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Abstract

The theory of interest rate is central to Keynesizcroeconomics.
This paper provides an interpretation of Keynesivamtional theory of
the interest rate. Accordingly, the interest raa only be determined in
the market, if expectations converge. The centaklis a market-maker,
because of its capacity to manage expectations tandffect market
outcomes. On the other hand, interest rate and pgses determine the
rate at which wealth is converted into income. Tinay be a crucial
consideration when discussing the question of winaietary policy can
do.
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1. Introduction

On the occasion of the BGanniversary of th&eneral Theory
(GT), Meltzer (1996) argued, with some force, that “he tmain
points on which Keynes labored have either longcesirbeen
incorporated into standard macroeconomics or desagg from
sight.” Perhaps because many feel the same way thds as far as |
know, there has been no “ti&T after seventy years” conferences or
special journal issues in that part of the worlat thas stronger claims
on the intellectual heritage of Keynes. From thasspective Ankara is
somewhat an “unlikely” place for such activitiesjt mot without a
good reason. In this part of the world the govemime still seen by
many as the main vehicle of achieving higher ltendards. It is clear
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that the received “Keynesian” position that acty@ernment policy
is necessary and possible is congenial to this rstateding. It is
therefore once again imperative to look at the ewinof this received
“Keynesian” position. My aim will be limited to Kexgs’ theory of the
interest rate as presented in B€. | argue that Keynes believed that
interest rate determination would not be possibithaut a central
bank. A brief discussion of the nature of the potiat central banks
have in manipulating the interest rate concludes.

2. The Keynesian controversy

As is too well known, Keynes rejected, what attihee was and
still is the orthodox position that employment istefmined in the
labor market. The reason, however, why he has becmprominent
an economist is not only what he proposed instbatlalso how he
reached that conclusion. The essence of his atteendneory is that
employment is determined in asset markets, as bag been
recognized by able scholars like the late Hymandgkyn This is why
the interest rate theory (or the theory of asseepidetermination as
Minsky (1982) would put it) is so central to Keyhasgument. To set
the stage for the arguments of this paper let nreldsuthe readers
with a simple model of an economy in which moneygists of a
given stock of gold and has two uses:

M=M;+ M, (1)

where M = given quantity of gold, M= quantity of gold used for
transactions purposes,M quantity of gold held as a store of value.
Let us suppose

vM; = pY, (Quantity Theory) (2)

where v = velocity of money assumed to be constart, price (in
terms of gold) level of output, Y = output. Now,pgpwwse that the
economy and is in equilibrium with a given leveleshployment and
output. What would be the effect of an increasdemand for gold as
a result of portfolio adjustment in favor of goldeaning a fall in M

in favor of M, in the present context, or an increase in liquidit
preference as Keynes would put it? The orthodoxwanss of course
that, given Y as determined in the labor market, i@erease in
liquidity preference reduces the price of outpit, &#q. (2).
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For Keynes, on the other hahd,
“Unemployment develops, that is to say, becauselpemant

the moon;-men cannot be employed when the objedesife (i.e.

money) is something which cannot be produced aedi#gmand for

which cannot be readily choked off. 235).

This means, in the present context, that therease in M (=
—dM;) is the counterpart of reduced demand for investme
expenditures (I):

pdi=dw or dl=dM/p 3

As a result output falls by dY = k dl, k being tisenple
multiplier. Whether or not this can in fact be amanent equilibrium
position has been the central controversy in stahafeacroeconomics.
Hicks, a young analytical economist at the timehef publication of
the GT, proposed the well-known 1S-LM formulation of t&d, and it
must be added with some reasonable support fronlingahe GT
itself, which later became the main vehicle foromporating theGT
into standard macroeconomics. Accordingly, Keyrmesguilibrium
came to be seen as a special case resulting &brhoc nominal
rigidity assumptions. This view that the resultstlod GT stem from
nominal rigidities persists in present theoriestthg to provide
endogenous or rational explanations why nominatlitigs might be
present. The current wisdom that separates maaroggos into the
short-, the medium- and the long-run has its rgothis view. To the
credit of Keynes, the fact that in the short-ruaréhcan be need for
activist policy is no longer disputed. But as Melttz(1996)
convincingly argues, the main thrust of td was , on Keynes’
terms, “...the study of changes in the scale of autguwhich
Meltzer interprets to mean “ ...a study of factorkeeting the long-
run stock of capital available to firms, in thisseato firms in the
aggregate.” So what did Keynes have to say abolitypo this
respect?

