other purposes (transactions

money) is proportional to the level of income and thus stable, given a

certain level of income. (We neglect the effect of velocity of money,

which can easily be included in this point.) Then:

L = M

V+KV'

where M represents the amount of money, Y the value of assets other

than money, and V» the rate of flow of new assets, K being a constant;.

If K = 0, the value of assets is inverse to the market rate of return, i:

I. = Mi

This is the rectangular hyperbole corresponding, if we neglect the liquid

ity trap, to the Keynesian liquidity preference. This shape of function

in^slies that a given liquidity preference means a constant ratio of cash

to the value of other assets. A ten per cent increase in the qusmtity of

money would then lower interest rates by ten per cent.

Finally, it should be noted that there are no long-run or secular

effects of liquidity preference on interest rates and the value of assets.

Historically speaking, the ratio of money to income has been amazingly



stabl® in time and seems to support, as regards the long-run, the class

ical view of absence of liquidity preference. In fact, the reason is

that, for a liquidating time sufficiently large, the speculative hold

ing of mon^ is very unlikely. Conceivably if anticipations of rises in

interest rates were general (although in different degrees among indivi

duals), but continuously unfulfilled, i.e., if interest rates fell more

or less continuously, then liquidity preference would be high and in

creasing, and this would prevent the interest rates from falling as

much as they otheiwise would, Ho\<ever, it is hard to conceive of such

long-term discrepancies. Presumably, people will tend to revise their

anticipations if the fall in interest rates has been long enough, and

therefore bring the interest rates lower. More generally, in the long-

run, liquidity preference can have an effect either stabilizing or

erratic, since speculation in and out of cash has no long-run effects.

As regards holding of assets, speculation in and out of cash may counter

balance the long-term changes by providing a supply of investment funds

from time to time out of cash flows.

All the preceding developments have been concerned uniquely with

assets and nothing has yet been said about liabilities. The relation

between the demand for cash and the value of assets, stated above as

the liquidity preference, applies only to individuals without liabilities

or groups of individuals without lending and borrowing. Such a defini

tion of liquidity preference should be espanded in the case of the exist

ence of liabilities.

Debts are substitues for liquidity. The possibility of borrowing

means that an individual is able, for the present, to keep his income-

yielding assets, deferring his obligations to the future. But on the



other hand, the codLsteno® of past debts to be repaid requires the hold

ing of »or8 liquid holdings. It is obvlom, then, that the existence

of debts affects the demnd for cash but it is very difficult to know

the real is^ct of debts.

For m individual, the existence of debts causes an increase in

liquidity preference. But new liabilities inherwitly mean a desire for

illiquidlty, ihw the possibility of borrowing and the deeire to bor

row, i.e., the anticipation of possible higher debts in the future,

makes for a decrease in liquidity prefermoe, other thin^ being equal.

Such an anticipation generally comes from an optimistic view of the

future and a ccnfidenc© in the bottemant of individual inecsM. It

usually occurs at times when there is a preference for assets and a

relatively low risk aversion.

For the market as a whole, the probl«B is rather eci^ex, since

debts cancel out. However, the following relaticms can be aadet the

higher the level of debts outstanding, the high^ the di»and for cash.

On the other hand, the greater the willingneas to expand credit, the

lower the dsraand for cash, fherefore, the liquidity preference of the

market, or the demand for cash, is affects both by the smmt of ofedit

and the willingness to change this asiount. A high level of credit,

but a willingness to lower that level, due to mcertainty alx)\it the future

(as happmns at the very end of a boom), causes a higher dmaand for dash,

other things being equal. Cki the other hand, a low level of credit and

a desire to expand it decreases titm demand for cash. Klstorieally speak

ing, this last case has bean a significant factor for a decreasing cash

demand.

then, in a definition of liquidity, due allowance should be made for

the level of outstanding credit and ths willingness to change that level.



"  1

The effect of debts outstanding and vrlllingness to change their amount

may be represented in a fomula of liquidity by a factor which adjusts

^  M . according to the level of debts. The formula then becomest
¥+XV'

L = CM

V-^KV»

We may summarize case (1) as follows:

(1) If the choice is between two assets, cash and an income-yielding

asset with known returns to be held until a known date in the future, an

investor will prefer the earning asset unless the prospective loss in

selling value more than offsets the income earned.

(2) Ihider given conditions of uncertainty as to the future value of

assets, the greater the willingness of an individual to assume the risk

of loss in return for a chance of gain, the greater his demand for the

income-earning asset.

(3) The longer the time of liquidation, the greater the demand for

the inoome-eaming asset.

(4) The price established by market demand will normally be such that

some investors hold some or all of their assets in cash vrtiile others main

tain some or all of their assets in the alternative form.

(3) Liquidity preference can be measured as the ratio of sash held

to the total value of other assets held, with due allowance for the effects

of changing supply of assets and with consideration given to the question

of credit and outstanding liabilities.

" f' 1.' V
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Case 2: Maturity Times

In case (l), the question of maturity was avoided since the income-

yielding asset was supposed either to be perpetual or to have a maturity

longer than the liquidation tiiflSj t. In this case, (2), we consider the

existence of different maturities.

There are two possibilities consistent with the existence of differ

ent maturities for pay out periods. Different maturities can exist with

one kind of income-earning asset, such as a bond. A bond can be short or

long-term according to its maturity. In the second place, different

maturities can involve, as will be assumed here, different kinds of assets.

A rough classification of assets according to their maturity will be as

follows: money with zero maturity; assets with finite maturity periods,

short-tern to long-term, such as notes, obligations, bonds, real estate,

etc.; assets with infinite maturity, such as stock shares.^ An inqjortant

assmption in case (1) ranains in case (2): only a known liquidation

time, t, will be considered. The question of different liquidation times

will be postponed xmtil a further illustration. Therefore we shall con

sider as short-term the assets with a maturity shorter than t, and as

long-term the assets with a maturity longer than t.

The existence of different maturities gives the investor the possi

bility of adjusting the time shape of his assets to the time shape of his

liabilities, if known. Holding assets in order to meet a foreseen change

In fact, stock shares have a finite maturity. They last only as
long as the corporation itself. However, well—established corporations,
such as General Motors or U.S. Steel, have a nearly infinite maturity.
Moreover, since in this study we are concemid with the short-run, it is
an acceptable approximation to consider stock shares as perpetual.



in consumption habits or a knovm obligation (debt, tax or the like)

before time t no longer requires the holding of cash but can be taken

care of with short-term assets. More precisely, an individual investor

will build a portfolio of assets whose maturity schedule corresponds to

the maturity schedule of his anticipated payments. All individuals will

probably do the same, but that does not establish any relationship be

tween liquidity and maturity. Up to this point, maturity is merely a

substitute for liquidity. Individuals will probably have different

matiarity schedules and there is nothing that makes one prefer a maturity

to another. A possible exception would be a date at vdiich many people

need liquid funds at the same time, such as a fixed deadline to pay taxes.

Other things being equal, there will be considerable desire for liquid

funds just before that date while it will fall to nothing immediately

after. In a way, the seasonal increase of money in circulation at cer

tain dates, especially at the end of the year, corresponds to a phenomenon

of that nature. The relation between maturity and liquidity comes from

the needs for money corresponding to emergencies and to speculation on

changes in interest rates. These are unforeseen events and make for

preference for the shortest maturity, and, singularly, money whose matur

ity is equal to zero. The effect of these last motives for holding assets

is to create the following relationship between maturity and liquidity:

the shorter the maturity, the greater the liqtiidity.

Since expected future values are not the same for two assets of the

same maturity, an investor always takes the asset with the highest possible

Bjj, other things being equal. The speculative choice between cash and an

asset is then with the asset with the highest B^.

Outside a repaz>tition of the maturities of assets in order to meet

foreseen obligations, the individual's portfolio will contain assets of



different maturities depending upon the amount of risk that the indivi

dual is willing to assume and his appraisal of the future values of longer-

terra securities. In this diversification of assets an individual somehow

centralizes the future liquidation values of his assets near M. A diver

sification of assets corresponds then to a con^jromise between liquidity

and income. Moreover, such a choice reflects the willingness of the

individual to bear risk and the amount of his liabilities. As we have

stated earlier, the larger the liabilities and the smaller the willingness

to increase them, the higher the need for liquidity.

Finally, the effect of maturity is to give liquidity to an asset.

Maturity is, then, a substitute for liquidity. The owner of a bend has

more liquid potentialities than the owner of a stock share, other things

being equal, i.e., yields being siiailar.

The repartition of assets according to maturities can be analysed

both from the investor's point of view and from the supplier's point of

view.

For the investor, short-maturing assets are substitutes for oash.

Only two motives for holding assets will be considered, the income motive

and the speculative motive. Holding assets for foreseen and unforeseen

obligations will be neglected. VHien the value of A^ is expected to be

smaller than B^, it is preferable to avoid the long-term (greater than t)

income-earning asset. In the absence of maturity, the investor holds

cash. With the existence of short-term assets, he prefers to hold short-

term assets. A fiirther choice between very short-term assets and short-

term assets with a maturity near t may be possible, in the expectation of

a chai^ge in the short-term rate of interest. It will even be very sig

nificant for a t siifficiently large. On the contrary, for a small t.



such a choice is negligible since it is impossible to anticipate that

interest rates will rise and fall very fast, because such an anticipa

tion prevents rises and falls. Then liquidity preference is no longer

uniquely a preference for cash, it is a preference for shorter-term

maturities. Those who hold cash speculatively will prefer all maturities

smaller than t, and will have a decreasing preference for maturities

greater than t. Thus, liquidity preference is reflected in a desire for

shorter-term securities.

On the other hand, those who hold long-run assets are not affected.

Individuals who expect to be greater than will prefer assets ma

turing at a time longer than t and presumably will prefer the longer-

term assets to the assets maturing near t, unless they expect a change in

interest rate shortly after time t. Therefore the holding of long-term

assets will be unaffected by the existence of shorter-term assets. Such

behavior is true only in the case of one liquidation date t. With un

known liquidation dates, the question is mpch more complex. As will be

noted later, uncertain liquidation time increases the liquidity prefeiv

ence and causes some transfer from long-term to short-term assets. For

the supplier or seller of debt instruments, the existence of liquidity

is advantageous. In the absence of a liquidity preference greater on

the part of investors than on the part of suppliers, maturities would

serve no purpose. But liquidity preference on the part of investors is

80 large as to lower the interest rates. The possibilities of profit are

then so high that it is always advantageous to issue liquid securities

in order to immobilize in investments the funds received and make a yield

higher than the return to pay on securities. A corporation issuing bonds

is interested in immediate liquidity to be at once converted into an

income—earning asset. Issuing bonds in order to meet a maturing debt



corresponds to the sajae motive of maximization of incomes the liquidity

provided by the issuing of the bonds allows the individual to keep his

income-earning assets. By providing liquidities to be turned into income-

earning assets, the issuing of bonds contributes to long-run income, A

corporation never issues bonds in order to hold cash or liquid assets.

Another reason why a corporation prefers maturing securities to stock

shares is that they do not drain the corporation's future income in the

expectation of an increasingly profitable future. (In a pessimistic v

situation, it is exactly the contrary,) Moreover, fixed-income assets ^

are preferred by the issuing corporation if a period of inflation is anti-

cipated (even in a long-run future). In a period of inflation, the bond

has a fixed monetary value and a fixed return. Its market price tends

to drop and the corporation is able to buy its own bonds on the market

at a cost much lower than the maturity cost, therefore maximizing its in

come.

Generally speaking, short-term issues are rational from the supplier's

point of view. The supplier of assets will issue long-term assets if he

expects a higher rise in interest rates than the investors do. A corpoiv

ation always issues long-term securities when it expects an increase in

interest rates, but the effect of such an issue can be annihilated because

investors expecting a rise in interest rates will prefer short-tem secu

rities. Another factor that makes for a preference for long-term securities,

and probably the most important factor, is a desire for freedom from obli

gations in the near future. Future uncertainty makes for preference for

long-term maturities. Issuing short-terms, a corporation has continually

to out maturing obligations and issue new obligations* But the possi

bility of issuing new obligations depends on the amount of short-term

credit at any time. In periods of crisis, such as the year 1932, there is



little possibility of credit and the corporation, becoming \inable to

borrow, has to resiime its operations. Such moments of inability to bor

row may be rare, but are definitive for the coi^oration depending on

short-tem when they happen. From another point of view, short-term

borrowing depends more upon monetary policies than long-term borrowing,

Hany countries have experimented with some periods of quantitative credit

control. In these periods, a corporation depending on short-term, credit

zaay be unable to borrow as much as it needs, due to the general tighten

ing of short-term credit. This desire for freedom from obligations

corresponds to a liquidity debt phenomenon. An investor feels a debt

maturing in the near future, a liquid debt, more than a long-term debt,

an illiquid debt. Finally, a last factor may occur that explains the

preference for a long-term debt rather than a short-term one. Suppliers

and investors have different liquidity desires, the former generally

preferring short-term, the latter preferring long-term. An assymetry in

liquidity desire between suppliers and demandftrs may, then, create a

premium on long-term rates that allows an arbitrage between the two rates.

In part, banks and savings associations fill this arbitrage function by

borrowing short-term and lending on a longer-term basis, Qeman banks,

in the 1920's, used the short-term English and American loans in order

to rebuild German industry, depending solely on the continuation of the

flow of international capitali Other arbitrage institutions can be con

ceived of, but generally such an arbitrage is very risky, as far as the

solvency of the institution is concernedi

We may summarize the following preferences, which concern uniquely

the ^eculative motive of holding assets;

(1) Suppliers anticipating a rise in interest rates issue long-termj



suppliers anticipating a fall in interest rates issue short-term.

(2) Investors anticipating a rise in interest rates buy short-termj

investors anticipating a fall in interest rates buy long-term.

Arbitrage operations are possible between long-term and short-term

rates, depending upon the strength of market forces. Another question

remains: Is it possible for the shoit-term interest rate to be higher

than the long-tenn rate? With the assumption of only one liquidation

date, t, this can happen. More specifically, when people aspect a fall

in Interest rates, borrowers can esqsect more than investors, or lenders,

thus the short-term rate will be pushed up higher than the long-term rate.

Secondary factors such as the cost of reinvesting in short-term securities

(such a cost is relatively fixed) and the advantages of flexibility in

borrowing short-term, particularly for seasonal reasons, may also make

short-term rates higher than long-term. In the eventuality of unknown

and variable liquidation time, the same factors occur. However, the cir

cumstances in which the short-term rate is higher than the long-terra rate

are likely to be rarer. Since, then, short and long-teimi securities are

competitive and a definite separation between the short-term and the long-

term does not exist, debts of different maturities make one pass gradually

from the short-tena to the long-term. The same factors that induce the

short-tera rate to rise higher than the long-tena may simply resiilt in

lengthening the average maturity of all instruments of debt if they are

not strong enough to make an individual change from long-term to short-

term or reciprocally, but simply make him lengthen or shorten the ma

turity of debts or assets. However, when the factors described above

are strong enough, short-term rates can and will be above long-term

rates.

Finally, if it is thought that rates will rise, then level off.



short-tem rates will generally be smaller than long-term rates, since

borrowers will not desire to replace long-tema debt by short-tenn debt

if they anticipate a continuous debt (as business generally does), and

investors will wait for better futiore rates. But if it is thought that

the rise will be secular, this will not happen, for it is inqjossible

for the market to continue to believe that short-tem rates will always

be below loxig-tem rates; otherwise no one woxild borrow long-term.

Therefore, short-term rates will become higher than long-tem rates.

In conclusion, we can sximmarize the arguments as follows;

(l) The shorter the maturity, the greater the liquidity.

iZ) Short-term securities are substitutes to cash and not to long-

term securities.

(3) The liquidity preference of investors Is generally greater than

that of suppliers; therefore, it is advantageous to supply short-term

debt instilments.

(4) Differences in anticipatioas between suppliers and investors

make for a premium either on long-teim or on short-term securites.

(5) It is not impossible for the short-term rate to be higher than

the long-term rate.



Case 3» Risk of Default or Yields Different Than E»qpected

In the third case, the primitive assuaption of one time of liquid

ation, namely t, is maintained. But the yields of assets are no longer

assxuaed. If the income stream of assets is uncertain, an investor has

to make two different anticipations, the first concerning the future

values of assets at time t, namely A^, the second concerning the yields

received between time 0 and time t, which we shall call q^, q2,...q^

q^. Yields and values, however, are not independent but intrinsically

related.

