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Keynes and Commons on Money

Éric Tymoigne1
Post Keynesians and Institutionalists share several common ideas. As Keller (1983) shows, they have the same conception of time, money, and society. Because time is historical, it implies that decisions are irreversible and that uncertainty matters and shapes the behavior of economic actors. This appears notably through the use of money, which permits the transfer of purchasing power from the future to the present (satisfaction of animal spirits) and the transfer of expected purchasing power in a safe form, from the present to the future (liquidity preference). Thus, sticky monetary contracts are essential in a monetary production economy to stabilize expectations induced by uncertainty. However, expectations and interests of each group in the society are not necessarily convergent. This implies that the creation and the enforcement of these contracts is a source of tension between groups with different economic power. Therefore, we live in a world in which relations of subordination and a concentration of economic power are the rule and ‘perfect’ competition does not and cannot exist. 

If one looks more specifically at the writings of Keynes and Commons, it is possible to find many similarities as Atkinson and Olesson (1998) have shown. Among these essential similarities are their conception of time and the way the economy works. Both consider time irreversible and that the economy is turned toward the future. In Commons’s works, the concept of Futurity expresses this idea: economic actors create and exchange property rights, the value of which depends on future expected incomes. Thus, agents live in an uncertain world and are subject to the “unseen pressure of society” to evaluate monetarily an “unseen future” (Commons 1959, 440). In Keynes, all this appears in his theory of investment and employment, according to which entrepreneurs try to calculate the marginal efficiency of capital and to fix the level of employment at the point of effective demand. Keynes and Commons also point out the importance of the financial and banking systems in the valuation of the capital and financial assets and thus the importance of liquidity preference. Indeed, as will be shown below, it is possible to consider that the notion of liquidity preference is implicit in Commons’s framework of analysis.

As an extension of Atkinson and Olesson’s paper, the present study is going to compare Keynes and Commons on to their theory of money. Due to their similarities concerning the way the economy works, it is fair to think that their theory of money are closely related. It will be shown that this is effectively the case because both emphasize the crucial importance of liquidity and expectations. However, Commons was not able to lead his analysis to its end, and it is Keynes’s General Theory and following writings that provide a more coherent framework for the analysis of a monetary production economy. Thus, Commons is half way between Keynes’s Treatise on Money and Keynes’s General Theory. This perfectly reflects the year of publication of one of his major books Institutional Economics, published in 1934.

The first part of the paper is going to examine in detail what money is in Commons’s and Keynes’s theories. One will then see its origin, its definition, and its main functions. The second part of the paper deals with the integration of money in the economic system. It will be shown that Commons and Keynes have a circuitist approach to money and develop a framework in which money plays a crucial role. 

What is money? Keynes’s and Commons’s Answers

Keynes and Commons have globally the same vision about the nature of money and its main functions in the economy. Money is primarily a unit of account that transcribes and measures debts and duties created by the functioning of a monetary production economy. Thus, in both approaches, money is an essential institution of a capitalist economy. Let us look in detail at both visions concerning money.

Definition of money

Regarding the definition of money, both Keynes and Commons have the same overall vision. Moreover, both authors make a distinction between money and debt, but they also show that some debts can be used as money. This is particularly the case for modern money.

Commons: Money is “Debit Money”

“Political economy [is], not a science of individual liberty, but a science of the creation, negotiability, release, and scarcity of debt.” (Commons 1959, 390). This sentence sums up Commons’s view of money: money is primarily a debt (Ibid., 450) (Commons 1961, 473). What exists in the economic system is not a quantity of money but a quantity of debits and credits, of debts and duties that are created simultaneously. However, at the same time, for Commons, money is also what allows the extinction of debts: 
The primary purpose of money [is] the release of debts arising out of unequal transactions. (Ibid., 472-473) 

Therefore it seems that there is confusion between debt and money and that consequently, Commons cannot deal coherently with money. In fact, this is not the case, and one has to look more carefully at his definition of money.

For Commons, there are three kinds of money that exist or existed in the history of the world: metallic money (coins), paper money (notes) and debit money (checkable deposits) (Commons 1959, 450) (Commons 1961, 483). Two attributes established by lawyers were necessary to distinguish money from commodities. One was negotiability; the other was the release of public and private debts (Commons 1959, 392). The first attribute implies that the money-thing is totally impersonal so that it is usually accepted in exchanges without any problems. The second attribute is that the money-thing is either a legal or a customary tender. 

