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Ghapter 11 _
- MANAGING IHE m..___mw OF __@X.

The BnnL Rats.
Genesia of Bank Rate Teehnig

In s money econony , fluctuaiions in econcmic activity are
reflected in the volume of monﬁywpaymanxs. Control oi[:ggnme af money,
therefore, provides an essential waapon for conxxoling the economie
activity 1n general. In moaarn Gommanities, aa most of the buziness
txansactions are carrieé on with the help of hank mongy. aonxzol of the
volume o: manay nacessarxly 1mpliea the control of bapk monsy. One of

the moat 1mpartant and oha eaxliest of tha instrumentqo; eonzxolling

~the volume of money is Bank ratev the' rate of 1n$e est charged by a

central bank for rediseounting certain presaribed securities ox
commercial bills.

The raisen'd' etyre 0£-intareat‘aa a factor influencing trade-

‘ - activity presuppﬁsea eertain,conditions of finaneial transaations

ar;smng out of commodliy tranaaetions The first condition is that
money paymenta to be made and receivea BnOuld be earried through

~ Speclalised 1nstltuzians sqcp as,banks which would charge their

customers & oartain>p:iéef§ai;ad interest for the funds they advance
and the serviceg they render. Seﬁbﬁdly;'the banks mst be deﬁéndent

‘upen ihe @nntial bank for advancing loans %o their customexs beyond

a certain ievel which is ndrmally detbrmined b& their own resources.
After'the exheution of their own caah resouroes, when the banks
apgrqach the central bank far further cash, the latter would charge

them a certain rate of interest which is known as the Bank rate. The

¢entral bank of a country can discourage or gncourage business borrow-
ing from banksby charging & higher ox lowser rate of interest to the

' latier. This means that the centxal bank, through its Bank rate

technique, can discourage oxr encourage busiﬁess‘activity by influencing
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the terms on which the businass czemmunity can borrow:s from the banks,.
The above mentioned two conditions necessary for the control of the |
quantity of money by means of the Bank rate tochnique prevalled in
Englend in the later first half of the 19th Century. By that time in
England,there developed a special system for making payments on account
of commercial traﬁaantiona which is known as the bill system. As the
trade nemean any two distant places ﬁevelopea beycnd casual tmd
oeeaslonal a&ventures, azzd asaumed some deg:ree of regulaxity. the
memhams in ene place genaing gecda to A distant plaoa began to draw

a b1l on ‘Bhe purchaaer hms&lf. Elzhis mcessﬂ.tated. no, doubt. a priqr

agxeement en the part qi’ the purahaser of the goods both to purohase
tha gaods anﬂ ta aceept the h:ul. with the develepment of enmunicationa

'such a.greements ’became more practicmble. Oma the purc‘haaer accapted

the bill, 113 bacame an evi&ame of h.is debt to the seller. A3 the

k puxchaser was not able to pay otf nis dabt meaiatew » SOme one else

:hh must be there to take charge o,f’ the debt on behalf 01’ the purehaaer

fox some pariod. Thd.a serviee oi’ accepting the debt of the puzchaser

was renaarea by banks. It wag ta ::endez this samce in :espeet of the
bills drawn for the interusl trade in Englanﬁ that the Gngnsh banking
s;ystem grew up?. The ‘businesa e:i’ accepting other man'a debts incident-
ally gave deposi’ca %o the ban&s, for, the tradera made the biils
paya‘bla ‘ba the banks and xe:m willing te leave the collection of the
bills w:i.th the hamzs on depasit. When 'the hanks gave ths faanity of
megting the debts of the purahasers of the goods during the ‘h'ime thay
ght dispose of their goods and xealise cash, the purchasers :found

 this to their eanveniance, andg there:‘ore i they naturally turnea %o
'bank:s fo:r getting their deb‘!;a aecepted\by ‘banka. At & particular tima,
| the banks wmzld be aeeeptiné. new debts and a),so getﬁing the old

a————— ’
s ¢

1, ReG.Hawtray, 'A Qentury o'f Bank Raft:e" . London 1938, pe5S.

s
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debts redeemed, &0 that with & given amount of cash at theif disposal,
they could carry on ’fhé discounting businéss without feeling any

_shortage of cash. Wi'bh these devalopments. one of the two conditions

noted abova, was fulfillea .angd’ tha discount charges of the banks began.
to exercise a powerful influence on’ thgzégggsoihat we:ee offered for
acceptiné,e at a paxticulax times " '

The discount cha:rge or the x¥ate of interest for frsdisaounting
bz.lls aependad upon tha resourcas of the banks which, if found be:bng
ethxsted, would cause the banks %o charge & h:.gher rate of interest

on l@ans and advancea to bill brakara or a higher rate of diseannt '

A% they direotly d1scounted bilis! when-the- sellexrs of bills predomin-
. abed over ‘the busers of bills :!.n ‘mumber thers would be felt a general
‘sho.ttage of aash. In such a situatian the banks were abl:iged o

a;apxeaeh the Bamc of England which cccup:!.ea & predominant positio:z

_in the :imgcigl organlsation of England. The rate that was fixed by

this bank for its cwn discount busiress proved a standaxd rateg The
- . .\‘ v . - P + R e L -

Hank of sngland encouraged ox diseau:‘rgod the demand for xed:;sccimi
by’ lowering or raiaing iis own x'ate of diseount.

However, in England, the use: of Bank rate fox the purpose of

| contxalliag eredit was establishea muah later after the development of

the bill sy stem. Thia was beeauae ef 'bhe prevaleme ot nauwy J daws

--m—m-—-:

1 In mnalana,arigmally t.xa hanks ware h:.ghly 100.313.53&. Eha result
wag that thex aount:ry banks, exaep‘b at harvest time and other busy
seagons, wore in possessian of ‘surplus funds to beé employed profite

. @bly; while the banks in industrial cenitres were falling short of

- funds que to riskig Yuhiness activity arcund them. In this clrcum-
gtance, the bill broker rendered a spacial service by bringing about
an even distribution ¢f the financisl resources of the country. He
xeceivad the bills from the centre where there was a comparative
shortage of funds dndf goi them rediscounted at otlier places. For
this sexrvice they charged commission. They also began to hold the’
bills on thelr own sdecoint and srranged the bills in different
maturities ‘and ylelds and then sold %0 the banks according to their
preferences,. This business necessitated some time ‘borrowing from
baaka.(6.T.C.King. Bistory of’ London Biscount Market.Londen 1936,p.6)

2+ Bagehot. Izembam streat. 141:11 x.dn., 1920, gm 9.110.
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which prevented the Bauk of England ¥ate or the Bank rate fxom rising
be&onﬁ, % pér cemt, Again,the principle of a fixed discount rate in
é:dex 0 aveid discxrimination agéinst,anyahoxxuwing,gx party 4id not
a;law_desir¢a>chapgessip the rediscount rats of the Bank of England.

In the absence of yhenmanﬁéulgtion,of,!ank,zate. tha,ﬁgnk of England

restricted the volume of redlsecunts by liming the amount available
for éach applicant, The Bank gome $imes ezercised reatriﬂtions by
shorftenlng the matuzikg of 1ts lO&ﬁﬂn Before 1844 the Bank exereised

'; xegtxiot¢cnb »hroubh measures other than Bank rate manipulations.

The policy of dxxectly cu:tamling the volume of rediscounts

was oyude and caused much emharrassmenz to the traders. It 1nsreased

:cgnaer&ial discradit at the VBzy time when public alaxm was most

danﬁerous. The usuxy laws waye ralaxad 1n » 1832 and thareatfterwards

~ the policy of. changing the Banh rate came inte prominance. It was

Lrom 1839 that the Bank. rata was allowed to rise beyen& 5% 'Qver the
paliay of diyect credit restrietians, the Bank rate policy hag a-
digtinet aavantage. Its real object is that no saund ang genaine

- buainess traneaotions aheul& ke restrietea ox abanﬁened merely on

account of shortege of bankvcaah?t. mhua,in Englendy a rate of
discount of 8 to 10% was considered p:efarablgfta the policy of direct-

' 1y curtailing credit bétoze the period of = regular Bank rate policy.

Ehé ybligy of aank,iaﬁe changea,tnerefdre, soon gainéﬁ‘populaxity

dn England. As the comnercial banks were obliged to approach the

Bank of iﬁgland for more caéﬁ the rate of inierast that was charged.
by tae laxter came to aoauire aAstrong 1nfluenee on ﬁhe volume of (
bank bazrowings and the cansequent rise tﬂﬁ or tall in busine

Metive 6£ . Rate Q ' tion s

The cwnrrency: system 0; the world auring the gecond half of the

1. ‘&.T-O.King Op.Git.,pp.B‘l--BQ.

"2 EQHODQ K00ko Central Banking, 1945.p. 1050 ‘
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19%h centuxy and upte 1914'waa‘basad on gold standard. Tae volume figx
intornal cuzrenqy of a eanntxy depended upon the gold rensrves of the
central bank and the fiuciuations in the latter caused corresponding
fluctuavions in tae fprmer.’@ﬁéxe were two sats ol causes influanaing
the level of gold reserves of the‘ééntxal‘bgnks (1) Bxtexiox causes “
or changes in ithe balance of.paymanzs'positiop of & country which
atfacted oxr ware likéiy‘td é#fadt‘the gela reserves. (2)'Interidr
cansas working through the incxaase or decrease in _currency in cir~
enlgtion and the Lnﬁustrial aemanﬂfer gold as material. g0 far as

the monastary aspect of thehdsnxxal gqla resezvgs,was concarnad, th@
two sets of causes were supposed to have close relation. Stabliity

of gold xeséives, aééexd&ng,tb thg cortemporary apinién,‘impliéd both

the a‘bability of internal economic situetion and the stabiliiy of

internatianal pawmenxs position of the countxy concerned. When there
w&s an. ovar—expanaien of bus&ness ‘potivity akt home the balance of =

paynents ros;tion of & counzxy detriorated. This threatened & fall 1n
 the godd rasexves eithez aotual or impending, The poaition of the

canzral gozu xeserves was an ¢ndi¢uxox of the stability or othexwlse

of the intexnal geonomnie situutian. Tde cnaxges in the goldsx reseYves,

thermfore, wexe inxerpreted as the signal fnx a monetary aation.of
xaiamnb or lowering the Bank rate s0-as 1o #ecbify the domestic

eeonmmmc situation.and also the balance of paymenis positiou’both at

a time. There was,thua, riValry hetwees the domeatic and external

euahillty and both went on hand’ in hand . . This attitude of agsuning

tha absence ol an; rivalxy batween the ipteraal and extornal effeets
of the cnaages in thé Bank rate is cleaxly reflected in the ﬁpiniona
af same of the 1mportan3 uitnesses exanined by the Committee om

Finmnce and Industxy (»opulaxly known ‘as the *Macnillen commzttea')

'w&he, then, Byseovernar of the Bank. of England, is typical of the views

of yhﬁ practical managers of money. sir Eaxnest Barvay, on being asked

1
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by the Chairman of the Committee, Lord Macmillan, as to what were the
guides which prompted the Bank of £ngland to make use of the weapon
of the Bank rate, replied that they wexe the state of the Baﬁk'xesex—
ves, the condifjon of the‘money market and the pssition‘and trend of
foreign exchanges. Anticipating furthex., the yuestion whether any
attention was pai&'io the condition of domestic trade, the DF.Governor
gtated that if the machine was functioning properly the condition of

fxrade should be reflected in the factors he enumarated. His tbllowing

woxds are representa&ive oi- the preVailina orthodox opinion.

®* It has been saggested. 1 thiﬁﬁ“‘that the Bank af has been
inelined to pay too much attenxion to the foreign aspect of the
guestlion and not suffioient attention to the domestic agpect, andthis
mgans ~ too much attantion tc finance and not enouah to trade. I
submit that the two cannot be disserved. After all our trade is not
purely a domestic matter (bgt(inspite of that) = if the machine is
functioning pxopexly the.candition‘bk trade should be refleqted‘in the
factors to which I refexre@?a‘ This cleariy indicabes that changes in
fax the Bank rate were axpéﬁted to secure the twin objectives of
internal and external stabillty and essentially there was no rivalry

between the twa.