Just as the values of riskless assets were derived from interest

rates,^ the values of risky assets are derived from their yields. The

risk involved here is that of yields different than expected. For the

market as a whole, yields and values are adjusted according to the risk

aversion of the market, (average of the risk anticipaticsis of indivi

dual investors), if any. Then A^, Aj^...A^ depend on q^, q]^...q^ and

^ r being the risk factor (average of risk anticipations of

investors). This adjustment of values to yields, or of yields to values

is made according to the knowledge that the market has of the asset,

since it is presumied that investors behave rationally. If the market

has some sort of risk aversion, and prestimably it has, the more uncertain

the yields are, the lower are the series A^, and the higher the

ratio- a , If Aq equals ten dollars and the yield expected is q = $2,
^o

i.e. twenty per cent of A^, it is likely that the risk of loss or of

yields lower than two dollars is large, since the factor r (r s q-i)

is large. Qa the contrary, the more certain the yields are, the higher

^Cf. case (l), p. 16 et seq.



are the series A^, A^y..A^ and the lower the ratio £ , At the limit|

when the yield is risklessj as in the case of high-grade bonds and

especially U.S. Govemraent bonds, the value r is zero and q = i. We

are back to case (l).

For an individual investor, the question is a little different.

The risk aversion of an individual investor is generally not the same

as that of the market. Then the individual reappraises q and A^ accord

ing to his own anticipations. If his risk aversion is different from

that of the market, a gain or loss appears, resulting from the differ

ences between q and A^ as he appraises them and q and A^ as the maricet

appraises them. Moreover, the individual can have some special informa

tion as to the yields or futvire values which the maricet can not share,

and that may also cause a difference between individual appreciation

and market appreciation. However, since the same motivating factors

apply to uncertainties concerning yields and to uncertainties concerning

values, the same reasoning can be applied to both uncertainties.

The risk of default is one particular case of yields different than

«3q)ected. It affects the choice between cash and assets in two different

ways. First, it is part of the risk that A^ be smaller than involved

in the choice, since default payment means A^ = 0. From that point of

view, it merely increases anticipations of smaller than This is

related to holding cash for speculative reasons (A^ smaller than B^). A

possible exception to this is an anticipated value « 0; then the de

fault is no longer a risk, since it is expected. This is the case for a

value of t sufficiently long and an interest^ sufficiently low for 1^

^r more precisely a yield, q = i + r, then (q+i)^"*"^ - (g-hi) great
er than Aq, but the reasoning is the same.



to ba saaller or equal to 0, namelyi

(1+ 1)^''"^ - (l->-1) greater than
i

Then, it is still preferable to hold the asset Instead of cash, for

speculative purposes, since will be greater than At being equal

to 0 and Bt being smaller than 0. It can be noted that for most goods

held for their real properties such a case is usual; it merely implies

that the asset is depreciating. Under these circumstances, the value

A|. = 0 is not a risk, but discoxmted in the value A^.

In the second place, the risk of default, with the exception stated

above, is likely to increase the risk aversion, R, of the investor. More

specifically, when the risks of default are very rare, such as in periods

of prosperity, the risk aversion of investors is likely to be relatively

lower. On the contrary, when default payments become less unusual, the

risk aversion increases relatively and the unwillingness to invest be

comes characteristic. An illustration of this will be foxmd in a later

chapter. The anticipations of default are stronger in periods of crisis

and depression than in periods of prosperity. During the 1930's, a large

part of the unwillingness to invest may be attributed to a factor of this

kind. Often there were prospects of A^ greater than B^, because of a low

and of an inflationary monetary policy, but they did not result in

dishoarding. When risk aversion is understood in a narrow way and defined

strictly in terms of individual temperments,^ the same problem can be

eaqplained in another formulation. The risk of default is then related to

calamities and unforeseen circumstances. The risk of default merely

increases the need for holding assets in order to meet calamities and un

foreseen circumstances. The effect, however, is the same: preference for

^Keynes: General Theory, p. 150.



liquid over income-yielding assets.

The general pz^blem of yields different than expected is similar to

that of defatat payment, vrith the difference that "ex-post« yields can be

higher than anticipated yields. Yields different than expected result in

a relation between and different than anticipated. The value

may be diffearent than anticipated and the value B|. may also be different.

since the factor \t + l is different than expected. The

result, then, is to create unanticipated capital gains or losses. Since,

presumably, the maximization of income corresponded to the repartition

of assets according to the anticipations, these capital gains or losses

result in a minimization of long-run income. A possible exception is a

double error on both q and A^^ which compensate themselves, so that the

relationship and is tha same as expected, although both and

are different than expected.

Unanticipated capital gains minimize the long-run income, or more

precisely, do not maximize it. The individual investor, at time 0, dis

tributes his assets according to his anticipations of A^ and q and to

his risk aversion. He then maximizes his subjective long-run income.

If the investor obtains an une3q)ected gain as a result of yields differ

ent than expected, he may be better off but his distributicai of assets

at time 0 was inadequate. If he had anticipated the possible gain at

time 0 his distribution of assets would have been different and presum

ably he would have made, at time t, a higher final gain. Therefore,

although it does not brixig any loss, an unexpected yield resulting in a

final gain corresponds to a minimization of income.

An exception to this scheme is the following: in a period of depres

sion, an investor overestimates the risks of emergencies amd unforeseen



circumstances and keeps a relatively liquid portfolio of assets, the

unforeseen final gains of some assets make for a higher income and the

individual realizes "ex-post" that he overestimated the risk of emergencies.

He considersj, then, that his distribution of assets at time 0 was inade

quate and that the unexpected gains balanced his error.

Vifhen yields different than e^cpacted result in a capital loss, not

only does the investor not maximize his income, he actually bears a loss.

His lower income, furthenaore, has no counterpart. He has not a higher

liquidity as if he had purposely sacrificed scane income for liquidity.

The failure, then, is complete.

in the case of unanticipated yields, the risk is two to one against

the investor. In addition to the risks involved in the anticipatims of

At and Bj., the investor has to bear the risk involved in yields. Most

investors, even those with a relatively high risk preference, will hesi

tate to take such additional risks. Therefore, uncertainty as to yields

generally increases the liquidity preference of investors. It is a liquid

ity preference of its own. The desire for debt instruments with fixed

money obligations rather than equities arises partly from a liquidity

preference of that kind, just as does the choice for securities rather

than real assets, (Only, in this case, another factor is involved, namely

a greater faith in the profit prospedts of firms than in those of the

investor himself going into business.)

However, liquidity preference of that special kind does not always

make a preference for cash. Moreover, in an inflationary situation, it

leads to an avoidance of cash.

In an inflation, the value |l at time 0 will be ̂  at time t, I
£being a weighted price index. The values of other assets will vaiy as



follows:

^lo tiiM 0 and at time t

A2q at time 0 and A21. at time t

at time 0 and A^^ at time t

The price index, finally, is equal to:

^ ~ Sum Wfc, Alt., Agt, ...Ant,
3™Wo, A-lo, A2„. ...A„„

The a&set whose value would be more certain at time t is a sample

basket of all assets, since all assets do not react similarly to a change

in the value of money, Ijbney itself becomes uncertain in value and loses

its liquidity on that ground. An investor vdio desires liquid holdings

will take a sample of many coimnodities. If he tries to maximize his

income from the inflation he will hold real goods and avoid money-or fixed

assets unless he is absolutely certain that the government will stop

the inflation in a very short time. The public generally does not expect

the value of real assets to increase as much as it does; at least, this

is a lesson of European postwar inflations. If the inflation results

from war destruction and bottlenecks, the investor is both more safe and

better off to hold real goods, particularly those which create bottle

necks. The future values of such assets, primary commodities stocks,

plants and equipment, etc,, will increase, and supposedly the government

will not fight these capital gains. Conservative governments will take

the positicm that, in order to rebuild an economy, favorable opportunities

must be given to business, and therefore will not prevent effectively or

tax speculative gains. Socialist governments, interested in reestablish

ing full en^jloyment very rapidly, will favor industries which form

bottlenecks and then allow capital gains in these industries; at the same



time they will try, probably ineffectively since most profits, especially

in such periods, are not distributed, to reach speculative gains when

they are distributed to stockholders. In both cases, the holding of real

assets realizes its purpose in maximizing personal inc(xse, and at the

same time resulting in a further deterioration of the purchasing power

of money.

More generally, liquidity is not the attribute of money alone. All

commodities, to one degree or another, have liquid properties. However,

since carrying costs are generally higher than liquidity-premia,^ as con

cerns coranodities, the holding of commodities for liquidity purposes is

rare under normal circiunstances. However, in special circumstances such

as the inflation mentioned above, money loses its liquidity and investors

have to satisfy their desire for liquidity, xmder both meanings of specu

lation and safety but especially under the latter, in another way.

Some factors make for less uncertainty in yields, thus for more

certainty in real prices of assets. These factors may eventually lead

to a classification of goods according to their liquidity, taken in real

sense and no longer in monqy sense. Those unwilling to take chances will

presumably hold goods possessing these liquid characteristics, since

they are no longer interested in holding cash which has lost its price

certainty.

For perishable commodities the following factors may be distinguished:

(1) Stability of consumer demand for the services rendered by the

commodity. This stability can be expressed in tenns of price elasticity

and income Inelasticity. Income inelasticity means that the owner of

Cf. Keynes: Treatise on Money, p. 135 et seq.
Keynes: General Theory, p. 226 et seq.



such conDaodlties will be able to liquidate th^ at axiy time. Price

elasticity simply means small variations in prices.

(2) Slow real depreciation. If the depreciation is large and quick,

as in the case of fruits, a high rate of tumover is needed and the com

modity is generally useless as store of value.

(3) Number of uses of the commodity. When a commodity, such as a

stock of raw materials has several uses, its yield is likely to be more

stable and its liquidation generally easier.

(4) Perfectness of the market. This involves the homogeneity of the

product, hence less real risks, and the absence of monopolistic behavior,^

that disturbs the natural adjustment of prices and particularly the qual

ity of information provided to buyers and sellers.

(3) Small transportation and storage costs.

In the case of durable commodities the same properties apply. Property

(2) is generally imimportant. Properties (3) and (5), on the other hand,

determine, for the most part, the stability of yield. Upkeep costs are

added to transportation and storage costs. The liquidity of rolling

stocks is a good example of the effectiveness of such real factors.

Finally, in the case of intangibles there exist real factors that

make for a smaller risk of unfulfillment of anticipations. The three

first factors concern the market; the three last concern the intangible

itself as representing the value of a firm.

(l) Size of the market. A large Stock Market, i.e., one with a high

capitalized value of shares and bonds that can be expected to be traded,

will be more rational, if not more stable, than a small Stock Market in

^ Monopolistic behavior is irrelevant if the investor is the monopolist.



which only a few securities are listed.

(2) Activity of the market, i.e., average quantity of transactions.

This property depends on property (1) but is not equivalent to it.

(3) Perfectness of the market, namely homogeneity, competition and

information.

(4) Value of the physical assets securing the intangible. These

physical assets, even when they are not specifically referred to, pledge

the reimbursement of debts.

(5) Value of the mangement of the firm. This property, not

especially important for short-term securities, becomes the most signifi

cant factor in the long-tem. Selated to it are anticipations of change

in management.

(6) Debt position of the fim. A corporation with heavy debts will

likely be less solvent than one with few debts.

These real factors are exceedingly important in business life. They deter

mine largely the conditions of borrowing. A well-established firm is able

to secure smaller rates of borrovdr^, because these different factors are

known by prospective lenders. A small or new corporation is unable to

borrow on favorable rates since the lack of knowledge about credit risks

ii^es for higher rates.

The conclusions of case (3) are as followsj

(1) Risk of default increases liquidity preference for the two motives

of speculation and of i*isk aversion.

(2) Yields different than expected minimize the long-run income, even

in the case of a final gain.

(3) In a period of inflation, those desiring liquidity avoid money

and hold real commodities possessing liquid properties.

(4) Uncertainty of yields increases the liquidity demand#



Case Ui Unknoiim Times of Liquidation

This is the more general case. The assumption of a given liquid

ation date^ maintained during the first three caaes, was largely unreal

istic. Host people do not know when they will have or will prefer to

liquidate their assets. Before examining the effects of uncertainty on

liquidation times, we shall give some attention to the possibility of

liquidating assets at any time.

In all organized markets, there exists more or less possibility of

liquidating assets at any time, since an investor can shift his asset to

another at the price prevailing on the market. The degree of shiftability

of an asset depends on the same factors as those stated in the preceding

case.l Size and activity of markets, and the institutionalization of

markets, etc., render an asset more shiftable* The shiftability of an

asset is primarily a social convention, Shiftability provides liquidity

to assets that otherwise woiad be illiquid. The most striking exai^le is

that of mortgages, based on real property inherently illiquid. Liquidity

in the banking sense, liquidity of prospective assets, corresponds largely

to these factors. The possibility of shifting assets: at any time, i.e,,

the possibility of liquidating them as concerns the investor, in a sense

decreases the demand for cash. Investors have a substitute for cash in

taking shiftable assets. Particularly the holding of cash by individuals

with a high risk aversion in order to meet emergencies and unforeseen

conditions may be replaced by the holding of shiftable assets. The more

shiftable, the more liquid, in real terms. The same possibility of shift

ing assets is likely to decrease the risk aversion of investors, since

Cf. p, 44 st seq.

I



they are no longer conunitted to keep their long-run Investments until

the time of liquidation. Finally, the existence of shiftability adjusts

the complex of interest rates. The short-term interest rate is then

related to and competitive with the long-term interest rate. The dis

tinction^ between maturities smaller than t, competitive with cash, and

maturities greater than t, disappears as a clear-cut distinction. The

possibility of liquidating assets at any time, through shifting, there

fore decreases the liquidity preference. However, since the market

prices at the liquidation time may or may not be desirable, the problem

of the effects of uncertain liquidation time remains complete.

Uncertainty as to the time of liquidation results from circumstances.

Two types of circumstances lead to uncertainty as to the time of ultimate

liquidation of an asset. One type comprises those exterior to the in

vesting process, the other includes those inherent in the investing

process.

Futiire conditions outside the problem of value,of assets can not be

completely foreseen. Several causes of uncertainty exist as to these

future conditions. First, some causes of uncertainty are personal to the

Individual investor, or to the firm. Among these, we can distinguish

different factors. (1) Calamities, which include death and sickness for

an individual, natural catastrophes such as fire, floods, and the like,

loss of job or of income, unexpected defaults in collection, etc., are

entirely out of the control of the individual or firm involved. (2)

Unforeseen changes in individual tastes and consvuaption habits, and pos

sible but unforeseen changes in the dividend policy of a firm are partly

^Cf. Case 2, p. 33.



under the control of the individual or firm involved. Some causes of

uncertainty are more general. (3) Productican breakdowns, unexpected

changes in the government's economic action, particularly in the tax

system, belong to such a general type. These vincertainties require

liquid funds at unforeseen times. With a possible lessening substitute,

shift ability, they make for an increase in cash holdings on the part of

individuals and firms. However, these cash holdings are ascribable to

a liquidity preference largely independent of the problem of maximizing

returns from investments. This liquidity preference arises independently

of the problem of values, fforeover, the cash holdings required for that

kind of liquidity preference are relatively stable in amount.

From another point of view, there exist some offsets to these causes

of uncertainty. First, insurance appears to be a substitute for the cash

holdings needed for uncertainty (l) listed above, namely calamities.

The existence of insurance lowers the liquidity needs of the individual

or of the firm. More precisely, insurance requires the payment of a

premium, i.e., a definite amount of liquid funds; but once the premium

is paid, the individual no longer needs any liquid funds against possible

calamities. On accoxmt of the division of risks, which is the basis of

insurance, insurance companies are able to supply a service which can

be sold at a low price, i.e., low interest and fairly well-defined obli

gations. Therefore, the cash balances held against calamities decline

as the result of insurance. Insurance companies themselves have rela

tively low liquidity needs, simply because they can foresee their needs

with a high degree of probability, due to the division of risks. Thus

they are able to hold assets of a relatively illiquid kind, such as

mortgages or securities. The existence of insurance, then, decreases



the demand for liquidity of the economy as a vdiole. However, insurance

con^janies usually hold more liquidities than necessary. Two factors

tend toward that result. First, the reputation of an insurance comparer

is based on its safety more than on its income potential. Considerations

of safety make for greatar liquid holdings. In the second place, admin

istrative and legal requirements to protect policy holders oblige insur

ance companies to hold a large amount of liquid assets. In this domain,

shiftable assets are highly substituted for cash. Finally, uncertainty

(2), production breakdowns, can be partly insured against through some

semi-governmental agencies such as the F.D.I,C. or other New Deal agencies.