Some debts can be used as money, but, for Commons, this supposes that two conditions are satisfied (Ibid., 447-449). First, debts used as money must be negotiable; their nominative characteristic must be bypassed by the creation of a market that makes them impersonal. The second condition necessary to allow the use of debts as money is that no time discount is applied to these debts. This means that their market value does not increase (i.e. time discount decreases) as their maturity comes closer. Thus, debts like commercial papers or bills of exchange cannot be considered as money. For Commons, only one debt satisfies these two properties: the bankers’ debts i.e. bank deposits (and more specifically demand deposits). This is so because, unlike securities, demand deposits contain no futurity. Bank Money is a “debt past due”; its term is immediate, bankers being obligated to supply their debt on demand once they have granted it. Moreover, it is easily transferable from debtors to creditors via the intermediate role played by bankers (Commons 1961, 473-477).2 Thus we have the following categories: 

Money = bank deposits + notes + coins

Substitutes for money= long-term and short-term securities

Today bank deposits are the dominant part of money, so money is mainly what Commons calls “Debit Money,” which is materialized by a debit in a banker’s book and a credit in a merchant’s book (Commons 1959, 450). Thus:
Economists speak of the “quantity of money,” or the “quantity theory of money,” whereas it is not a quantity of money but a quantity of debts, and this quantity of debts has somewhere an equal quantity of credits. […] The “real thing,” the “reality” is not money—it is the present and expected repetition of debts transactions wherein the so-called “volume” of money is the “volume” of debts. The institutional reality of money is duty and debts, liberty and release of debt, by pay-and-performance communities […]. (Commons 1961, 472).

Credits and debts are equal at any point in time and are created (destroyed) at the same moment, at the beginning (end) of a transaction (Commons 1959, 442). One is the asset side, the other the liabilities side; there are two equivalent ‘economic quantities’ as MacLeod said (Ibid., 398). Let us turn to Keynes’s position.

Keynes’s definition

A detailed study of money is done by Keynes in the Treatise on Money. In this book, Keynes argues, like Commons, that what distinguishes money from debt is that money permits the extinction of debts: 

Money [is the thing by] which debt contracts and price contracts are discharged […] since it is the essence of a debt to be enforceable in terms of something other than itself. (Keynes CW5, 3, 6) (Italics in the original).

However, Keynes defines the money supply or “current money” as the sum of State Money and Bank Money, where the latter is an acknowledgment of debts. Here again, a debt is used as money—i.e. “in the settlement of transactions” (Ibid., 5)—so it seems that there is a problem. In fact, this is not the case.

State Money is the sum of commodity money3 and representative (or token, or chartal) money, the latter being a thing whose intrinsic value is without relation to its monetary face value.4 Moreover, part of the representative Money is “descended from some kind of Bank Money which by being adopted by the State has subsequently passed over from the one category to the other.” (Ibid., 6). Thus, for Keynes, State Money is not only what is used as legal tender but also all kinds of money-things accepted by the State from private agents to pay taxes or in exchange of legal tender (e.g. all that is accepted at the discount window by the central bank) (Ibid., 6). This implies that deposits in banks that are members of the central bank system (Federal Reserve System, for example) can be considered money. Indeed, these deposits can be exchanged against State Money on demand. Thus we have (Ibid., 9):

Current money = State Money + Bank Money

Current money = State Money held by the public + Member Bank Money5
Today, as Keynes notes, money is mainly Bank Money, State Money “occupying a definitely subsidiary position.” (Ibid., 27).

Definitions compared

One can clearly see the perfect similarity between Keynes and Commons on the definition of money. Both argue that money has to be differentiated from debt, the former settling the latter. However, they also show that bank deposits are actually used as the main money-thing even if they are debts. As one will see further, this possibility to use debts as a means of payment is determined by the law and the power of the State which, under the pressure of the economic needs of the private sector, make private debts as liquid (negotiable without time discount) as State money. 

The origin of money 

Now that one has seen that money is defined in a similar way in Keynes and Commons’s works, it is necessary to look at their respective positions relative to the origin of money. Here again, it will be shown that their positions relative to the emergence of money are the same, both relying on the importance of the State or some hierarchic authority in the determination of the money-things. Thus, Keynes and Commons were both well aware of and agreed with Knapp’s The State Theory of Money.6
Commons’s position

The way Commons conceives the history of money can be seen in the following quotation: “In early history money had been a mere money of account, like the ox in Greece; then it became a metallic commodity. Then Kings stamped the metal and made it the lawful means of paying taxes and paying debts. Coined money then ceased to be a commodity. It became an institution, namely, Legal Tender, the collective means of paying public and private debts.” (Commons 1959, 392).

Thus, money comes from a complex relation between private agents, legal authorities (Supreme Court) and hierarchic authorities (King, or other kind of political, divine, or social authority). As we have seen above, Commons emphasizes the importance of negotiability in the development of the use of debts as money. He then argues that the willingness of merchants to extend their area of exchange put pressure on lawyers to create and to extend the negotiability of (private) debts. This took all the seventeenth and eighteenth centuries and led to “a body of legal arrangements that converted the mere expectations of money into money itself” (Ibid., 393). Therefore, legal institutions helped in the development of money by creating an adequate institutional framework in which economic actors can develop legally their customs and contracts: Money development and economic development go together. 