, ‘ . Stability
The role of the Bank rate to achleve internal and exbernal ,

simultansously came to be seriously called in guestion especilally
after the First World War. To adjust prices and credit to the
requirementéof industry and trade and to meintain a certain level

of central goldresexves in oxder that the cowvertibility of domestic
currency can be'raasonably aséured = these were not the two aspects
of the same thing but two 1ndependent objectives of monetary policy.
To seeuxeoxxaétne other should be sacrificed ar considerably jeopar—

dized. The Macmillan QOmmiﬁtea.of 1929 was eaygcially concexrned with

1. Macmillan Committee ,Vol.of Evidence II ,Q;7512. PeiT3,
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the problem created by the iﬁherent = confllet between the two rival
objectives of the stahility of internal business and the soundness
of the foreign exchanges of the céuntxy. But,e#en by this time, the
practicél banker did not suffér any change in his views which the
economist viewed with great alarm. Thus, Nr.lontsgue Noxman, the
then Governor of the Bank of kngland, on being asked by Lord Macmie
llan whether‘the deterrent effects 6f high Bank rate on the internal
business were advantageous, answerea that tne advantages were vary
laxge. Govgrnor Norman accepted that thou&h the ra&sing of ‘the Bank
rate Wwas meant to adaust exehanges, 1t did exercise deterrenx effects
upen domestic entezprise because the two were " part of the whole®,

But, according to Governor Narman, though the restriation of credlit

’ might be unfortunate, the effects on the whole were. 'salutoxy' -
'.advantages"" ouxweighed diaadvantages. sir haxnest Harvey, referred

. to befoxe. in answer to a guestion xxhﬁ asked by Keynesawas a

member of the cammittee,answered to the sams purport. He stated that
cuxtailment of eredit would prove detrimental only when industyy

borrowed more heavily from the bankers than was desirable.2 Ehere

“was nethins wrong, therefore,in the action of the monetaxy authority
'which discauraged such over-boxrowinm from tne banks.

It can be gathered from the foregoing discussion that the
changes in the ‘Bank rate were hrought about for the purpcse of
expanding or eontracting the volume of credit. The changes in the

iatter were expected to 2xtxxﬁxn introduce eorresponding changes in

the bu31ness activity of the count:y as well as the gald reserves.

changas in the gold reserves. were, by the vezy nature of the mone=

taxy aystem, 1ncidental cr,say)were at once the czuge and effect of
the rise and fall of prices. ‘

TG0 4 i vy sy

1. Hacmillan Committee, Vblume of Bvidence I, P«212 and 218.

2. Vol,. of Evidence II . p.177.
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The Working of the Bank rate. 6'1
The first impact of the Ehanges 1n:§#e Bank rate is ﬁpon the
volume of bank money and the changes in the ;gyter affect prices ang
busineas activity‘ig genbral,‘But here there prise$:§ éaestiah.whether
the changes in the quantity of money ag@omaﬁica;ly influence busihess
or whether some other faqfqr is necessary fprAmaking fhe quanxity of
money effective r:for the purpose of influencing priceé. It 15 the view
of the classical theory that Bgnk‘gé@g lgAa means of regulating the
quantity of bank monsy. The highex Bank rate :eduqes“the.demand o fdr
discounts and % so comtributes te the curtallment oi the volume of

bank mpﬁey and conversely. The emphgsis here clearly goes to the

‘quantity of money. But this is an incomplete picture of the real

modus operendi of the Bank ydte. The ‘cxu: of the problem-is that how

the quantity,of money comes inio circulation so as to affect prices.

It is the contention of Lo;d‘Keyneaﬂﬁhgt the Bank rate
influences prices by first influencing®the rafe of investiment relative
«ly to saving'. "To raise the Bank rate discourages investment relat-
ively to-éaying, aha)théreféxéglowerg priceé, which, by causiﬁg‘the |
receipts of entrepreneurs to fall below normal, ianfluences them'to

oifer less employment all ;ound';ﬂ“

1. J.M.Kaynes, Treatise on Money, Vol.I,ppe190-191. Keynes here
distinguishes three strands of thought as regards the effects of
the. Bank rate manipulations. The first 1s that the changes 1in the
Bank rate by bringing asbout changes in the volume of Bank money,
influence prices. The second strand of though is that the changes
in the Bank rate are meant to safeguard the gold reserves of a
countxy by regulating the rate of foreign lending. These two
objectives of Bank rate changts, accoxrding to Keynes, 'pull in
opposite directions! For, though a high Bank rate increases the
baazis of credit by attracting more gold, it would, accoxding to
the first strand, discourage credit expansion and thus would
influence prices in a downward directlon. This contention of Keynes
is rather ovexr-strained. The high Bank rate by attracting more -
gold creates a basis for more credit subsequently with a lower
Bank rate. gSasier credit at any time is impossiblée without -
sufficient gold reserves to support it. If wex properly interpret
the word'basis' in the relevant sentence; 'iis effect is to
increase the basis of credit' as given in the Treatise, it would

~
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. Investment is influenced by thé discrepancy between the maxket
rate of interest and the natural rate of imterest. Thelmarkqt.xgte of
1nterest,,és defined by 3eyna§, means the rate actually prevailing in
the market. It 1s this xate}%hat is influenced by the Bank rate. The

natural rate of interest means the rate at whichlsaving,and invégtment

1

are equal. Keynes's contention is that fundamentally the stress

should be given to the:ehangés of Bank rate as affecting the level of

.. the market rate of interest relatively to the natural rate, rather
'than to the changes in the quantity of money. A chenge in the gquantity

of money (which is of secondary,impo;tance even if there may be any)

_affects the;pricejlevel, in the first 1nstan§e,'beeause)'other things

being equal, thils meané 8 Bank rate which will change the market rate

v v . + . ‘t
. relatively to the natural raxefanﬁ;t.is'onlyﬂthrough the complex
Imﬂvemantsithus égtlup.that,agnew equilibrium position is eventually

'.reaehed. with a,price~level.mpm;nmpmmﬂbg cor:esponaing to the new

quantity.ofdmone&.\Ac#bzdigg to Keynes, in order to make the Bank

‘ rata-effactive;,thé‘quéhtify‘qi money has not to be necessarily

altered.z

The theory of Keynes postulates an unnaﬁuxal dichotomy between

. the two ways of the modus operendi of Bank rate, Changes in the

quantity of money on one hand and the #x discrepancy between the

market rate and the natural rate of Anterest{both brought about by

& change in the Bank rate) are not mutually exclusive noxr arxethey

independent of each other. To understand the issue properly, we may

“ask. : Can the Bank rate deparyt from the natural. rate Ox vice~versa

beforxe or without anyzehangé in the guagtity of money 7 e

' (Note 1 from page 'gt‘ contde) be'cléarlé understood that there is no
.conflict between. the two strands of effects of a higher Bank rate., It

should be noted that the ‘raising of the Bank rate to preserve gold
roserves and contraction of credit were not meant by the prevalling
opinion as essentially rival. This can be easily understood from the
views of the. Governdr and the Dy.Governor of the Bank of England cited
ggﬁogg)in these pages. (See A.W.Marget, The Theory of Prices.Vol.l,
.2 [ L . ! N 1 -‘
. Treatise I, p.155. 2. 1big, p.220.
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It is just possible that the discrepancy betwesn the natursl rate and

maxket rate may result from a numbex oi ceouses which mey bring about.

a lowering of the market rate relatively tc the natural rate without

‘any proceding ‘change in- the. quantity of .woney. Ihis possibility natuxe-
. liyarizss when therxe is a’ cnange in the natural rate whila tha market

‘xate remaing the saﬁe. ieksell, no doubt¢ admitted that the quantity

o2 monay or the guantity of cash held by the Banks 1s imbued with a.

secondary impextance whanevgxaths diserepuney between the L&i;}@t

rate aud najural rate occurs ﬁue, eapecia&ly.*to the eh&nées in the

‘natuxal rate.’But thexe is & further question %o be asked hera , I8

at all thexe ig & cihange in the market rate - natural yate xelaxionu

without any priox chanae in fhe quantiu, 0{ wmoney, can suob a changed

relation tutwaun,the two rates ba maintained or contimed without amy

- subsequent change in -the gquantity of money ?7 Mxs Keynes mainteins

thaty in order to;maks,thefbgukAzate effiective {(for influenclng prices),

2

there is o necea&i%ylfor changing the guantity of money.” This view

6% Keynes is not correct.

' The- stra%ebie xol» of the quantity of money can be wall ungexe
atood hy taking & 8i mple 1liustration. . 1t, supuose, there 1s no
rationlng: of credit and theye. is a free narket, an attempt to keep
tha Janm rata loue* than the natnral rate (meaning ’ th%reby, the
antieipaxad pzafits 0 be maae by a bank loan) vould 80 increaﬁe the
demand oz ioans ﬁhat the banks shall: have to either give up all
ettampts 0 aaep the rate of interest at a lower leval or they shall
have to areaxa aupply of hank money to maet the demand for losns. In
the fn*me? case, the Bank rata would caase to be sffective and in the
latitsr case it could ba maiatainsd affeotivaly at a low level nnly
h& means of an increased supply of pank m@nay. A.practical illustration
qf‘%ﬁe-fact that high pxices aaanat ba supgorted excspt by & aubsequent

1e K« Wicksell, Interest and Prices. 1936, p.167.
26 Treatiss, I. P.QQO.
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increase in the quantity of moge& is supplied by the gxperience in
Germany after the Flrst World War, In Germany éftex the middle of
1921, the risa in internal prices began to assume a precedence in |
time and an absolute margin ovar,igtal circulation, There is a genexal
agreement concerning this pa&ticn;arrphase‘of'iﬁflation in Gexmany
that prices advanced directly under the influence. of fspeéulation3,,,

oxr 'anticipation’ oxnﬁther,payghologiqal factdrs,hefoxa any inersase

in mohetary ciieulation. Fufther issua of notes and extension of bank

loans followed  the. leaa tzken by prices. As the =ma quantity of money
thus 1ncreased, 1t bocame possible to realise prices. . at theix

1

contractual level,’ Without‘the subsequent ‘expansion of the volume

of money it would have become dlfficult to maintain the.contractual

prices and ithere would have been a disastrous breakdown of the work—

_ing of the economic system. 1t 15 worthwhile to note that between the

initial rise in price quotations. and the~subsequén$‘1ncrease in the

_guantity qfrmqney,‘the shortage of mnney¢wés actually felt. Heag it .
- ‘been pogsib;aAto cg:xy,gutﬂ;pe‘coﬁtrac?s at high prices. with a given

_quantity of m@neyxthis,scit,of.shqrtage-would npt'have been felt.

The‘Ge:mag;experience\clea:;xAindieateg,thgt,for highexr
prices and rising. business activity,,expansion of the quantity of
money is indispensable. The whole\oantroversykthat whether the

prices are affected by a change in the market rate- natural rate

change in -

. relation before any change in the quantity of money or/the gunantity

of money precedes the changes in yrices, is of the hon-and-egg ordere

For the purpose oi mongtary management, 1t is the guantity of mongy

“that is important. The actual orxder of events would depend upon,

the‘partic@larlset of cixcumstances.\Theimqpetazy‘anthority can
control pzicgsybnly by controlling the quantity of money and the
manipulation of the Bank ratglis,suépessfuluas a wegpon of aredit

' gontrol only so long as it is.capable of incluencing the quantlty of
‘1. HeS.Ellis. Germen apneta@y Theory. 1934, 99.279~81.
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money . For‘mainmaining the rate of interest at a lower level, increase
in the quantity of money is 1ndispensa1ho.