The effect on liquid balances, however, is not very definite since the

m^bership requirements of such agencies oblige firms or banks to keep

large liqxiid balances. In fact, by their requirements they enable their

members to go without thffln under normal circumstances.

In a sense, savings banks and savings associations also offset some

of these causes of uncertainty and act as quasi-insurance agencies.

Savings banks enable investors to put money aside in a riskless invest-

aasat bearing a small interest. These fvinds kept in savings banks can be

used to meet calamities or unforeseen events. The seirvice provided by

savings banks is both more general and more limited than that provided

by insurance companies. Savings accoxmts do not refer to a special risk

as insurance policies do. They can provide funds for all the uncertainties

mentioned above and also for uncertainties inherent in the investing pro

cess, which will be examined later. They are substitutes for cash in a

more general way than insurance policies. However, the amount of ftinds

provided is limited to the amount deposited. The coverage, therefore, is

much less complete than that of insurance. The effect on liquid balances

is consequently smaller. Nevertheless, the existence of savings associa-
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tions decreases the amount of liquid holdings needed by the econoHy as

a vrhole. Savings associations have relatively low liquid needs of their

own because they hold assets for so many individuals. They are able to

invest in relatively illiquid assets, especially mortgages. However,

legal requirements arxi the desire for safety make them keep more liquid

ities than they really need.

Beside insurance and savings associations, there are other offsets

to these exterior causes of uncertainty. Diversified business, with

many products sold in many markets, may have smaller liquidity needs, too.

More generally, a large and diversified enterprise, such as General

i'fetors, has relatively lower liquidity needs than a i«n»an and specialised

firm, due to the division of risks. Furthermore, the Government thinks

it is its duty to maintain full employm^t. Therefore, large corporations

are somewhat assured that the Government will take measures—loans and

the like—to enable them to meet their unforeseen obligations, since

their closing due to insolvency may create \meraployment.

These causes of uncertainty, and their possible offsets, are inde

pendent of the investing process. Some other causes of uncertainty,

vdxich we shall examine now, are inherwit in the investing process.

In this second type of uncertainty, the need for liquidity is

associated with the maximization of investment returns. The first uncer

tainty is that of the future values of an asset. We have seen in case

(l) that the investor will hold cash if is smaller than for a time

t in the future. Obviously, the chances that A^. be smaller than B^. for

a time t in the future are at least as large for any t as for a given t.

It is even very likely that these chances are larger. Since investors

must wait until the bottom of the market before buying, uncertainty as



to future values stakes for holding cash^ or an obligation maturing before

the time corresponding to the bottom of the market. A second uncertainty

is merely an extreme case of the first, A general vagueness about future

conditions leads one to delay investing cash tmtil an anticipated time

of greater certainty. More particularly, vdien an investor vaguely con

templates going into business or undertaking a new real investment, ho

will usually delay investing cash and postpone his ccmmitment until "con

ditions are right." There is obviously uncertainty regarding the time of

liquidation of assets related to the optimizing process itself. In that

case, the change in form of assets is very sharp. An example often noted

is the postponement of investment decisions during periods of slump or

depression and the sharp change that takes place at the beginning of

recovery. Among other causes, this consideration of liquidity may have

had some effect. The holding of cash until better times corresponds,

then, to profit from better opportunities. A third uncertainty that

arises when time of liquidation is unknown concerns the best time to sell

goods. A certain time is often required to sell goods in the best con

dition. One is likely to achieve a better price, who is not obliged to

sell at oncegon any(desirable or undesirable) terms, IVhen a seller has

liabilities and payments to make, such a phenomenon makes him hold assets,

particularly liquid assets.

In any case, whatever the cause, uncertainty related to the maxim

izing process increases the demand for liquid assets, shiftable, shortly;

maturing assets, and cash.| Moreover, no offset to that kind of uncer
tainty, exists, except, in part, savings associations.

The conclusions of case (4) are:



(1) Shiftability is a substitute for cash. The more shiftable, the

more liquid.

(2) Itacertainties as to the time of liquidati<xi always increase the

demand for liquidity,

(3) Uncertainties exterior to the investing process can be offset

insurance, savings, and diversification of business. Uncertainties

inherent in the imresting process can not be offset.

Conclusions

The conclusions of this chapter can be summed up as follows»

(1) Cash holdings are made by those whose fear of loss outweighs

their desire for gain, and by those eaqiecting the liquidation values of

assets to decline sufficiently to offset the loss of earoings. This can

occur even in an inflationary sit\iation since realization of inflation

leads to high values on real assets and some equities, and low values on

securities,

(2) Gash will be held if differences of opinion exist on the market,

(3) If the volume of cash held is large, the market opinion seems

to be that interest rates will rise, i.e., that values will fall. This

also in^3lies, within limits, that ixiflation will not take place so fast

as to offset those capital gains arising from holding cash.

(4) Unless the market is alw^s wrong, periods of steady or declining

interest rates will exist and short-term rates will equal or exceed long-

term rates.

(5) A prospect of rising rates can only exist whm potential bor

rowers are confident in the future and believe that future earnings wdll

exceed present earnings. The extent of such possible rises should be

limited by the costs of borrowing at present and holding liquid fxinds.



(6) Uncertainty of returns, i.e., anticipations of default or of

yields different than esqpected, increases liquidity demands, when risks

of losses or gains are not desired.

(7) Uncertainty of the time of future needs or of future profit

able investments increases liquidity demand, but this is more or less

pennanent in nature.

(d) Unless liquidity desires corresponding to (l), (5), (6), and (7)

are ovea™heliaing the market, the supply of new securities anl the volume

of savings wiij. dominate the actual interest rate and the value of any

asset as well as anticipations concerning the future set of A^, A2,...A^,

.-U'
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CHAPTER III

THE SOCIAL FIMCTION OP LIQUIDITY

Liquidity and liquidity preference are present in all capitalist

economies. However, their benefit to the society has been challenged

by many economists. The following developments do not pretend to be a

general statement about the social function of liquidity, but rather a

bundle of considerations concerning the social role of liquidity. Many

economists, including Keynes, have been inclined to charge liquidity

preference with all evil. Such an attitude might have resulted from

thinking primarily in terms of deflation. The social cost of liquidity

should not be viewed only in terms of deflation but also in terras of

efficiency and incentive to profit.

Liquidity, whai considered as an institution affecting the working

of the econoi^jr, must be viewed someTidiat differently and more generally than

when considered as a problwa of individual planning or of market operations.

The significance of the institution for social welfare becomes the focus

of attention.

Liquidity inherently reflects the diffei^nces of opinion among indi

viduals or groups of individuals, as has been repeatedly stated in the

preceding chapter. It is a natural resu3t of a free econongr in which

decisions are made by individuals. Those ̂ o seek liquidity at any time

prefer securities to real assets and short-term securities to long-term

ones. Either they expect decline in values or they prefer small risks



to risks of large losses. Those who avoid liquidity prefer real assets

to securities and long-term oonanitments to short-term ones. They expect

higher values or are willing to take risks in the hope of a large profit.

It follows that the system of cash and debt instruments makes it possible

for those who prefer risks to take larger ones and for those who do not

to take smaller ones. Particularly those with an idea, an invention, or

a technique to develop can obtain capital from those vdio do not, providing

that th^ are willing to absorb a risk. It also means that the prospects

of rising interest rates hold long-term rates up and bring short-terra

rates down, thus preventing the rise. Similarly, prospects of falling

interest rates increase rates. This may have some effect on both investors

and lenders, more important as assymetry exists between the two cate

gories. Finally, the possibility of change in liquidity preference,

especially when the changes in liquidity desire are sharp, may upset

values at any time, thus leading to wide variations in values and profits.

The desire of some to avoid risks magnifies the losses and profits of

others.

Liquidity, therefore, is an inherent part of a free eoonon^. It

makes cooperation possible among persons with different desires and

abilities. There is a case both for and against liquidity preference.

The Case Against Liquidity Preference

It will be noted, first, that many points listed below as against

liquidity preference may be understood as favorable to it under different

circumstances. The advantages and disadvantages of liquidity are only a

matter of degree. The effects of liquidity preference will be considered

in the long-run and the short-run .



In the long-nm. Increase in liquidity preference diverts a large

aaount of investable funds from productive investments. In the absence

of liquidity preference, all savings will be invested and the equality

saving and investment, as in the classical model, will always be real

ized "ex-ante." Building of liquidity reserves results in a leakage in

the mechanism. The level of income, on a long-run basis, is lower when

liquidity preference is increasing. The argument runs as follows: invest

ment has a multiplier effect on the level of income; hoarding has no

effect of this kind, whatsoever. If a part of savings continually goes

to hoarding, the multiplier effect will be lower since it will involve

only invested savings. Therefore, the level of income will be lower.

Bie building of liquid balances in the long-run has, then, acted as a

brake on economic development. However, if liquid savings are invested

in liquid securities, they contribute to economic activity. Moreover,

the existence of liqviid investments tends to decrease the effect of risk

aversion, i.e., the amount of cash hoarding. Therefore, this basic

argxoment concerning liquidity preference and the level of income, in a

dynamic way, is not so clear-cut as it first appears to be.

From another point of view, large cash balances serve to keep the

price level down in the long-run. In the assumption of a neutral mone

tary policy, i.e., of a policy which does not change the supply of money,

this action on the price level may be very determinant. Historically

speaking, it seems that the increase in liquidity preference, due to an

increasing risk aversion, has been ingjortant in the fall of the price

level during certain periods. As we have already noted, the speculative

motive for liquidity preference can not have long-run consequences. Only

the risk aversion motive affects the long-run economic process. Generally

speaking, such effect on the price level has been criticized because of



its income io^jlications: an increasing income level (in the absence of

technological changes) is supported by an expectation of rising prices,

an expectation which is contrary to the liquidity preference. Since

the level of income conditions such things as employment, it has been

charged that this long-run checking on the level of prices causes unem

ployment. It seems, however, that more valuable charges exist against

liquidity preference than this vague criticism of holding the price level

down in the long-run.

In the second place, since the shorter the maturity, the higher the

liquidity, liquidity preference favors lower yields on short-tem secu

rities than on longer-term assets. The complete argument is approximately

as follows: liquidity preference favors shorter rates and thus increases

the supply of short-term assets. The effect of this increased supply is

to lower the interest rate. If bofrowers prefer short-term borrowing

because of lower rates, the difference between short and long-term rates

will dimiaaish, but not enough to equalize long-tem and short-tsrm rates.

Having lower rates, short-term borrowing possesses a kind of pramium over

long-term borrowing and enterprises will be nwre willing to borrow short-

term, At the same time, enterprises rely on the continuation of the flow

of the short-term lender to pursue their long-term inccKne-eaming opera

tions, Such a relation between short-term borrowing and long-term immo

bilizations presents a risk of insolvency in the case of a decreasing

supply of short-term credit. Thus, firms preferring to borrow short-

term are inclined to invest in qiiickly realizable assets. Even in the

absence of borrowing, the liquidity preference of the firms inclines to

prefer investments which pay off quickly. In the long-run such a psy

chology encourages repairs over new equipment, addition to plants over

building new plants, and inventories over fixed capital. At the same



time, it discourages new firms which can hope only for long—run income,

and fa'vnrs.the old well-established firms.

Finally, in the long-run, liquidity preference acts in a kind of

cumulative way. The more liquid assets an individual has, the more he

can borrow at the lowest cost. Liquid assets sustain borrowing, which

serves to purchase liquid assets. The existence of intangibles rein

forces this effect of liquidity preference. A note is backed by a real

asset. This note itself serves to back another note which in turn

guarantees a third note. The effect of unrealized anticipation on real

assets is then amplified several times and causes much more hara.

In the short-run, there are other social costs of liquidity. First,

an effect of liquidity preference is to stabilize the interest rates.

Such a result can not be harmful "per se" and can even be useful. However,

by stabilizing the interest rates, liquidity preference encourages the

postponement of investment in real assets. Liquid assets are convenient

to hold, and in times of \mcertainty people prefer to hold liquid assets

for their certainty. Even in times of less uncertainty the anticipation

of a rise in interest rates makes investors hold liquid assets. Postpone

ment of investments, although not harmful in the present, slows down the

rate of investment. In certain circumstances, postponement of investments

creates a high degree of unen^^loyment and then may cause or accentuate a

sltrqp.

to the other hand, the existence of high cash balances presents a

potential instability. It is true that liquidity preference serves as a

stabilizer, but it is a double—edged tool. Cash balances, by nature, can

be quickly converted into other forsffi of holding assets or into consumption.

When there is enough similarity of opinion among cash holders, and when

the liquidity preference of the quasi-totality of holders suddenly decreases.



the effect on other assets is very violent. As we have formerly stated,

liquidity preference is a psychological phenomenon, i.e., subject to sud

den and inqjortant changes, when investors have more optimistic or more

pessimistic e^qjectations, when investors expect the interest rates to

rise or fall. If the liquidity preference decreases, i.e., if people

expect interest rates to fall or if the risk aversion declines, cash

balances are quickly converted into other assets and this may cause an

inflation, uniquely due to changes in speculation. The less difference

of opinion there is, the greater is the effect. On the other hand,

liquidity preference can quickly increase, due to uncertainties or to a

greater risk aversion, or to an anticipation of rise in interest rates.

In such a circumstance, the effect on investment can be very sudden and

harmful and can bring deflation and tinraiployment.

It can be noted that it is likely, in a situation of potential in

flation, that spectilation based on liquidity preference will tend to be

unstabilizing, unless there is conviction in a firm monetary policy from

the government. For it is expected that without firm governmental action

inflation will feed itself and perpetuate, making for the holding of

real assets since it is likely that people anticipate the inflation to

be shorter and weaker than it really will be. This unstabilizing effect

of speculation in times of inflation has been partictilarly noticeable in

most European countries hit ty postwar inflation. Similar reasoning

could be applied to the times of potential deflation. In the bulk of

the 1930*3 deflation, an increase in liquidity preference has been a

powerful factor in postponing the recovery. If the effect of a stable

liq\iidity preference is to be stabilizing, changes of liquidity preference

usually have very erratic consequences.

When a large part of the nation's wealth is represented by supposedly



Uqiiid claims, through the cumulative process encountered earlier, the

economic safety of the nation, i.e., its income stability, lies at the

tide of an almost unforeseeable psychological factor. For the economy

as a whole, the more liquid an econony is the more fragile it will be.

A third point that can be made against the liquidity preference in

the short-z^ concerns the impact of unemployment. The cost of uneot-

ployment is bom by the owners of unwnployed resources.^ The owners of

unemployed resources are those who invested their liquid funds into

real assets and thai supported the economic activity. Those who profit

frcafl liquidity are those who retained their liquid funds in the form of

cash. The profit of liqiiidity holding is then at the cost of innocent

and third parties, not of those who induce investors to prefer cash

because of unwoHhy investments.

Finally, the case against liquidity preference is that it tends to

cause unwaployment and postponement of economic opportunities in favor

of hoarding.

^ The Case in Favor of Liquidity Preference

In spite of all its deficiencies, liquidity preference brings many

advantages to the economic system. First, it encourages savings. Many

individuals have a low risk preference and are not gamblers by nature.

They would not save unlesssthey found safe investments. Liquid assets,

with their certainty of prices, enable them to save. The safety of such

liquid investments is probably one of the biggest incentives to save,

^Without reference to those unea^jloyed themselves, who evidently can
not keep large cash balances.



since most personal savings are kept in liquid fom, bank accounts or

insurance policies. More generally, liquid assets and the possibility

of saving in liquid form have the quality of convenience. Jfost savers

are not professional investors and are not interested in speculation.

They do not want to change the form of their holdings oft«i, and save

in order to create reserves for the future more than to earn an income.

Hlsky investments presume a certain knowledge of assets, a knowledge of

the market, and above all, the necessity of keeping close watch on invest

ments made. Such watching and such risk do not attract the ordinary

saver. From another point of view, that very fact indicates that most

criticisms of the speculative motive for liquidity preference are over

emphasized. Most investors hold liquid assets because of their safety

and do not speculate on a future rise in interest rates. The amount of

speculative liquidities, finally, is much smaller than it is expected to

be by most economists. Because of this, the effect of liquidity prefer

ence is more stabilizing than erratic. This can be summed up as followsi

The average liquidity preference stays relatively stable while the liquid

ity preference of marginal investors, particularly on the Stock Market,

i.e., the marginal liquidity preference, is speculative. % favoring

savings in liquid form the liquidity preference favors banks, instance

companies, and other financial institutions, providing them with funds

and also providing then with liquid uses for funds. | Such institutions
*

could hardly exist in the abs«ice of liquid assets. They perform a mse-

ful service to the economy by smoothing economic operations.! All these

encouragements to saving are beneficial to the economy, of course, only

in the measure in which savings are useful in the particular situation

of the economy. More specifically, when savings are useful, there is a



probability that rUky sairings (or at laast ineoma-oaming lovostaMnts)

aro preferable beeaaae of their income effect, to liquid aaviagB. Sifld.-

larly, idien savings are hartoful, i.e,, ̂ en the econ<»gr is in a slusqp,

liquid savings are more harmful than invested savings, since the fomer

do not create any income vdille the latter directly increase investmwits.

