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Caribbean economists, like their countsrparts

elsewhere,“are divided on the question of the empirical

existence of the money demand function. On'the one hand

P

studies conducted by Bourne(l), Melntyre(2) and Ramsaran(3)
while confirming the importance of income have not succeded
in establishing the causative influence of other variables
(interest rates, prices, rates of return on complémentary

assets ete.) nor have those studies convincingly established

eithér (a) stability of the overall relafionship or (b) uni-

‘directional causality in any statistical senset. On the

other hand, studies of the demand for money on Barbadian
data for the period 1966—‘?9 and on data for Trinidad and
Tobago over a similar period appear to support the
hyp&%hesis of a stable"income veloéity in the latter country
and ?hevexistence of & well-defined function in both

countriess., "These latter studies like the former set make
no -yvigorous econometric effort te identify the direction of
causation in the time series analvsed. More important)

none of the authors has sought to question or to discuss the
theoretical foundatons of the demand function for money. It

arpears to have been assﬁmed that those theoretical

foundations (Kgynesian or neo-classical) were unimpeachable
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and that the ability to forecast and to control monetary
aggregates in Caribbean-type economies hinged on the

empirical discovery of the unmodified functions.

"...1f the universality of the money-demand function is
to be accepted, its existence must be supported by
evidence from countries large and smwmall, rich and poor,
industrialised and unindustrialised, open and not so
open" (MclLean, op.cit., p. 1568).

"If the income velocity is a parameter of the systemn
and the Hemand for money as an asset is a stable
funetion of wealth/income and the opportunity cost of
holding cash, then variations in the supply of money
will be felt in the goods market thus creating excess
demand in times of monetary expansion”. '

{(St. Cyr, op.cit., p. 820)

- "We bropose a functional form (of money demand) similar
to those in wide use in the developed countries, but
make adjustments for institutional factors and data
limitations” (McIntyre, op.cit., p. 188).

The anmbiguous results that have to date been produced
by this mode of investigating Caribbean economies raise a

number of Questions:-

(1) have the different results been due to differences or to

Achéng&é inwinétitutioﬂal/énvifdnmentai faétors?nof-fﬁilym

allowed for in the investigations?

(2) have the different results been due to data limitatioﬁs?

{(3) have they been due to différences in testing methods or

in econometric technigues?

(4) could the results have been more instructive if tests

had been conducted on rival or alternate theories of the

demand for money? | |
Question (4) appears to us to be fundamental and in the

remainder of this paper we shall be concerned with examining

a range of possible responses to it.
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In inaugurating the modern theory of the demand for
mdnay it will be recalled that Keynes began by turning on
its head the velocity concept of the traditional quantity
tha&ry gad splitting the ratio so derived into two, hamelyﬂ
ey the average propoviicn of cash deposits héld %gainﬁt

annual aggregate momey income and ko, the average proportion
of bank-money held against business depnsi£57. Initially,
Heynaa; focus éppeared to havé been centred on the smpirical
behaviour of these ratiocs in the aQVémcad capitalist
poornomi=zs of the United States and the United Kimgdom.

There was no doubt in his mind that both k. and ke "...are
held for tthe purposs of making payments — in distimction
firom Savings deposits which are held for a different’

purpase.”®  However, lacking the detailed rnational income,

industrial and financial data required for idenmtifying the

payments corresponding to by and to ke, Fevhes did not think’

Me could go beyond a mere outline of the'likaiy behaviour of

these ratios. UOn the assumption that armual income deposits
would be ddentical with armmual national incomes, k, was
expected to be stable, in-so-far as it is detsrmined by
ﬁtabia habits and customs relating sspecially to the gima
patterns of receipts and disburssments of Llncome, while ko
was expected to be volatile, reflecting the instability of
speculative and financial tranmsactions. On the other hand,

ousiness htransactions arising owt of ‘productive functions’,

viz. factor income payments and intermnediate transactions,

were likely to impose & stable influsnce on ke, This



stabilizing influence, Keynes was convinced, would be
completely overwhelmed by the volatile elements thus
rendering k, in gensral a highly unstabls paramstar.

Building on the foundations of his "Treatise...", - t

e

Keynes in "The General Theory..." constructs an aggregate
demand for money function on the idea of liguidity

preference The demands for money held separately in the-

'form of 1ncome, bu51nass and 5av1ngs dBPQEltE ar & punlad

into a single aggregate M which is now expressed as a

function of aggregate income, ¥, and the average rate of

interest r, with Zﬂ/%y'%‘o, dm/Dr < 0. The assumption of

constanéy of the income velocity of money which loomed large
in the classical quantity theory is now relegated to a
special case in which the impact of the rate of interest on
the demand for money can be ignored - an event liksly to
occur in "very abnormal circumstances" onlyg,

. More important for our present discussion is the fact

o

that Keynes in "The General Theory..." constructs the

aggregate demand for money function on the foundation of

subjective value theory (however primitive) rather than by
associating individual holdings of money with its use as

means of payment, which use, as we saw him admitting in the

“Treatise. » constitutes the purpose for holding money.

The neo-classical assault on Keynesian monetary theory
led by Milton Friedman despened and extendsd the roots of
the theory of money -,deman& in uwtility theory and the

theory of choice. In doing so, the linkages between money
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and actual business or income transactions are all but lost.