I terest = a ¥ Qgt!

oxr a *Caplitalization' Factor ? .
The discrepancy ﬁétwéen the market rate of intersst and the

netural rate of interest is responsible for bringing about.chénges in

the level of priceBVand'the latter event is made possible by'bhangea

in the velume oF money. But how does this difference between the two

- rates affect the deeiszonqpf the entrepreneurs ? A fall in the market

' rate cf inte¥est, prima fscie, would reduce the cost of borrowing and

tiols, -in’ turn, would praviaé.aﬁiinﬁﬁcementzté invest by borrowing.

‘The above view is‘eaﬁtehded by Keynes. Aécérding to hiﬁ.

‘easier eredit conditions at the most. may bring about a ghift in the
‘tempo oi produciion from the: lines with more interest costs to those
wWith less interest costs. All-xound productivity cannot be stimulated
by the éaldpiationstbgsed'oh'interest as a cost factor. *A fall in the
‘vate cf'inteiegt st;mulaxeS‘gxéductibn of capital goods not because -

it/decreases thelr cost of productlon but bacause it increases theix

Qemang priéé‘é"This means that through the process of capltalization
of %he yield axpected From the capital goods at a lower rate of

“interest a fall in the rate of interest would raise the demand and

hence the price of z capital goods. The producers of‘tﬁese £00ds,

" expecting a highex selling price of thezr goods, would be engouraged
 to produce more of these goods. Theg will, thus, provide a stimulus

for a general increase in investment.

Qheoritloally, it may be Just pbséiblé that the rate of interms

' =ggt mey influence the decisions of businesmen through caplialiszation
‘as Keynes contends, but 1t ‘is daubtiul whether it daea influence it

in reality. Busineasmen can haxdly be ex@ectea to follow such a

zigzag way of ealculating the future yield of an. 1nweatmenz as the

m-—.—u

1. Trea‘_tise-'lv, 90211 . .
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theory of capltalization invkives.’ There is a further difficulty

in accepting the rate of inteérest as a capitalization factor. The

long term rate of interest pgnnot,be_e;@ectea?toArest at the same lqw‘
level over the life_time)qf,a,cagiﬁal goode When this is the case, it
is difficult %0 understand hgﬁ gntrepxqunarshwould be,;ﬁduced to1
purchase capipa;,goodé guidedvbj,thefoggaiderat;ans of caéitalizétionw
This point is'clearly emphasised by Wicksell. 1t ig é necesaa:y

‘ccndition that easler samiitkors conditions of short-term lenaing )

dhould have persisted sufficien¥ly long %o influence the long tsrm

‘-xatgicf inxergst, the so-called bond-rate. A casual and temporagy

~Achange in~the‘diacqunt a pg?elwill nqt;ig,imself'e;ert any marked

~dnflnence on prlcas.

!

. Thexe 1s oune important obgection 2% the proposition of &eynes

1that.a f£all in the rate of interesi, syimulapes‘p;pdqction of.qapitql

‘"Efgooﬂs not becange it dacreases thedix eoét 0f production btut becéusq
© it inereases thelr demand priee. The fall in tha rate of interest

will. not increase the price of all types of caplital goods. The price

of.only those capital goods which have got a longsr ‘gestation period'
machine the

.(i @,y the period, between the installation of Jmmtahin and/tinue when it

© begins to delivser booés for: maxketzng) will rlse in consequence of

2 iall in the rate of interest. Thzs is because the domand fox -
ca@xbal goods 15, after all. a derxved demand. and as ‘such it dependa

upcn the marginal revenue paﬁmztivzty of the capltal asset. In the

casg of capital £0045 whose;gestation period is vexy &émall thelr

4. Kaynea a*gues that reduotmon of 1ntexest oost affects tha ‘sales of .

‘entreprenesurs, for, less interest costs mean lower income for the
‘capltalists. But he points out that entreprencurs may not be
acquainted with such a reasoning and may be induced. to borrow due
$0. 4-fall 4n the rate of interest. But calculations based on capi—
talization are still more complicated as they depend upon the future
course ~of the rate of interest and &lso the conditions of demand.
It is daifficult to understand how entrepreneurs can well under=

. ‘stand. the capitalization theoxy ‘and plan their investments
“ meeoxdlingly e

2. E.Wicksell. OpeCite,p.92.
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paxginal physical p;pﬁﬁctiv;ty.will soon inorease and thelr marginal
revenue productivity in conééquenoe will falle As the demand for
capltal good§ is a derived &emand. a(fgll-in<their:marginal revenue
'pxaduct‘willAatgpncevcaugega‘qorxesponding.félllin thg demaﬁd‘fom
them. The}r prices,as a result, cannol rise and even may eﬁperieﬁce

a positive fall. Only 1n thew case of caplital goods which take a
lonzer period to deliver consumers' goods, the demand ¥l1ll be‘sustainad
for a longer period and ., therefore, activity in the productlon of}
those goods can. conbvimie.’

A very interesting practicallilluatrationvqf the above point

' ig foundk in the -experinece in fingland in the latter nelf of the

19th gentury. In Spgland, during the pericd 1871=73, there was
wltaneesed a great aotivity in the cgpital goods industries eégecially
due. to enoxmous orders from abroad for railwgy‘constxucticns. Prices
rose very high ang the economy attained a state of full employment.
Frem 1873 thls source of demand bégén to fall off heavily. Howevei,

& fall in foreign demand wgsﬂcgmpensaye& by a xyise in the demand for
the capltsal goods from,domestxc‘iﬁdustries. But it is surprising to '
note that the snift in the investment pf British capital fxom foreslgn

%o home channels, instead of sustaining the z;se in prices previously
attained, brought: about a positive decline in thems  This was bhecanse
home investment was skgagak altogether of & & dirrerent character
from thav of foxeign_investmeniatwhergrgat exténsion.aqd technicel
impfavement in cotuoﬁ,,metals an@-qthcr-dom@stic_1ndustxiesV1npreased\
eﬂprmcusly%thgxpzpaugt;9n p?‘pugggwggqqﬁxa?gg;_187§,“$he result was

that tnere was.a, fdll in the general price index and a sharp rise in

[
i

1. AsCoPigou. Indwstrizl Fluctuations.ll Edn. £ 1929,p.90. Profl.Plgon
has used the Words,'gestation period' for the interval beiween
the time of installation of capital insiruments and the time when
1t begins to. deliver goods for marketing.' -~ ' s
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unenployment. between 1873 and 1879. In this typical situation of
British économy, though thero wse already a good demand far capital
80048, thelr prices, instead of rising accoxding to the Kaynesian
tenet, indicatéd a positive—deciine. it-is interesting to note that
this fall in the prices mf took place despita there being a oorres-
ponding fall in the rate of interest.1, The home demend for cepltal
goods could not sustain prices because the gestation per;ﬂd of these
goods was shoxter. As soon as they bagan ta.deliver‘geods ln-large‘
abundance, their marginal zevenue~pxnduct1v1§y beaan’to.declihe, which,
in cénséquenna,brqught ahout}a fallrin the deménd piicc of cgpltal
g00ds also. Thus, the extent to which prices would&isé in any’period
of expansion will dep¢hd upon the cﬁa&ac%er of the new investmgnf
supperting expansions In aatuél practice a fall in the rate af“inxérn
est ralses not the dema;dApriea of capitsl gdods bgt that of tﬁe
claims on existing capltal goods -i.e. equities and aecuiities. But
a rise in the ‘prices of aqnmmmﬁin equities cannot be expected to
stimulate demand for cayital goods.whose axisting money value has
rigen due to a fall in the rate.of interest. for, the rise in the
prices of claims on existing capital may‘be broughp about by épecuw
lation. The demand for capitai gooda rises e«péciaily when thers 1s
& rise in the marginal revenuse productlvity of capital which generally

\ote.

‘pakegsin a period of boome That is why the process of capitsl forme

ation in a capitalist economy has always proceeded forth in leaps. .
In a period of boom, the appearance of promising new investment

oppoxtunities leads to a8 1arg@r constructiva of capliial equipment

than in the long ran, with the regult that sconer or later the demand

fer'neu eayital equiﬁmenm is aatisfied and“ a perlod oi slack invegte
ment aotivity, 6XC333 eapacity in the capital godds induatxies and

depression ultimately SuUpEIVEne .

1s° W;W.Rostow. British Eeonomy in the 19th csn$uxy. Oxford 1948,pp.
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, The,influancészéf thé,rata’qf interest as a cost factor and
as a capitaliaation fa&iox.shoﬁ;d not be held to be mutually exoclusive.
1t ds very»diffioult tb attéﬁh ény:mqre impoxtance f0 any ona of then
than to the other, Gapitaliéatién at a lower rate of inxerast‘may
encourage manufacturers of ééyiial £00&s through expectations of
higher selling ﬁrices. But the higher sellipg,pricaa of the gapitsal
goods, when actually realised will, in their turn, affect the cost

of investment of those hedahnhes industries which use these E0oO0AS.

Thus, in all subsequent tyansaciions each ofie of the purchases has

%o pay a higher prics, for, the. price offersd at one purchase acts
 as 2 dotum for the next.! ‘

The decisions & t0 invest awe Lafluenced by several factors
to all Fypes of imvestamemts Caplilaligateon maan 1y eanes.

. hona of which 1s singly common,investment decisions in some degree

but 1t cannet be considersd an important factor. In modern societies
based on individual entexpris@; wage~coats. and Govermment policy
intluence so strongly the investment decisions thaxlthe effects of
the rate of interest either as a cost or a capitalisation factor are
generally swamped. E

Apart from the im@eitéﬁ§e of capitaligzaticn in infiuencing
investment decisions, thexeiiéjé‘further poinit of contention whethexr .
capitalization influsncaes pxiééé through changes in the quantity of
monsy or independently of such changes. Loxd Keynes, in his Ttgatise,
hos stated that the.canhéctibﬁ'between the Bauk vate and the price
of m capital goods through dépitalizatibn is 'immediate,direct and
32

obvious Though, Keynes, has not here clearly denied the role of

money in influeneing prices, the way in which he hag described the

relation between the Bank rate and the price of capital goods can bs

1 a‘:&QWQM&xBQtQ 91).01‘&0,1)02410

24 Txaat;se Iy 9202,
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Interpreted to dmply. the absence.of the role of guantity of‘mona;zs}
The role of the quantity of money in influencing prices has
Yoen claarly axamin@d‘preQiously in these pages and it is immaterlal
whether the rate of interest woxka,aa 8- cost factor or a capitalization
factor. Despite that, the whole issue can ba.further clarified. The
degree of capitalization that would . influence the»déaisians of
dlffersut entreprencuxs cannot be the same for all of thems The
psychological reaction to=éAfall'in‘the rate of intexest would differ
£rom entreprensur o entreprensur. Tho se entyspreneuxs who anticipate I
a higher vcagi%,alj}.éed y's.e:x.a; due %0 .3 fall in the rate of interest
wvulépa indubadrto empiey,mors_féctprsupf production. The xise in
demand for the factors of production will drive up. thelr prices after
all unmused resources,are”exhausféd. The rige in the prices of the:
factors of produetion. thus ﬁraughﬁ about will incrsease the cost of
production of other eairepreneurs also who may not be‘expectihg a
rise in the prices of their pro&ﬁcts due to capitalizatlion. In this
situation, the,role,of,thé guantity of money can be‘wéll understoods
by taking into consideration the behavigur of the banking system.
Three possibilities can be surmised as regards the behaviour of banks.
Fixstly, it mey be supposog_ﬁhat the banks mey grant 1Qans fo

only these bovrowewsfax for whom the mmobp anticipated profits to be

‘made due to0 cepitalization have risen. The less fortunate. borrowers .

may not be granted any loan even 1 they .approach the banks because

of the rise in thely cost-bill consequent wpon'a genersl ¥ise in the
s of :

;@ztors.qf production. Though the. banks may not advance any new loan

to the latter category of borrowers but at tha same time; they asy

1s HeSedllis.Gorman Monetaxy Theoxrye Pe358. Prof.sllis here examines
the contribution of Pr.Richard Stxigl from the two view points:
(1) intexrest as a cost of capitalization factox and (2) its
graniity 0f credit aspechs :
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rot call back the loans advanced to less £g:;nnate,hg;xowers before
the new situation arose. In t&is‘cgae,ﬂﬁhe new loans advanced only
to the»fg:tgnéxe entxaéxepgurs:wuuld ereate sdditionsl purchasing .
powey ini: the hands of the owners of the factors ¢of production. Some
of thig new purchasing power would cextainlyfbe used for the products
oL the less fartnnate entrepreneurs slsgo and for them the proapects
would be brighiened gradusily, Thus, taough the additional mona&
initially.cabtuxgs only one coxner of the economy, it gradually perva-
des the whole eccnomy‘&nd brings sboul a general ris¢ in §xiegs,

In the second place, the backs may grant loans even to the
less fortunate borrowers. They may. advance loans to these borrowers

from the very heg;pning on thg asgumption that the rising tempo qﬁ ,

ezonemic activity in one sectox of the economy would brighten the
prospects for othez’éﬁxrepreneurs also. 01, théy may walt till the
prospects are actuslly brightened for the less fortunste borrowers
'and then advance loans to them, In either way, the effect on the
price~level waul%be rather qﬁi@k and fFhe banks muy be able 6 realize
their own culculations., .

