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	1. THEORIES OF INTEREST.
Nta  UGC-NET dec-2018
UGC-NET PAPER-2 (ECO)
Classical and modern theories of interest.
Online batch ,Lecture-14(A)
 


	2. Classical theory of
interest
  


	3. Classical believes in  the physical capital.
Therefore classical theory also known as Real theory of interest.
According to them ROI is determined by real forces such as thrift, time
preference,substinence and productivity of capital.
According to them ROI is determined by demand and supply of capital.
Or.
Acc to them ROI is determined by supply of saving and demand for
saving to invest.
Saving are interest
elastic.
ROI increases --- saving also increases. Vice versa.
 


	4. Acc. To classical  saving is influence be ROI only.
Current saving is function of previous income.
ROI is a real phenomenon.
Money is demanded for investment only.
 


	5. Therefore, classical economists  maintained that interest is a price paid
for the supply of savings.
According to this theory rate of interest is determined by the intersection
of demand and supply of savings.
It is called the real theory of interest in the sense that it explains the
determination of interest by analyzing the real factors like savings and
investment.
 


	6. Demandfor Savings:
Demand for  savings comes from those who want to invest in
business activities.
Demand for investment is derived demand. Any factor of production is
demanded for its productivity
I= f(r)
Investment is negatively related with ROI.
 


	7. Supplyof Savings:
Supply of  capital is the result of savings.
It comes from those who have the excess of income over consumption.
Thus, savings is the main sourceof capital which depends on the capacity to save,
willingness to save, level of income and rate of interest etc.
Capacity to save depends on the size of national income, size of personal income,
size of family, price level and purchasingpower of money etc
S= f(r)
Saving is positively related with ROI.
 


	8. According to classical  theory, equilibrium interest rate is restored at a point where
demand for and supply of capital are equal
Equilibrium Rate of Interest:
willingness to save is affected by the rate of interest.
On a higher rate of interest people save more to earn the benefits of high
rate of interest.
Thus, we may say that there is a direct relationship between the supply of
savings and the rate of interest.
On the other hand, at the low rate of interest, people save less.
 


	9. criticism.
1.Equilibrium bw the  saving and investment-.
Acc. To classical saving and investment is equalize by ROI.
But according to keynes-equilibrium brought by income.
2. Effect of interst on saving and investment.
Classical- both saving and investment are influenced by ROI. Means
both are functions of ROI.
S& I = f (r)
Acc to Keynes-
S = f(Y).
I = f(r+MEC).
 


	10. 3.Based on real  factors-
Classical- ROI influenced by real factors.
Hence ROI is a real phenomenon.
Keynes- ROI influenced by monetary factors .
Hence – ROI is a monetary phenomenon.
Modern economist--
ROI influenced by real as well as monetary factors .
Hence – ROI is a both real and monetary phenomenon.
 


	11. 4. Ignores borrowing  for consumption-
Classical – money is demanded for investment only not for consumption.
5.classical- Interest is a reward of saving.
Keynes- interest is the reward for parting with liquidity.
 


	12. Loanable fund
theory.
  


	13. Later on, economists  like Ohlin, Myrdal, Lindahl, Robertson and J.
Viner have considerably contributed to this theory.
The neo-classical theory of interest or loanable funds theory of
interest owes its origin to the Swedish economist Knut Wicksell.
According to this theory, rate of interest is determined by the demand
for and supply of loanable funds.
 


	14. Demandfor Loanable Funds
The  demand for loanable funds is also made up by those people who want to hoard
it as idle cash balances to satisfytheir desire for liquidity.
1. Investment (I):
The main sourceof demand for loanable funds is the demand for investment.
Investment refers to the expenditure for the purchaseof making of newcapital
goods including inventories.
The priceof obtaining such funds for the purpose of these investments depends
on the rate of interest.
2. Hoarding (H):
The demand for loanable funds for hoarding purposeis a decreasingfunctionof
the rate of interest.
At low rate of interestdemand for loanable funds for hoardingwill be more and
vice-versa.
 


	15. 3. Dissaving (DS):  (consumption)
Like hoarding it is also a decreasingfunction of interest rate.
Dissaving’s is opposite to an act of savings.
This demand comes from the people at that time when they want to
spend beyond their currentincome.
Supplyof Loanable Funds:
Individuals as well as business firms will save more at a higher rate of interest and
vice-versa.
1. Savings (S):
Savings constitutethe most important sourceof the supply of loanable funds.
Savings is the differencebetween the income and expenditure. Since, income is
assumed to remain unchanged,so the amount of savings varies with the rate of
interest.
 


	16. The banks advanceloans  to the businessmen through the process of credit creation
And investment increase at low rate of interest.
Disinvestment willbe high when the present interest rate provides better returns in
comparison to present earnings.
2. Dishoarding (DH):
Generally, individuals may dishoard money from the past hoardings at a higher rateof
interest.
If the rateof interest is low dishoarding would be negligible.
3. Disinvestment (DI):
Disinvestment occurs when the existing stock of capitalis allowed to wear out without being
replaced by new capitalequipment.
Thus, high rateof interestleads to higher disinvestment and so on.
4. Bank Money (BM):
The money created by the banks adds to the supply of loanablefunds.
 