The théory of money demand is now locatsed in the gensral
theory of capital since this demand is sesen as represr ating,
‘on the one hand, the demand for an asset by individu:..
owners of wealth and, on the other hand, a sounrcs of
productive ser;ices to businessmen who combine monsy with
other_inputs"to prodqée goods ind se?viceé aswcommndities.
Given utility ﬁaximisation by the individual wealth holder

- the amount éf monay held by him will be such that the rate
at which he can substitute it for other forms of wealth is
equal to the rate at WHich he i3 willing to do so. The.
vield per unit of money itself accrues subjectively to the
owner in the form of convenience, ‘security’, etc. while the
magnitude of this yield in real terns "depends on the volume
of goods that unit corresponds to, or on the general price
level which we may designate Qy P". 10 Thus incoms and the
rate of interest in the neo-classical money demand function
do not convey, respectively, the transactions/pracantionary
and speculative motives for holding cash as they did in
Keynes ” formulation; on the contrary they are to be
interpreted together as indicators of the magnitude of anl
individual 's wealth. Fﬁlly elaborated, the neo-classical -
demand for money function rslates ths demand for monsy"to
its own yield (the average price level), the resal yields on
coupeting or complementary assets (e.g. bonds, equities,
physical goods), the ratio of non-human to human wesalth (as

a ariude indicator of the rate.of substitution between these




two forms of wealth) and total wealth (as measured by the.
steck flow indicator Y/r or by -rermanent incomé). If this
~demand function can, like othevy demand functions, be
considered homogenous of degrev. zero in prices and income,
the ﬁeo—classical gquantity theory of money predicts:

Y=v (. . .} H
where v, the income velocity of circulation of money, is no
longer a mechanical constant, as in the traditionai gquantity
theory, but a parameter dependent on a vector of real yields
on financial and non-financial assets summarised in (. . .).
As is standard in subjective va}ue theory no justification
for aggregating across individual preferénce fields is
desmed necesseary. The proof of the existence of the
aggregate demand function is left to depend upon the results
of empirical tests. Differences between "quantity
‘theorists" and the rest, froﬁ'here on, resolve themselves
into differences in the a priori specifications of the
parameters of the function and on its identifiability in
general.

A gamut of studies of the demand function for money
have followed in the wake of Friedman’'s "restatement". Up
to the late "60°s these studies seemed capable of generating
the following conclusion: "As far as the theory of the
demand for money 1is concerned, it has been concluded that
the traditional method of demand theory, whereby a utility
function is postulated ﬁut not examined in any detail seems

to work as well for money as it does for other goods.
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Detailed'analysis of transactions and spesculative m&tives 50
far appear to have added little if anything to the stock of
empirically valid predictions about the demand for money. "1l
However, by the end of the '70°s continued research had
broug.t to light shifts in the obssrved reslationship so
significantzas to qall into question its very basis in
theogy. “Whep imporﬁant_issggs like tha stability of the
demand for money function begins to depend, for sxamplse, on
Just which interest rate or rates one uses to proxy éhe
opportunity cost of holding money, I bslisve that the
correct conclusion is not that the variable which providses
the best fit this time around is the right ons, but that our
knowledge of the details of the relationship is more fragile
than we thought”.12 This uncertainty applied espscially to
tests of the relationship conducted on time saries.
Meanwhile, theoretical studies of the transactions and
precautionary demands for cash employing utility optimising
models of behaviour had suggested that thess demands wers
much more intevest-sensitive than Keynes had originally
hypothesized and that under moderately restrictive
assumptions the optimal magnitudes of both demands would
tend to vary less than proportionately with variations in
income-. 13 However, in cross-sectional studies of the demand
for money conducted by Melizer on U.3. data for individoal
firms during selected vears of the period 1338-1857 neither
the hypothesis of economies nor of diseconomises of scals in

the holding of cash balances across firms could be discerned



although the interest rate was found to be an important
determiﬁpg factor in firms’ -cash demands and

economies/diséconomies of scale did show up in some
industries-i4 I+ is important to note here that Meltmer
conducted his tests on total cash balanmes held by_firms
(viz. transactions plus liquidity balances) and that,
unsurprisingly, the demand elasticity with respsct to sales
révanues-kthé proﬁy for-ﬁealéh in the‘ciﬁss—;actiﬁnal
testing of the money~demand function) was found to depend on
distributional effects across industries as well as other
factors. Melizmer’s conclusion is worth quoting: “Changes in
. the parameters of the cross-section demand functions are
consistent with the view that the yislds on alternative
assets influence the composition of business balance sheets.
But mylhypothesis suggests that interest rates are not
sufficient to explain all of the short term fluctuations in
velocity within the business sector. Bhort-run changes in
the mix of agg?egat% cutput and in the internal yvield on a
firm's assets appear to be of some consequence”. 1% This
lead, however, appears not to Have bzen explored in
Subsequent research. 18 The utility based money-demand
functioﬁ continued to hold sway with the ambiguous empirical
re .sults previously described.

In recent years fhe econometric and theorsiic failures
of the money~demand function and other key postulates of

macroeconomies have led to the view that . .modern



macroeconomic models are of no value in guiding policy and
that this condition will not be remedied by modifications
along any line which is currently being pursued, "17 Hence
the current search for a new macroeconomies and an
appropriate macroeconometric framework to accompény t. 18

For the developing countries McKinnon has offsred a
modification_of the neo~classical money-demand function ﬁhat_
promises little relisf from its current dilemmas. In place
of the "compeﬁing—assét" effect he proposes that tha‘monay-
demand function in developing countries is better understood
{owing to the fragmented economic structure) as embodying
complementary linkaées between money and physical capital.
If this complementarity can be proxied by the average reﬁurn
on capital, TI, we ought to follow through by replacing the
rate of return on physical goods in the ned~classical demgnd
function by TI and interpet 3m/d7 » 0.19 No other majér
change to-fhe function is proposed.