It is not easy to distinguish between Keynes' argnis as
pertaining to the long or the short run in any eystic way. In fact it
is doubtful that he made any such distinction systematic way. He
did argue, however, that the source of the probdérthe capitalist
society was that capital could command a rentaad Hoes, because
of its scarcity, while there was no “intrinsic” ssm for such scarcity
because capital can be produced, but its produddoheld back

L All quotations from theGT are from Keynes (1973). We shall indicate only plage
numbers from which quotations are taken.
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because men want the “moon”. On the other hanel,sémtence
immediately following the last quotation isTHere is no remedy but
to persuade the public that green cheese is praltyiche same
thing and to have a green cheese factory (i.e.rdraebank) under
public control.” (p. 235) Now, what exactly Keynes meant with this,
and whether this is a statement about the londgp@rshort run, shall
always remain a matter of dispute. Neverthelessetls a place for
another attempt to fill in the gaps and to poinptoblems in Keynes’
theory.

3. Money and interest

Since we assumed that an increase jnisvthe counterpart of a
reduced demand for investment expenditures, we suggiose, in the
interest of a consistent theérthat

wealth in terms of gold = W = M +{, (4)

where K = capital stock andxp= market price (as opposed to
production price) of capital goods in terms of gdldbw, let us depart
from the standard formulations and suggest thevioig demand for
money as a store of value function:

M. = L(is, /i 2)W = L(is, ifi% 2)[M + K], L1 ?, Lo <0, L >0  (5)

Here, 0 < L, i/i° z) < 1 is the proportion of wealth that wealth
owners wish to hold in terms of money (gold); aht tproportion
depends ongi= short-term interest rate, i = “interest rate®, =
“expected interest rate”, z = exogenous shift patam The ifi
variable is suggested by the following famous pgess$eom theGT:

“...what matters is not the absolute level of r e degree of its

divergence from what is considered a fairly safeelef r, having

regard to those calculations of probability whicteeeing relied

upon” (p. 201).

On this interpretatiorfimust be thought as the “fairly safe level
of the rate of interest, having regard to thosecudations of
probability which are being relied upon.” The exoges shift variable
(z) is an attempt to capture the volatile naturdicpfidity preference
that Keynes placed so much emphasis as will be Iselew. There is

2 This line of reasoning was forcefully imposedTmbin and his associates culminating
in Tobin’s highly influential 1982 paper. Severdleimnes from this work will be
apparent in what follows. It must also be added thabin (1982) is an important
milestone in the incorporation of the main points which Keynes labored on into
standard macroeconomics.
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also some support for the inclusion of the shariteate of interest in
theGT as will be indicated below.

Now consider the following famous passage from GE
according to which the interest rate:

“...is the ‘price’ which equilibrates the desire told wealth in the

form of cash with the available quantity of cash(p’167).

That is, if the quantity of available cash,, Mh the present
context, were known, it could be equated to theatedrfor it to solve
for the rate of interest. This is of course what@se in the 1S-LM
tradition, where the simple demand for money fuwntctis used to
determine the split of M into Mand M in equilibrium. Now with the
present formulation of demand for money (Eq. 5)s tls not a
straightforward procedure, because

(1) There are three variables to be determineddardemand for
money functionis, i, i%

(2) The demand for money function is indeterminate auith
knowing |x, the price of capital, even if K is assumed
knowrr;

(3) Finally, but more to the point, the available vokiof cash
is indeterminate.

Consider:

“...different people will estimate the prospects athtly and

anyone who differs from the predominant opinion .y.thave a

good reason for keeping liquid resources in ordeptofit...” (p.

169).

“...the individual who differs from the market in tbther direction

(those who expect the long-term rate to fall) Wwdlve a motive for

borrowing money for short periods in order to pussk debts of

longer term. The market price will be fixed at hant which the
sale of the ‘bears’ and the purchases of the ‘bate balanced.”

(p. 170; bracket and the emphasis are added).

This clearly a different view of interest rate detaation then
saying that interest rate is the price that equiieslesire to hold cash
in the form of cash with the available quantitycakh’: Because here

® See the Appendix 1 for an exposition of the issneolved.

* Note also that there is a justification for irdihg the short-term rate in Eq. 5. The
short-term rate relative to expectations determihespurchases of “bears”. It can be
argued that a higher short-term rate should rethe@lemand for money, i.e. the sign
of the partial derivative in Eq. 5 should be negatiHowever, because of possible
multicollinearity between the short-run rate and tther two rates, especially given
practices of modern central banking whereby thetdleom rate is the main instrument
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the available quantity of cash is simply the pusehaf bulls, which is
indeterminate, and the usual equilibrium deternmmais not possible.