Thus, this offset of liquidity preference (favoring savirngs) is at best

a questicai of circumstances.
J'
— i Secondly, liquidity preference does not only mioourage savings, it

also encourages investments. A liquid note is often practically under

stood as a note about which the lender is not oonoemed with the identity

of the borrower.^ The identity of the borrower is ccaisiderably less

iiqportant in short-term credit than in long-term credit. Thus, the

liquidity prefsrcHCice finally equalizes the conditions of borrowing among

firms. Mffermntiation in Icmg-term rates bstwecsi an old, ̂ ell-sstablished

fira and a newly created firm do not exist to the same extent in the short-

run. For the investor, liquid assets mean that he need not worry about

the personality of the seller, either the seller of assets or the seller

of debts, or, aors gsnerally, about the characteristics of the asset.

Liquid assets are always hcmiogeneous and very p}:*eclsely detezudned by the

specifications of liquid asset markets. ^The liquidity preference, in
that sense, makes for better market conditione and, reciprocally, the

assets possessing a good marketability are liquid.'/ Among other elmsmits,

homogeneity of the asset, predominanco of C(xq>etitige foircea both cn

ssUera' and on buyers' sides, and informaticm ocmceming transactieois

E. iicKeen; "Liquidity and a National Balance Sheet," Journal of
Political Sconom* 57 (1949). ——



gwierally accompany liquid assets. The liquidity of an asset renders

economic transactions easier since the characteristics of the asset are

already determined. But this argument has another aspect. When an econ

omy has a large amount of liquid assets it relies more on solvency and on

the honesty of people than an econonQr with fewer liquid assets relying

on real factors. Liquidity preference also favors investment from an

other point of view. Since firms and individuals need to be concerned

with such liquidity preference, they probably will pursue a safer and

wiser policy. They will undertake illiquid investments, and the risk

involved in them, only when they possess a sufficient liquid cushion.

Thus, liquid assets bridge the gap of mistrust and doubt between bori*ow-

ers and lenders, and encourage saving and investment on a free and voluiif-

tary basis. Still, under the encouragement given to investment, liquid

ity preference reduces the risks involved in the economic process.

Necessity of holding liquid assets renders bankruptcies and insolvencies

less numerous and then serves to increase the optimism in the future of

the economy,

A third point can serve as an argument in favor of liquidity pre

ferences. Liquidity preference is a sort of filter between wise ar«i

xinwise investments,! Poor decision-makers and wildcat investors can not

borrow exc^t at their own risk, since they must provide liq\iid securities

or hold liquid assets as collateral. When there is real iincertainty

about the future returns of an investment or, under another formulation,

about the long-term value of a long-term and illiquid real asset, liquid

ity preference prevents undertaking them. In that sense, liquidity

demands protect economic resources and prevent wasteful use of these

resources. When, due to circumstances, the liquidity of an asset becomes



uninqportant, for example in a war oitxiation, there are many examples

of such waste resiilting from the relaxation of the liquidity rule,

When an authoritary factor replaces this liquidity filter a good public

ity man can promote a fancy investment and misuse economic resources,

which he could not have done if conqilying with liquidity requirements.

On the other hand, liquidity makes higher profits possible. Those

willing to undertake illiquid projects may suffer from less competition,

due to the existence of liquid investments. Since generally speaking,

a reluctance to undertake risky investments exists, those who do it are

entitled to higher profits if the anticipations are realized. This

result of liquidity provides a dynamic quality to the economy.

The conclusions of this chapter are as follows:

(1) Liquidity is the result of a free economy, allowing cooperation

between people with different desires and abilities,

(2) In the long-run, liquidity depresses economic activity and may

cause unemployment. It also induces enterprise to undertake short-term

realizations rather than long-term ones,

(3) Stabilizing, in general, the interest rates, it presents a

potential Instability. ; .

(4) Liquidity makes it. possible for those who prefer risks to take

larger ones and for those vho do not to take smaller ones,

(5) Liquidity considerations prevent the undertaking of unreasonable

investmeits.



CHAPTER IV

KSINES AND THE QUESTION OP LIQUIDITT

Any study concerning the problffin of liquidity preference has been

initiated by Keynes' ideas, and his contribution to the subject is so

outstanding that it is useless to try to measure his participation.

However, due to the fact that he was the first to state this conception

about the choice between different assets, thej^e smetimes exist some

confusions in the General Theory between slightly different notions,

as well as some overestimated points. The object of the following

discussion is not to explain, criticize, or Judge Keynes* conceptions

but merely to attoi^jt to trace some relationships between the cases

stated in the preceding chapters and Keynes' ideas. Three general topics

in Keynes' General Theory (Gook IV) are particularly close to our con

cern; they are the formation of anticipations, the problemi of choice

between cash and income-yielding assets, and the social cost of liquidity.

The Formation of Anticipations

In Chapter 11 of the General Theory. Keynes stresses that the yields

relevant to anticipations concerning the margiml efficiency of capital

are not the current yields of assets but the prospective or "ex-ante"

yields. More precisely, the prospective yields q^,

only the yield q, determine the marginal efficiency of capital. Such a

development is basically the same as the statement made earlier in this



study concerning the future values A^, The anticipationB about future

values concern only in the first three illustrative cases since only

one liquidation time exists, but they concern the future set of all

in the riajre general case, (4). The only difference, then, is that Keynes

starts vdth the general case; othend.se, a discussion about prospective

yields is the same thing as a discussion about future values.

The effect of an increased supply, a question neglected in this

study, has been quickly examined Keynes.^ Two factors make an increased

investment result in lower yields. First, the prospective yields will

fall as the supply of a certain type of investmarxt increases. Secondly,

and this is for Keynes a more significant reason, pressure on the costs

of production will tend to make their prices rise, which in turn will

cause the price of the investment to increase. This second point assumes

that the cost of production of investment is vary elastic to demand. In

times of imemployment, it is likely that there will be idle factors of

producticai. An increased demand for investment will not then resiilt in

higher prices, unless there are bottlenecks, but merely in the use of

SOBS previously idle factors. A more general criticism of Keynes' concep

tion is that he neglects possible changes in technology in the field of

capital goods.

The importance of forecasting leads Keynes to criticize t]:» Fishezdan

2
possible cleavage between the real and the mcmey rate of interest. If a

change in the value of looney is not foreseen, the repartition between

cash balances and real goods will not be affected and the only resvilt

will be an "ex-post" capital gain or loss for the holders of money. On

^Keynes; General Theory, p. 136,

^Xbid,. p, 142,

I t-'". fi A
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the omtrary. If the change is foreseen, "the price of existing goods

will be forthwith so adjusted that the advantages of holding laoney and

of holding goods are again equalized." Although basically right, in

emphasizing the prospective aspect of the choice between goods and money,

this argument fails to give a completely satisfactory answer. It is not

sure, due to differences in anticipations, that the holding of goods ai^

the holding of mon^ will be exactly equalized as it is supposed that

they were before. Furthermore, the question of individtial anticipations,

which are based precisely on differences with the general market antici

pations and try to be amarter than the market, is avoided in Keynes'

reasoning. For an individual, a distinction can easily exist between

the real and the money rate of interest.

From another point of view, Keynes says nothing about the relation

ship between the general market expectations and the level of cash bal

ances. If there is any considerable amoimt of cash balances, it can not

be explained solely by risk aversion.^ The reason is that the market

esqieojbs a future rise in interest rates, or in Keynesian terms, a future

rise in the marginal efficiency of capital. The background market expec

tation in time is that values fall slightly every year in the case of a

considerable amount of cash balances. Keynes, on page 142 and g^erally

in all his developments concerning the liquidity preference, obviously

considers the amount of cash balances to be important, important enough

to be a determining factor in the rate of interest. However, Keynes

does not state this condition of the increasing marginal efficiency of

capital. Moreover, if not Keynes, his followers, partioulary Joan

%ere again we avoid bringing up the problsn of transactions, or
income, money.



Eoblnaon and Alvin Hansen, forecast that marginal efficiency of capital

will decline in the future. What can be called the pessimistic Keynesian

school is based on such an assumption of the declining marginal efficiency

of capital. Unless investors are unaware of this pessimistic conception,

or disagree basically with it, they will be better off to hold real assets

and keep w<ti<niniB cash balances in the present, anticipating a future fall

in the marginal efficiency of capital. The amount of speculative cash

balances will then tend to be small, even though short-term phenwBena

might inflate them from time to time. Such an assun^tion is obviously

inconsistent with Keynes' theory of interest, though it se«M to be con

sistent with other Keynesian developments.

In Chapter 12, Keynes considers the causes of uncertainty, a problem

encountered in case (1) of the present study. It should be remembered

that in Book IV of the General Theory Keynes is uniquely concerned with

capital goods. The problem of choice of savings in liquid form or in

capital goods is slightly different from that of choice of holding assets

in liquid or in illiquid form. Although generally speaking, the same

factors and the same reasons for choice are encountered, a slight differ

ence exists in point of view. For Keynes,^ the expectations of prospec

tive yields depend on various factors, or rather, on two more or less

certain factors the existing stock of capital assets and the strength

of consumer demand—and on three uncertain factors—the future supply

of capital assets, the changes in consumer demand, and the level of

income. The first two factors seem relevant to deteimiine the current

^Ibid.. p. 147.



yield, but can hardly be a motivating factor in determining the prospec

tive yields. They affect the value A^, Tidiich is precisely the element

known to the investor since it is the market price, but not A^, the factor

which the investors attsapt to find throTigh anticipations.

From another point of view, Keynas stresses the importance of the

state of confidence. Since the base of knowledge is very precarious

this confidence in one's judgment is certainly a point to be emphasized.

It affects both long-term and short-term expectations.

Then Keynes shifts from long-term considerations to an analysis of

speculation.^ In the near future, according to Keynes, it is more in5)or-

tant to beat the gun than to have a correct forecasting about the future

of real assets. The reasoning at this point seems someidiat dubious.

The ii^ortant thing is to have a good forecast of the future values. In

a market concerned with real assets, such as a commodities market, it is

hardly sustainable that the problem of forecasting the future utility of

the commodity traded is unimportant. Obviously someone may enter and

make successful specxilations without knowing anything about the cramodity

traded but he will not be successful very long. Finally, market ejqpec-

tations concern the real factors, the real utility of the commodity;

individual expectations concern these real factors both directly and

indirectly through anticipations of the anticipations of the market, but

the derived anticipation, the latter, can not be sufficient. Keynes

seems to think that organized maricets have become similar to a society

game, with continual redealing of hands. Such a conception may be sdcag-

gers,ted. In markets dealing with intangibles such as securities or,

more generally, debts, the relation of intangibles to real assets is

^Ibid., p. 153 et seq.



already indirect and vdth a general confidence in the honesty and sol

vency of debtors there are no real factors to anticipate in the case of

debts bearing a fixed yield and relatively few in the case of debts

bearing variable yields such as stock shares. Then the investors can

not be blamed for trying to "beat the gun" since it is the only thing to

do. The task of "defeating the dark forces of time and ignorance which

envelop our future" is not the task of professional or amateur investors

in securities markets, since ignorance about the future of assets, i.e.,

about the solvency, the risk involved, and the honesty of debtors, is

supposed to b® already removed.

Moreover, in this development concerned with speculation, there is

some confusion. First, there is confusion between confidence in oneself,

gambling ten^jerment, and risk preference. If a gambler is generally ccai-

fidait of his expectations, there are other persons who dislike gamMirtg

but may still have confidence in themselves. It is not reserved to gam

blers to anticipate the future reactions of the market, as Keynes seems

to think. Similarly, risk preference is generally characteristic of

gambling, but here again some individual may like the risk and dislike

the gamble if he risks when he has some positive clues that his antici

pations will be realized and not when he has only an intuition like the

gambler. Moreover, as we have stated before, risk preference and con

fidence in one's anticipations are not the same problem.

Another confusion concerns the very fact of forming anticipations

about the future values of assets. Keynes, in his development about

speculation, thinks only in terms of short-term price fluctuations,

short-term market phenomena. But the anticipation of future A. is more
z

general than a mere anticipaticai of short-term fluctuations. Moreover,

these fluctuations are very sudden and can not generally be foreseen



nore than a week in advance. They are a relatively unimportant factor

in the majority of cases, and even for professional investors, in the

deteraination of holdings. Such a determination considers t greater

than one week. However, sho3-t-term flucttiatione may cause an investor

to change the form of his holdings in a very short time, in order to

profit from a short-term capital gain on one asset or another} but gen

erally speaking, even if he occasionally does so, he will consider some

other factor, and a longer t, when he chooses the form of his assets.

The risk in such short-term capital gains is very great and it is unlikely

that an investor will make a large profit, in the long-run, solely on such

operations.

Finally, even on an "unreal" market such as the Stock Market, there

are always long-term expectations which affect the choice between diffeiv

ent forms of holding assets. The railroad industry, and the value of

railroad ccm^anies* shares depends on the real returns of the railroad

and not on Stock Market fluctuations.^ Moreover, it seems that Keynes

overemphasizes the iii$}ortance of the Stock Market. Much of the capital

accumulation has come from the retained earning of companies and not

from the Stock Market. At least, it is untrue to give sole consideration

to the Stock Market when analysing the accumulation of capital.

The Choice Between Cash and Income-yielding Assets

Keynes' developments concerning the choice between cash and income-

yielding assets are basically the same as those stated above. However,

This reference to long-term real factors is not inconsistent with
the fact that in the short-run there are no anticipations about real
factors in the Stock Market, but anticipations about future reactions
of the market.



there are some differences which will be eiaphasized.

First, in the statement of the general theory of interest there

are some confusing points. Keynes does not distinguish between the

motives for holding assets and those for holding liquid assets. Basi

cally, if we discard the transactions motive, as we have consistently

done, the precautionary and the speculative motives^ are motives for

holding assets and not motives for holding cash. They induce the hold

ing of cash in certain circumstances and the avoidance of cash in others.

As protection against unforeseen circumstances, the individual with a

low risk preference, who will bo more inclined by nature to overemphasize

these unforeseen conditions, will keep liquid assets; but an Individual

with a high risk preference may hold an illiquid, but shiftable, asset

such as a security. The speculative motive is narrowly defined by Keynes,

on page 197> as speculation merely between cash and securities. In a

more general sense, the speculative motive, i.e., the holding of assets

to profit from future conditions, can induce the holding of cash but can

also induce the avoidance of it. Even in a framework comparable to that

of Keynes the speculation is in and out of dash and not always in favor

of liquidity. Keynes, urtien he analysed the bull-bear position, himself

presented the two aspects of the question. The preference for liquid

assets is different from these motives. The holding of cash res\ilts first

from the convenience of cash. In the second place, it results from risk

aversion, particularly when a large uncertainty about the future exists.

Last, it results from the anticipaticm that at a time t in the futtare,

will be smaller than and that it is preferable to wait for the bottom

of the market to buy income-yielding assets. These motives for holding

\eynes: 0£. cit., p. 170 and p. 195 et seq.



cash balances are only a part of the BK>tiv8S for holding assets, namely,

precautionary and speculative motives.

A second confusion found in the General Theory is a confusion between

two definitions of liquidity. When Keynes analyses the act of saving,

he considers the form in which an individual will hold the cojmand over

future consumption. He distinguishes between money, "inuaediate, liquid

coimnand," and another asset, "leaving future laarket conditions to deter-

xaine on what terms he can, if necessary, convert deferred coiataand over

specific goods into immediate command over goods in general." The def

inition of liquidity, and of cash in particular, is, then, a definition

of price certainty. Gash is preferred because it has a certainty of

value not only in the present, but also in the future. Choosing cash,

the investor knows that with the amount of cash he has he will be able

to b\iy the same amount of securities (or any other goods) in the future

as in the present. This conception of liquidity is strictly the price

certainty theory, taken in a narrow sense. But Keynes later insists on

the necessity of uncertainty as to the future of interest rates for the

existence of liquidity prefer^ice for money. The argument, and the con

ception of liquidity, are different. The investor prefers money, not

because he will be able to buy the same amount of goods in the future as

in the present, but because at a tirae t in the future he will be able to

buy more goods than before. This corresponds to the specxilative motive

for holding cash. In Keynes' scheme, the preference for money in the

present corresponds to an expectation of a higher interest rate in the

^Ibid., p. 166.
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future, and then of a lower value of securities. With the same amount

of money^ the investor will b® able to purchase more securities in tho

future than he is able to do in the present. The definition of liquid

ity is no longer a question of price certainty, but a question of specu

lation. It can be noted that this difference is at the center of all

discussions and all definitions of liquidity. The trouble with liquid

ity is that it is a quality of price certainty and, at the same time, of

price uncertainty.