Phirdly, the banks may take & very pessimistlc view.abqut the
borrowers in whose céss there are no or very 1nsignif;eanx prospects
of profitse They may, in this éase,_not only not grant new losns but
even call back those previously granted to them. They may direct these
funds (called back fyom the Less fortunate entrepreneurs) to those
borrowers in whose c¢ase the new market rateenatural rate relation
hasg been found favodxable. The result of all these operations of
banks may be‘that the total amuunm,qf 1aaps,granted by banks ;emains
the same.,Ih thig gaee, the rise in the prices of the products of |
moxe fbitunate borrowers would exert mﬂ B a compensatory fall og‘ths

- prices of the“proéuc%s of 1esa,foxtunate borrowers.1 Here there would

PR W Sl B S S

1. As¥elargete Theoxy of Prices Vol.I, 1938 PP+ 26263,
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a change odly in the relafivé.pzicéé but not in the genexal priee :
levei; The general lovel of prices'dépenda'upbg'the‘tétal guantity

of monasy. S0 long as therefore the market-rate = natural rate relation
is changed only for one of %the sectoxs of the economy and not for the
aaonomy as a' wholes vhe general priee level will not be disturb&&.1
Zeynss also argues more or less'in the mame vein when he discusses the
prlee level of investment good and 'consumers® goodse If the ehange

'in the maxked rate coincldeg with the mang& ehange in the natuxal ratq

‘then the movements in the prlce levels of investmenul goods and 1iquid

consumption 500&3 would be auch as to newitralize each other to ihe
regult that “the prxce level of output as a whole remains. aachanged.e

Qut of the Lhree pOSSlbl&itlem examined above only in the

third case the uuaniiﬁy of-mgnay remains moxe oY lasg consbamt and

4% is under this special case only can thﬁra be an "obvious, dlreot

and immediate" ¥ exailonshlp between tho lcng term rate of iptexest
and the price of capital goods »hxough capiidlization as Keynes holdse
But the last case is tha lggat likely %o be actually realiscd. Incra=
ased tmmpo of ecoaomic actmvz;y in one sector of the economy is bound
0 pervade the whole economy. Yhe entirs uheozy oz puhlic spending

is based on ithe ideéa that increased tempo of econcmic activity
brought about by yoveranmeni expenditure will gradually inflgenée
private expenditure both on' consumption and invesiment and thus will
1ift the whole economy from the dapihs of & dnpressién. Amongst the
three cases noted abova, therefore,:the’fifo one seems to be the
most likely. As the lncresasing economic activity will ‘capiure gradu=
elly the various sectoxs of the economy onme affer the othexr, it will
tdraw outt more cfe&it_fromﬁthg banking system;?As the supply of N
productive rescuxéés\will beginltd fall sho¥¥ of incraasing requi!ﬁ-

i~

mants for tham, pricas ri&l shoot up. Unless, thereiore, there is

PO TP S LA WS A

1% This is nothing but Hayek‘s version of relative prices o/o Prices
- and Production,pp 2525327
2s ruatise Vbl.I,p. 205, - Je HeSeEllin, OpeCite,pe418.
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gome supporting increase in the quantity of money (understood in its
hroad sense as MV+M'V'~)the Qarrying-thxoﬁgh of transactions at higherx
level of prices is iﬁpossﬁble. The influence efvcapitalization at a
lower rate of interest cannot have a significance quite independent of
the guantity of money. |

The Rate of Interost and Investment.

Originally, 1t was belisved that inmérest charges used to
infiluence business a&tivity,bj affecting the cost of enterprise. The
reasoning may be correct to a certain extent, neverthless the concept
of interest cost is oversimplified. In the f£irst place it is to be
clarified whether the costs of holding goods already purchased are to
be meant or those of the goodsk that are to be purghaged aré meant,
Doubtless, the fall in the rate of interest would have an immediate
bearing on the costs of goods which are to be purchased. Secondly
intereat costs have diffaren;:éignificanoe for different onterprises.
Changes in the rate of interest would o®licit response from differsnt
enterpriees not to the same extent and also at the same time. Again
there is the confroveray»as t0o whether it is the trader who 15 more
" influenced by a fall im the rate of interest or the mamufacifurers ReGe
Hewtrey has smphasised the 1ﬁ£lugnce of interest changes on the
trader ox the whdlasaler who is sengitive to the changes in the short
texm rate of interest in expanding or contraeting his stocks as
against the manufacturer in his total costs by 1 ox 2 per cent has no
signiﬁoan.ce.1 Againgt this there is the view of Keynss that it 1s '
theginweatmenxgv(m&aning thexeby the purchase of eapital goods) which
is im@oxtanx and this is influenced by long térm rate of interest
seting not as a cost factor but as a capitalization fagtor.® In

act, 1f elther tzadqis or maauxactuxarg responded to the changes in

1. ReG.Hawtrey. Currency and Credits Second BEdn.,1923. PP Qu-15
2! i‘reatise Volel,. p.202.
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the rate of inxereat as the theory oe;ieves, there would be little
aifficulty for the success of monstary managsment. But investment
(in,whamaver~aense it iS'undarstood) is governed by the profit motive
which is again 1n£luenced by a aomplex tmoknfosh of influences «
snstitutional, pschologlosl and techmicale®) Among the institutionsl

‘factors, wage~rigldities, price rigidities due. to monwpolistlec elemen»

45 and the inequality of incomes are the most important. Among the
paychological factors the most important factors ave the. 1iqﬁ§dity
preference of the holders of monsy and the elements of risk as:
calculaﬁed not by the borrower bux by the 1ender. mha borrower has to
pay a premium in oxder to compensate for the element of risk that the
lender has estimated. shia premium may be s0 high some time that it
may gct as a aeterrent to certain borrowers (the unsamisfiea fringe

ot borrowers as Keynea calla them 2).

' Theorexically,hy assuming certain fawourable connmtmona to be'
present, it may be possible ta show the influenoe of the rate cf
intexrest on investment but it is difficult to realise the assumptions
in actusl prqctiee. In aotual practiae,the 1ntensity of the consider—
atiens of inxexest rate diffexs from entreprenauxh to gntrepreneur,
Therefore, it ia worthwhile tn examine the 1mportance of the rate of

" interest as a factor 1n£1uancing inwestment in diffaxent flelds of
"investment.

,ghe Rate of ;nxerest and Durable Producexrs’ Goodss

Investment in durable goods in genexal is surrounded by spec~—
ial Qons;dexétionS»which distingiish them from that in other fields
and herein durable producers?® goods form a class by themselves. Ordin

Cearily & buainaé§:§;il install a machine if he expscts that he will

be able to zeéever‘ax leagt the initiai cogsts and the interest

;charges thereon from the rYevenue stream that the machine would yield

"1e H.S.Ellis.'Monetaxy Policy and Invesiment' Readings in Business

Gycle Theory, Blakiston. ,1944 p.411 .
2. Wreatise‘v :II. p.354 ' !
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during its life tiﬁep‘rhe.greate:fthe di{fference between the cost
of the machine and the)giésenxiiglpe of the revenue stream the
greater will be the attraction Sor the installation of an additional
machine. The present=value of fe§§nue can be obtained by capitali~’
gating the future yield at the cﬁzrsnt rate of intercst mimus
operating expenses « This means that a fall in the rate of interest
will increase the present—value of the revenue and the xise in the
farmer will lowar the present value of revenue. The magnituﬁe of

the changes in the presenx value of revenue due to a rise ox fall
in the rate of interest will dspenﬂ upon the length of the Yovenue

stream (i.e. the life of the maohine) and the breadth of the revenue

stream. The longer and broader the Yevenue stream 1mputable to a

maehine. ths bxaatex will be the incentive for 1nstalling a.n:htnn

machine if the rate of interest £alls.

The above considerations indlcate how a fall in the rate
of interest can influence the introdattion of moTe eapitalistic
methoda of production. But in asctual praeficé,the introduction of
more capitalistic methods. s coa&i@igned by othexr factors alsoe xhe
mogt important £actox which may counteract the effeots of a fall 4n
the rate of dntersst on th; 1nt:b&ﬁetich of new capital is the
existence of monopolies . The mnnopelist is concerned with the
mayginal revenue product rathar than with the maxginal physical
products The introduction of more capitalistie msthods will, no
&aubt, increase the marginal physiaal produétivity but this may
¢ause -3 lawering of the ma:ginal revenne. In such a case, new
capital will mot be installed by the momopolist despite a f£all in
the Xagm long texm rate of interest,for, to the monopoliat it is
the marginal revenue proﬁntt rathexr than the maxginal physioal
produet that is lmportant for his profit caleulations. Agsin,

" where the new machine is to be installed by replaoing an old one,

‘1. Edward H.Chamberlin. Monopolistio Competition and the Produotivity

\Y\wx%mc\,\ Shobuaeiivity Treoh o DA RO | R Ao S LY Y
Do M D Veatame DA Ambher. AE R Rk
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- the revenue stresm from the new maehina will have to be longer and
broader than that 1mputahle %0 the old one. For, only then the ,
eapitalizad revenmuie from the new machine can be expected to exceed
that of the old machine at ‘the new lewex rate of _interest, If the
new machine is moxe expanaive, this axeess shall have to be larger
in order to compenasate for ‘the higher costs both 1n the pnxchage
. .and the operations of the néw maehine. ' o

The sbove is the aspitelization Tormula of caleulating the
posslble effects of tlie lowering of the rate. of interest on the use
of more capital. The compsrison of the rate of interest With the rate
- of profit is made yet in another way which ig known as ‘unit cost
formalé' » Hera there sre two different methods. Ancording to one
mathoq,the average annual costs of lahour,material, depreeiation,
mainxenaune, taxes eto., ara ‘eeloulated and to this sum interest
‘on half the original investment in’ ‘the machine is added e This sum
is then compared’ with the other sum of a»arage anmal gress revenue.
If the latter exceeds the foxmer, then the investment in the machine
concerned would be profitable at the current ‘rate of interest. ‘
- Acoording to the cther'methad.interest costs do not form the part
of 8xross total costy . The differense betwean annual revenmue end
- annual costs 1s then expressed as &, rate of profit on the ariginal
fnvestmente If this i rate of’ pr&fit exceeds the rate of interest
' then the investment in the new machina would be. worthwhila.1
The above methods of oalculating the prefitahility'of an

. entexprise on the basls of g given rate of intarest are laxgely

- theoregiocal in as much as businessmen are haxdly found to follow
- them, Many companies, howaver, base their calculations on gome
wormal rats of retura which is considered appropriate to their
industry. If at all the xate oi interest has any significance far
capital investment, businessmen will react to the change in the )

:’m

1o FeAcLutg.8The Intexest Rate and Xnvaatment in a nynamic Zconomy*
AOEQRODSGO, 1945’ Pp0819“8220 ' i .