However, these legal changes do not tell us what determines the thing that is chosen as means of settlement. Here Commons shows that it is necessary to take account of two sanctions that constrain economic actors to accept a thing as a money-thing. There are legal sanctions imposed by the State but there are also “extra-legal”—i.e. social and economic—sanctions that play an important role. The juridical constraints lead to the emergence of a legal tender—a money-thing that must be accepted as means of payment. On the other side, private institutions are partly autonomous and can determinate, independently of the State, a customary tender, like bank money. The latter is not a legal tender, so it can be refused in the payment of debts. However, there are social and economic (but not legal) pressures to accept bank money because an individual who consistently refused bank deposits (or private bank notes) would be excluded from what Knapp calls the ‘pay-community’. The question to answer then is, which is the most important in determining the means of payment—“authoritative debts” (taxes) or “authorized debts” (debts)?

Commons notes that not only is it possible to have a means of paying taxes that differs from the means of paying debts but also that the legality of a tender is not determined by the capacity to pay taxes. A money-thing issued by the State is not necessarily a legal tender (i.e. a means of payment that must be accepted)7. Second, Commons emphasizes that what is really important is not the distinction between taxes and debts but between public and private purposes (Commons 1961, 465). In the process of choosing a means of payment, public purposes are concerned with taxes, but also with the creation of cohesion in the group (country, nation, community, etc.) or with foreign affairs (Ibid., 466). In this process, public purposes are superior to private purposes and can go against the latter. Thus, to the question: Is it debts or taxes that determine the things used as a means of payment? Commons’s answer is that it depends on “two factors, namely the existing institutions and the urgencies of the States” (Ibid., 464): sometimes the determination of the money-things is “dictated” by the need to pay debts; sometimes it is the State’s preoccupations that are the leading factor. In any case, the Supreme Court plays a crucial role in the determination of the legal tender, the customary tender being established by private customs. 

Therefore, we can see that in Commons’s writings, the determination of the money things is a function of social, legal, and political interactions. Money is not a commodity but a complex “debt-paying institution” (Commons 1959, 426) that emerges via custom and legal practices, as well as State preoccupations. 

Keynes’s position

In his Treatise on Money, Keynes clearly adopts a chartalist position vis-à-vis the origin of money. It is the State or a hierarchic authority that discretionarily imposes the unit of account and the things that must be used as means of settlement. However, because of this distinction between State money (or money ‘proper’) and Bank money (acknowledgements of debt), he has to study the origins of both. He is then led to conclude that money results from an interaction between the private and the public sectors. 

State money is composed of commodity money and representative money. This distinction can be developed by making a separation between commodity money, managed money, and fiat money. Keynes shows how these different kinds of State Money developed relative to each other. First, he notes that coinage is not the beginning of money, chartal money does not require the existence of coins. It just requires that an authority determines the unit of account and an “objective standard” upon which the unit of account is made worth. Thus, the unit of account can be related to materials (gold, silver, wheat, etc.)8 or can be purely nominal (dollar, franc, etc.). Once this is determined, money is commodity money so long as it is only made with a material that is used as standard of value: the intrinsic value of the money-thing fixes its purchasing power. 

Coinage is the first important step toward representative money for two reasons. Firstly, usually coins are means of payment which face value is superior to the quantity of material that they contain. Secondly, coins are chartal (i.e. token) money because it is the State that defines the physical relation that exists between the unit of account and the standard of value8 (the weight of gold, silver, wheat, etc. in a coin of n units of account). Moreover, by coining, the State defines precisely the characteristics of the money-thing to make it easily recognizable: contrary to commodity money (piece of gold, wheat, etc), with representative money, the money-thing becomes standardized by following the wish of the State. Thus, at the beginning of the existence of coins all that was necessary was that people were confident in their possibility of obtaining the physical standard when they wanted it9. 

In this context, the State has to manage the representative money to maintain the physical relation ($1 is worth 1/35 ounce of gold): state money is managed money10. However, the more people are accustomed to using coins, the more the State can easily impose as legal tender coins that have no relation to a physical standard. Then the standard becomes intangible (dollar, franc, etc.) leaving out all materialistic characteristics from the notion of money: money is only a fiat money (i.e. it is a token imposed by law). Thus, Keynes shows us that coinage is not a necessity: “Egypt never coined money before the Ptolemics, and China (broadly speaking) has never coined silver, which is its standard of value, until the most recent times. The Carthaginians were reluctant coiners, and perhaps never coined except for foreign activities.” (Keynes CW5, 11). Coinage was only the first step from commodity toward representative money. Therefore, Keynes’s history of state money is as follows: 

Unit of account and standard of value fixed by the State

↓

Materials used as a means of payment and standard of value: Commodity money

↓

Beginning of the “dematerialization”11 process via the apparition of coinage: Managed representative money