Wﬁkle McKinnqn seems to be able to draw major policy
conclusions from this modification it is doubtful that his
proposed changes +o the‘money—demaﬁd function has removed the
nead for fundamental re-sxamination of the thaory of demand
for money. Certainly in the Céribbean no’eccnamist has as
vet tested McKinnon's version of the money-dsmand funtion.
But in an;‘event it is clear that in so far as such tasts
would seek to identify an aggregate money—demandrfunction by

conventional econometric analysis of time series data they

offer no hope of relief from the present difficulties of
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macroeconomic theory and macroeconometrics. McKinnon's
“modification" of the neo-classical money-demand function is
morevoer already included‘in Friedman’s "restatement" which
makes allowance for the inclus.on of yields on substitute.
and complementary assets Within.the argument of the
funétion. '

‘Thus the case for fuhdamental Q?erhaul of the
theoretical foundations of the money-demand function
‘remains. For us in the Caribbeaq this overhaul could be
considered as a matter of urgency. Several of our “"more
developed"” economies are currently in a stafe of economic
crisis. This crisis manifests itself in fihancial
circulation and in the sphere of real pfoduction. Now more
than ever it seems vital to.oomprehend the nature of the
linkages between méney and production S0 as to improve
pelicy formulation especially in mattefs pertaining to
economic growﬁh and the reduction of debt. The theory of
the aggregate demand for money has attracted the attention
of Caribbéan economists not least of all because it appeared
to explain those linkages in a rigorously analytical ﬁay.
This appearance has proved deceptive. True, all empirical
tests conducted on Caribbean time series data seem to
confirm the importance of income. But since the income
effect is open to different interpretations in the Keynesian
and neo-classical formulations of money-demand theory the
importance of that empirical result remains to he clarified.

The empirical findinss on the effects of interest rates are



ambiguous and there is no agreement on the stability of the
fuhctiﬁn through time as the time-qeries data sets emploved
by investigators are tygioall& scanty, even if they generate
robust parameter estimates. Very few cross-sectional
studizss of the Eehaviour of Caribbean non-financial
enterprises have been conducted but flow-of-funds research
has been initiated.20

It is our argument in this paper that the aggresate
demand for money function is best comprehended and
interpreted when it is constructed on the foundations of the
micro-economic theoryof the-demand for money at the level of
the firm or establishment. -This presupposes that the demand
for money is a demand for means of circulation for PUrposes
of executing financial and non-financial transactions.
Keynes in the "Treatise..."” had subdivided these
transactions as follow§:21
i) .transactions arising out of the division oﬁ‘productiﬁe
functions including:--

(a) factor income payments; and

(b) intermediate purchases
ii) speculative transactions
iii) financial transactions

We shall cali the demand for‘money associated with (i)
the rgal demand for money, and that associated with (ii),
(1ii) and expenditure out of income, the residual demand for
money. It will be noticed that 1(a) is the exact

counterpart within firms ™ income statements of Income



L

Deposits as Keynes himself recognised. We shall argue in
what follows that the isolation of this double'aﬁpearance of
factor incbme paymer. »s 1is important in c¢larifying the

llnkage between monuy and productlon on the one hand and .

geryely aw ,s; . et} . - ',..;.;,.—"

that between the cis cult of money and the money market on
the other. -

While Keynes had linked the transactions.and
precautionary demands for cash with the level of income or
value~added i£ was nevey fully explained how and in what
ways this linkage was effected, There is only passing
reference to "the ancient distinction between the use'bf
money for the transaction of current business end ite use as
a store of value".22 As regards the amount of money held
for speculative purposses we are éssured‘thatrthis “mainly
depends on the relation between the currenp rate of interest
and the state of expectation” but that “the raﬁe of interest
is a highly psychological phenomenon™.23 ) _

In the neo-classical formulation of, the theory of the
demand for money matters are, as we have seen, no clearer.
The demand for meney is here treated in a manner simiiar to
the demand for durable goods in the utility-based theory of
consumers " demand. The circuit of money has been separated
out of the detailed processes of production, exchange and
consumption of goods and services in the economy.

This is not so in Marx” analysis of the circuit of
moﬁey and commodity production., HMarx distinguiehes betusen

three circuits of money and of commedities-in the production

12



FU(H) the TeirBuit of money in “the circuit of produced

13

and circulation of commodities in a modern capitalist
economy: (1) the cirvecuit of money as monsy capital
(2) the circuit of money in the circuit of productive

capital; and

mmmmad ities {(or of commodity capitai).24
Theas ﬁirnuits of money describs its use as means of

‘sirzoulation (maané nf pﬁrchasa and means of payment) in tha
peadusnhing, sxchangz and distribution of goods and services.
The valus of ths total cutput of goods and services in any
glvan tims parind (say on= ysar) sxceads ths valus of newly
produced goods and gervices by virtue of the reappearance of
pre—é&igting capital valuss (or means éf'productian) in
cuérent agegregate output-25 It follows that a nafrow
transactions - velocity interpretation of the relationship
between M and ¥ along Kaynégiaﬁ lines is sericously
defective.28 Industrial capitalistsuse money in civcuits
(1) aﬁd (2); commercizl capitalists (merchants, money- -
dealers etc) employ money to c&nduct transactions summarized
by cireunit (3). In addition, there is the large and
.extensive range of transactions connected with cirecuit

(4) the circuit of interest—bearing capital, where money
appears to circulate itself and is used almost exclusively
as means of payment (credit transactions) rather than means
of purchase (spot transactions). The transactions
assooiéted with cirecuit (4) are equivalsnt to Keynes’

Finanéial-Cfrculation. For both Keynes and Marx the volume



of financial circulation is not ounly highly variables

but has no close connection with the volume of putput

whether of capital goods or of consumption goods, for the

current output of fixed capital is small compared with the

e

14

“Méxisting "stock of ‘wealth, whish. T we Will'sall the v lums T v

of securities (exclﬁding from this liquid claims on cash)
and tba activity with which thess ssecurities ars baing
passeé round from han& t&lhana déea nét depend on the rate
at Which they are being added to."27

Similarly, the average valﬁe of the instruments traded
in the financial Cirﬁulation bears no clase relation to the
short-run price of pﬁoduction of newly produced capital. As
regards savings deposits in banks, while Marx msrges thess
with banker’s ‘capital and treats both as interest-bearing
capital, Kgynes quite mistakenly sees no connection between
those deposits.and bank capital.22 Marx’® inclusion of zll
bank deposits within bank capital is clearly the more
realistic conception of this component of financial
circulation: - "Bank capital consists of (1) cash money, gold
or notes (2) securities. The lattsr can be subdivided into
two parts: commercial paper... and public securities... in
shért interest-bearing paper, which is however significantly
different from (commercial paper).  Mortgages may also be
included here. The capital composed of these tangible
component parts can again be divided into the bankers”
invested capital and into deposits, which constitute his