68.

| R ) 77
relation of profit rate to ‘theu rate of interest rather than the
pmﬁt rate alone, In :faat., pmﬁts expressad ag a pexcentaga of
net woxth, are found less sﬁ.gniﬁ.cant than total proﬁta. @hua. 1n
the UeSe » & study of the px:LVate investment in producers! durable
goods from: 1921 to 1940 revealed that most significant factor in-
ﬂuenc.tng the inveatment wa.a the relation between co¥porste profits
in one year and plant ané. eg,uipment in the following year. About ,
feur—fiﬁhs of ‘the variations :Ln mVeatment were axplaineﬂ by this
simple relab:l.on. '1:' T T o

| Apart from the peculiar methods of caloulating the profite -

'ability of an entexprise, the businesaman'a vision 6f the futuxe

affects i.mies’oment considerably. Even if the ca;xitalizad value of
the xevemxe stream sp:read over the life time of a machine may

exceod the ‘coat (1.9., ‘both the purohass prxice and the intexest
chaxges thereon) of the maehine, the caleulations of the businessman |
will not go deep into the :E'uture sa as to eonaiﬁer the full actual’
1ife of the ‘machine, Grdina:ily,, the businessman wants the machine

%o pay for itself within a relatively short period which, in meny
cases,turns out to be much shoxter than the actual life of the

2

machine.®  Thus; from the replies to a questionnair@. issued to

Yusinessmen in the H.s..in' t‘!i"e. i{dt'a tﬁrén‘tiea. it was leaxnt that

'9?.4% of those who xeplisd consmez-aa it necessary that tha initidal
‘:.nvestmant :l.n the machina ahould be xeturned in five yeax'a or less

aud 614 % 95 these set & limit of 3 years or less. The reason why

'businesamen set a shoruez ‘tdme limit is that the elements of risks

and unoextainty daminate a11 inveatment calauiationa. A bua::.nassman,
s0 far as he is a human bemg 9xomptad by the profit motive, cannot

vaséape them.' The ioﬁger the pai:iod' into which calculations extend

thé‘gxeater will have to be the allowance for riske Risk is too strong
—nu-)m

-\ hzs?gggi ;baving, conbumption and Investmant-n'o AeEsHe 1942
- .. PPe ’ .
24 J .E&.Keynas. Gonexal Wheorya P.163.
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%0 onable interest to ﬁavekmgch influence on. far off future and the
magnitude of 1nrluenaé'of iisg is largely a 'payeholcgiea;'Qpastionf
in a state of confidence, iﬁspixed by a cyolical up¥wing or techne
ilcal inventions, the'businaséman‘s decisioné %0 invest cannot be
counteracted by modmmhe moderate lnexeases in the rate of iﬁxeresﬁ.

Conversely, in a period of depression, & lower rate of interest may

fail ﬁo induce enirepreneurs %o undextak&jinveStmént aven . on the

ground oi capitaslization eslculations. For, Guring a period of

~ depression, the thickness of income rlow is 50 much reduced that

the life of the capital asset holds no conmsideration with the &
enxrep?eneui. In the context of wage-rigidities and costs of other

: méteriais(which are inqapabyezof downward adjustment, entrepreneurs

cannot expect returns on their fixed investuents which may be

sufficient enough gpﬂinducé:ihem‘to invest. For, 5o long s
‘ngla@jugtmenx in tha cost;price relationshib{persists, there can
be no expeotation of pxofiféjand; therefore,io interest rate can be

' 'low euough %o permit a positive capital value to be derived from

nagative or zevo profits. Duxing a depression, therefore, no

interest policy can be expectad to succeed’ in stimnlating 1nvestmen32

In‘recenx‘times‘the importance of the rate of interest as a factor
influencing investment is'cgpsidsxabl& reduced by the develdpmont of
aelf4£1nanoing by large coxporations. The changes in the xaxa‘of

’ 1hterest will affect the.cé&paqy's‘iﬁyqsimani déeisians aspecially
k fwhen»a large use is made of long term éébﬁ.lmbe modexn practice of
‘ earporatianfinénqing'1sltb‘?inance 1h#estmenx 6u$.of,n:xgg£tuask
| operationsl aév'.{ngs. Phug, in 1950, 57 % of total expenditure

in,thercase of neérly 306 1arge borpbra&ians in the;U.S},wan

ﬁ finaneed aut of eperatienal savings. Bank loans accounted for only

1- J;Roﬁi@kﬁo Value and Gapital, 19480II denog p.225. o
?e FeMachlup.’The Rate of Interest as Cost and cagitalization ;
"o Factorts X AQEQRO S@pt‘ p1935’ p04 5- ’
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1.5% of the total e‘xp‘em:l.i:.u:msa..'1 .

| with the ever expanding.size of industrial establishments and
the consequent increasing gains'fromuthe acénpmies of laxgeﬁsqéle, .
profits have come to be stabllized at relatively higher 1evéls
especially in the case of large corporations. Such large coxporat=
ions plough back & substantial portion‘of their profits evexry year
and therehy become less and less dependeat upon outside funds. In
advanced counxries like the U.S..debt has become a 1ess important
element in,eorpo:a;evfingpcing. In the U.8.,though the degree of
the use of long«;érm débi'diffexs,w;th the nature of business, the
trend of declining impérfénce of long term debt is txue fox both

manufacturing and trade cox@orations of all siaes - large, medium
,and% small,? \ o ‘

In the case of entexprzses requirmng large initial capital
outlay Gegey pub;ic‘uti;it;es, such as electricity companiqs,
rallways etc., a large part of‘the’assets shall have to be financed
by issuing bonds. These may have,'thérefore, substantisl interest
chargeg. But in the case of publioc util;ty.goncgrns intexrest cost
would be the weakest ;qfluence dus to certain,gpeciél congiderations.
Firstly, these enterprises being veritasble monopolies, face no _
competition. They are, therefore, free to chaxge higher rates foryg'
theix gaxvices and hence can vexy 9asily cgyer'pp the high interést
cost i1f they are obliged to borrow.at a higher,;ate,3. Secondly,
public utility enterprises, as they are suyplying essential needs
of ‘the comnunity, cannot be deferred due to the urgency of such .
needs ‘simply on the consideratlon of high interest costs. lnterest
¢osts would bear very litt;e bignifzcance elthex as an incentive
or ag_a_deterrent in this particular field of 1ndustrial entorprise.
1« FeReB. August 1951 ,p.1130. |
2. N.Hedacoby and R.dsSaulneily. 'Business Finance and Banking'

A National Bureau of Economic Research, 1946, pp.90~91.
Se .ﬁ.Keynes. Gensral Theory, p.163.



Bhe Rate of Interest & gurable Congumers"® ggods.
The nature of the Demand For purable gonsumera' GoOdSe

Tﬁe demand foi durable consumers" goods displays. a oyclical
characteristie. In perioas ot boom, when consumers® incomes are .
riainb, puxchasas of durable consumers' goods considerably increase.
while in times of falling incomes and employment, the expenditure
on these goods ‘£alls. ' | o .

The damand for durable censumers' goods displays wide
fluctuations in response to cyclical swings in income and employment
because of the pecullar naturs of the services renderad by these
goods. In the first 1nstan§e, consumption of these goods is largely
postﬁonable because theyxmainly form the luxury group of consumption
g0ods. Lusmry gocds‘aecﬁpiia marginal place in the scale of prefer=
ences of consumers and fluctnations in income will cause corxespon&-
ins fluctuations only at’ the maxgin. Secondy, durable goods are
capable of giving service ?or a very long period. Demand for a radio
~gset , or an automobile b;,a refrigerator, once supélied,‘will not
be renewed for a‘cqnsidgxabiy‘léng time to comee If the ever
increasing pro&uctién‘ofjfhese goods 1s {0 be maintained. There
should be over expandihé‘séale of consumption. A period of falling
incomes does not necessarily much reduce the number of‘the users of
&urabla goods, but it positively restricts the net increase in the
demand for such goods. Thus, in the U.Se, the output of passengera'
cars declined from 5 million in 1929 to 1.4 million in 1932 (l.e.,
the fall amounted to qay“) while the numhef of(registrations
£611 from 23.1 million to 20.9 million during the same pexriod (i.e.
by less than 10%).1' The reason for this is th&t some of the &ﬁrahlo
consumexrs' gzgoods ¢ommahd ébﬁactive second-hand market. Ihis 1s
lérg“gzi_rue especiallj~in'the case oanutomnbiles.‘Aa léng as

1. League of Nations = aconomic Stebility in the Poste—war period.
1945 s p.73.
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new demand is satisfied by second-hand goods, nn net increase in the
demand for newly produced goods will be Felt.

The iﬁhexgnt instability of the démand for druable consumg:s'
goods is further éccenxuatad by the pepuliar way of financing a
substantial part of thetpurchgseson instalment credit. The consequen=
ce of this mode of financing is 'that the fulctuations in ithe demani’
for consumers® durables are. far in‘éxcess?of'thosé‘in cﬁrrent
disposable income;,In the‘U.s;,takihg 1939:as the base year, when
the income payments rose by sm 30 per cent. iﬁ,194i, the retail sales
of passeungers' cars inereased by about 66Atb’70 per ﬁent. and those
1

of refrigerators rose by'abdﬁt 84 ﬁe& cent. This sort of erratic

. behaviour of conaumers' purcnases of durable goods financed by means

of instalment eredithagggavates the cyclical swings. Regulation of
consumers!‘crédit;'the:efoié,’érovidéa a useful instrument for a
contra;cyolical monetary poiicy. During the ﬁeriod of boom i1f the
terms of instalment credit’are made'stfictei; consuneys will be
obliged to restr&ct their purchases to the currently earned incomee.
This would. remove one of the artirielal stimuli to the rise in
prices in a boom. Again, if duxing a pexriod of falling prices, if
the texms of credit to eousumers are’ libexalized, the consumers will
be induced %0 purchase qurable goods. This would save the tradess

in consumers' durables from heavy unpmployment and loss of income,

The American ggperienee.

In the U.S.,in the beginning of the Szcond Vorld War, when |
disposable incomes were rising by leaps and bounds due to mounting
defence expenditure, the puxchases og&avable consumers'’ goods

increased considerably. The expansion in consumers'  expesditure was

much in excess of incomes currently earned. This excess was financed

T
L.

Te FeReBe Sept, ’1'9413 90821?
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by 1nstalment exredit whieh began to rise with rapid strides. The
Board of Governors of the Federal Reserve System, therefore, issued'
a regulation (Regulation We ) fbr controlling the termsiinatalment
¢redit and sales. After the inception of the regulation, there was

wltnessed a fall 1n the volume of instalment credit to eonaumers.

‘From 6333 million dollars in August)1941 (which was the highest

before the inception of tae regulation) the instalment erndit began
to deciine and touched the wartime low of 1780 million dollars
in February 194441 '
The above experiance of the U.S.,however, does noi provide
agcertaining the efficacy of the measure. It
a gatisfactory ground fﬁrkyaa offiicially’ reoognised that a laxge

amount of the fall in the instalmaum credit was accounted for not

‘by the new regulation but byfoqmpleﬁe cessation of the ﬁroﬂuétion of

certain of the imporxtant cohsﬁmérs' durable goodsy such as automob=

iles &nd household appliances.%

Had the production in these goods
been allowed. it would have been difficult to: exercise an affective

control on the sale of these goods. This is because there is a

maltitude of agencies, which, under theﬂforces of eompetitlen.

indulge 1n instalment business zn order to widen thelr sales. The

American experiment, therefore, does not cunclusively show tnat

-8 perlod of boom, the inflationary pressurxe axercised by the demand‘

fox consunmers? duxable goods can be reduced by regulating instal-
ment credit. iduch was achieved by means oi direct conmrol of
praauction and sales of certain important consumers' &uzablea.