↓

End of the “dematerialization” of money: Fiat money

What then, are the forces that induce the development of representative money? Keynes tells us that representative money develops because the supply of commodity money is “limited by absolute scarcity rather than by cost of production, and the demand for which is wholly dependent upon the fact that it has been selected by law or convention as the material of money and not upon its intrinsic value in other uses” (Ibid., 13). Then, the scarcity of the material out of which commodity money is made, leads to the development of alternative means of payment by the private sector and the creation of bank money:

The earliest beginnings of bank money, like those of chartalist money, are lost in antiquity. Perhaps bank money, especially in the shape of bills of exchange and letters of credit for travelers abroad, may have existed almost as long as money proper. For the use of bank money depends on nothing except the discovery that, in many cases, the transference of the debts themselves is just as serviceable for the settlement of transactions as the transference of the money of which they are expressed (Ibid., 13)

As a result of this development, the State adapts itself by, for example, accepting bank notes as a means of settlement or by issuing its own notes. This leads to an increase of representative money. Thus, money evolves in an interactive process between private and social purposes to meet the needs of economic development. 

Origins compared

The preceding analysis leads to the conclusion that Keynes and Commons have the same conception of money. Money is an institution that emerges to extinguish debts. Thus, money exists only in economic systems where debts play a crucial role. Debts exist under different forms in history in so far as there is a going concern (Commons 1961, 461) —i.e. economic systems that are turned toward the future. The value of debts is indeed linked to the expected future cash flows induced by the use of loans. Yet today the majority of money is debit-credit relations induced by bank money. Thus, if initially only a legal tender could have been used, progressively the customary tender became dominant and so debt became money. Then, as Keynes says, the “significant attribute [of money] is, above all, a subtle device for linking the present to the future” (Keynes 1964, 294) because expectations about the future can change the present state of the economy, since they are expressed in monetary terms. 

If one looks at the way Keynes and Commons see the development of money, one can see that they are in perfect accordance. Both adopt a chartalist approach, which argues that it is the State or a hierarchic authority that determines the unit of account, the standard of value and the relation between both. So it is the State that determines what money is and how its nature evolves. However, regarding as the things used as money, both authors recognize that innovations in the private sector designed to bypass limits imposed by the government are a key factor in the development of money. Then both the State (in seeking to protect the interests of the nation or of the community) and the private sector (in the process of seeking pecuniary gains) contribute to the development of money. Where Commons goes further is in the analysis of the legal branch of the State,12 showing that it is the latter that really fixes the rule by determining the thing that is legal tender—the current money being composed of legal and customary tender.

From the study of their ideas on money, one can also conclude that Keynes and Commons have similar ideas on the functions of money. This question has not been treated in great detail, but it is easy to see that, for both, the main roles of money are to be a means of payment and a unit of account. The unit of account is set up in relation to a standard of value, and the choice of the means of payment establishes the things that have legal (or customary) tender: Money is thus mainly both a means to extinguish debt and a unit of measurement (Commons 1961, 468, 517). For Commons, money is secondarily a means of exchange and a store of value. Keynes, however, also insists on the role of money as means of exchange: money is owned for its purchasing power (Keynes CW5, 47). In 1936, he also put emphasis on a specific property of money: money is owned for its liquidity. This last point, as will be shown further, was almost discovered by Commons. Even if he never precisely made the point, he was on the way to making it.
After having compared in detail the nature of money in both Keynes’s and Commons’s analysis, it is possible to look at its impact on the economic system. Because of their similarities in the conception of money, one can expect that their analysis of the role of money in the economic system will also be similar. By analyzing and comparing Keynes’s and Commons’s explanations, the following will address this issue by answering two questions: How does money intervene in the economic system? How can it influence the economic situation? 

Money in the economy: creation, circulation, release and crises

The preceding has shown that in Keynes’s and Commons’s analysis, monetary development and economic development go together. Concerning money, there is  a progressive dematerialization of the money-things and the development of customary tender. Thus money has a nature that evolves with the needs of the State and of the economic system. However, both authors show that money can be a source of instabilities in the economic system, and both have developed a monetary business cycle theory. It is going to be argued that both authors are closely related in the development of their thought, both being influenced by each other while developing their own ideas. Indeed, it is now well known that Keynes was influenced by Commons while writing his Treatise on Money13. Moreover, Institutional Economics is a book that can be seen as making the connection between the Treatise and the General Theory. 

Commons’s analysis14
As his definition of political economy shows, Commons has a circuitist approach to the economy. He is interested in the creation, the circulation, and the destruction of money. In this framework, he tries to look at how money and the futurity that it implies can be a source of disturbance for the economy. He thus uses a Wicksellian analysis and considerably improves it by taking into account the importance of the state of confidence prevailing in the financial market and in the banking system. The notion of liquidity preference is implicit in all his analysis even if it is not precisely stated. However, due to the novelty of his analysis, he did not perceive the implications of his theory for the interest rate determination. 