--banking capital, or borrowed capital... It is evident
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that... the actual component parts of the banker’s

capital... remain unaffected whether the various elesments

represent the banker’s own capital or depozits i.e. the

capital of other people”.28 However, whether institutions

2rort individuals' spéculats 'on: the stock ‘market the uses of - -

monéy in financial transactions, entailing as it does ths
extensive use qf credit, adds grsat instability to the
ﬁoneﬁ—produéﬁion linkaga.even as it aconﬁmises the usa of
money as cash or means of purchase.29 It was Keynes  view
that in a moderﬁ_capitalist economy tﬂe volume of financial
transactions was not only highly variable but "largs enough
compared with (those arising out of production and
consumption) to confuse the statistics."31 In Marx,
variation in the volume of financial transactions is related
to the phases of the business cycle. The importance of
iﬁterest~bearing capital in general relates to the division
qf prgfit between thét pg;tion earnad by_industrial‘and‘
commercial capiﬁalists (1.e. profit of enterpriée) and the
share earned by moneyed-capital. Since both shares add up
to aggregate surplus valus any increase in‘the one implies a
correspbnding decrease in the othsr. But while aggregate
surplus valve may exceed gross interest payments by no means
could the latter exceesd the.former, although for particular
industries or spheres of production this may occur.32 There
ié thus for Marx no conduit effect of interest-besaring
capital on investment and production which is

distinguishable from the conduit effect of money in the form
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of equity capital.i Money is certainly required in the .
process of surplus-value creation but its role in this
process has nothing to do with its gquality but rather with

its real volume ano the fact that workers separated from

B e L I . R Pl N mel e evitaT

ownership of the means of productlon, requlre regular'J
payments in the form of money in order to reproduce their
labour power. |

Marx’® analysis of money therefore draws éttention to
its technical usage in the processes of production,
distribution and exchangé rather than to its use in
financial circulatioh even though, like Keynes, he
acknowledées that its use in the latter .role could
predominate during certain phases of the business cycle.

In the Cafibbean, while considerable financial
deepening has occurrsed in recent years, espécially among the
MDC s, the use of money for financial circulation is
decidedly less ramified and extensive than its technical use
in the production and circulation of goods and services.

For example, while the domestic savings rate in Trinidad and
Tobago has exceeded 40% in recent years “"monetary assets
still predominate in the financial asset portfolios of the
private non-financial seotor..l broad money coﬁprised 52% of
total financial assets of Trinidad and Tobago households in
1876, actuarial and trust funds accounting for an additional
32%."33 Between 1980 and 1984 holdings of ﬁrivate local
securities varied between 2-3% of total financial assets of

all financial institutions, mortgage loans comprised 8-15%,
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holdings of local government’aecurities amounted to 2.4 -
3.2% while holdings of foreign assets (mainly gdvernment
securities) although falling between those years varied

between 19 OA - 49.2%, Broad money (currency plus demand

s o, = DF e --.-.f.:

-sav1ngs and tlme dGPOSltS) is est1mated at between 92/ - 976‘ i

of total financial liabilities of all financial 1nst1tutlons
in Trinidad and Tobogo between 1880 and 1884.34 1In a cross
seactional study of corporate finanée Farrell, Nijjar and
Marcelle confirm the "bank-orientation"” of the corporate
financiai market in Trinidad and Tobago with total
commercial bank resources accounting for as. mch as 80% of
total external funds and the issue of shares amounting to a
mere 2.9%.35 Similar results have been obtaiaed in studies
qf the capital markets in Gayana and in Jamaica.

For Caribbean type economies therefore it is evident
that the use of money in the production, distribution and
exchange. of goods and services is relatively more important
than its similaf use in the advanced capitalist countries
and indeed its use as means of circulation for transactions
in goods and services is likely to be greater than its use
in financial circulation daspite the consideragle growth in
sophisticatioﬁ that has occurred in the financial structure
of our economies in recent years. In reconstructing the
theory of money~demand we ought therefore to examine
-garefully the factors affecting the real demand for money.
The real demand for money was earlier defined aa a

El

demand for money destined to be employed as means of



circulation for factor income payments and purchase of
intermediate inputs. Keynes was of the view that
transactions in respect of factor income payments and
_wconsumptlon expendlture would together comprise a fairly
stable proportlon of the money- value of currenfngutput o
while intermediate transactions were likely to change
'graduallf in response not only £0 éurrent output but to
changes in the technical conditions of preoduction and "over
short periods according to whether entrepreneurs are or are
not anticipating their requirement”.3% The price indices
associated with intermediate transactions and. income
payments may move differently causing money expenditures on
these items to behave differently from real expenditures.
Additionall&, transactions involving the receipt 9f income
and expenditure out of income obey a rathef different set of
rules from transéétiong involving payment of the same income
generated from production activity. But apart from - B
observing that "one year’'s salary plus one year s wéges plus
one year’'s rentier interest plus one vear’s business
earnings” will equal the annual turnover of income deposits
Keynes provides no detailed explantation of the processes by
which ﬁoney circulates income payments as against
intermediate purchases and consumptién expenditure.