This second meaning of liquidity is generally the on® accepted by

Keynes. It is at the basis of the "bull-bear" discussion and of all

developments relating the rate of interest to liquidity preference. From

another point of view, when Keynes defines liquidity and measures liquid-

ity preference, he does not specify whether or not he considers only a

given set of assets, i.e., only existing assets, or a changing set of

assets such as existing and new assets. 'Aben he studies the liquidity

function, 1^2,^ he indicates that a change in interest rates affects M

through a change in L2, but also through a change in income, then

Thus, he se®as to include new assets in his reasoning, since new assets

are the caaly ones which can affect the level of income. But in other

parts of tte General Theory^ he reasons solely in terms of existing

securities; that corresponds to the shape usually given to the Keyneslan

liquidity preference^ and seems practically the assumption taken by Keynes.

Finally, on page 169, Keynes considers the con5)lex of interest rates.

■^Ibid,, pp. 200-201.

^Ibid., pp. 201-212, p. 197, pp. 177 et seq.
^Cf. above p. 26.



In this discussion he assumes that shojrt-tem interest rates can not be

above long-term interest rates. His basic argument concerning that matter

can be sunamarized as followss if forecasting of the future was perfect,

there would be absolutely no distinction between short-tera and long-texm

interest rates, "all future rates of interest could be infeired from

the present rates of interest for debts of different maturities." However,

time preference of individuals in a world of uncertainty makes short-term

maturities preferable to long-terra. Therefore the short-term rate is

below the long-tena rate. Since forecasting of future interest rates is

not perfect, people make anticipations as to the future interest rates.

When r increases, i.e., the number of years for which one dollar is de

ferred, the value of one dollar is expected to go down and the long-term

interest rate is expected to be higher than the short-term.

However, if these points in Keynes are different from the similar ones

proposed in the preceding chapters, there are many points in common. First,

Keynes stresses the necessity for differences in opinion to the liquidity

preference.^ This corresponds to the point stated above that for the

market as a whole m should be different from zero and from one. The liquid

ity preference fulfills its role of stabilizer only ■vdien differences of

opinion exist, itore precisely, the more wide and different opinions are,

as to the future of interest rates, the more stable it will be. At the

same time, people should be convinced of the accuracy of their forecasting.

When the individual investors are \incertain as to their anticipations, the

interest rate is bouna to fluctuate. ^Ihen th^ are certain of their anti-

cipatiotts it will be stable. "Any level of interest which Is accepted

Ibid., p. 169 et seq.j p. 201 at seq.



with stifficient conviction as liksly to be durable will be durable."^

Such confidence in one's anticipations will probably arise in times of

relative uncertainty. In times of relative certainty about the future,

individuals will tend to have more similar anticipations. On the contrary,

in times of relative uncertainty, but not of large uncertainty (in which

individuals will hold cash), individuals gamble either toward higher or

lower interest rates, thus maintaining the balance of forces and the

existing interest rate. Similarity of opinions creates erratic interest

rates. vVhen the uncertainty is such that all people, by risk aversion,

shift to cash, the interest rate will suddenly rise beyond all anticipa

tions. "It is interesting that the stability of the system and its

sensitiveness to changes in the qxxantity of money should be so dependent

on the existence of a variety of opinions about what is uncertain.

Iwelated to the same question of confidence in one's judgment, the

effect of monetary policies on the rate of interest is examined by Keynes.^

k monetary policy directed toward lower long-term rates can actually miss

its purpose coa^lately, even though the measures are consistent with the

object, because of the psychological reactions of investors. On the con

trary, a conservative monetary policy may lower long-term interest rates

by diminishing the uncertainty, namely the uncertainty as to the monetary

action of the government, which has been proved a most influential factor

in the eyes of investors. Kany failures of reformers in the monetary

field, especially Socialists, are uniquely due to such a factor.

llbid., p. 203.

^Ibid.. p. 172.

^Ibid.. p. 203.



As concerns the classical theory of interest, one must admit that

the Classics neglected completely the speculation factor in determining

interest rates, tbst of the classical developments concern the supply

of savings and the demand for new investments. If, sometimes, the tend

ency in the liquidity preference theory of interest is to forget new

investments and consider only existing capital, the tendency in the

classical theory is to forget the existing assets and consider only the

new assets. The question of speculation is mostly concerned with the

redistribution of existing assets and the relation betv/een cash balances

and previously held assets, plus new assets. The Classics insist on the

close substitutability betwe«i money and securities as store of value,

while the Keynesians insist on the differences between cash and securities.

The Classics were, however, aware of the risk aversion of individuals, but

considered the question of risk different from that of interest rates.

Risk led to a risk premim above the interest rate. But they were con

sidering a zero demand for cash for speculative purposes, so that m = 0,

Money was strictly related to income, and never to the rate of interest.

Cash was neutral as far as the equality of saving and investment was

concerned.

In Keynes the supply and demand for new loanable funds does not

deteimdne the rate of interest. The d^nand for loanable funds is derived

from the marginal efficiency of capital and depoids on the interest rate

in quite a classical manner. But the supply for loanable funds is derived

from savings. Savings, according to Keynes, depend on income and very

little on the rate of interest. Hence, income is the dominant factor in

maintaining the equality between savings and investment, and consequently,

^Ibld.. Chapter 14.



the supply and demand of loanable funds. This does not mean, however,

that the Keynesian theory of interest Is not a supply and demand theory.

Bat the supply and the deaand considered by Keynes are predominantly

those of investors who are readjusting their holdings or liability strue-

tures by buying or selling securities. Differences in individual antici

pations are the basic determinants of such supply and demand and therefore

of interest rates.

It is clear that the new loans process does not fit into that

picture of existing assets process* The rate of interest is maintained

independent of the supply and demand for new funds. Any ten^jorary excess

of demand for fxmds, since it does not affect the rate of Interest, must

be ooB5)en6ated by a dishoarding on the part of investorsj or the income

adjustment of savings and investment is so independent of the rate of

interest that adjustment is made without dishoarding and the existence of

an excess demand for funds is, as such, impossible. Obviously the

Keynesian theory is incomplete in that regard.

The developments conceaming variations in interest rates^ are the

sariffi as ours concerning variations of the relation However,

as w« stated earlier, Keynes does not say that interest rates must rise

in oarder for cash holdings to be li^oartant. If cash holdings aare small,

we are back to the old classical theoay which considers m to equal 0 for

the market as a whole. Speculative changes will not affect the value of

assets and the repaartition of holdings, if the cash balances held by

individuals and firms are veary maall. From another point of view, L^,

the speculative liquidity functicm, is paaHbly a speculation about a

Ibid., p. 171 et seq., p. 201 et seq.



future set of the Income liquidity function. All depends on the

relatiifl# importance given to this relationship. If one considers Lg

mostly depending on the classical theory can be justified. If, on

the contrary, one considers this relationship of little importance, a

pure liquidity preference is generally the only possible answer. A lot

of inconsistencies found in Keynes regarding this point of view can be

explained by the fact that he thinks primarily in terms of the Stock

Harket. The relation between securities and real factors, especially

the marginal efficiency of capital, is already indirect and may be very

vague in the short-term, and then the effect of speculation is much more

significant.

The Social Ctost of Liquidity

For Keynes, there are two very different things on the Investment

market. First, speculation, which means to him "forecasting the psy

chology of the market." Secondly, enterprise, i.e., "forecasting the

prospective yields of assets over their whole life."^ Obviously, he

prefers "enterprise" to "speculation," and for him, concerns of liquid

ity made "speculation" more important and even often more attractive

than "enterprise." Liquidity indeed makes it easier to change the form

of assets. However, it does not have only this harmful consequence,

to day adjustments of lending and borrowing, of saving and invest

ment, coiad not take place without the existence of liquidity. It is

likely that without this possibility of changing the form of assets, the

amount of cash balances would be much more significant. The effect of

'•Ibid.. p 158.



liquidity, tton, is not to reduce inveatmmt but to increase it.^ More

over, marketability and not liquidity is responsible for it. The rela

tion of narketability to liquidity is close, as we have stated before,

since generally the more liqiiid, the more marketable and reciprocally,

the more marketable, the more liquid. However, marketability contributes

only to the first step of liquidity, (to what can be called the real

liquidity), which was the only step considered by early theories of

liquidity. The second step of liquidity, namely the price certainty, is

an entirely different subject. Keynes* criticism does not apply to it.

From another point of view, Keynes considers that Stock Market

fluctuations have become a gams, out of relation to real economics,

Even if this were true, liquidity would not be the only factor to blame.

Liquidity obviously contributes to such a situation, but it is not the

only, jmd probably not the xaost significant, factor causing this situa

tion. Speculation and speculative teng)erments, by opposition to enter

prise, and enterpreneur tangjerments have to bear most of tl» blan®.

Again, a confusion se^as to exist between speculation concerning assets

and speculation concerning liquid assets. The criticism of liquidity

against what can be called the short-term results of liquidity is there

fore a little misdirected. That short-term specxxlation has become a

game is not su much a consequence of liquidity as of a gambling temper-

ment on the part of investors. The most that can be said is that liquid

ity has made it easy for these "gamblers" to fulfill their desire to

speculate.

But Keynes does not only consider the short-term consequences of

iGf. supra p. 63.



liquidity. His main criticism concerns the long-term social cost of

liquidity. "That the world, after seraral millenia of steady iadividtial

saving, is so poor as it is in accumulated capital assets, is to he ex

plained, in my opinion, neither by the improvident propensities of man

kind, nor even by the destructions of war, but by the high liquidity

premiums formerly attaching to the ownership of land and now attaching to

•1

money. Such a problem has already be^ stated earlier and obviously

constitutes the most severe criticism that can be made against liquidity.

In this discussion, Keynes characterizes liquidity very low elasticities

of production and substitution. He states that in earlier times, land was

considered to be a store of value and was accompanied by a high liquidity

premium. The basic argument proposed is that the rate of interest frtaa

mortgages on land exceeded the probable net rettim from cultivating the

land. Such an argument seems smewhat dubious. The high rates on mort

gages depended also on the imcertainties of times and principally on the

insolvffl[i<^ of debtors creating a high risk of default payment. Moreover,

the effedt of high rates on moirtgages in retarding the production of newly

created assets has not been proved. If lenders on mortgages keep their

returns in money form such effects may occur, but if they invest their

returns it does not occur. The problm is not so much the high rate on

mortgages as the use made by lenders of their funds, i.e., the general

discxission concerning the form of holdings. Therefore, the discussion

of the liquidity of land does not help the question of liquidity much.

It remains that obviously the existence of liquidity and the liquidity

preference create a brake on economic development. But Keynes forgets

^Ibid.. p. 242.

^Ibid.. p. 241.



that liqtiidity serves as a kind of filter between reasonable investments

and fancy programs. The reduction of risk and wicertainty in the economy

as a result of liquidity is also omitted, although it performs a raost

valiiable service to the economy as a vdiole.

Inelasticity of production and of substitution make for high liquid

ity premiums, but there is no standard of liquidity, only "a varying pre

mium of which account has to be taken, in addition to the yield of use

and the carrying costs. In estimating the comparative attraction of

holding different forms of wealth. The coneeption of vrtiat contributes

to liquidity is a partly vague om, changing from time to time and de

pending on social practices and institutions."^

The Keynesian critical position can easily be understood, because

he thinks primarily in terms of deflation* The General Theory dates

from the crisis years. This appears evident when Keynes describes the

inelasticity of substitution of money. "Thus, not only is it impossible

to turn more labour on to producing money when its labouivprice rises,

but money is a bottomless sink for purchasing power, when the demand for

it increases, since there is no value for it at which demand is diverted,"^

This t^pe of reasoning is characteristic of the General Theory's one-way

developments. In deflation, indeed, money is a bottomless sink for pur-

Chasing power. However, in periods of inflation, the purchasing power of

money decreasing, it is likely that the demand for money as store of value

will amount to relatively little.

The only reference to price inflation in Book I? of the General

Theory can be found on page 207. "In Russia and Central Europe after

BM-.f p. 240.

^Ibid.. p. 231.



the war a c\irrency crisis or flight from currency was ajqjerlenced, vdien

no one could bd induced to retain holdings either of monoy or of debts

on ar^ terms iidiatever, and even a high and rising rate of interest was

unable to keep pace with the marginal effici.ency of capital (especially

of stocks and liquid goods) under the expectation of an ever greater

fall: in the value of money." Such a rare developiaent deseirved quotation.
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CHAPTER y

THE MEANING OF LIQUIDITT IN ECONOMIC LITERATURE

The terra liquidity is very common in economic literature. Para

doxically, very few syst«natic treatments of its meaning exist. Appar

ently, most writers are content with its ordinary definition. It stands

for money or money properties without further clarification. Among

those who have considered the subject more specifically^ Keynes has been

outstanding and hence deserves a special place. Of the others, none

appears to have come forth with a very definitive Ksplanation. Some of

their ideas will be briefly considered in this chapter.

Various Conceptions of Liquidity

Before Keynes and the General Theory, the question of liquidity was

uniquely related to banking. First, it was the theory of self-liquidating

loans. '•Real liquidity exists where the asset can readily be converted

into cash because it is in tlmt category of goods which (a) themselves

consistently enter into himan consui^tion or use, (b) are destroyed or

permanently iimaobilized through such consumption and use, snd (e) are

normally replaced by new production. Uquidity, then, means quick

ccaismption of assets. A liquid note represents an amount of real goods

to be transforaed or to be consumed. In 1921, the Federal Reserve Board

Berla and Pedersonj Liquid Claims and National Wealth. New York.
Maomilan, 1934, p. 49.



gave its definition of a note "which is liquid—that is, which is issued

or drawn imder such circumstances that in the noKsal course of business

there will automatically come into existence a fund available to liqvddat#

each piece of paper, that fund being the final proceeds of the transaction

out of which the paper arose." The introduction of shiftability some-

what enlarged this narrow definition of liquidity. Liquid assets included

not only the self-liquidating loans, but also the notes that eoiild be

redisoouiited by the central bank and some other notes which could be

shifted to other investors in a quick time. Then, "liquidity is a

quality inherent in an asset or supplied to it by a reasonable stable

mechanism of society furnishing reasonable assurance that it can be con-

vearted into cash within a period of time recognized by the commercial

2
community in which it mo-ves as relatively short." Supposedly, such a

conception is still iaaportant to the banker, since at the Inteamational

Credit Conference of fioma (1953) which was concerned with "banking

liquidity and the control of inflation" there was hardly arything else

discussed. However, it obviously does not reach the heaii, of the question

and can not serve as an answer to economic liquidity.

The General Theory initiated many studies in liquidity preference,

and therefore, many definitions of liquidity have been stated. Among the

most interesting are those of Marschak and Bronfenbrer^r.^ In his first

article, written in collaboration with Mr. Makower, !4r. Marschak charac-

Federal Reserve Bulletin. 1921, p. 1709.

Berle and Pederson; o£. cit. p. 26.

^i^akower and Marschak: "Assets, Prices and l-ionetary Theory," Economica.
5 (193B). Marschak: "Liquidity and Uncertainty," American Economlo Review.
39 (1949 supplement). Bronfenbrenner: "Some Fundamentals in Liquidity
Theory," Quarterly^ Journal of SconomicK, 59 (1945).



terizes liquidity as followsi "Those tvro properties, safety and future

aaleability, which money possesses In a higher degree than many other

assets are often Inmped together under the name of liquidity. Safe^

and general acceptability in a way correspond to nearness to cash but

the relationship has to be elaborated a little . In his second article,

Mr. Marschak presents a completely new and original theory of liquidity

which he e^lains with mathematical models. First, he develops a con

ception of liquidity in the present. A liquid commodity, in the present,

is a ccammodity without actual price tmcertainty and without transactions

costs. Such is money. Money has a given price in terms of purchasing

power. One can acquire money in selling a given set of goods and imme

diately "sell" his money for exactly the same set of goods. Moreover,

money involves no transactions cost. On the coitrary, it can be stated

in Marschak's terms that an old car is, in the present, an illiquid com

modity. One can buy an old car for a price and be unable to sell it the

same day for the same price. As regards the future, Marschak merely

extends his conception of actual liquidity to the future. In Marschak's

terms, liquidity can be defined as the "reversibility" of a commitment,

both in the present and in the future. Such a definition can be crit

icized for not allowing for a speculative desire for liquidity, precisely

when uncertainty exists as to the future values of money. The reasoning

encountered earlier, concerning Keynes' first definition of liquidity,

can be applied again here. However, Marschak's definition of liquidity

in the present is very valuable in order to establish a scale of various

assets according to their liquidity.