A circuitist approach15
Commons states that he starts his economic theory from Hawtrey and not from Smith. The foundation of capitalism is not the “illusion of an original state of liberty and reason” (Commons 1959, 390) but the release of debts. The generalization of the debt mechanism created a relation of subordination: 

Wealth, with Smith, was commodities freely produced for the use of others who are expected freely to produce other commodities for exchange. Wealth with Hawtrey is commodities that must be produced for the use of others who have already rendered service but have not been paid. One is individual liberty; the other is social obligation. In the one case there is no duty to produce wealth, and the status is the liberty and exposure of the individual. In the other case there is the duty to produce wealth, and the status is the institution of debt. (Commons 1961, 474)

Thus monetary (i.e. debt) creation and production are both intimately linked: the development of a capitalist economy (i.e. the increase of commercial and productive transactions) requires an increasing amount of money and requires that some economic actors go into debt. These actors are mainly in the firm sector (merchants and manufacturers) that needs advances for its activity and expects that pecuniary gains that will allow repaying its debts while making a profit (Ibid., 479-480).

Once created, money circulates in the economy to permit the circulation of goods. Here, the properties of bank money are very important because they permit extending the space of circulation of goods and so the development of capitalism. This circulation of money leads to its destruction when debtors decide to reimburse banks. But the destruction of money is not the end of the story. A continuous renewal of the monetary circuit is necessary for the functioning of the capitalist economy, and what actually exists is not one circuit but a complex interaction of different circuits created at different moments. Therefore:

Money is secondarily a medium of exchange it is primarily a social means of creating, transferring and extinguishing debts. […] thus money should be converted form the static idea of a quantity to the dynamic idea of a process. (Ibid., 513) 
This statement makes it clear that Commons adopts a circuitist approach: money is analyzed as a flow. This flow is guided by the expectations of gross sales (Ibid., 602) of the firm sector (which determine the amount of inputs to buy) and the price of inputs. Two other elements are important for the determination of this flow: the willingness to borrow and the willingness to lend. Concerning the willingness to borrow, Commons writes:

The curtailment of borrowing may occur if merchants give fewer orders to manufacturers, or if borrowers reduce their indebtedness instead of spending their credits for commodities and labor. (Ibid., 480) 

Thus, to put it in Keynesian terms, the liquidity preference of the entrepreneur will determine the amount of money he wishes to borrow. Concerning the willingness to lend, one has to go further in Commons’s analysis of the banking system. Here, the following sentence sums up the existence in Commons of what can be called the liquidity preference of the banker:

Hence the banker is not a “manufacturer of credit”. He is a merchant or middleman, buying and selling the “savings” of others […]. It is the merchants’ choice of opportunities which we have previously analyzed as opportunity-cost, or disopportunity-value [that determine the price of loans]. […] [U]pon these […] choices of alternatives depends the solvency, liquidity, or bankruptcy of the banking concern. (Commons 1959, 454) (Italics added)

Therefore, the banking system is concerned with the risk that its loans will not be reimbursed and practices an active asset-management with the aim of making a profit. Thus, a banker has a kind of ‘liquidity preference’ that determines his/her willingness to grant loan. More strictly, one can conclude that the desire to stay liquid matters and influences economic decisions in Commons’s analysis.


Globally, for Commons, the economic system is a continuous process of renewal of debts in which bankers and firms have a leading role because they are engaged in the evaluation of future income streams that could be generated by starting or running an enterprise. The aim of this valuation is to determine the actual market value of what Commons calls “capital”, which is the sum of incorporeal and intangible property rights (Ibid., 452) and which depends on the discounted expectations of future incomes (Ibid., 455). In this process of valuation, the financial market also has an important role. Coupled with the two preceding sectors, its valuation leads to a market price that depends on “the general conditions of prosperity, speculation, depression, bank liquidity, confidence, manipulations of values by insiders, fluctuations in the purchasing power of money, etc.” (Ibid., 455). Let us look at how Commons explains the business cycle with this analytical system.

The business cycle: building on Wicksell

Wicksell made a distinction between the natural rate of interest and the bank rate to explain the business cycle. In his analysis, the natural rate is that which equalizes investment and saving, and it refers to the marginal productivity of capital (the “real rate of capital in production” (Wicksell, 1901b, 205)) or, from the point of view of saving, the marginal productivity of ‘waiting’ (Wicksell, 1901a, 177): 

The rate of interest at which the demand for loans capital and the supply of savings exactly agree, and which more or less corresponds to the expected yield on the newly created capital, will then be the normal or natural real rate. If the prospects of the employment of capital become more promising, demand will increase and will at first exceed supply; interest rates will then rise and stimulate further saving at the same time as the demand from entrepreneurs contracts until a new equilibrium is reached at a slightly higher rate or interest. (Wicksell, 1901b, 193)
Commons takes the framework developed by Wicksell and develops upon it a new approach that is compatible with his economic analysis.