Marx ™ analysis of the circuits of capital addresses
these issues frontally. Denoting money and commodities
{goods and services produced for sale) by“M and C

respectively, the sequencing or the ‘metamorphosis” of money

18



and commodities within the interconnected processes of
production and circulation (exchange) of commodities is

described by three formualas:

I M -~~>C 1} 11 C° ===> M" (Circuit of money capital)
IT U L1 Q% —m=> M° =—=> C!! 1! (Circuit of productive
capital)
IIT C° -==> M° ~=-=>. C }} 107 (Circuit of commodity
. capital)

where C° and M° represent C and M augmented by surplus value
while || i1 indicates an interruption or delay in the
circuit, the duration of which is dependent on the period of
production.
For Marx labour power {(but not the laboursr himself) is

a commodity under capitalist relations of production. Thus,
in formula I where money circulates in order to augment
itself the first link of the formula M ---> C represents the
purchase of intermediate inputs and labour power at their
‘resﬁective valﬁeé. Du;ing fhe énsﬁing productiéﬁ periéd,
i 11, surplus valué is created.- The final link in the
circuit of money capital: Q' ——-> M7, describes the sale of
augmented C at value for M-,

. In formwala ITI the beginning and end forms of capital

are quite different from those which appeared in I, but the

two formulae are c¢learly interconnected. Formula II begins

with the production process, || i1, which results in
augmented C. C° ==-=> M° ---> C here represents the
circulation of commodities - sale of augmented C. or €7 ~-->

M" and purchase of new elements of production or M ---> C

19



for purposes of reproduction, || '1. Thus in formula II,
circulation intervenes between two production processes,
whereas in formula I production intervernad between two
phases of circulayion.‘

a4 U . P wa e

capital viz. augmented or

ARSI

B

In formula 111 commodity
produced commodities, begins and ends the circuit of capital
while production interrupts it. C~ —;—>. M* --=> € here
represents the same. transactions as in formula II. Héwever,
C.{} 11C°, in formula III may or may not represent the
same volume of transactions appearing in formula I depending
on whether we assume stationary conditions (simple
reproduction) or economic growth (extended reproduction).

We must now distinguish more sharply between the
different rates of turnover of money as it participates in
- the various transactions described by the formulae. The
rates of turnover of money and of commodities will depend on
the duration and the number of necessary delays.-occurring in
the circuits per unit time period. Marx distinguishes
between two coritical delays in the industrial circulation
(i) the "time of production” and (ii) the “time of
circulation™. 1In financial circulation there are similar
delays. The circuit of money is.here described by the
formula M ---> M’°. However, because this circuit is not
associated with a specific sphere of production or of
circulation but with the activities of production and of
circulation iﬁ general and is, moreover, under conditiens of

advanced capitalism managed mainly by financial



.III: Yet 1ntervst bearlng capltal or flnanclal 01rculat10n
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institutions, the result is that the rate. of turnover of

interest-bearing -~apital appears to have no link to the rate

of turnover of r=al capital described in formulae I, II and
C g T P A ] o T

is merely the converted form of "The purely technlcal e

movements performed by money in the circulation process of

industrial and ..... commercial capital”. 37  As such, the

profit earned by financial institutions is nothing but "a
deduction from surplus value since they operate with already
realisea values (even ﬁhen realised in the form of
creditors” claims)". 3% Additionally, repeated turnover of

interest-bearing capital never connotes more than

repeated buying and selling; while a repeated turnover of

industrial capital connotes the periodicity and renovation

of the entire production process (which includes the process

of consumption}". 382 The only exception to this purely

* technical use of money in the financial -circulation is when

and in so far as capital is newly invested (or is being

1

accumalated) in which situations capital in money form
appears as the starting point and the end result of the
movement". 49

For Marx, therefore, the use of money in the

circulation phase of the reproductive ¢irecuit viz. €7 —-=-->

M or C° -=--> M, is to be associated with the use of money
for purely transactions purposes, whereas in the production
vphase of the circuit viz., M ---> i 't C° money is used

as money capital or self-expanding value. In both phases
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money is used as eiiher {(or both) means bﬁ purchase or means
of payment, that is, as means of circulation. It follows
that'capitalist reproductioﬁ presupposes the existence of
money hoards or llquldlty preference "A deflnlte portlon
of the capltal mast be on hand constantly as a hoard as
potential money capital -~ a reserve of means of purchase, a
-reserve of means of paymént and idle capital in the form of
- money waiting to be put to work". 41 For an individual
capital the rate at which a hoard of money is turned over
i5 dependent on the average rate of turnover of the capital
itself. The average ;ate of turnover of the capital is
inversely related to the average period of turnover (or the
"time of production” plus the "time of circulation") of its
component parts which in turn depends on "their different
durabilities and therefore on their different times of
reproduction”. 42 Given the technical conditions of

" productlon; the average rate of turnover of industrial
~.capital will be insensitive to changes in the prices of

' intermediate and of final outputs and wage rates. However,
the real volume of investment as well as the supply of and
demand for loanable capital will be affected by these
changes in prices and in‘wage rates, 43 Prices in Marx
therefore act as scalars on money fhpply and demand in
conformity with his value theory.l {(This closely resembles
the ﬁeo»classical assumption of unit price elasticity of
money demand but, as we shall see, is nét its exact

equivalent).
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As regards the rate of turnover of money in the incaﬁ%
expenditure cirpuit; Marx discusses this in terms of ths
rates of turnover of var'lable capital (wages) and of
consumption out of surr.a: value (profits of enterprise plus
rent blustinterest plus other non-wage income payments) in
contrast to Keynes who discusses ths sams subject in terms
of the‘tﬁrnover of income deposits. Marx® analysis of
consumption and savings therefors retains the linkage with
hié formlae of reproduction and his éeneral analysis of the
turnover of capital. Having distingnished between
investments in fixed capiﬁal (machinery, plant, equipment
etc.) and in circulating capital (purchases of intermediate
inputs pluﬁ'wages), he observes that while every turnover
period will be characterized by the replacement in‘full of
the physical elements of circulating capital, fixed capital
will usually continue to exist in its old use-form except
for wear and tear. The value of the anﬁual product divided
by the sum of money capital advanced for intermediate
purchasgs and wages roughly ¢4 defines the annual velocity
of money invested in circulating capital. The repr@duotion
of the capital values of intermediate inputs (in Marx,
constant circulating capital) and of wage payments (in Marx,
variable circulating capital) is realised in different ways,
even though their rates of turnover are identical. The
purchase of raw materials kand elements of fixed capital) by
businessmen from each other is an exchange of capital for