••Makower and Marschakj 0£. cit., p. 2Bk»



If £■<9'*,

Mr. Bronfenbrenner's Conception

Mr Bronfenbrenner tried to clarify the question of liqxdldity by-

using a coi^Ietely new approach. Before stating his general definition

of liquidity, he defines some technical terms and, in fact, proposes a

first definition of liquidity, different from that which he elaborates

a few page? later. He begins with a definition of money on a liquidity

preference principle: "A monetary cdmnodity is one vdiose liquidity is

sufficiently high to all individuals to justify its use for cash balance

purposes, and the society's total money balance is made up of the total

amoimt of these commodities actually held in cash balance."^ H^oe,
liquidity seems similar to cash-balance use, which notion Mr. Bronfen

brenner further defines as "goods held especially (consciously) for the

purpose of future direct exchange for other goods, which are unspecified
o

in advance." This conception of cash-balance use is in fact that of

store of value. This definition is not altogether clear. An expected

future exchange for specified goods may induce the holding of liquid

assets, which will not be included in cash-balances. Moreover, there is

some confusion between the holding of assets and the holding of liquid

assets, for cash-balance use, since Mr. Bronfenbrenner doa not imply as

a condition that goods should be liquid. An investor who likes the risk

may hold securities, or even a stock of real commodities "expressly for

the purpose of future . . . exchange for other goods, which are unspec

ified in advance." The only attribute which keeps them from being part

of cash-balances is "direct." These securities, or conaaodities, in gwa-

^iJronfenbrenner: 0£. cit.. p. 404.
^Ibid., p. 404.



eral have to be turned into money and the proceeds of the sales are used

to buy goods. However, this point seems a little weak to support a

definition of liquidity, for in many instances, especially in the bus

iness world, the conversion into money does not actually take place.

From another point of view, this definition appears a way of saying that

a commodity which is held for direct exchange into goods is money, and

hence, liquid. The distinction between cash-balances and asset-balances

is based x^on a relatively unimportant point and, on the whole, cmfusion

remains.

On this basis, Mr. Bronfenbrenner states his definition of raoney on

liquidity grounds. "Let L min be the lowest liquidity in the cash-

balance use of any commodity included in the cash-balancd of individual

A, vdiich is therefore money to A. If now, any commodity which forms

part of the cash balance of another individual B, and which is therefore

money to B, has one or more uses to A in which its liquidity is greater

than L min, or would be greater if put to these uses, then this second

commodity is money to A, even though A does not include it in his cash

balance. . . . Any commodities which satisfy this condition for (nearly)

all individuals in a community are monetary commodities."^ Even if the

final utility of a good is the same in all uses, the liquidity of a good

in one use can differ widely from the liquidity of the same good in

another use. "Capital goods in inventory are far more liquid than the

same goods after inclusion in a final product. The reasoning is simple.

But it is rather vague, since one does not know if for the eccmomy as a

^Ibld.. pp. ai-412.

^Ibid.t p. 407 note.



whole cash balances include all cosimodities which have a higher liquidity,

in any use, than the L min of all individuals, or of only the majority of

individuals. Moreover, L min is a subjective notion varying in time, and

the liquidity of commodities in any use is also varying. Therefore, Mr.

Bronfenbrenner has to propose additional conditions in order to separate

monetary from non-monetaiy commodities: "(1) Individuals must have iden

tical conceptions of money, which do not change over time, (2) No mone

tary commodity can have any other use than the cash balance use."^

Since these conditions can not be fulfilled in practice, the distinction

between monetary and non-monetary commodities rMsains rather vague,

although logically clear. The vagueness in Mr, Bronfenbrenner's attempt

to be precise is no less than the vagueness found in Keynes, who does

not show how "liquidity premium" is dimensionally comparable to "carrying

cost" while defying a monetary commodity as one for which "liquidity

preference" exceeds "carrying cost,"^ The ambiguity created by all the

near-moneys is not removed and can not be removed. The trouble with

near-moneys is that they will never be annihilated and will tend to

increase as an economy becomes iTiore liquid, due to confusion in the

public's mind between one property of money and another different prop

erty of money.

Since, as we have stated above, the liquidity of a good in one use

might be different from the liquidity of the same good in another use,

Mr, Bronfenbrenner'3 definition of liquidity applies to one commodity

in one use. "The liquidity of commodity a in use x is the marginal rate

of substitution between this comraodity in this use under existing market

^Ibid.. p. 10.2,
2
Keynes: General Theory, p, 237,



conditions and the same commodity in the same use \inder hypothetical

1

circumstances of perfect liquidity."

It is necessaiy to state what these hypothetical circumstances of

perfect liquidity are. "E|y calling a commodity perfectly liquid in a

given use we mean that it is absolutely certain that its holder can

obtain for a unit of the conmiodity at least one hundred per cent of its

(deflated) money cost to him, minus only depreciation compensated for by

actual use, measured in terms of general purchasing power, immediately

upon deciding to dispose of it.""^ This is a curious definition since it

seems to. exclude money itself and thus to contradict the first definition

based upon cash balance use. Money is never sure to maintain its de

flated general purchasing power, as we have seen in illustrative case (3),

namely yields different than expeotedj thus, it is not conqjletely liquid

under Mr. Bronfenbrenner's definition. In fact, nothing wotild seem to

fall into the class of perfect liquidity. The difficulty here is the

same as the one encountered at the outset of the inquiry. The holding

of money is dictated, at times and for some persons, by speculation on a

future decline in prices. At other times and for other persons, holding

is justified by safety, fear of a risk in variable price assets. There

is no way to Hiake holding of money, or more generally, holding of liquid

assets, depend upon one attribute alone and to use this attribute as a

definition of liquidity. If speculation is made the basis of the defini

tion, then other goods have speculative appeal. If safety is the factor

considered, goods other than money may satisfy the definition, particularly

in times of inflation.

^Bronfenbrenner: 0£, cit.. p. 407.

%bld.. p. 408.



Ifr. Bix>nfenbrennar seems to use speciJlation as the basis for defini-

tion^ since he emphasizes sureness of obtaining at least the deflated

value of the price. This is an aim at capital gain and should be referred

to as such, and not as liquidity.

Finally, Mr. Bronfenbrenner writes the formula of liquidity as

follows;

xlia -
xUa (1.00,100,0)

where L is the liquidity function of a good a in use x, p the probability

factor, k a percentage of the price, and t the time involved in liquid

ation, means the final utility of comiociity a in use x, presumably

in the ease of money, or another good, in cash balance use, the psycho

logical satisfaction from the expenditure of the liquidated good. How

ever, in uses other than the cash-balance use, the utility U is single

valued and presuiaably includes the satisfaction ccming from a secondary

cash-balance use, if any. A clarification of the utility concept is

necessary.

However, an infinity of liquidities exist of a good a in use x. For

a given t, a whole scale of probability value-combinations exists. A

probability p = 0,9 of obtaining a value k = 10, a probability p = 0.1

of getting a value k - 110, a probability p » 0,5 of getting a value

k = 40, etc. The investor, then, must choose a probability-value com

bination. Furthermore, when we intiwiuce the time element t, the value

of becomes much more vagus.

Mr. Bronfenbrenner solves this difficulty by maximizing the liquid

ity of good a In use x. He remarks that the values t, p, and k are

obvioiisly interrelated. Not only do they depend on themselves (inter-

"•Ibid.. p. 408.



rslation) but on external conditions which Mr, Bronfenbrenner calls con

straints. Sach particular combination of values p, t, and k, and there

fore each liquidity is subject to a given set of constraints. Another

combination is subject to pajrt of this set of constraints but also to

another set of constraints. However, Mr, Bronfenbrenner fails to shew

how the constraints are related to each other, which are general, and

which particiilar to a given set of p, k, and t. Iforeover, he fails to

distinguish constraints due to the investor (such as confidence in one's

self) and those due to phenomena external to the investor. Another con

fusion that arises is the following: undoubtedly constraints are included

into values p, k, and t. The process of maxiiaizlng !.«•# maxim

izing p, k, and miniaiizing t, according to the constraints attributed

to given sets of p, k, and t, involves a double counting.

The whole question of maximizing ̂ Ifa iiivolves many obscurities.

^Mathematically speaking, maximization subject to restrictions and con

straints of this type is dealt with by means of Lagrange multipliers,

which will be denoted here by m. If x^a(P>^>''') signifies the inter

relation existing between the independent variables, the function to be

maximized is no longer U alone, but U(p,k,t) - ~ •••• ~

W(p,k,t)."l The result of this maximization is to transform the first

function into:

X^a - ^
^Ug^Ci.,100,0)

■•'It is this expression ndiose maxiwnim value gives the liquidity function

of coanaodity a in use x to the individual under consideration."^

•^Ibid.. p. 408.

hhld.. p. 408.
^Ibid.. p, 408.



A general criticism of that definition is that, since k can be above

100, it applies to capital gains as well as to liquidity. Then, if the

probability p = 0.01 is that k = 210 for a time t = 7, that makes the

commodity moj?e liq^d than a combination p = 0.9 of getting k = 99 for a

time t = 7» which is obviously unsustainable. ^loreover, the suggesticm

dL greater than 0 is meaningless. An increase in probabilities of a
dp
very low k would certainly not increase the liquidity; on the contrary,

the good will become less liqiiid.

There are many important problems omitted in Mr. Bronfenbrenner's

article. The two most important, according to what has be«i said in

Chapter 1 of this study, are tte following. Time t characterises the

period involved in liquidating the asset, and not the anticipated liqxdd-

ation time, Nothing is said about the time of liquidation, which is

frequently the key to the liquidity problem. From another point of view,

nothing is said alxjut the motivation of liquidity, time preference,

shifting of assets, etc,, or simply safety.

Changes in liquidity functions are due: (l) to changes in the con

straints, p, k, and t, (i.e., external changes in p, k, and t), (2) to

changes in the quantity held (if Imperfectly atomistic markets), (3) to

Iraportance given by an individual to each factor and (4) to change in

the in^ortance of liquidity to the individual,^ However, the in?)ortance

of confidence in one's anticipations and changes in such conlidenoe are

not included by Mr, Bronfenbrenner in the list of causes of changes in

liquidity.

It can be noted that Mr, Bronfenbrenner defines liquidity as an

"ex-ante" concept both for an individual and for the society as a whole.

^Ibid.. p. 411.



The liqiildity preference for the society as a ̂ ole is n^rely the sm

of the liquidity functions of individuals. "If at any time, all members

of an econ<May have a liqtiidity preference (Mcceeding ylt,) for a over

b, it is nattiral to ascribe this preference to the economy as a whole.

In fact, there are two confusions, concerning such liquidity and liquid

ity preference. First, for the econoay as a whole there is no such

thing as liquidity of a good in a use. A liquidity of a good exists,

but is related to all the uses of the commodity, The liquidity function

of a good, if any, refers to an averaging of all uses (with their respec- -

tivo iisportance) of the ccsaaodity. In the second place, ^^i^mfenbrenner

does not pay attention to the question of changes in price. The relative

value of good a in texias of good b will change if a ccraplete liquidity

preference of a over b exists,

Mr. Bronfenbrenner attes^ts to give a utility definititm of liquidity

but the veiy purpose of the utility analysis is to avoid discussions

about prices and values. Mr. Bronfenbrmmer includes in his utility

analysis an elomeat which refers to such a value, k. Therefore, ths

interest of the utility analysis itself disappears. As a matter of fact,

the reference to utilities, the factor, appears without use in the

idiole definition given Mr. Bronfenbrenner. The argument could have

been done as well with reference to a function x^a* Moreover, it se«ui

that the question of liquidity is inherently dependent on the questicei

of values and on differences in anticipations among investors that cause

the values of liqxiid and illiq\3dd ciMaodities to vary relatively. The

ifi^jortant factor in Mr. Bronfenbreiuier* s formula is not or ̂ Mg, but

^Xbid.. p* 410



P and k and the differences in appreciation of p and k among individtials.

As we noted at the end of the last section, if liquidity is part of the

utility of a good, and if for the society as a whole the liquidity of

such a good increases, presumably its price will increase and its utility

as a service-rendering asset or as an income-yielding asset will diminish.

Moreover, the important thing is the relative importance given to liquid

ity in relation to the other properties of an asset, such as its income-

yielding possibility, a question which Mr. Bronfenbrermer neglects in

his paper.

Even if we agree with Ifr. Bronfenbrenner in attempting a utility

explanation of liquidity and of money, since money is defined in liquid

ity terms, it would be necessaiy to determine what gives utility to

liquidity, and why a demand for liquidity exists. "The cash balance

possesses utility to its holder, resulting from the utility of the cash

balance use in satisfying the desire for liquidity."^ Such a treatment

of the utility of cash balances can hardly be sufficient.

The desire for liquidity has been studied in an earlier part of this

study and can be related to Mr, Bronfenbrenner's definition, but this

will not be attempted here. This conception of Mr. Bronfenbrenner's

leads to the bizarre result that he treats the question of liquidity

preference rapidly and without reference to the problem of speculation or

of risk aversi(aij liquidity preference to Mr. Bronfenbrwmer is merely a

"derived concept" of the liquidity function.

The only reference to the question of liquidity desire is made ̂ rtien

Mr, Bronfenbrenner considers vdmt the question of liquidity would be if

Ibid., p. 414.



imcertainties did not exist. In a world of ceirtainty, in the general

sense of the word, the utility of money and the utility of liquidity in

general disappears, and prestunably there would be no need for cash balances,

O

However, 14r. Bronfenbrenner criticizes such a conception of certainty.

In Mr, Bronfenbrenner's conception, certainty would be the entire confi

dence of an individual in his own anticipations, therefore, merely the

disappearance of risk aversion because of xmexpected factors that can

destroy anticipations. V/e must agree, then, that liquidity would still

exist in such a certain world. However, if it can not be disputed that

liquidity is an "ex-ante" factor, the importance of the realization of

former anticipations is obviously very great. In Mr. Bronfenbrenner's

own terms, luirealized anticipations would exist in a world of certainty.?

This appears to be Inconsistent with the premise, which was that people

will always be sure of their anticipations, .foreover, Mr. Bironfenbrenner

fails to show how a change in certainty, as he defines it, will be re

flected in a change in mon&s balances, and what the amount of cash balances

in a certain wosfld would be.

In conclusion, we can say that Mr. Bixinfenbrenner's definition is not

very adequate, since it applies as much to capital gain speculation as to

liquidity. Moreover, the whole approach to the liquidity pTOblera, the

utility approach, seems inconolxisive, since no explanation is given to

the motives for liquidity preference. But the attempt made by Mr. Bron

fenbrenner to give a precise cefinition of liquidity, even though incon

clusive, deserved a special place. "

^Ibid.. pp. U5-U7.

^Ibid.. p. a?.

3lbld.. p. 418.
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CHAPTER VI

lOISf BALANCES AND INTEREST RATES

IN THE U.S.A. SINCE 1869

Statistioal data is never adequate to study theoretical ideas,

partly because the relevant statistics themselves are not always avail

able, and partly because economic theory is necessarily stated in terms

of "ex-ante" expectations, ■sdiich, as such, are not statistically measuT'*"

able. Statistics reach "ex-post" data, which is only the result, if

action has been taken, of decisions based on "ex-ante" expectations.

Nevejrtheless, some of the ideas considered in the previous pages can at

least be cos^ared with certain relevant data.

Among the ideas which have been developed in this study is the

relation of liquidity preference to the amount of money held by the public,

to short and long term interest rates, and to anticipations regarding

changes in interest rates. Some information is available on these.

Statistics on the quantity of money in existence have been estab

lished for a long time and are relatively accurate. But a diffictilty

which has not been solved in economics is the piroper measure of money in

existence. The absolute quantity in terms of cash and demand deposits

can be ascei*tained fairly accurately, although numerous technical prob

lems arise even hers. These include treatment of clearing items and of

govemaent, foreign, and interbank substitutes, the so-called near-moneys.

Among these near-moneys, time deposits, short-term securities, saving



accoiuitSj and the like are especially important. We shall consider two

statistics of money supply, the first including total deposits adjusted

(demand, time, and government deposits) and currency outside banks, the

secorKi concerning only demand, deposits adjusted and currency outside

banks.