First, he questions the traditional notion that the interest rate is a reward for abstinence (i.e. saving, in the current terminology16) (Ibid., 455). For this purpose, he makes a distinction between savings and the market value of savings that he calls capital. Once issued, the value of the new titles in portfolios evolves with the supply and demand for these titles in an inverse relation vis-à-vis the rate of interest. Thus “savings have a Capital-Value as well as a rate of interest” (Ibid., 455) and they are inversely related: an increase in the interest rate leading to a decrease in the capital value. Interest rate is related to a stock equilibrium and not to a flow equilibrium. 

Then, Commons makes a distinction between what he names the “capital-yield” and the natural rate of interest of Wicksell. The latter depends on the (physical) marginal productivity of capital, whereas the former is a function of the discounted expected monetary incomes of capital. These expectations, as seen above, are a function of expected gross sales and determine the amount of investment. These forecasts are continually influenced by long-term forecasts in the financial market (Commons 1961, 602). Therefore, what Commons uses is not a natural interest rate but a rate of discount that depends on an institutional set-up that “expands or limits production according to the current wise or foolish, hopeful or panicky, judgment of all participants.” (Ibid., 603). The capital yield thus dependents on the intensity of productive and speculative activities. For example, if the majority of financial actors is bullish then financial asset prices increase rapidly and reach high level. Then, capital-yield is low (or decreasing) and indicates an “abundance of investment and speculative activity” (Ibid., 603). The introduction of this variable in Commons’s analysis shows how important are the expectations of profits and capital gains, and the confidence in these expectations. The “state of confidence”, as Keynes names it, is crucial for current economic activity (Commons 1937).

Finally, by comparing the relative positions and evolutions of the bank rate to the capital-yield, Commons provides an explanation of the business cycle that depends on the future views of the economic community. The capital yield is what regulates the development of the capacity of production i.e. the demand for new capital goods (and so production of the capital good sector) by determining the state of affairs and the facility to raise funds (an inflated financial market making it easier to get external funds at low cost). The bank rate fixes the cost of short-term borrowing and influences the intensity of current production. In an optimistic economic environment, the capital-yield is low, so that new securities can be sold at a high price and thus more investments can be implemented. If at the same time, in this optimistic environment, the bank rate is lower than the capital yield, short-term borrowings to finance current production also grow. Then, globally, the amount of labor and working capital employed grow strongly. Now, if the capital yield is low and the bank rate goes above it, the optimistic environment that encourages employing more inputs is counteracted by a higher cost of short-term borrowing so employment level might go down and then wages and prices of materials too. Here, ultimately everything depends on the strength of the optimism, but Commons argues that a bank rate higher than the capital yield has a depressive effect (Ibid., 605).

What is important to see is that the Wicksellian approach adopted by Commons is in fact very different from Wicksell because the former replaces the natural rate as central variable by a “capital yield” that is totally different in its nature. Indeed, it is guided by expectation concerning future monetary incomes. However, it seems that Commons did not understand all the importance of this. Indeed, he continued to make a constant analogy with Wicksell’s natural rate while recognizing that capital yield has nothing to do with it—Wicksell having left out the effects of “change in ‘confidence’ and ‘lack of confidence’” (Ibid., 608) (Italics added). This shows that Commons did not perceive the importance of his method of analysis, which was completely different way of dealing with the business cycle than Wicksell’s.

Keynes’s and Commons’s Analysis Compared

The writings of Commons and Keynes contain many similarities on how money affects the economic system. These similarities are linked both to the Treatise on Money and to the General Theory. In the first book, a circuitist description of the economy is provided, and in the second book the notion of liquidity preference is introduced. In both books, expectations and confidence play an important role.

The Treatise on Money
Once Keynes defined what money is, he turned his analysis toward the use of this money. This led him to introduce the concepts of Industrial Circulation and Financial Circulation,17 by which he means the use of money for the purpose of industry (maintenance of the normal process of production) and finance (exchange and holding of existing titles). Thus, as in Commons, Keynes uses a circuitist analysis: monetary creation must be continuous to compensate for all the leakages (destruction, hoarding, and current account imbalance). The renewal of this money creation permits the continuation of the productive process and the financial circulation. This is clearly a major similarity to Commons.

Another similarity is the importance both authors gave to the behavior of economic actors and their impact on the economic circuit. In the Treatise on Money, Keynes makes the distinction between four sectors: Entrepreneurs, Bank, Household, and Financial Market. All of them behave as a function of their expectations about the future income streams that the economy will be able to provide. These expectations are based on a conventional analysis of the current situation of the economy and its implications for the future. Entrepreneurial, financial, and banking conventions determine the level of investment and of employment. In this process, however, the banking system has the most important role because it is the “first link in the causal consequence […]. By varying the price and quantity of bank credit the banking system governs the value of investment;” (Keynes CW5, 164). Thus, the banking convention determines the amount of advances that is provided to implement the expectation of entrepreneurs. The financial convention is, however, also important and relatively independent of the banking system because in the short-run, the value of asset-price is “largely uncontrolled by any present monetary factors.” (Ibid., 228-229).