capital, the purchase of labour power by businessmen is on



the_oﬁher hégd an exchange of money for the value creating
<substanca.i The reproduction of labour power on a daily,
~eekly, monthly, etc. basls obeys, from the labourer’s
t§ndpoinﬁ,.£ormula IIIR viz.‘C"———> M™ ~-—=> C°. In the
Tirst phase of this metamorphosis, C° ---> M, the labourer
alienates his labour ﬁower which has already been "produced”
by a process external to capitalist relations - although{it
would'have been internal to a slave society. 'In the second
rhase of the metamorphosis, M" ---> C°, the labourer
veproduces his labour power power by purchasing and
consuming means of subsistence. 45 (Marx genefa}ly assumnes
subsistence wages and a long-run savings rate oflzero for
workers but this.assumption is not essential to the above
aﬁalysis).

g Now the velocity of circulation of money in the circuit
of‘a given variable cépital will in genérél be different
from the velocitieé of circulation of money used to- -
circulate that same variable capital in the incoms
consumption circuit and the associated constant circulating
capital even though the annual rates of turnover of variable
capital and of constant circulating capital are identical
and aggregate wage income payments add up to variable
capital employed. A given variable cilrculating capital will
in the course of a year be associated with a money velocity
of circulation which is less than the money velocity

associated with the same variable capital in the income

consumption process unless the average interval between”
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“ﬁurchases of intermediate-inputs”in any bturnover period is
equal £o or less tﬁan the average time interval between wage
receipts by wdrkers. 48

‘The turnover of constant circulating capital would
appear to affect'the elasticity of circulation of money by
way of firms’ inventory policies. The higher the ratio of
Physical inventories of ;aw_matefigls, work in ppqgress,'
etc. to output the lower is the expected velocity of
circulation of money associated with the turnover of
constant circuléting capital, and conversely, other things
being equal.

It remains for us to gxplain.the relationship between
the circulation of surplus value and the circulation of
money. This relationship is described by two sub-circuits:-
(1) the circuit of surplus value consumed as revenue and
(Zi the circuit of surplus value destined for accumulation.
(2) describes the sub-circuit of savings. Money in its
purely technical role as means of circulation obeys the same
rules of currency regardless of the commodity being
circulated by its movements. Hence, from this point of'
'view, money in the income consumption circuit of capitalists
is indistinguishable from its use by workers in the same
circult. Money destined for capital replacement or for
accumulation, however, appears as latent money capital in
the financial system only a very small proportion of which -
is at aﬁy time maintained in the fqrm of cash or ready.

money. 47 The velocity of circulation of these funds, in
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so far as they take the form of means of payment (credit
instruments), is quite‘elastic depending as it does upon the
degree of financial deepening, the phase of th business
cycle and, especially, upon variations in 'intc ‘st rates.
The velocity of circulation of that portion c*~1étent money
capital destined for accumulation‘is directly related to the
rate of profit and, via the rate of profit, to the rate of
turnover of fixed capital. 48 But the avefage'rate of
intérest, as we saw earlier; serves to partition gross
profit between profit of enterprise Cviz.-indﬁstrial énd
commercial profit) and profit on interest bearing capital
even where industrial and commercial businessmen employ
internal funds exclusively. Thus, in so far as the circuit
of interest bearing capital entails % nmoney velocity of
circulation which is different from that associated with the
circuitlof commercial and industrial capital, the real
direct use of a given quanfity of méney by industrial and-
commercial capitalists will be different from its real
indirect use by moneyed capitalists.

Frqm the above discussion it can be deduced that if the
theory of the demand for money is to provide us with
insights into the linkage between money and production it is
best to partition aggregate money demand into two
compartments: (1) the real demand for money and (2) the
residual demagd for money. The real demand for money is now
defined as the auantity of money employed by industrial and

commercial businessmen in purchasing or paying for
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intermediate inputs and Waées or for replacing or expanding
capitél. Egcept for the  inclusion of replacement investment
‘and accumzlation, this definition of the real demand for
money is exactly equival snt to our earlier definition
derived from Keynes  analysis.

The real demand for money will be governed by (i) the
rate of turnover of circﬁlating capital in industrial and
commercial establishments, (ii) the velocity of circulation
of money associated with the elements of circﬁiating
capital,\(iii) the average prices of final output of
establishments,; (iv) the average prices of intermediate
ihputs, (v} average wage rates, (vi) average rates éf profit
and (vii) average interest rates. On the other hand, the
behaviour of the residual demand for money, referring as it
does to the demand for money as means of circulation in the iz%i_
incame consumption circuit and in financial transactions,
will bé gdverned_by (1} the rate of turnovér of variable
capital, (ii) the rate of turnover of surplus value, (1iii)
the proportions consumed (and saved) out of incoue, (iv)
the velocities of circulation of money employed in
transactions relatéd to consumption andAéavings, (v) the
average price of consumers” goods and (vi) interest rates.
When average interest rates fall industrial and commercial
profits (profits of enterprise) increase %ﬁd the rate of
return onrexisting money capiﬁél in indus£rial an&
commercial activity increases. The demand for money by

industrial and commercial capitalists to replace investment



“and to accumulate expands even as their supply of loanable
capital increases.

As the supply Qf loanable capital to the financial
system increases the demand for money by moneyed capitalists
decreases, since the increase in the volume of loanable
funds compensates at least in part for the decline in yield
procurable from the hiring out of those funds. Conversely,
Wheﬂ the average rate of interegt rises, profits of -
enterprise decline, the supply of loanable funds by
commercial and industrial firms declines and so does demand
for money to finance replacemeﬂt and new investment.
Meanwhile, with the decline in the supply of loanable funds
to the financial system and a fall in the rate of profit of
enterprise there is certain to be an increaséd demand fori
money by the finapcial system in an attempt to recover
previdus profit positions and to compensate for the decline
in'the volumé of loarable funds.” Thus varidtions in- the
rate of interest in either direction trigger, via the real
and”the residual demands for money, equilibrating changes in
the money market. These eguilibrating changes help to
stabilize average interest rates through time and, except in
crises; helps to explain the rigidity in interest rate
structures observed by many investigators. These
equilibrating changes also provide an explanation for the
instability of the interest-rate coefficient in several

enpirical time-series studies of the aggregate money demand
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function confirming the need to partition that function along the
lines suggested here.