As an anti-deflationa:y meaaure also, the libezalization of
the terms of instalment credit ‘can hardly be. relied upon. this is
beoause the regulatory standard as regards the rate of interest,
the period of maturlty etc., can be at the mo gt permissible and

cannot be enforced.Erqm the Lde of thb lender hi& axpsctations
e 1w o 2 vasy e o Ty X ;
Te FoReBedane ’1949, Peld. Lo
2e FeReBe ;HW.“Q“Q‘. PedU4. . l
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0f coming events play an important role. If the rlender is pessimis-
tic about the future, (end this is»more_;ihely in a period of falli=-
ng prices) no amount of relaxation df’the terms of instalment credit
can bring about a flow of eredit into hands of consumers. If the
buyers are not facing brighter propects as reégards their incomes,
they cannot be induced to buy; Forx, instalmént purchasers ars
largely depenﬂent upon incomes and more 50 upon the expectation
of greater incomes. This has been borne out’ by several  surveys of
consumers’ finances conducted by the posrd oi Governors of the
Federal Resgerve bystem in the post-war period.i, |

Instalmenm credit follows the general trend of economic
forces and in s0 dein@ it seems to display a belated movement. It
is true that consumers' expenditure does affect income and employ-
ment but it is also equally true that thz levels of income and
employment have a- vital 1nfluence on consumers' expenditures A
business cycle, thus. presenis. a vicious circle and we have to find
out a promising point to break the clrcle. Perhaps, the chilef reason

for not regaxding consumers' expenditures as a Iaetor of strategic

importance in a business cycle ls;:hat they do not seem to afford

the most promising point for breaking inxo the circle with measures
of control. in this respect s the pclxcy of first incxeasing consunex

~3' incomes is & mexe promising leve* to work: w1th.2

Rate of Intersst snd guildigg_gonstfuctidnag

In.thé case of dursble consumers'! goods, 1% is difficult to -
make'exacf calculations of %ha'capitalized value of the asset as’ it
is possiﬁle in the case of durable proucers' goods. This is because
these goods yield & flow‘ofﬂuﬁilitx;overXa‘qertain period rather
than a flow‘of‘mohe§ ihcome.ﬁmiiityﬂef aﬁéivén co?sumers' durable

good_depends upon the subjective calculatiohé of the purchaser

Te F.H.ﬁ.June 1949' PP-639"480 -
2. d.M.Clarks Stratsgic Factors in. Businesa bycle. National Bureau
oi #oonomice Research, 1949,p.88. :
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and these are not éapable of exact quantitative neagurement. Amongst
& variety of consumera' dureble goods houses can be comparedut!n
with durahle producers? goods, fcxathe utility derived from & house
can be assessed in terms of the rant that the owner would have been
required tox pay otherwise. Again, house-building requires eomparativo
=ly a much larger oapital investment than what is needed for purcha—
sing any cother dursble consumers' goodso House~building » therefore.
would need in many instances borrowad iuaﬁin funds and ihere the
xate oi 1nterest can well be expeeted to influence the degisions of
building a house. | R y x

Thgbraticaliy;ihwéstment_infhqusg~building would be prorite
able if the cepitalized future revemue (rgnzﬁminus-repair costs)
exceeds the costs of ponstrnétiop. As houses are of long durability,

the risk element will influence investment decisions to a lgrgér’

‘ extent. The entrépreneur4, ﬁherefora, will calculate the cspltalized

revenue over a very short period. A lower rate of interest will
definitely increase the present value of the revenue and, therefore,
can be pxmzsgnt xakmm ﬂﬁlzkﬁ expected to encourage investment in
house=bullding. But, the same result. can be obtained. if the period
of caplialization is increasea or 1f there is a fall in other costse
fhe xxata rate of interest. 1s not, therefore, the only important
factor which influences investment decisions as regards‘house~buil-
ding. ) | P D

In practice, the gffective_demand for houses 1s determined

by (1) the real housing hgeds. (?)jincome gnd coéts‘factors and (3)

the existing'stoék-pf hougéé. .Ehi; means that i there i3 & good

stock of houses to meet theéinciééging housing need, there can be no

advantage in new investment in hcuse—building'evenAif the rate of

iﬁterest is-lew. For, the advantage of ;ow Intereat costs may be |

1« Licague of ﬂatlons, 'mconomic atability in the post-war porld
1945, pe58. - ,
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moxe ' than counxeflyalanéad by a loss in the rental procesds. In
gomperison with the two factors of interest and rental proceeds,
income and other cost factors exsrcise a WOYe powerful influence
on building activity. The changes in income may be brought about
in two ways vize., either by a relative fall in u other prices
egpecially in the jix prices of‘cdmmodities of common eonsumpfion
og the demand for which is moxe or less inslasticﬁ ox by an‘inarease:
in the general Zevel of cansumers' income. Thus, tne sharp fall in
food prices in U.K.,after/1929 310D5 with the fall in interest rates,
is considered to be mainly responsmble fox' the high level of buile
ding activity in subsequent years.t In UeS.As,the continued increase
in counstruction actiivity thxoubhout 1922 is ‘aceounted forxgeveral |
factors the most important amoag which being a rise in the national
income andsx a considerable _ncrease in renls after the war. Thaguk
Though thexe was recoxded a, fall in the rate of interest at this
time, its influence was igﬁ:gniaiuant in comparlson with other

factors.z

Building activity in the pasti has displaged generall& a
contra-cyélical trend iu many countries. In aAperioﬁzf depyession
there is found a great activiiy in building construction. This
auti-cyclical behaviour of bulilding tzadey leads to the belief thal
it is iafluenced by interest rates which are ERRANALRINELY compara=
tivély lowgr in a pariod of depression. However, in a period of
depression low cost of hnziﬁng building matexials and labour and
also a large fall in the ?&ices of pommodities of common comsumption
are strong influences whg#éilow cost of borréwing assumes importance
only due to its co-inci&ehpq;‘Th;s‘is well borns out by the
experience in ﬁetherlandeidu@ipg‘the Hineteen-thirtges of the

present centuxy.

1o League of Nations, 1bid, p.59.
2. League of Natlons, conomzc Fluctuatlons 1n the U.S',& UKoy 1918
. =1922, 1942.1:.23a B -
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$his paink Thus, the number of houses constructed in the Hetherlands
sﬁewed hardly any contraction &xk during the depression of the early
thirtiesey in spite of the ?act that the interest on new mortgages
remained at relatively highllevéls. This was because between 1929

and 1935 there was a sharp decline 1nlbuilding costs amounting nearxly
to ' 37% due to the‘AQpreciation of the currencies of forsign suppliers
of certain building ma;erials such as wood, iron and cement. Afteru
the devaluation of the guiléer in 1936, buildings costs rose and
activity fell off despite a fall in interest rates°1 This point:
receives further corroboration from similar oxperience in Biitian'
befoie 1914. A recent writexr has pointed out that in Britain duriné
the pexriod between 1870 and 1914 building eyecle was a little mnore

than a migration cycle in disguise.2

buring tnisvperiod Biitish
expoxt of capital to her colonles was followed by emigragion of
British labour also. The period of active capital exports was marked
by rise in general economic activity at home but a fall in building'
activity. This was because this'gexiod was marked by high cost of
labour and other building materials and also by high prices of food
stuffs. Agaln, when exports of capital slackened due fo slackening
activity in the colonies, there was a suxtetis surfeit of capital

and labour at homes. The depresslon in colonies also made possible

. cheaper imports of food stuffs. The cessation of capital exports
exercised a depressive influence on home activity in general except
the consitruction industry where the activity revived , thanks to the
availablility of cheap labour and food stuffs.3 -

1. League of Nationse iconomic Stability etcey, pe140,

2+ AsK.Calrncress. Home and Forelgn Investment, 1870=1913. Cambridge
UniePress,19539pp «25=264

e Taking 1907 as the base year, the 1ndex number of house construce
tions rose frxom 59% in 1892 to 1343% in 1899, = a period of fall=-

- ing British capital expoxts. From 1900 capital exports revived

and the index namber of house constructions indicated a coxrresp-
onding fall from 134% in 1899 to 55% in 1914. A«K.Cairncress =
1bid ,p.213.



87

!

construction has been found to bs &0 much influenced by
consumers® incomes, that it taios.a lead in an upswinge. This iz
becauée,though these incomes in the 1n1tiai‘phaebs of an upswing
may not be largest, they are increasing fasteat.‘ Houses, bheing bheoth
a luxury and necessity, their construction shows great incoma~

sensitivensss.rathér than interestegsensitiveness.

The Rate of Interest ggg Speculsation,

It is Mf.Hawtrey’s contention tﬁat the rate §f interest
influences the ﬁhclesaler's decicions to ki hold stocks of g00d8e
The lower rate of ianterest induces the wholesaler to expand his
inventory and a higher rate does the opposite. The behavioux of the
wholesaler in xesponse to the changss ip the ahorwbterm r&te of

releasds economic waves of optimism
interest/and pessimism which pervade the whole economy and bring
about booms and slumps. Thopugh thers may be some grain of truth in
Mre.Hawtrey's 2haery, the flubtuations in inventori@s cannol be
accepted as & strateglc factor in a business cycle., They are more
the effect rather than cause of other powsrful economic forces. ire
Hawtrey's theory can be sald to have held good in a period when
financing of internal trade was carried on wholly thxough the
discount businags of bankse. But, as obsexrved before, with the
expansion of business, trads corporations have built up large
,reserves for working capital which absolve them fron all need for
Outéida funds. This is\a very impoxtant developmeni which has
considerably reduced the importance of the raite 0f interest in
tradeg financing. ‘ , . L

Bven if use 13 made of borrowed funds, it is by now almoat
decided that inmerest oost 1s only one of the items of cost for

mm

carrying goodse. bhanges in the holding of stocks arm oauaea mors

1 e dolie Clazk.ﬁp.bito ’P041 .
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take place especially on account of two factors. Firgtly, stocks
would increase or decrease in résponsa to - the increase oxr decrease
in deﬁand. Dealers ﬁsually maintain a certaln ratie of stocks to
sales. If, suppose, they sxperience increassing rates from month to
month, they would increase ihei: gtocks by more thamn the amount ef
increase in sales g0 as to bring their stocks up to the usual ratle

B0 sales.1 1f thers is an increasing rate of ‘urn over, interest

costs are kxaX hardly felt even il bankwerédit is uged to finance

increased purchases of stockse A declining demand would bxing about
a greater decline in the purchasgses of newégzzggge the inducement of
lowex interest costs ¢f holding gooeds. In this respeet the comments
given by some of the buslnessmeng %o whom seme O£ford Boonomists
circulated & questionnaira in 1939 in erdér 10 study the influence
of the chunges in the rate of interest on basin@ssm&n's decisions, \
are simply typical of the businassman’s attitude. Thus, it was
characteristically stated by a businessman that the only thing which
affected his decisions was " the lack or surfeit of orders®. 2 1n

the second place; an incr@ase»in holding qf,steeks by dezlers may

come from an exyectaxion’of higher prices. 5uch an expectation may

be based on a rise either alréad&-realizad ox antieipated to matexr=

ialize almost certainly due te some event such as war. This sort of
accumulation of stocks is spaculaﬁive the best illustration of which
can be had from the 1mmediate post-first—ﬁarld—War periad in thc
United Kingdem and in 1936w37 in the Uebvo:’ ,

in U.K., after the First world wax,, risb in prices was
brought about initially by an increased censumars@' demand which
was pent-up due ta war time controls. But this’ rlse was further
enhanced by speculative building of iﬁventaries. Purchases of stocks

vere made an a large scale both as a pr@cautipnnxy measure and as

1. Geliaberler. 'Presperity & Deprassian' qu.?946, p.94.
24 FelieSeandrews. .' A Further Enquiry intb the ‘effects of the Rates.
of Interest'e. Uxfoxd goconomic rPapers ﬁoan,Feb 1940, DedBe
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a as&xce ‘of profit. The qpaculatlvg building of inventories accom=
panwumﬂ by the fall in the forelgn exchange value of the psund
brought.: ahaut the realization of the azpscted rise in prices.
Prices waxeggieing at such a rate that an interast rate of neaxly
45% wauld havo been raguired to take all préfitability sui of mere
heldinb ot the ‘AVeYRZe cammedity on barrowad meney . During this
period the short-term money rates at no time exceéded %1 in the
UsSepin 1936-37,the rapid rise in raw material prices and wugc'
rates 1ed to shaxp inoreases in the volume of stocks beld by
wholesalexa and alse by rotazlers in anticipation of higher pricoa.
In the case of speculative stﬁckwhalding in anticipation of rapid
price-movements, tha'expeééed gaims or losses may be sé iarge tﬁat
any pr@bable changes in the eo&t of keaping stacks preve 6f neglie-
gible importence. ' -