This is closely related to the idea that liquidity preference plays an important role in the valuation of capital and financial assets by influencing optimism about expectation of profits, perceived liquidity of this asset, and expectation of capital gain. As shown above, Commons was aware that these elements are crucial for the determination of the natural rate of interest and that this valuation process concerns both productive and speculative activities. 

Finally, one main similarity with Commons is the Wicksellian approach used by Keynes in 1930 to explain the business cycle. However, Keynes in 1930 is less original than Commons. Indeed, he continues to use the notion of a natural rate of interest without linking it to any concrete variables existing in the economy. It is the rate that “balances the resultant effect of a change in the prospective [monetary18] yield of capital goods and a change in the rate of saving.” (Ibid., 183). Commons recognized that this rate is in fact immeasurable (Commons 1961, 603) but he replaced it by something (“capital yield”19) that he considered a good proxy of the natural rate of interest used by Wicksell. However, in doing so, Commons did not recognize the importance of his discovery for a theory of investment. Moreover, in using a Wicksellian analysis, Commons denied one of his more powerful ideas; the idea that the rate of interest is not what equalizes saving and investment—the interest rate not being the remuneration for abstinence. Thus, it is necessary to wait until the General Theory to have a complete logical investigation of two main ideas contained in Commons: the interest rate results from a stock equilibrium, and the capital yield has to be compared with the interest rate to get the volume of investment. 

The General Theory
One of the main contributions of the General Theory is the liquidity-preference theory, and by putting together this theory and the marginal efficiency of capital theory, one gets a complete short-run theory of investment (from which is deduced a theory of employment). The heart of the General Theory is, therefore, the recognition that the interest rate is a monetary phenomenon that results from a stock equilibrium. Here Keynes completely leaves out any practical notion of a natural rate of interest, in the sense that it plays no role in his theory20. It is the equalization of two independent variables21, the mec and the interest rate, that determines the level of investment. A difference between the rate of interest and the mec leads to variations of the level of investment, the mec being the major variable in the determination of this level:

The schedule of the marginal efficiency of capital is of fundamental importance because it is mainly through this factor (much more than through the rate of interest) that expectation of the future influences the present. (Keynes 1964, 143-145) (Italics added)
In the General Theory, therefore, there is a complete theory of a monetary production economy, where the vision of the future greatly influences the actual evolution of the economy. 

If one looks at what Commons wrote in 1934, there are clearly some similarities with the General Theory. Commons deals with a “capital yield” which plays the same role as Keynes’s marginal efficiency of capital and which is influenced by the same factors notably the financial convention. The financial convention is very precarious and can evolve abruptly with very insignificant news. Moreover, Commons is also conscious of the importance of liquidity for the behavior of economic agents. However, Commons remains a prisoner of a Wicksellian analysis, and after having shown that the interest rate is determined by a stock relation, he continues to use the traditional loanable funds theory. Thus, if Commons was able to see that liquidity matters and that interest rate results from a stock equilibrium, he was not able to see the full implication of his discovery. Keynes’s liquidity preference theory was what put these two elements together.

Conclusion

This paper has shown that Keynes and Commons were developing the same theoretical foundations. Both were looking for an analytical system in which money and expectation concerning the future play an essential role in the explanation of the business cycle. This leads them to develop a conception of money that is very similar, both relying on Knapp’s theory of money. Thus, money is a result of the interaction between public and private interests, the State defining what the legal tender is while the private sector develops its own tender (customary tender). In its choice of the legal tender, the State looks at what is going on in the private sector but also at its own interest in addition to the interest of the Nation. On the other side, the private sector puts pressure on the State to change the nature of the means of payment. This interaction between the State and the private sector leads to a conception of money in which private debts play an important role and in which money is completely dematerialized. Money is then defined as the institution that permits defining a common measure in transactions (unit of account) and extinguishing public and private debts (definition of the money-things used as legal and customary tender). 

Via this conception of money, Keynes and Commons tried to develop a theory where money is essential. Both then develop a monetary theory of production where the state of confidence plays an essential role in the short-term dynamic of investment. The more entrepreneurs are confident in their expectation of income streams, the more they will take risks to fulfill this expectation (ratio of indebtedness, amount of funds engaged). The more bankers are confident, the more they accept to manage the asset-side toward the granting of loans. The more confident households are, the less they hoard. Therefore, more generally, the more economic agents are confident, the more they accept buying illiquid assets and so provide funds for investment. 

If Commons was not able to understand the importance of his method of analysis (importance of liquidity coupled with expectations), it is possible to think that he influenced Keynes and contributed to making the latter more confident in his theory of liquidity preference.22
Notes

1. UMKC, Department of Economics, tymoignee@umkc.edu. The author would like to thank L. Randall Wray, James I. Sturgeon, Guiseppe Fontana, John F. Henry, Chris P. Niggle and one referee for their comments.

2. In 1969 around 600 banks did not still give full value for checks drawn on out-of-town accounts (Mayer 2001, 249). Thus, until the late twentieth century, a discount rate was still applied on some transfers between demand deposits.