Given that equilibrium is at the point where ‘thales of the
bears and the purchases of the bulls are balandgedriust be
characterized by a convergence of expectationsexijectations
diverge widely, there could be no balance betwden dales and
purchases. | shall now suggest an account of Kéyhesry in the
light of this observation. We may start by suppgsimat:

(%% ~ Dx(p, o) (6)

where Q(u, o) is the K agents “subjective” probability distribution
concerning the “safe raté'Here,, might be thought of as what the
k™ agent considers to be the safe rate. Thus, astowis a “bear” or
“bull” according to il “having regard to those calculations of
probability which are being relied upon,” i.&x. So unless the
distribution of bears and bulls are known the qgiyargf available
cash is indeterminate. At times all investors magdme “bears” so
that the available quantity falls to zero, viz. tiguidity preference
becoming absolute. Therefore, at any point in tihee“balance” will
depend on the distribution of individual distrilans of the safe rate,
I'(Di(bk: 04))-

Thus, market outcome depends on the overall digtob I',
which can take any shape. Now, Keynes remarks iratedyl after
referring to the “highly psychological nature” tietinterest rate that:

“... the long-term market-rate of interest will depgemot only on

the current policy of the monetary authority, buscaon market

expectations of its future policy. The short-terater..is easily
controlled by the monetary authority, both becaisds not

difficult to produce a conviction that its policyillwnot greatly

change in the very near future, and also becausetissible loss
is small compared with the running yield... But theg-term rate
may be more recalcitrant when once it has fallea fevel, which
on the basis of past experience and present expatieof future
monetary policy, is considered ‘unsafe’ by représtve

opinion...

Thus a monetary policy which strikes public opinias being

experimental in character or easily liable to changay fail in its

objective of greatly reducing the long-term rate of interest

of policy, the effect might be more complicatedisTis the reason why;lis left open
in Eq. 5, pending further consideration.
® We are assuming a two-parameter distributionrfdividuals for convenience.



METU STUDIES IN DEVELOPMENT 127

because Mmay tend to increase almost without limit in ressm
to a reduction of r ... The same policy, on the othand may
prove easily successful if it appeals to publicngm as being
reasonable and practicabland in the public interesboted in
strong conviction, and promoted by an authorityikelly to be
superseded.

It might be more accurate, perhaps, to say thatrétte of interest

is a highly conventional...phenomenon. For its actualue is

largely governed by the prevailing view as to whatvalue is
expected to be. Any level of interest which is ptege with
sufficient conviction as likely to be durable viié durable ..."(p.

202-3).

Based on the last paragraph, Keynes seems to lgesuy a
“conventional theory of interest rate,” as has beegued by some
scholars (see Rogers, 1989). What is meant by then t
“conventional” is not at all clear in the above o4, ° and the
ensuing literature has not been clearer in thipa@seither. Now, he
was certainly of the opinion that left to itselfdaim the absence of a
monetary authority, the sale of “bears” and thecpase of “bulls”
may never balance, or even if it did, the ‘balangeuld be subject to
violent fluctuations, and it could...fluctuate for decades about a
level which is chronically too high for full emphagnt;-- particularly
if it is the prevailing opinion that the rate oft@mest is self-adjusting,
so that the level established by convention isghoto be rooted in
objective grounds much stronger than convention,(p..204)

What is noteworthy here is the possibility thate'tastablished
or the conventional level” might be rooted objective grounds much
stronger than conventionand the “desire for the moon” can prevail
for decades, but it is hard to see the overall nmgaof the statement. |
believe that such ambiguities associated with tle¢ion of the
“conventional”, dissipate, if we accept that Keymwess arguing that
the outcome depends very much on the central bahg&ypIn terms
of notation introduced above, Keynes’ argument ceduo writing

I'(Dk(uk: 06)) ~T'(u, 0) (7)

® Likewise, the ambiguous terms like “public opinioarid “public interest” are
not at all clear. The “public” in the present cotiteannot be general public,
but rather it should be what today is called “tharkets”, and Keynes is
known to refer to portfolio managers of his timetlas “wealth-owning class”.
If so, it is not at all clear what “public interésbuld mean.
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to the extent that a central bank can manipulatesior expectations
so that individual distributions converge. Thisang that the market
outcome itself becomes a two-parameter distribaiod the Bank has
some clout in imposing the possible range of vafaethe parameters
of the distribution that the markets take with sommnfidence.
Moreover, the distributiod'(n, o) will be stable provided the central
bank (which isunlikely to be supersededs promoting a consistent
and credible policyrot experimental in charactet Thus, in EqQ. 5,
is “easily controlled by the central bank” and isey, i/i° can be
replaced by unity, subject to some variation, oooaat of the fact
that under the guidance from a successful centnak lve have ifi~
I'(1, o). | think this is the sense in which the “convenal” theory is
to be understood.