§Qeculaiign in Sccuritie

In the case af speeulation ian securitias, there 1s a special
~ advantage ever that_;n camm@ditias in that that the holding of
gacurities has no carxyiné gdsts. A apaculaﬁar mainiy carries the
securitiés between two pointg pf time, namely the point of buying
and the peint of 3elling‘an&%ries te¢ proflt from the difference
batween the pricea :plingjat these twoe points. I his anticipations
matgrialize,his profits are ensured. Hero.*és elsewhers in an indle
»viduélist cconamyb,’it is all g‘game 0¥ change thatl plays a vital
‘zolel? The element of’ehan@e is graater in the activity of a
“speeulatcr s for,the prices of securities axve not immediately based
on facts but on.psychalogieal preferences of the holders of monqy.
The pPofits that the speculate: earns are to be realizaa within &

shg?tnperiad; The'éarryingréﬁ securiiles, thsxafers, is very little

1+ League of matians; ’hedﬁbmic Fluctuations in the U.Se & UK.,
. 1918’1922" 1942’5055. N
2o JeiflKkeynes. General TheoXy,p.150.
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-affected by ihtereat costse Even 1f %he pruceas.of'eaxzying”securi-

$i€ss is of & bit longer duiatien,-&he prefits expected en the sales
of securities may be so large that skagus kx ¥ changee(in the rate
of intersst can have little or ne influence. |

There is aﬁether reason which renders the activities of the
speculator guite oblivious ef the influence of thq%ra;e gf igkareat.
The turn ever of security éxahange is founquia be mostly effected
not by the use of circulating media but by the system of reeipidoal

cancellation - by & c&eating PLECOKE. 1 This does net mesn that

~ speculaters do 0ot use bank credit at all or they use it vexy spari

~nglye If credit is avallable an‘eéay terms, or even at s higher
rate of intsrest, bank leans te speculators would definltely increa=

'se, Fhat is velevant i here is that restriction of éredit cannet

check speculasion,for, it can be carried en witheut the help of
bank credit. From 1928 .to 39311,1929, the Federxal Reserve Authexie
tiss pursued a restrictive ciadit palicy with a view to checking
speculative activity, raising inbterast rates and foroing member
banks te berrew from the‘Faderal‘Reserve Banks. In pursuance eof
this policy open mariket salss werth seme. 405 millien dellars were
undertaxen. As & result, no doubt, interest rates rose, member
banks' borrowlng frem the Federal Reserve Bagks inﬂreased. but the
speculative activity was not checked, In contrast to this, in
1930, ‘brokers' leans andi other seaurlty loans dld nat incraase

despite easy ratesg = easier than 1n any pexiodnf sasy rates 1n

" the monetary histary af ‘the U.s.g? tha is bﬁ&nusa speculaters

succeed only when prices are rising. 1hey xidq en the waves of a

beome.Ehey &hemselves do nst make the waves.
*f" -

1+ Lanchlin curic."mhe xa&lure of. menataxy Peliny 10 prevent the
Depression of 1929=321, J.of P.E. Vbl.xLII, 150,

.....

24 HPWWillige Theaxy and ?ractica af cenﬁrﬁl E ing, 1956,p«190.
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indicate a rise ox fall in demsnd for monsy by the sﬁack market.

The rise or fall in the prices of securities dees not

Ho doubt, after effsetiing ef obligations, thexe would be & balance

which shall have to be paid in monsy (i.e. cash eor bankamd¥ey) but
this would be a very smzll percentzge of the total velume ef

obligations expressed in teims of moneye 1t may be argued that the
clearing process is pessible enly between parties which arc regular

dealers in the steck market. In the case eof persens whe deslire te !

- purchase securibies net oul of any speculative metive but to derive

seme inceme snmually, clearing of sbligations is not pessible. In
such a case there would be éntries and exists of funds into and eut

of ‘the steck-markets This 18, ne doubt, true. But the veluue of

- securities purchasad eoxr seld by sﬁéh'nﬁn#speéulatars is very small

in comparison with the tobal turm-over of securlty transactiens.

For a large volume of gecurity iransaciions, thereioxs, cash ox

bank credit is mot indispensables ' |
E#én,in the caas of persons who are net regulax dealers in

the stock-market , -the Purchases and sales of securities are carried

on gensrally by bzgkers on behali of their custemerss Brokeras weuld

be required te bezraw from the banks enly when they axe reguired

to pay moxa than»they receive eiﬁher from their customers er frem

' other brokers. This sert ef payments on the part ef brokers cammst

be éiggaiaagﬁlngugu. However, if the praceeds of ﬁha,sales of

sscurities are te underge’a‘huge"eieaus due te some panic,'the
demand for mon@y on the part ei br@kers taken as a whele weuld
increase. In this conbtext, they would be bbliged to appr@ach banks
for loans. If the banks are roady tg lend to brokers, or 1L they
are not restricted fLrom doing so,’i@ans'te brokers would lncrease.
But even then, the perw-centage of laamg to brekers gannot be

large ens in cemparlsem with other investments of bankss Thuq,in

" the Ue.Sey in the ysar 1929, the percentage of bx@xers' loans ef
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banks amaﬁnted‘té.anly T.78 per cent en average of their leans and
investisments desplie the fact that the period of in point was
characterised by large witndrawals irom the stock market. in normal
times this paxcentage is considexably smaller, In 1935 on average
the percentage of brokers' loans ef member banks was‘E.Bo% of theix
totsl leans and investments, while in 1939 it was enly 2443 per

cente! ' L , :

The abov§ discussieﬁs 1aad‘th the conclusien that the pelicy
of manipnlazing the rate e? interest is an imeffeetive weapen for
cant*elline specnlatian. If 1t is exercise& drastically, it may
Drove a palicy of ending speculat ion by ending prospemity. The
policy of the Eederal Reserve Board of the U.Se, o check inflation
and rising security prices both by raising the redisceunt-rate frem
3% per cent 16 5 ngxxxant* [ percent in 1928 and alse by acting
dirsctly en the quantity ol monsy by meanu oL opexn market eperations
met with failure. The sPeculators are the berrowers whose expecta-
tions of gaius Tun inxa figures whzch avershanew -almest any reasen=—
able xise in the rata ef 1ntexest. R;sing security prices are net
indicative of iacreasing use 6% bank credzt by speculaterse. They are
gcmexally the exfeet of rising earnings of cerporatiens ey preofit

inflation, Ier, @therwise, purchasing ef secuxmtmes at higherx ‘

prices cannot be’warthwhile. @he menetary mmmhmmmmma authexiﬁ%
therefore, should fin%eut the faeters which breught abeui the rise
in security pricas rather hhan incraase the terms ef hank lending.
In this respect, the g@netaxy agtherity should be watchful ef the:
possible efiects of high or risﬁng security prices en the general
xRN éeonem;ctsitﬁétién 6fﬁthe country. 1 high securlty prices,
encouiage,‘as K&yn&s aa.weli éeinu&d euf, the 1533@ of new securite
ies which are not warranxed by a Bau cemmensurate ameunt of savingsg

the monetexy autharzty should 1ntarvene with justificatiens 2

Te F.ﬁachlzp. The Steck Maxkat.credlt and capital Fermatien,1940
De 34445
24 Treatise Velelype257. -
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But even then, the proper pelicy sheuldgbe emre net ef raising the
&erms‘of lending but attacking the situation by other means such

as direct contrcl of eapital issue.

Margin geguirements.

One impertant device ef checking bank credit Irom flawina to
the stecke—marketywhich has bqen recently added to ithe armouzy ef
central bank especially in the U.S5., is that ef prescribing margin
requirements for adveucing lewns agalnst the cellateral of securlities
Frem the epperismce of 1929 in thal country, i1t was realized that
the use ef general.credit eentrol by ra;sing interest rates was

injurious to certain gemuine sand legltimate needs for bank—credit.

It was, thersiore, sssential te check bank-eiedit‘fr@m flewing to
particular areas without, at the same time, denying the 1agitimate‘
credit needs ef bus;ness.‘ln‘respenée Yo this requirementy max the
devige of presexibing maxgig requifementslwas introduced in the
UeSe, By the Securities dxchange Act of 1934, So 1bng a8 banks
are not restricted in some way, fox advancihg loans against the
collateral of sccuritiss, spsculation will definitely feed itself
on facile. bank-eredlt. The restriction en sPeculative l@ans by
banks, theref@rc, cementa up an impertant loop hole in the machim-
exy of credit cenﬁrel. . ,
‘However, there is & practical difficulty in the adminigtra=~
tion of xhw the power af,pxgggribiné‘margin requirementse In the
American legislatien, theiﬁeard of Governexrs has: been empewered
to prescribe thé’percentége ef ma;gin requirements. But the Board
has not been pxgvi@gd with a definite clue as %o when and te‘ |
what e;tent tha‘margigs‘sheuld,be p:esctibed exr changed. The Act;
in this respect has provigeds a criterion which 1s vague and |

indefipitag The Board haslbeeﬁﬁexdained,to ﬁétermine the porceniages
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of margin with a view to preventing *undue' use of bank loang for

stock speculation. This-leavgs a great deal of discretion in the

" hands of the Board which may not be able to Judge the situation

and. take a prompt actdan . It is, therefore, ssid that this sert
of control is in some degree paternalistic and hence difficult to
adminzster.1

From the experience 1n the U.Q.,lt can be said that the
Board of bovernors ‘has been able 10 exexcmse the new power tolerably
well, though, there may be certain leakagesy the new powex of
directional control of axaxt k credit has been successful in mainta~ %
ining the stock—market credit-at comparatively a very low 1evel.
At the end of the Seéond'World wax, the amount of stockemarket
éredit amounted t0 about 1 bil]ion dollars as against 5 billiion
in 1937 and 12 billicn in 1929. ‘ven in the post-war perlod, the
power of prescrlbing margin requiremenxs helped the authorities to
hold in check the bank credit flowing to stock markete>

The Rate of Intercst and Marginal mfficiency of gapltal.

