
Liquidity preference theory of interest  

J.M.Keynes  -" The General Theory of Employment,Interest and Money" published in 1936 gave a
new view of interest .
A man has a given income has to decide firstly, how much he has to consume and secondly how
much to save.
 The answer of his first question depends upon the  propensity to consume 
Given this propensity to consume the individual will save a certain portion of is given income .
Now he has to take another decision. Should he hold his saving?
 How much of is resource will be hold in the form of ready money( cash or non interest paying
deposit)
How much will be part with or lend depend upon his Liquidity Preference.
Liquidity preference means the demand for money to hold or the desire of the public to hold
cash
According to keynes interest is purely a monetary phenomenon in the sense that it is a payment
in money and for money. Interest is reward for parting with liquid for specified period .
Rate of interest is determined by 
1. Demand for money
2. Supply of money 
Supply supply of money is assumed to be exogenous i.e. it is determined outside the system . In
other words Monetary Authority (the RBI and government of India) determine the the supply of
money  and firms and household do not play any role in influencing supply of money.
Thus Ms =M^(given)
Therefore supply of money is more or less static during a given period of time.
Therefore demand for money plays important role in determining rate of interest .people
demand for money because it is perfectly liquid asset .Demand for money or liquidity preference
of a particular individual depends upon several considerations.
Why should the people hold their resource liquid or in the form of ready money ,when they
can get interest by lending such resources.  To understand this two questions needed to be
separated.
 First, why is money demanded and 
second ,what are the determinants of demand for money.
Both these questions are interlinked
Keynesian demand for money has three components. They are 
1. Transaction demand
2. Precautionary demand 
3. Speculative demand
 Keynes made the demand for money a function of two variables 
1.money income
2. rate of interest 
In functional form
Md=Md(Y,r)
Transaction motive 
People demand money for the conduct of day to day transaction .Most people settle their
transaction with money and hence they have to carry some money with them. The average
amount of money that a person would like to hold for purpose of transaction will depend upon
1.  The size of his income  



2. the nature of transaction
3.  the length of the interval of the receipt of income 
4. the method followed in regard to payment .
The total amount of money required in the economy for transaction purpose will depend upon 
1. The level of national income
2.  Employment and
3.  General price level.
Asthe employment and output or the general price level or both rise in total volume of money
needed for the handling of transaction will also rise. The volume of money help for transaction
purpose will vary in direct proportion to the value of transaction taking place at a given time with
the size of national income and the level of economic activity
Mdt=Mdt(Y)
We can say that the transaction demand for money is a constant proportion k of the level of
national income Y .
i.e. Mdt = k .Y       0<k<1
This equation says that if the level of national income is say rupees 800 crore and k 2/5 the
transaction demand for money in the economy would amount to rupees 350 crore
800×2/5=320
 This means that the economy  would require rupees 320 crore of a money in order to finance
smoothly production and Sale worth of goods and services of rupees 800 crore 
If the level of national income upto 1000 crore and k remains at the same level of 2/5 then the
transaction demand for money will be rupees 400 crore. 

Fig-1 explains the functional relationship between transaction demand for money and the level
of national income(Y) Transaction demand for money is shown on X axis and level of national



income on Y axis 
This means that as level of national income increases the additional transaction demand for
money will also increase.
According to transaction demand theory that determinants of demand for money is the level of
national income and the transaction demand is not affected by the rate of interest
Precautionary demand 
The precautionary demand for money arises out of the need for any contingent payments /
expenditures .Individuals and firms desire to hold cash balances for covering events of a more
uncertain nature like accidents,  sudden change in technology forcing firms to replace machinery
to stay competitive.
These are referred to as a precautionary demand for money .
The precautionary motive of holding money depends upon the degree of uncertainty in personal
and other conditions .Precautionary demand for money is closely related to the level of
income .At the higher level of income individuals and the firms may keep more cash balances for
meeting unforeseen situations.  Thus precautionary demand for money is also a function of level
of income(Y)
Mdp=g(Y)
 Keynes aggregated transaction and precautionary demand for money and pointed out that
these two demands are stable function of the level of national income. They are income elastic
but interest inelastic

Speculative demand 
The speculative demand for money constitutes the main pillar of Keynes revolution in monetary
theory and keynes attack on quantity theory of money.The speculative demand for money is the
demand for money as an asset or as a store of value.
Keynes define the speculative motive as the desire of earning profit by knowing better than the
market what the future will bring forth. 
 How much money people will hold for speculative purpose depends upon such factors as
the present rate of interest, the rate of interest they expect in the future, when the change in
the interest will occur. The speculative motive for holding cash depends upon the psychology
of the speculators and their anticipations regarding the future. The amount of money help for
speculative purpose will vary according to circumstances .Speculative demand depends upon
the rate of interest _
 interest elastic and at the same time speculative holding of money influence the rate of interest
too.
Through speculative demand Keynes made(a part of) the demand for money a declining function
of rate of interest (negative function of the rate of interest)

 Speculative demand for money is a function of the rate of interest .At a very low rate of interest
r* the demand for money function becomes parallel to horizontal axis _the stretch PQ .This is
known as Liquidity trap.



Keynes discussed the possibility of existence of liquidity trap which refers to a situation when
at a certain very low level of rate of interest r* the speculative demand for money becomes
perfectly elastic.

Interest Rate Determination
Money demanded for all these motives constitutes demand for money or liquidity
preference .The higher the liquidity preference, given the supply of money, the higher will be the
rate of interest and vice versa. Again the given the liquidity preference, the larger the supply of
money, the lower will be the rate of interest and the smaller the supply of money ,the higher the
rate of interest. If the total supply of money is represented by M
 then ,
M== M¹+M²
M¹= transaction demand  plus precautionary demand
M²= speculative demand 
where M¹ are fairly stable and constant over time and exert no influence over the rate of
interest .They are fairly income elastic but interest inelastic unless interest rate is very high .
M¹=L¹(Y)         Y=income
                   L¹= liquidity preference function of income
Thee above function implies that money held under transaction demand and precautionary
demand is function of Y where as money held under M² is function of r 
M²=L²(r)     r=rate of interest
                 L²= The liquidity preference function of the rate of interest
Sales total supply of money(M)=
M¹+M²=L¹(Y)+L²(r)
Given the supply of money (M)and the rate of interest is determined by the liquidity
preference(LP)



The rate of interest depends upon the demand for cash for liquidity purpose and quantity of
cash available for the same.
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