Even this problem of classification is small compared to that of

determining the proper comparison basis with which to interpret the

significance of a given quantity of money. Economists have proposed

several such bases of reference, but have not agreed upon one proper

one. The quantity theory writers have aiqjhasiKed the number of trans

actions, although they have not been too precise in indicating exactly

what transactions are relevant, partidiilarly as regards exchanges of

debts and money related items, or more generally, any kind of intangibles.

On the other hand, Keynes has suggested the .level of assets, particularly

securities, as the relevant comparison, but this is also vague since it

involves difficult problems regarding the method of valuation and since

it makes no suitable allowance for the amount of lia,bilities or debt, as

distinguished from net worth, on the significance of the money supply.

Finally, the simplest basis of comparison is the level of Income, either

net national income or gross national product. No attempt will be made

here to detennine the most desirable basis of comparison. Sines it is

the easiest to obtain, the relxation of money supply to gross national

product will be heavily relied upon. However, it will be completed ̂ wlth

data concerning the velocity, i.e., ra^e of turnover, of money. Income

velocity (ratio, of money supply/G.N.P.) and velocity of money will per

mit a notion of changes in the level of the money supply to be obtained.



Aa conceras Interest rates, the data is much less reliable. Interest

rates found on capital markets do not correspond to pure interest rates

as they are elaborated in economic theory. The pure interest rate is

riskless, and the idsk involved here is not merely the risk of default.

Risks of changes in the value of money, in the monetary policy, in the

supply of securities, etc., are also involved and are directly related

to the problem of liqviidity preference. We shall consider two different

series of interest rates, both of ̂ ich attempt to neutralize the first

risk, that of default, at least \mder normal conditions. First, we shall

compare the short-term New York open market rate ifovr to six months) to

the yield of high-grade railroad bonds. These two rates, short and long

rates, have been chosen as relatively riskless in the sense of risk of

default. Moreover, railroad bonds have had an in^ortant market for so

long that they are relatively exempt from monopoly forces which may affect

the rates. In the second place, we shall rely upon the notion of basic

yields of corporate bonds^ at one year and thirty years of raatixrity.

Basic yields represent the lowest yields obtained on high-grade securities

at the same year of maturity, vrtiich are supposedly the yields of a theo

retical riskless secxirity,

A summary of the statistical data used follows:

(1) Total deposits and currency outside banks over G.N.P,

(2) Dwnand deposits and currency outside banks over G.N.P.

Soiu:ces: money supply: Statistics,

Federal Reserve Bulletin

G,N,P.: Kutznets until 1928 and the Department

of Commerce after.

^D. Durand; Basic Yields of Corporate Bonds 1900-42. National Bureau
of Economic Research, New York, 1942.



(3) Annual tumovar rates of total deposits (New York and other

leading centers)

(4) Annual turnover rates of demand deposits (New York and other

leading centers)

Sources: Statistics and Federal

Reserve Bulletin

(5) Short and long-term interest rates (open market 4 to 6 months

rate and high-grade railroad bond yield)

Sources: Statistics and Federal

Reserve Bulletin

(6) Basic yields of corporate bonds at one and thirty years of maturity

Source; David Durand: Basic Yields of Corporate Bonds ̂

Four periods will be distinguished, as th^ correspond to important

changes regarding liquidity: 1890-1918, 1919-1929, 1930-1941, and 1942-

1955.

1890 - 1918

Two long-term trends appear between 1390 and 1918. From 1890 to

1908, the ratio of money supply/G.N.P. increases, and therefore, cash

balances are larger than before. On the contrary, from 1908 to 1918

the amount of cash balances decreases since the ratio of money supply/

G.N.P. falls.

Until 1908, the ratio; of total money supply to G.N.P. rose from

.48 to .55, and a tendmcy appears to use time deposits as cash balances.

The picture, then, is that of an increase in cash balances relative to

production. At the same time, interest rates fell until 1900, then

More precise indications regarding the sources follow the charts.



roae, indicating very little significant change. However, araae narrow

ing of the gap between the long and the short-term rates did occur.

Investors, therefore, demanded more short-term securities than they used

to and fewer long-term securities. Suppliers were more willing to pro

vide long-term securities and less willing to provide short-term. This

was a sign of a growing liquidity preference, which was consistent with

a growth in the amount of cash held. Suppliers of securities, anticipat

ing that the fall in interest rates would be less important than the

investors thought, tended to increase the maturity of obligations. In

vestors, since the short-term rate was above the long-term rate, still

had the advantage in purchasing short-term securities. An increasing

supply and a decreasing demand of long-term securities tended to bring

the long-term rate of interest further up while a decreasing supply and

an increasing demand of short-term securities tended to bring the short-

term interest rate dovai. The liquidity premium still existing on short-

term rates tended to be reduced. The evidence of this period suggests

that liquidity preference was a factor tending to raise interest rates,

especially long-term rates, as growing anticipations of continuous high

demand for fvuads led to a greater holding of cash and of short-term debts.

On the contrary, from 190S to 1918, the ratio of money supply/G.N.P.

decreased from .55 to .48, annihilating the change which oocured diiring

the preceding period. The decline of demand deposits and currency bal

ances was sharper, until 1917, than the decline of time deposit balances.

At the sajM time, prices, especially during the war years, rose very

significantly. Although the level of prices is reflected in the G.N.P,,

this change in the level of prices tends to indicate that the decline in

cash balaunces was more important than the ratio of mon^ supply to G.N.P.



indicates.

In 1910, the difference between the short-tenn ar^i the long-term

interest rate was about .5^, or 145^ of a rate slightly below k%< This

shows a rather considerable preference for long-tem investments among

investors and a preference among sellers for short-term liabilities.

Although the preference for liquidity and the amount of cash-balances

in 1910 were higher than in 1900, this last fact indicates that the

absolute amount of cash balances for speculative purposes mkb relatively

low. From that, we can deduce that a .50 ratio of money supply to

G.H.P. corresponds approximately to the cash balances needed for trans

action purposes (income balances) and that a speculative holding of

cash-balances is reflected by an amount of cash balances higher than

.50 of G.N.P. It may be more accurate to relate cash balances to the

ratio demand deposits and currency to G.K.P., since most transactions

money is d®nand deposits. A transactions need level of cash balances

corresponds, then, approximately to a .28 ratio of demand deposits and

cuiTency to G.M.P.

During the same period, 1908-1918, rates of interest kept increasing

and the difference between long-term and short-term interest rates

increased, especially during the war years. The preraiuai on short-term

rates increased, which indicates a decrease in the preference for liquid

ity. In 1919, the difference between the two rates was .80^, thus about

1B% of an interest rate of 4.75^. This is considerably above the 4.7^

of an interest rate of 4.75^ which was stated as corresponding to sizable

cash balances in oxxr illustrative case (l). The level of cash balances

(ratios .28 and .48 on the income velocity chart) corresponded to the

transaction needs for cash balances and not to a speculative holding of

cash balances.



In the period 1908-191S, caah balances and liquidity preference

decreased and practically no speculative cash balances were held.

During the whole period, the cost of reinvesting made long-term securities

attractive to buyers, while sellers liked the flexibility in and out of

short-tem securities. Until 1908, the narrovring of the gap between

short and long-term rates indicates that suppliers were less reluctant

to borrow on a longer tenn basis and investors increased their holdings

of short-term securities more than their holdings of long-term. On the

contrary, from 1908 to 1918, inflation led investors to prefer real

assets to money assets and long-term to short-term securities, while

suppliers tended to borrow exclusively short-term. Then the liquidity

premiiaa on short-tem rates increased significantly, while all interest

rates increased.

1919 - 1929

The first period studied, 1890-1918, seems to fit into the classical

conception of negligible speculative cash balances and not into Keynes'

fear of hoarding. The 1920's, as regards liquidity, are characterized

by two violent speculations, in 1920 and in 1929, and generally by a

growing liquidity preference between these two periods.

In 1919-1920, the amoimt of transactions cash balances did not

increase, but the velocity (rate of turnover) of deraarri deposits increased

slightly. This indicates more active transactions. But the important

fact is that demand deposits were not affected by the speculative move

ment out of cash. On the contrary, the ratio of all deposits/G.N.P.

decreased sharply, indicating a rather important decline of time deposit

balances. At the same tiiae, prices rose very sharply. It is likely

that dviring this period many investor avoided time deposits and cash



balances to hold real assets, and especially coaraodlties whose prices rose

considerably. Stocks of raw laaterials were not put into production by

those who held thoa, but kept idle in the expectation of a rise in prices*

Moreover, prices were expected by those who held speculatively real

coiffiaodities to increase enough to offset the carrying and storage costs

of maintaining high inventories. This, "per se," doesn't indicate ai^

change in liquidity preference* It corresponded to a belief that, since

prices rose, money could no longer be considered the most liquid holding,

but that commodities were more liquid than money. Thus, investors shifted

from monetary liquidity to real liquidity*

But another factor indicates that during the year 1919 the liquidity

preference of individuals sharply declined. All interest rates increased

and the gap between long and short-term yields increased considerably.

Basic yields of short-term securities, in 1921, were the highest since

1373# 7%. It reflects a very low liquidity preference, since it corre

spond® to a much smaller demand for liquidity. The difference between

the long-term and the short-term yield, 1*77^# corresponds to nearly 30%

of 5*17%# the highest liquidity premium found during the period considei^d.

Such a sizable liquidity premium corresponded, no doubt, to a negligible

amount of speculative cash balances* This is consistent with the income

velocity of money (ratios *28 and ,A6 in 1920, while income cash balances

amount generally to .28 and *50).

Briefly, this speculation of the year 1920 iims characterized by the

negligible cash balances for speculation purposes, by low liquidity pre

ference corresponding to an expectation of fall in interest rates, by

preference for real cojmaodities and long-teim securities, and by suppliers

of funds issuing short-terra.



From 1920 to 1928 the sltiiation changed considerably. The ratio

of money supply/G.N.P. rose from ,46 to .60 while the ratio of demand

deposits and currency/G,fJ..P, remained stable at .28, This indicates,

as we have stated earlier, that speculations in cash balances affect

time deposits while demand deposits generally correspond to transactions

need. The rates of turnover showed the same tendency. The velocity of

demand deposits increased during the 1920*8, corresponding to an increase

in economic activity, while the velocity of time deposits decreased, cor

responding to growing cash balances. Moreover, speculation out of real

goods stocks and in time deposits occursd in 1921; such speculation vras,

then, purely a matter of circmstances and did not correspond to any

trend. Such an increase in time deposits balances may be explained by

the fall in the level of prices during the 1920*s, which made it advan

tageous to hold cash rather than real goods.

However, the study of interest irates tells a someTidiat different

story. Both interest rates fell, which would correspond to small cash

baLances, It seems that investors during the 1920*s were expecting

interest rates to rise soon, and then to either hoard or demand short-

term securities. At the same time, the eagerness of investors to invest

in short-term securities, due to a considerable increase in savings,

reduced ths gap between short-term and long-term rates. The premium on

short-terra rates decreased constantly until 1925, when a premium actually

existed on long-term rates; then frora 1926 to 1928, short-term and long-

term rates were equal.. The liquidity preference, as the disappearance

of the liquidity premium reflects, increased considerably during the 1920*s.

Increase in savings, expectation of a rise in Interest rates, and perhaps

the growing importance of banks and financial institutions which tended



to lower the short-term interest rate, may have been the motivating

factors in such a situation.

Finally, in 1929 a very important speculation occured. The ratios

of money supply to G.N.P. declined shai^Dly, showing a shift from cash

balances to securities. At the same time, the velocity of money increased,

especially in New York City where it reached tremendous proportions. It

seems that the investors, realizing that the possibilities of short-tana

profit were very high, abandoned their expectation of a future rise in

interest rate, which had never materialized during the 1920's. Therefore,

they shifted from short-term to long-term, causing the short-term rate

to rise. A considerable premium on short-term securities was then offered

on the market, .85^, which corresponds to nearly 25% of 4.5^, which was

the existing long-term rate. The sudden decline in liquidity preference

and in cash balances during the year 1929, had, then, very significant

consequences on the level of interest rates. Such a decline of liquidity

preference may be attributed to two factors. First, the l<a)g-term interest

rate increased in 1928-1929, due to very large profits and to a decline in

prices; this induced investors to bi;iy long-term securities since they

were expecting interest rates to decline in the future. In the second

place, the expectation of the decline in interest ratex itself caused

the liquidity preference to decline.

During this decade of the 1920's, speculative movements in and out

of cash were significant. The liquidity preference, if we neglect the

years 1919 and 1920, which were very special, served to hold the interest

rates down while people esqjected them to rise. The same liquidity pre

ference, due to speculation, brought the short-term interest rate down

to the long-term level, then suppressed the previous liquidity premium



on short-tena rates. Thus, an increasing liquidity preference during

the 1920's was a stabilizing factor on interest rates and on prices.

However, the potential instability resulting from high cash balances

in the case of a sudden change in anticipations did occur. The specula

tion of the year 1929, which affected particularly shcrt-term interest

rates, was not an unimportant factor in aggravating the consequences of

the breakdown of October, 1929.

1930 - 1941

The years 1929-1941 correspond to the economic and monetary crisis

of the 1930's. Generally speaking, they are characterized by a consider

able amount of cash balances and a very high liquidity preference.

First, fivm 1929 to 1932, the ratios of money supply/G.N.P, increased

considerably, from .53 to .78 and from .25 to ,35. The amount of cash

balances also considerably increased and, at the same time, the velocity

of money decreased. This can be explained, first, by an increase in

actual cash relative to desired cash, due to the breakdown of the economy.

Such a factor might have been significant for the year 1930, but can not

explain a more iaqjortant trend. A high preference for liquidity was the

motivating factor, accentuated ty the fall in prices and the deflation

that made money preferable to other assets. The influence of deflation

on liquidity preference and on the level of cash balances can not be over-

wi^haslzed.

At the same time, interest rates fell, causing the prices of secu

rities to increase. But the preference for liquidity was such that a

premium on long-tenn rates of about 1^ appeared on the market. Corpor

ations waited to issue bonds, idiich caused the interest rates to go even



fiirther dawn, and individuals hoarded, which had the opposite effect on

interest rates. In fact, the yields increased temporarily, in 1931-1932,

but the general tendency was for interest rates to go down. Since the

investors were too insecure to buy long-tem, as they wo\ild have under

other eircuaistances, they bought short-term securities, which tended to

make the short-term interest rate decline. Liquidity preference, then,

had an erratic effect on interest rates.

From 1932 xjntil 1941, except during the yeais 1937-1938, the level

of prices increased. This increase in price diminished the premium on

hoarding and caused the level of speculative balances to decrease from

.78 to .51 and from .35 to .33 in 1942. At the same time, the velocity

of money declined slightly, which shows that there was still a consider

able amount of cash balances.

From 1930 on, the short-term interest rate was below the long-tera

rate by a considerable amount, slightly above 2%, Such a factor indi

cates a very high liquidity preference, which was caused more by risk

aversion than by an expectation of rise in interest rates. In fact, from

1932 to 1941, interest rates constantly fell. Corporations were encour

aged to issue short-terra securities. Normally that would have induced

the short-tern interest rate to rise, but the liquidity preference of

investors v/as such that it could not produce this result.

^ioreover, the jjisecm-ity of investors was such that cash balances

were kept in the form of demand deposits more than in the form of time

deposits.

Briefly the general tendency of the 1930's was a high level of cash

balances in time deposits, a high liquidity preference which kept the

short-term interest rate below the long-term rate, and an expectation of

a future fall in interest rates.



1942 - 1955

The decad® of the 1940's shows changes in liquidity opposite to

those of the preceding decade. The striking fact, in comparing the post

World War I period and the post World War II period is the decreasing

ingjortance of speculation and the constancy of the trends in interest

rates and in velocity of money.

From 1941 to 1946, the liquidity of the American economy was mostly

due to the war. The ratios of money supply/G.N.P. reached their top level

in 1946 (.81 and .50). However, this reflects an increase in the money

supply more than an increase in the desire for cash balances. Monetary

policies, rather than investors' desires, were the cause. However, a

tendency existed to increase time deposits balances more than demand

deposits balances. Further proof that monetary authorities, and not

liquidity desire, have induced cash balances to increase can be found

by studying the velocity of mcmey. From 1941 to 1946 the velocity of

money decreased and stabilized at a very low level in 1945-1946, The

increase in the rate of turnover in New York City may be attributed to

the reanimation of New York as a financial center.

During the same period long-tem interest rates kept declining.