	17. In other words,  equilibriuminterest rate is determined at a point where the demand for
loanable funds curve intersects the supply curve of loanable fund.
Point E shows market equilibrium.
Determination of Rate of Interest:
According to loanable funds theory, equilibriumrate of interest is that which brings equality
between the demand for and supply of loanable funds.
Point E1 shows Natural equilibrium.
E1
 


	18. Modern theory of
inerest
  


	19. This theoryhas combinedtogetherthe  monetaryand non-monetary
factors to seek an explanationof the determinationof the rate of
interest.
Hicks and Hansen has developed the Modern Theory of Interest.
According to Modern Theory of Interest, there are four determinants
of the rate of interest.
These are the savings, investment, liquidity preference, and money
supply.
To get a satisfactory explanation to the rate of interest, the modern
theory involved two curves, namely, IS curve and LM curve.
The IS curve shows the equilibrium in the real sector while the LM
curve represents the equilibrium in the monetary sector.
The point of intersection of the two curves, namely, IS and LM gives
us the equilibrium rate of interest.
 


	20. 1. Productivity Theory  of Interest:
This theory of Interest was expounded by J. B. Clark and F. H. Knight.
Further Marshall, J. B. Say, Von-Thunen supported this theory.
According to this theory interest arises on account of the
productivity of capital.
Machinery and tools invariably add to the income of those that use
them. That is why they are demanded by individual employers.
The amount that labour produces with the help of capital goods is
generally larger than the amount it can produce when working by
itself.
When more amount of capital is employed along with labour and
other resources, the over-all productivity improves.
 


	21. 2. Abstinence or  Waiting Theory of Interest:
This theory was expounded in 18th century by an eminent economist
N. W. Senior.
According to him, “Capitalis the result of Saving”.
 


	22. 3. The Austrian  or Agio Theory of Interest or Bohm-Bawerk’s “The Time-
Preference Theory”:
Bohm-Bawerk, an Austrian economist, is the main exponent of this
theory which seeks to explain Interest on the basis of time-
preference.
There is an ‘agio’ or premium on present consumption as compared
to a future one.
According to this theory, Interest is the price of time of reward for
agio, i.e., time preference.
It has been argued that man generally prefers present income to a
future income and consumption.
Thus, Interest is the reward made for inducing people to change their
time-preference from the present to the future.
 


	23. 4. Prof. Fisher’s  Time Preference Theory:
While explaining this theory Prof. Fisher has said that—Timepreference theory
stresses the idea that the supply of loans depends on the fact that most people
prefer to have a certain sum of money now than at some future time.
Prof. Fisher’s Time Preference Theory is the modified theory of Bohm-Bawerk.
This theory is based on Bohm-Bawerk’s theory of Interest.
People normally put a lower valuation on future goods than on present goods.
Therefore, when somebody lends to someone, he has to forgo his present
consumption.
Higher, the eagerness to spend on present consumption, higher will be the
Interest rate.
He can be made prepared to leavehis present consumption only when he is
offered some sort of reward.
This reward is Interest.
 


	24. 5. Keynes’s Liquidity  Preference
Theory of Interest or Interest is Purely a Monetary Phenomenon:
According to Keynes, Interest is purely a monetary phenomenon.
It is the reward of not hoarding but the reward for parting with liquidity
for the specified period.
Here Liquidity Preference Theory is determined by the supply of and
demand for money.
Supply of money comes from banks and the government.
On the other hand, demand for money is the preference for liquidity.
 


	25. The desire for  liquidity arises because of three motives:
(i) The transaction motive;
(ii) The precautionary motive; and
(iii) The speculative motive.
Supply of Money:
The supply of money refers to the total quantity of money in the country for all
purposes at any time.
Though the supply of money is a function of the rate of Interest to a degree, yet it is
consideredto be fixed by the monetary authorities,
that is, the supply curve of money is taken as perfectly inelastic.
The supply of money in an economy is determinedby the policies of the government
and the Central Bank of the country.
 


	26. Determination of Interest  Rate:
According to the Liquidity-Preference
Theory the equilibriumrate of interest is
determined by the interaction between
the liquidity preference function (the
demand for money) and the supply of
money,
Accordingto Keynes people like to hoard money becauseit possessesliquidity.
Hence, when somebodylends money he has to sacrifice this liquidity.
Therefore, in the eyes of Keynes—”Interestis the reward for parting with liquidity for
a specific period.”
 


	27. Mcq’s
  


	28. Q1..accordingto classical saving  is a function of ?
A. Roi
B. Income
C. Both
D. None
Q.2 accordingto classical investment is a function of.?
A. income.
B. Saving.
C. ROI.
D. MEC.
Q.5 accordingto keynes investment is a function of.?
A.Income
B.Roi
C.MEC
D.B&C
 


	29. Q4. classical economistassume  which among the following can bring
equality b/w saving and investment
A.Saving
B.Investment
C.Income
D.ROI
Q5. Keynes assumewhich among the following can bring equality b/w saving
and investment
A.Saving
B.Investment
C.Income
D.ROI
Q6.Loanable fund theory basically related with .
1. Knut Wicksell.
2. Keynes.
3. Hicks and Allen.
4. Arrow.
 


	30. Q7.modern theory of  interest is based on .
1. Monetary factors.
2. Non monetary factors.
3. Both
4. none.
Q8. accordingto Keynes interest is purely a.
A. Real phenomenon.
B. Monetary phenomenon.
C. Both
D. None.
Q9.acc. To abstinencetheory of interest capital supply depend
upon.
A. Investment.
B. Saving.
C. ROI.
D. all of the above.
 


	31. Q10. Liquidity Preference  Theory is determined by the.
A. Demand for money .
B. Supply of money.
C. Both
D. None.
 


	32. 1. A
2. C
3.  D
4. D
5. C
6. A
7. C
8. B
9. B
10. C
Ans keys.
 


	33. Cob -web model
Nta  UGC-NET dec-2018
UGC-NET PAPER-2 (ECO)
Online batch ,Lecture-14(B)
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