1t can he haxdy denied that the importance attacked tc¢ tae

_rate of interest as an instrument of economic control was dependent

upon the presence of oertaiﬁ sonditions such as those present in tie
latter half of the 19th ceﬁtury in Bngland. The experience o the
Bank of England before 1914 was at the most a faly-weathexr experience
The manipulation of the Bank rate before 1914 was especially aimed

at yremoving a disequilibrium in the balance of paymen.ts.3 1he

Bank rate technique helped restoring an equilibrium in the balance

”“

Te WéR.Burgess, *The Beserve Banks and the Money Market®, 1946,pe ,
263,

20 Fedoaeaomllo. Feh@'1947’ Pag'@-go

3+ For detailb. Che
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0f payments especially in two ways. Firstly, the raising of the
Bank rate, by causing the market rates of interest‘ta Yrise, attra=
cted mobile liguid capital from other countriese This provided a
temporary xyelief for the deficit country. Tae higher rates of
1ntarest,in the second place, discouraged borrowing and thus reduc—
ed the guantity of money - FThe effect[afl these events was that
busaness actlvity in general declined along with the fall in prices
and}ncomes. A8 the relative levels of prices and incomes in the |
deficit country were 1ower then those in a. surplub country, the

cumulatmve eifects of thewe were to encourage exports of the deficit

» counu:y and discourape its importse. In thdis way eyuilibrium was

brought about in the balance of payments of the deficit country.

It should be noted that the success of the Bank rate
technique even as & me;hoq of yeeilfyins a disequilirium in the
balance of payments, depénded ﬁ@on‘certain'%éwburable circunistances
prevalling &t home and abroade AS an instrunent of.attracting
foreign mobile capital, the success of ihe'Bank'fate changes ‘
depended upon ceviain conditlons such as political security at home
and the yelative sbability of the rate of exchange, This has been
well horné ous by.the.ezperience'of‘France‘in the period following
world=-Wary I. In 1922, when the Preneh franc was expected %o ‘
furthexr depreclate, capltgl began to leave the shqres of Franpe
despite the fact that‘the discount rate of tLhe Bank xede of
France wag higher and was gradually xising in conmparison with tha; x
oxzzigﬁzgi;gas mn Bank oi gngland, As vegards the effects of the
changes in the Jank zate on tue relative price. levels at home add
abroad , it should be ngtgd*thqt it was not the changes in the price
=levels ﬁqt thcse in thg_;elative income levels ﬁhat were importante

The Bank rate qhgnges‘ﬁeiévgffectivq so long as they could influence
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" .the relative levels of income st home and abroad. In the absence of

changes in the relative CLANESEy-in=-the levels of income no amount.

"of Bank rate manipulafion ean addust the balance of peyments. This

point is amply 1llustrated by ‘the experience of bermany in the post
Flrst=Woxrld—-har period.1 - iﬂ

Wram the foregoing“diucussicns as regards the influence of
‘the rate of inzerest in different areas of investmeni, it can be

concluded that 1%t cannot be relied upon as an instrument of economic

‘!control. gven then, tbe‘faith,an this old and 'willing servant of

rmonetary authomitieé; has hot?yet completely disappeared. It is.
still regarded, 'caterzs peribus to have power to influence .
investment especially for a long-tsrm. Thouﬁh, to a lerge extent.
Kaynesg in hls General Theory is disillusioned and is 'somewhat
sceptical gf the success of monetary policy directed towards
influencing the rate of interest,'he still considers it to exercise
*in normal circumsfances, a great, %hoggh not a decisive, influence
on tne rate of investment’. 2

According to Keynes the current xate ol lnvesiment will
depernt upon Vhe MArginAL SZiiotbnoy o1 caplial.ie mOBAL To rate e
of return.expected on'monéy'inyested in a newly produged assst.B‘N
lhg margxnal efiiciency of capital cannot be the same in the case
of each and evexy newly produced eapital asset. Keynes seems to
have tazken this particulax difrzculty into consmderation and has
stdtad tnat for the purpose 0¢ comparlson of the marginal efficiency
oi capital with the cuxrent market rate of interest we bave t0
take the greatebt of these di?ﬁarent margznal elfmcicnczes ef

capital . which may be texmed, then. asg the marginal effzeiency of

caprital 1in general.

1o See Che BIy PP WS e
2¢ Genexral Theorys pe164.
3. Ibid 'P'1360
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The comparison betwpeh the marginal efficliency of capital
as defined by Xeynes and th@réurrqat long~-term rate of interest does

not provide a guide for an iﬁ&crest rate policy for encouraging

1

invegstment. This is bacéugé:thé_%hole idea of marginsl efficiency

of cﬁpit&b'béing.bagad on”bgginessmaq:s psychology, is elusive,

pue to the element of éisi?§nwolved'in lomy term investment, an
ant?ebreneur’is not able t??gpage éqrrectly the profitability of

an enterprise. As pointed}édi'earlier, he,éx@acts the return of his
invested in a capital asséf.mhch before the machine is expected to

. wear oute Clearxly, the buéingssman is not to be blamed fdr such &
narrow and‘short-sighted‘caloulatian of the munnmwmow amd marginal
éffieiency of his investment., For, in many cases it has been found .
that calcoulations based on the 1life time of the maghine have resulted

into the errors of opitimism when the production and marketing of
goods are finished. 2 The businessman, therefore, generally does not
1, dven frxom purely a theoriticsl point of view, the policy of
lowsxing the rate of interaest so as to be aqual to the marginal
sfficiency of capital in generdl as defined by Keynes, can
hardly be expscted to stimmlate long-term iavestment siguiflicani~
ly in 3 period ¢f depression. For, as pex this criterion, the
cheap money policy will at the most sncoursge investmeni only
in that project in which marginal efficiency of capital will
ba the greatest. A large number of projecis, whose marginal
efficisncies would be below this meximum, will not be worth
undertaking even at the new lower level ol ihe long term rate
of interest. For, though the new long term rate of interest, Eaxy
wouldbe lower than its previous level, it wouldbe s¢ill above
the marginal efficiencies of capital in & nwsber of projects. 1t
is difficult to understand why Keynes selected the greatest of
the merginal efficiencies of cspital @s a criterion for & cheap
money policy, despite his clear rscognition ¢hat maxginal effice
iency of caplital differs with different types of capltal asseis.

2+ AsCePlgou. Industrial ﬁlﬁetﬁaﬁi&n¢ 192940250,
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basa his calculations of protitability of an investment on the life
time of a cqpital 1ustrument but on a much shortar period than thate.

This handicap to the rosponsi?eness of 1nvestment to the changes in

‘the long tprm rate of interest has heen reeognizod by Keynes.

Since, the fluetuations in the market estimation of the marginal
efficiency of capital will be too great to be offset by any practe
icable changes in the rate of intexest, Keynss suggested that the
State should undertake the responsibility of directly orgenising
iawgstﬁont» For; the State can calculate the marginal efficiency

. oﬁicapital‘goods on long views and on the basis of general social

advantage. 1

- piscount Rate Policy and Quality of Bank Assets.

Apaxrt from fhe‘xeoaloistanoo of borrowers, the hankex’s
calculations of the”q;émenﬁ of risk involved in different invest-
ments also dilutes considerably the efficaoy of a chemp money
policy. The relativeﬂrates of interest charged by a banker depend
upon the relative 1§Quid1ty and security of different bank assets.
The notions of the banker as regards liquidity and security of his
sssets may\not be based on any social significance. A loan to a
speculator may appeii highly liguid and profitable t0 the banker
but it is highly undesirable from the point of view of generxal
soclal advantage. The notion of 'liquidity' devoid of soclal
g;gnificance is entirely apeoious., |

1. ‘General Theoxy, p.164. It should bs noted here that the State
‘enjoys no superiority over a private enterprise in gusging
correctly the future prospects of an undsrtaking. The circums=-
tances in which the State has to work an industrisl undertaking
dlffer considerably from those of an individual businessman.
The State can render its enterprise a monopoly and can thus
maintain its marginal efficlency. This possibility is not open
to a private entrepreneur. In many of the State enterprises,
oneiczf hardly ascertain the correct marginal efficiency of
Qﬂpt c' o ,
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The discount rate policy of the cenxral hank ean be made to
play an important role’ 1n diverting bank invastmenta into sacially
desirable channels. Tho cenmral bank can do this by offering prefer-
sntia) treatment to cortain bank zgsets which represent sacially
desirable invesiments. Snch s disoount rate policy of cenxral bank
will change the banker's outlook on liguidity and security of
different asgsets. The old conception of ligmitity based>on *self |
liquidating paper' no longer holds good toﬁ@y. In the praseﬁt"
context, liquidity of bank assets is more'o;‘lesshéynonymoga with
*shiftability either from one bank to the other or from the Sénking
gystem as a whole to the central bankl This aspect of the liguidity
of bank-assets was'§§Q¥§¥§3 d unanimously at the Intarnatianal Credit
Conference held in Rome in Ootober,1951. Hot only that, but the
various papers readgp the Bonference pointed out that in the
present gontext,liqﬁiaitywoijgnk assets depends to a'grcaxéf extent
on the shiftqbility to the ;eétial bank rather than on any other
facto:.1 | " 0 ’ |

By giving a preferantial treatment, the central bank can
make certain asseté more poguiér with the commercial banks than
others. Given the policy df céntral bank, the difference in the
liquiddity of different hank assets would depend not upon any inhare

ent guality of asaets but upon the differeuce in the degres of

fsvour that differant asgets wnuld find with the central bank.

The noiion of liquidiny as conceived by the banker would then be
identical with one that should be desirable from the soclel point
of view. The central bank can render socially desirable assets:
liguid by msking necessary changes in the 'oligibility rules® for
rediscountinye An asset involving a greatex degree of rigk hut at

the same time baaxing a greater degree of social 'desireﬁneas'

1+ Ram Nﬁth."The International Credit conference'. ReBeBull,
June)1952: 904480 \ ) ‘ P
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should be rediscounted at a lower rate of interest.

It 15 worthwhils to note zh&t 1altno post=war period the
central banks, in practico. have directad thoir rediscounting
policies towards diverting shart-term 1nwastments of banks into
desired channels. In almost all the oountries short-term Govcrnmenx

debts such as the Treasury bills are given special and most favoured

treatment by their rcspective canxral banks. 'In Indla. also, though

the Bank rate has been put up by é% aocording to the recenx monetary

, polioy of the Reserve Bank, the Bank rediscounts bonafide trade .

bills of certain description at the 0ld rate of %% .

The policy of rediscounting at diiferential rates indicates
that we have now not & single Bank rate but a multiple Bank rate
system,‘ﬁhis is quite a desirable development, for,it at once
reflecis ths attitude qf the'cenxxal Banking-anthaxitios t@ﬁarda
diffsrent bagk assets.'So‘iér_as the bgnker's preferences for
dilferent assets aie 1n£}uénoqd hy'the differeﬁxial“rates of redlge

" count, the system of miltiple Bank rate imparts & gualitative sign-

ificance to the ohhnges 1n the Bnnknrdte élbng‘with"a quantitative
ons. Ordinarily, in the presens context the success o0f the Bank

~ rate policy depends upon the reaction of tho bankers to the change

in the rate of disoount which causes them yo follow the dlrection

- pointed out to them by the central bank. That is to say that the
-changes in the Bank rate act &as & éignal:‘lf‘tho baners do not

take any hint from this, the monetary authority will go further in
its restrictive credit policy. It‘is ceriéin ihat the policy

0f raising the Bank rate doeé not{iefléctithe intention of the
central bank to restrict oredit for all purposes. But such an
attituds of the central bank can hsrdly be read from a single

dilscount rate pOliGyr In order thit. the Bank rate policy maey have

1..Report on currency & Finanoo - 1951~52.Rp.5{-6%-



still more symbolic and'qnélitafi#a‘significance. the central bénkt
may have a policy of more than a single discounx rate based on the
soclal desiredness of different bank assets.
The bank rate a5 an instrument of credit conxrol could rise

40 & high status bocause 1t conforms to the laisses~faire or
non-interventionist principlc; So far as it is effective, the
contral exercised by it is most impersonal and involVes the least
element of 1n$ervenzion in the frea-working of the sconomie syatem.
AB long as in an 1ndividualist econamy. th& 1nstruments of soconomic
conxrol 1nwolving a amallar degree of inxexvention are generally
preferred 0 those with a g:eater degree, the Bank rate will remsin

| the firat of the series of instrnments or aconomic contxrol

axranged according t0 the degrea of 1nxervenxion they involve,