Increase in demand, due to large cash balances, and the decline of the

liquidity preference caused this decline. Moreover, the rise in short-

term interest rates reflected the decline in liquidity preference. The

gap between short and long-term interest rates, 3-5% in 1941, was only

2% in 1946. A fact that shouldn't be neglected during this period is

the growing importance of governmental financial agencies with a rela

tively high level of cash balances.

Briefly, the period from 1941 to 1946 can be characterized by

Increasing cash balances and decreasing liquidity preference.



The postwar period is characterized by a considerable decline in

cash balances (from .81 to .53 and from .50 to .34). The amotmt of time

deposits increase relative to total deposits. It can be noted that

speculative holdings of cash are usually made in time deposits, as

happened during the two slumps of 1948-1949 and of 1953-1954> vrtien time

deposits balances increased, reflecting a growing liquidity preference.

Another important fact is the small amount of speculative movements in

cash balances. Cash balances present long-run trends.

On the side of interest rates, a decreasing liquidity preference

appears, since the premium on long-tern interest rates tends to be

narrowed. Moreover, both interest rates have a general tendency to rise,

which induces investors to buy long-term securities vdiile suppliers

issue short-term securities. The difference between the two rates, 2%

in 1946, i.e., 65/6 of an interest rate of vrais a considerable incen

tive for suppliers to issue short-term. The very fact that the long-

term interest rate did not rise considerably may be attributed to this

tendency of suppliers to restrain from long-term securities. In 1955,

however, the difference was only 1.256, i.e., 30^. This is still a con

siderable incentive to keep short-term liabilities.

It se®i8 that an institutional factor has been particularly Impor

tant in maintaining a relatively higher liquidity preference than ex

pected from the investors. Banks, financial institutions, and insur

ance companies form a growing part of economic life. Traditionally,

because of regulations, they keep a very large part of their assets in

liquid form, and thus, tend to keep the short-term interest rate down.

No doubt, without the existence of this institutional factor, the short-

term interest rate would have been much higher than it actually is.

t  ;

j. : r.'



The sltuap of 1953-1954 had a rather significant effect on interest

rates, bringing them down occasionally, and above all, increasing the

gap between long and short-term rates.

Finally, a con^arison might be made between the 1920's and the 1940's.

Vifhile during the 1920's liquid balances increased, during the second post

war period they decreased. The amount of these balances was considerably

more stable in the 1940's and 1950*8. The absolute amount can be com

pared, showing higher demand deposits balances in the present than in the

1920's. The same impression of stability is reflected by the chart on

interest rates. The level of interest rates is much lower than in the

1920's and the liquidity preference is higher. Moreover, the actual

liquidity preference is due to institutional factors, while in the 1920's

it was due to speculation. The fragility of the economy, due to liquid

ity, then, was much greater in the 1920's than it is in present times.

Several conclusions may be drawn concerning the behavior of cash

balances and interest rates dviring the first part of the twentieth cen

tury. First, the total deposits balances, relative to income, increased

until 1908 (.55)» then decreased vintil 1920 (.46). In the 1920's, after

a sharp rise during 1920-1921 (.56), they increased slightly until 1928

(.60), then fell back in 1929 (.53). A sharp rise between 1929 and 1932

(.78) was followed by a continuous fall until 1942 (.51). During the

war total deposits balances increased to .81, then fell in the postwar

period to .53. The periods with rising total balances were the 1920's,

due to speculation on future rises in interest rates, the early 1930's,

due to mistrust and risk aversion, and the war years, due to a large

supply of government cash.

The demand deposits balances have been, on the whole, much more



stable. Growing f-rom 1890 (.31) to 1908 (.35), they fell to .28 in

1919 end remained at that level until 1928. In 1929 they were at ,25.

After a rise (1932 = .35), they leveled off around .35 tmtil 1942. The

war brought them up (1946 = .50), but following it they ccntinxially

decreased until 1951 (.35), and remained at that level.

It is suggested that holding of cash balances for precautionary and

speculative motives takes place in the form of time deposits and not of

dwnand deposits. As a whole, the level of cash balances after V/orld War

II has been higher than the post World War I level. Furthermore, while

this level increased in the 1920's, it decreased in the late 1940's.

Such a factor was due (1) to a greater liquidity preference in the post

World War I period than in the post World War II period, and (2) to an

institutional increase in liquidities during World War II.

Secondly, as expected the long-term interest rate has been much more

stable than the short-term rate. Basic long-term yields increased until

1921 (from 3.3$ to 5.1$) then decreased continuously (except for the

years 1929 and 1932) until 1946 (3$). On the other hand, short-term

basic yields increased from 1908 (3.5$) to 1921 (7$), then decreased

with fluctuations until 1928 (4$) to increase again in 1929 (5.2$).

Short-term basic yields fell until 1936 except for the year 1932 (4$)

and raaaained from 1936 to 1941 at the low level of .5$ to .6$. After a

rise, they stabilized near 1$ during the war.

Liquidity preference has been a significant factor in bringing the

short-term interest rate down from 1890 to 1908, during the 1920's, and

during the 1930's. while the first two periods (the 1890's and the 1920's)

correspond to a speculation on future interest rates, the last period

(the 1930's) corresponds, rather, to a risk aversion phenomenon. Specu

lation brought the short-term rate high in 1920 and 1929, while optimism



in the future resulting in less risk aversion narrowed the gap between

the long-term arxi the shcrt-terai rates after World War II.

Generally speaking, liquidity and liquidity preference had the

effect of lowering and stabilizing the rates, except in the 1929-1932

breakdown when their effect was unstabilising.

The Keynesian conception is reflected in the 1920's and the 1930's,

although in different manners (speculation in the 1920's, risk aversion

in the 1930's), but seems less true after World War H, due to a lessen

ing of liquidity preference and probably even more to the consequences

of a growing governmental or semi-governmental financial sector. The

desire for liquidity in the post v/orld War II period becomes more or loss

institutional, a possibility that did not occur to Keynes in the General

Theory.
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statistical APPfflDIX TO CHAPTER VI

INCOME VELOCm OP MONEY, 1889-1923

(Millions of dollars)

Decades G.N.P. Money 1 Puitio 1 Money 2 Ratio 2

1889-1898 12,730 6,116 0.48 3,961 0.31

1894-1903 15,709 8,031 0.51 5,234 0.33

1899-1903 21,584 11,836 0.55 7,679 0.35

1906-1913 28,783 15,795 0.55 9,618 0.33

1909-1918 40,122 21,329 0.53 12,252 0.30

1914-1923 61,895 31,949 0.52 18,060 0.29

Sources:

G.N.P.j Kutznetss National Product Since 1869. National Bureau of

Economic Research, New York, 1946, p. 119, column 4.

Itoney 1 (and ratio l): Bankinii: and Ibnetary Statistics. Board of

Governors of the Federal Reserve System, vJashington, 1943, p. 34,

column 1 (Total deposits adjusted and currency outside banks) 10 years

average,

i!foney 2 (and ratio 2)j Ibid.. p. 34, column 2 (Total demand deposits

adjusted and currency outside banks) 10 years average.
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IMCOMS VELOCITY OF M)NEY, 1919-1955

(Billions of dollars)

Years G.N.P. Money 1 Ratio 1 Money 2 Ratio 2

1919 74.2 35.6 0.48 21.2 0.28

1920 85.6 39.8 0.46 23.7 0.28

1921 67.7 37.8 0.56 20.8 0.31

1922 68.4 39.0 0.57 21.4 0.31

1923 80.4 42.7 0.53 22.7 0.28

1924 80.9 44.5 0.55 23.0 0.28

1925 85.0 48.3 0.57 24.9 0.29

1926 91.1 50.6 0.55 25.6 0.28

1927 89.6 52.2 0.58 25.5 0.28

1928 91.3 54.7 0.60 25.9 0.28

1929 103.8 55.1 0.53 26.1 0.25

1930 90.9 54.4 0.60 25.0 0.27

1931 75.9 52.9 0.70 23.5 0.30

1932 58.3 45.4 0.78 20.2 0.35

1933 55.8 41.7 0.75 19.1 0.34

1934 64.9 46.0 0.71 21.3 0.33

1935 72.2 49.9 0.69 25.2 0.35

1936 82.5 55.0 0.67 29.0 0.35

1937 90.2 57.2 0.63 30.7 0.34

193a 84.7 56.6 0.67 29.7 0.35

1939 90.4 60.9 0.67 33.3 0.37

1940 100.5 66,9 0.66 36.7 0.36

19U 125.3 74.1 0.59 45.5 0.36

1942 159.6 82.0 0.51 52.8 0.33



Tears G.N.P. Money 1 Ratio 1 Money 2 Ratio 2

1943 192.6 no.2 0,57 71.8 0.37

1944 210.6 136.2 0.65 80.9 0.38

1945 213.1 162,7 0.76 94.1 0.44

1946 211.1 172.1 0.81 106.0 0.50

1947 233.3 166.3 0.71 108.5 0.46

1948 259.0 169.8 0.65 108.3 0.42

1949 258.2 171.6 0.66 107.1 o.a

1950 284.2 178.6 0.63 110.3 0.39

1951 329.2 185.0 0.56 114.8 0.35

1952 346.3 195.0 0.56 121.2 0.35

1953 364.9 200.4 0.55 124.3 0.34

1954 360.5 209.3 0.58 125.2 0.35

1955 387.2 207.7 0.53 131.9 0.34

Sourc08s

G.N.P,:1919-1928 Kuznots! op.clt., p. 51, coluim 7

1929-1955 Department of Conanerce

Money li 1919-1941 Banking and Monetary Statistics, p, 34, column 1.

1942-1955 Federal Reserve Bulletin. (Total deposits adjusted

and currency)

Money 2: 1919-1941: Banking and Monetary Statistics, p, 34, column 2,

1942-1955: Federal Reserve Bulletin, (Demand deposits

adjusted and currency)
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VSLOCm OF CIRCULATION, 1919-1955

(Annual tiimover rates)

Total Demand Deposits Total Demand & Time Deposits

Tear New York Other leading cities New Yoric Other leading cities

1919 59.9 36.1 56.7 28.4

1920 60.0 37.3 56.0 26,9

1921 54.9 32.3 51.4 22.3

1922 61.8 31.1 55.3 21.3

1923 65.5 32.6 56.1 21.7

1924 66.5 31.8 56.8 20,8

1925 71.9 33.4 60.8 21.3

1926 77.8 34.3 65.2 21.3

1927 85.3 35.7 70.4 21.5

1928 106.3 37.6 85.3 22.1

1929 126.4 40.5 99.5 23.8

1930 77.0 33.8 61.3 19.8

1931 54.7 28.6 45.0 16.4

1932 37.6 23.9 31.7 13.6

1933 34.8 22.4 29.7 13.5

1934 31.1 22.4 27.8 U.3

1935 31.1 22.3 28.3 14.7

1936 32.2 22.4 29,7 15.4

1937 30.2 23.5 27.5 . 16.0

1938 25.7 20.2 23.5 13.3

1939 22.0 19.6 20.5 13.8

1940 17.6 18.8 16.5 13.7



Total Demand Total Demand & Time

Year New York Other

19a 18.0

19A2 18*0

1943 20.5

1944 22,4

1945 24.2

1946 25.2

1947 24.1

1948 27.2

1949 28.2

1950 31.4

1951 31.2

1952 34.8

1953 36.7

1954 42.3

1955 42.7

cities New York Other leading cities

16.9 15.3

18.4

17.4

16.1

19.2

18.7

21.7

25.6

16.1

17.1

23.6

24.1

26.6

28.7

13.1

11.7

10.8

11.9

12.4

13.4

Sources:

I919-I94IS Banking and ffonetary Statistics. p. 254 (Annual turnover

rates, New York and 100 other leading cities-—Weekly reporting member

banks)

1942-1953J Federal Reserve Bulletin, (Annual rate of turnover of

d«aand deposits except interbank and govenmmt Annual rate of turnover

of total deposits except interbank. Sew York City and 140 other centers)

1953-1955£ Federal Reserve Bulletin. (Anniial rate of turnover of

demand deposits except interbank and government. New York City and 6

other centers)
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BASIC YIELDS OF CORPORATE BONDS, BY TERM TO MATURITY

(P«r cent per annum)

Year 1 BO Difference •
f

Year 1 JO Difference

1900 3.97 3.30 -0.67 '
f

1932 3.99 4.70 0.71

1905 3.50 3.50 0.00 »
f

1933 2.60 4.15 1.55

1910 4.25 3.80 -0.45 •
1

1934 2.62 3.99 1.37

1915 4.47 4.15 -0.32 ♦
1

1935 1.05 3.50 2.45

1919 5.58 4.75 -0.83 '
1

1936 0.61 3.20 2.59

1920 6.11 5.10 -1.01 •
1

1937 0.69 3.08 2.39

1921 6.94 5.17 -1.77 '
t

1938 0.85 3.00 2.15

1922 5.31 4.71 -0.60 •
t

1939 0.57 2.75 2.18

1923 5.01 4.61 —0.40 '
t

1940 0.41 2.70 2.29

1924 5.02 4.66 -0.36 »
1

1941 0.41 2.65 2.24

1925 3.85 4.50 0,65 •
1

1942 0.81 2.65 1.84

1926 4.40 4.40 0.00 •
1

1943 1.17 2.65 1.48

1927 4.30 4.30 0.00 •
t

1944 1.08 2.60 1.52

1928 4.05 4.05 0.00 '
f

1945 1.02 2.55 1.53

1929 5.27 4.42 -0.85 '
1

1946 0.86 2.43 1.57

1930 4.40 4.40 0.00 '
I

1947 1.05 2.50 1.45

1931 3.05 4.10 1.05 '

Sources:

1900-19A2: David Durand: Basic Yields of Coi'porate Bonds, 1900-19^i?.

National Bureau of Economic Research, New York, 1942, pp. 5-6.

1943-1947: David Durand and W.J. Winn; Basic Yields of Bonds. 1926-1947.

National Bureau of Economic Itesearch, New York, 1947, p. 14.
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LONG AND SHORT-TiEM INTEREST RATES, 1919-1955

1

(Percent per annum)

Year Long-term Short-term Year
1

Long-term Short-term

1919 4.72 5.37 *  1938 5.21 0.81

1920 5.17 7.50 •  1939
1

6.53 0.59

1921 4.98 6,62 ♦  1940
1

4.30 0.56

1922 4.39 4.52 «  1941
t

3.95 0.54

1923 4.58 5.07 »  1942
1

3.96 0.66

1924 4.51 3.98 «  1943
t

3.64 0.69

1925 4.45 4.02 •  1944
t

3.39 0.73

1926 4.33 4.34 '  1945
1

3.06 0.75

1927 4.17 4.11 ♦  1946
f

2.91 0.81

1928 4.23 4.85 ♦  1947
1

3.11 1.03

1929 4.48 5.85 '  1948
1

3.34 1.44

1930 4.25 3.59 '  1949
1

3.24 1.48

1931 4.18 2.64 «  1950
»

3.10 1.45

1932 4.66 2.73 •  1951
i

3.26 2.17

1933 4.22 1.73 *  1952
i

3.36 2.33

1934 3.82 1.02 '  1953
t

3.55 2.52

1935 3.44 0.76 1  1954 3.25 1.58

1936 3.23 0.75 1  1955 3.34 2.18

1937 4.34 0.94
1

1

Sources:

Long-terra: 1919-1936: Banking and Monetary Statistics, p, 478, (Yields

of high-grade railroad bonds—yearly average)

1937-1955I Federal Reserve Bulletin. (Bond yields Cor

porate i4oody's by groyxpa Railroad ^yearly average)



Short-term: 1919-19A1: Banking and Monetary Statistics. p. 448,

(Short-term open-market rates in Kew York City, yearly average. Prime

commercial paper, 4 to 6 months)

1942-1955! Federal Reseinre Bulletin. (Open-market rates

in New York City, yearly average, prime commercial, 4 to 6 months)

IjONG AMD SHORT-TiiSM RAtSS ON U.S. GOVERMIOT SECURITIES, 1947-1955

(per c^t per annum)

Year Bills Bonds Difference

1947 0.60 2.25 1.65

1948 1.04 2.44 1.40

1949 1.10 2.31 1.21

1950 1.20 2.32 1.12

1951 1.52 2.57 1.05

1952 1.72 2.68 0.96

1953 1.90 2.93 1.03

1954 0.94 2.53 1.59

1955 1.73 2.80 1.17

Soiurces:

Federal Reserve Bulletin. (U.S. Government taxable 3 months

bill, market rate)

Bonds: Ibid.. (U.S. Government long-term securities, old series)
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