1f there are k industry groups j = 1, 2, 3, ..... k,

each containing a varying number of establishments numbered

over i = 1, 2, 3, vee...y then for the ijth establishment,

denoting,

mlij = real annual demand for money

Boii = residual annual demand for money

Wij = average annual wage rate pald to workers
¢ ¢

Pij ij =  value of intermediate purchases (where

c .
pij and Cij are price and quantity

indices respectively)

n,. . .
13 = average employment per turnover of
circulating capital

T =  the annual average rate of interest on
loanable capital

ij = the rate of profit per turnover period

29

k'ij =  the value of advanced capital
a. . . .
ij = the annual rate of turnover of circulating
capital (constant and variable)
m
vcij = annual velocity of c¢irculation of money
employed in the circulation of constant
cireulating capital
m
vWij = apnual veloeity of e¢irculation of money employed

in circulating variable capital (or the wage bill

per unit turnover of circulating capital)
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then we may write the real amnual demand for money by the.ijth firm as:

+

m c m
= P C.. + v ., W.. n,,
I P15 %35 Geis Pij “i wij “ii )
+ a,, (O,.-1)k
ij ij ij i
But, c
iy = Piy %uy 7 Py 4y T Ty My
X, .
1]

where Pij and qij are price and quantity indices respectively of output

of the 1™ firm.

Thus, ' . ‘ i
L D144 = a., ., pS, e, + V.
ij cij ij ij wij ij ij)
+ - . c - n,. - ¢
ij ij Plj qlJ pij 1j ij ij
13
whence,
I m. .. _ ' m c
1ij = Gy (Pyg 9440 0y (ogy = 1) Py 4y
m
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ij M wij ij i3 ij "ij
; m m f o .
With (xij’ vcij’ vwij each positive and typically greater than

unity, the real annual demand for money by the ijth commercial or
industrial establishment is seen to vary directly with the value of
its own output, the value of intermediate purchases and the wage bill
but inversely with the rate of interest.

Estimates of within and between~industry ﬁarameters 03,

il m , ,
Vo and v, » may be derived from cross-sectiomal data
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similar to, but not identical to those compiled by Bourne and Farrell,

. (. 47 '

Najjar and Marcelle.
The residual demand functicn for money describes the use of

money as means of circulation for the income-consumption process

and for financial transactioms.

Denoting the proportions of wages and of profits consumed

by workers and capitalists respectively im the ijth egtablishment by

b .. and b_.., the average annual price of consumer goods consumed
wij IIij

. . o wit . m m o Lm
by workers and capltalls§sby D and denoting vwij’ Vhij and vfij

as the annual money velocities associated with consumption
expenditure by workers, consumption expenditure by capitalists and

financial transactions respectively, we may write

m m
IT . v Yy + Vﬂij (bHij Hij)

g
[
[

[
I
-
s
3
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[
L
~
=
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The data requ@red for estimating equation II at the level of the
firm does not exist. However by summing across firms and industries
and dencting YW and YH as agnual wage and non;wage incomes
respectively generated by commmercial and industrial establishments

we may write the aggregate annual residual demand for money as
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I M _ m m
2 - o vW bW YW + VH bH :H
wll
P
+ v r (5. Y + S )
R W W I 1II

m m .
where o, Ve ' Y+ Vg bw and bH are to be interpreted as

weighted averages of the establishment counterparts in equation
II, and Sw’ SH are the proportions saved out of annual wage

and non-wage incomes respectively. Further manipulation of IIL“

yields
I 'M2 = o (vm b + VB oz - v, r b ) Y
i W W £ £ w W
m m m
+ (ﬁn bH + Ve T = VY b#) Yﬁ

from which it is seen that M2 varies directly with YW and Yy »

(5<)
provided,

m
v
0 < = + L > T
m
Vf bw
. vy D
0 < I + ; > T
vm b W
f w

It is evident that several of the parameters appearing
in equations II and II° are linked with those appearing in
equation I. Estimation of the coefficients of II” therefore

may be derived from either (both) cféés—sectional or (and)

3

time-series data obtained from the nztiomnal income accounts.
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Sunmary and Conclusions

Tﬁe-théory of money demand playvs a critical role in
modern macro-economics. However, dedpite considerable
theoretical and enmpirical research n the money-demand
function 1t remains ill-defined. ’'n this paper we have
fsought to reconstruct that theory on micro-theoretical
foundations rather different ffom those to be found in the
Keynesian and neo-classical versions. Marx® analysis of the
circuits of capital in a modern capitalist economy has
helped us to distinguish two kinds of money demand: (1) the
real demand for money by industrial and commercial
establishments and (2). the residual demand for money for
income~consumption and financial transactions. The real
demand for money is associated with the use of money in
transactions involving (i) purchases of intermediate inputs,
(ii) payments for labour services and (iii) replacement

investment and accumulation. - - -
T

Our analysis shows that the real demand for money &g%%ﬁj 3
m"—' ’f ‘,)‘.“ ;w 3T
varies directly with the prices and guantities of final $rmey fy>o; 079§
output and intermediate inputs and with the wage bill of ”h=3@ﬁ“ﬁf)
firms, but it is inversely associated -with the rate of gwﬂ,ﬁpﬁwh
0

ck.?
interest., The residual demand for money on the other hand

varies directly with wages, profits and the rate of interest

but inversely with consumer prices. ' A
We expect the real demand for money to be relatively
more important in Caribbean economies than it is in the