4. Final remarks

The monetary policy setting outlined above doesah coincide
with what modern day central banks are doing. Thearpolicy tool is
the short-term interest rate and central banksadpeso as to “manage
expectations” within a broad framework of policyaths shared by the
markets. The aim of the policy, however, is usudised on some
notion of “price stability” because it is believedch stability is more
conducive to long-term capital development of alnecy, than
attempting to maintain a “low” real interest raie. fact, central
bankers today look for inspiration in Friedman (@P#&ho argued that
monetary policy couldn’t maintain a “low” real imést rate, but could
only aim price stability. This contrasts with thdea that a “green
cheese factory” can maintain a conducive atmospizengake “man”
believe that the “green cheese” is the “practi¢adlgme thing as that
unproduceable object of desire = money. It is pedygito this point of
view that Friedman objected with lasting practmatcess so far.

| end this discussion by pointing to a fundamemiaglect in
Keynes that may be in the list of reasons for thecsss of the
“monetarist” backlash. Consider the net asset anestment position
of the New York State and Local Retirement Systemviged in
Appendix 2. The system, one of many institutiomateistors, controls
assets of some 140 billion dollars and proves lksned 264 096
members as of 31 March 2006. On average 22 OO@ardoNere paid
in benefits per participant, which is below peritapncome in the

" The idea of what today we call “credibility” attime consistency” are present in these
quotations.
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US. Observe that the fund is dependent on invedtmeame to pay
benefits as contributions can meet only half ofdfignppayments and
that investment income is subject to fluctuations.

In a monetary economy income and savings are eghiizterms
of money and wealth accumulates into large sums twee. And
those who manage these funds, whether they areha@ahers of the
type Keynes had in mind, or institutional investtrat are supposed
to provide a minimum income to their beneficiariass in search of
an “acceptable” rate of return. That is, in a ddéf& role, the “interest
rate” or more generally the developments in asseeg, determine
the rate at which wealth is converted into incodmeother words,
interest and money are about income distributiothénfinal analysis.
Thus, the question reduces to whether central baaksdetermine
income distribution. There is no easy answer, Beitt a theoretical
level nor at a practical level, especially becausmatters of income
distribution the outcome is not independent of sbeial bargaining
power of the claimants. And the power of the finahtmarkets” is
not to be ignored, on account of the fact that iomB of small
individual “voter-investors” are involved throughmds like the NY
retirement system. Keynes ignored this side ofdbm and had a
somewhat simplistic vision of the wealth owners wi® thought
could be easily managed to accept a low rate ofmen return for
“safety”.
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Appendix 1

Here we sketch a model to show that it is not etsy
conceptualize the Keynes’ system as a closed simedtus equation
system that can be subjected to the method of catipa statics. We
start with the basic idea that the market valueagfital is the present
value of what is expected of it:

T

_ ~ expected profit:
K =
P T )

We can then formulate an investment function in speit of
Keynes® whereby investment depends on the ratio of matket
replacement cost of capital:

I = I(pxK/pK) = I(px/p), I' >0 (B)
Y =(1/s) | ©
Here we have assumed that the cost price of capitatms of gold is
the same as that of output (p). These equatioregiteg with Eq. (5)

form an open system and the solution depends onéxpectations
and the monetary policy setting are formulated.

(A)

8 Minsky implicitly suggests this type of a funaiiwhen emphasizing the “two prices of
capital” in formulating his famous financial instéty hypothesis. Of course, it can also
be understood in terms of the g-theory of TobirBg)9
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Appendix 2

Summary Statement for New York State and LocalrBetent System, in

billion USD
2005 2006
A. NET ASSETS (end of the period) 128.0 142.6
A.l. Investments 126.0 140.4
A.1.1Domestic Stock - 68.5 (48.8%)
A.1.2 International Stock - 20.0 (14.3%)
A.1.3 Government Bonds - 19.8 (14.1%)
A.1.4 Corporate Bonds - 9.1 (6.5%)
B. INCOME ACCOUNT (net 7.2 145
increase in assets over the period)
B.1 Additions 13.0 20.7
B.1.1 Net Investment Income 9.7 17.6
B.1.2 Total Contributions 3.3 3.1
B.2 Deductions 5.8 6.2
B.2.1 Benefits Paid 5.7 6.1

Source Yearbook of the NY State and Local Retirementt&ys
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Ozet

Genel Teorde para politikasi

Faiz kurami Keynesgil makroiktisatta merkezi bimkendadir. Bu makalede Keynes'in
‘konvansiyonel’ faiz kuraminin bir yorumu ggiriimektedir. Buna gore faizin belirlenebilmesi
icin bekleyilerin yakinsamasi gerekir. Beklghgri yonetebildgi olclide merkez bankalari
piyasa yapicisidir ve faiz glumunu etkiler. Ote yandan faiz ve varlik fiyatlaarvetin gelire
dénisme oranini belirler. Para politikasinin neyi yapgyi yapamayaga tartsmasi acisindan
bu nokta énemli olabilir.

Anahtar kelimelerFaiz hadlerinin belirlenmesi, faiz hadlerinin eagapisi, finansal piyasalar
ve makroiktisat, para politikasi.

JEL siniflandirmasiB22, E12, E43, E44, E52.