advanced capitalist countries. Tests of the model of money
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demand presented in this paper will however require the use
of cross-sectional survey data as well as time-series data

from the national accounts.
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Unllke neo cla551oal and even Keyne31an modeT of money

ot LI A

:demand the model presented here does not assume Jtability
of the coefficients asscociated with the aggregate
Irepresentation of éhe variables appearing in the macro-
functions since esach of these coefficients will be more or
less complex linear combinations of strgctural parameters.
These structural parameters are a set of Qelocities, |
turnover rates for circulating and fixed capital,
consumption and savings proportions. Our theory focuses on
the”identifiability and the stability of the structural
parameters themselves. These characteristice of the
parameters will depend upon changes .in technical conditions
of proauction and the phase‘of the business cycle among
other factors. Among the technical conditions of production
are to be included (a) the rate and pattern of accumulation
in industry and (b} the composition of capital especially as
it affects the capital/labour ratio and labour productivity.
Estimates of the structural parameters entering the resgl
demand for money function are eseential to an understanding
of the influences exerted by these factors.

The residual demand for money function linking as it
dees money with its use as means of circulating expendifures
out of income illustrates, in our analysis of the circuits

of capital, the linkages between production, consumption and



) ;ncreases (decreases) the e51dual demand for money but
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the money market. The rate of interest plays opposite roles
in our theory.

An increase (decrease; in the rate of interest

w* L A LS N

decreases (lﬁcreases) the real demand for money .Th£s 15'
because an increase {decrease) in the rgte of intere;£
reduces (increases) the average profit of commercial and
industrial firms but simultaneously reduces the supply of
loanable capital to financial institutions. We have
suggested that.these'dual éffects of interest rate variation
help to explain the observed stability in interest rate
structures - through time but they also explain the volatility
of the interest rate coefficient often generated from time-
series studies of the aggregate money demand function. It

follows from our theory that an increase in money supply

accompanied by a fall in the rate of interest will increase

- the real demand for money but reduce the residual demand,

The break on the further f£all of interest rates created by

these opposiﬁg tendencies combined with the build-up of the

supply of loanable capital in the financial sysﬁem send

incorrect signals to the actors in the money market and

provide. fertile ground for a growth in turnover of financial

transactions unrelated to the industrial circulation.

. Similarly, a fall in money supply accompanied by an incredse

in average interest rates sets in motion opposite tendencies
within our model resulting in a limitation on the rise of

interest rates and a reduction in the real demand for money
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even as the residual demand for money increases in an
attempt to compensate for the reduced supply of lonable
furds. These tensions in the mone& market may erupt in a

crisis as the actors misread the indicators of real money

Saly At

LT pe e P e eBaTos et 0 F L e ml et T e e L

c{w:‘ﬂand
Our reconstruction of the theory of the demand for
money also shows that tﬁe assumption of unit price
elasticity of money demand is generally inappropriate. The
raal demand for money varies directly with the average
prices of final ocutput and of intermediate inputs while the
regidual demand for money varies invegsely with the average
price of. consumer goods. These different price effects are
no doubt related to the fact that while commercial and
industrial establishments are in a position to pass on to
consumers some portion at least of the increase in prices of
the elements of circulating capital, in the residual demand
for money Ffunction there iz limited fossibility for such
ﬁrice shifting by consumers and by participants in the money
market. Moreover, incoﬁe either in the form of wages ar
surplus vaiue (non-wage income) will generally need to be
earned before it is available for spending; if prices of
consumer goods rise in the interim the residual demand f;r
money can only be increased if there are appropriate changes
in money velocities or consumption (savings) proportions or
in the rate of interest. If these structural parameters
remain unchanged, the residual demand for money will vary

inversely with the average price ¢of consumer goods.



Finally, the theory of money demand presented in this

[}

paper clarifies the so-called "competing asset” effect

37

between money and other capital assets. This effect is seen

_ to re31de only 1n the real demand for money—functlon Where

- © e

the rate of . 1nterest varlable carries a negative coefflclent
because of its role there in partitioning the surplus of
establishments into profit of enterprise and interest on
money—dealing‘capital. But in the residual demand function
for money, the positive coefficienfs on the interest rate
variable indicate that in the financial circulation money is
complementary with other financial assets because the demand
for loanable fuﬁds by the financial system varies directly
with the average rate of interest.

The distinction made in this paper between the real and
the residual demands for money vividly illustrates not only
the money-production transmissipn mechanism but the
processes of the money-market and the contradicfory effects

of interest-rate variation.

November 1889
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natural rate of interest. But... the rate of
interest appears as a uniform, definite and tangible
magnitude... In so far as the rate of interest is

determined by the rate of profit, this is always the
general rate of profit and not any specific rate of
profit prevailing in some particular branch of
industry, and still less any extra profit which an
individual capitalist may make in a particular sphere
of business". Capital, Vol. III, pp. 384-385.
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Roughly because we must make allowance for wear and
tear (depreciation) already included in the value of
final output. Fairther, stationary conditions are here
assumed e.g., al. prices remain unchanged, all output
is sold, the ew.ire circulating capital is consumed
etc. Under the..e conditions an annual rate of turnover
of circulating -.apital of 10 would be equivalent to an

“average turnovir period of 1:1/5 months. T

Surplus value and profits arise in the exchange of
labour-power for capital, according to Marx, because
labour-power is the sole commodity capable of creating
a quantum of value in excess of its own value.

The underlying assumption here is that while
businessmen may hold inventories of raw and auxiliary
materials they are unable to do so in the case of
labour-vrower. Consedquently, the frequency of purchases

~of the former will tend to be less than that of the

latter during w@ny burnover period. Tnis general rule
is, of course, modified by trade union contracts, the
nature of the raw materials, payments practices and
customs etc. ,

The money-velocities associated with sach of these
two elements of circulating capital are nevertheless
expected to be different.

Capital, Vol. 1I, p. 349.
Capital, Vol. II, p. 492 foll.
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positive and greater than one, these conditions are
assured.
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