3. Keynes defines commodity money as “actual units of a particular freely obtainable, non-monopolized commodity which happens to have been chosen for the familiar purposes of money, but the supply of which is governed—like that of any other commodity—by scarcity and cost of production.” (Keynes CW5, 7).

4. More precisely the face value is largely superior to the intrinsic value of the money-thing. The agio is negative to take the terminology of Knapp (1923, 157-177).

5. One has to note that Member Bank Money = Reserves Money + Bank Money. Therefore, this definition of money is not the traditional one (money-things owned by non-banking private agents).

6. In The State Theory of Money was first published in German in 1905. Knapp shows that “money is a creature of law” (Knapp 1924, 1) in the sense that “it is a creation of the legislative activity of the State” (Ibid.: 40), the latter being the “guardian of the law” (Ibid.: 39). Thus, “the impulse comes from the political action of the State” (Ibid.: 40) for the determination of money. “The following general principles remain: (1) The choice of the means of payment is a free act of the States’s authority. (2) The denomination of the means of payment according to new units of value is a free act of the State’s authority (3) The definition of the new unit is also a free act of the State’s authority.” (Ibid.: 24). Stated alternatively, the thing used as chartal (i.e. token) legal tender, the unit of account, the standard of value, and the relation between the unit of account and the standard of value, are all determined by the State. This approach has been developed by other author like Innes (1914) and Wray (1998) who combines the chartalist approach with the functional finance approach developed by Lerner.

7. Commons gives several examples to illustrate his argument. He shows, for example, that at the beginning of the US Civil War, the Congress issued “demand notes” to finance the war. These notes could be used to pay taxes but were not legal tender in private transactions (they could be—and actually were—refused as a means of payment). It was the same for the US notes (greenbacks) until the US Supreme Court changed its mind (Commons 1961, 465). In the US, it is the Supreme Court not the Congress that determines what can ultimately enforce the private contracts. Thus it is possible for conflicts to emerge within the State or hierarchic authority to determine what the legal tender is.

8. Then the monetary system is called a gold standard, or a silver standard, or a wheat standard.

9. As Knapp shows, this is one important reason why the dematerialization is only progressive. “The man in the street” often thinks in a materialistic way so that the intrinsic value of money is what defines its “real” value.

10. Today State money is managed when the State wants to peg its money relative to another currency.

11. Dematerialization means that money does not depend, directly or indirectly, on a commodity i.e. a good that is exchanged in a market and that can be used in the process of production. Here Knapp has a good way to clear the point by showing that a money-thing used as customary or legal tender can be a commodity if its agio is positive (the face value is inferior to the intrinsic value). In this case, it is better to sell the money-thing to get one higher in the pyramid of means of payment. This can be another customary tender, or a legal tender, or the ultimate legal tender (what Knapp calls ‘valuta money’: the money-thing with which the States makes its payments). Valuta money cannot be commodity money because its agio is nil—it is not “transformable” in a more ultimate means of payment. Commodity-money only concerns ‘accessory money’ which can be legal or customary tender depending on the law. Finally, one can say that dematerialization is complete when both the unit of account and the standard of value are nominal. This is the case today when both use the same nominal unit of measurement ($1 is worth $1).

12. The Legal Foundation of the States is, of course, the book where this appears more clearly.

13. See his letter to Commons dated April 26th, 1927 in John R. Commons Papers.

14. The monetary economics of Commons has been studied in greater details by Whalen (1993). In the present paper the analysis is simplified to make it comparable with Keynes’s.

15. The circuitist approach, mainly developed by French and Italian economists, analyzes how money is created, how it circulates and how it is destroyed in a monetary production economy. Money is mainly credit money (or debit money) that is to say an accounting relation between a creditor and a debtor. More precisely, each transaction is at least a triadic relation between a creditor, a debtor and a bank (Graziani (1990)). Thus, the quantity of money changes endogenously with the needs of the economic system. For example, producers need money to start the production process. Then the monetary circuit tracks down the impact of these changes on the balance sheets of different economic sectors (basically households, banking system, and firms). See Lavoie (1992) for details and references.

16. Abstinence is the way to increase savings (i.e. accumulated wealth: stock view). This precision is necessary because Commons does not have a clear way of expressing himself, so sometimes it possible to be confused by what he means by savings.

17. See appendix for a detail definition of the concepts.

18. Contrary to Wicksell, investment is not dependent on marginal productivity of capital but on “attractiveness of investment in terms of money.” (Keynes CW5, 189) (Italics added). Stated alternatively, before investing, entrepreneurs calculate the reward not in term of goods but in term of money.

19. He measured the “capital yield” by taking the weighted average of different securities (private and public bonds, preferred stocks and common stocks). See Commons (1961, 604, chart 16).

20. There is a natural rate for each equilibrium.

21. This independence can be called in question but it is not really a problem.

22. Keynes developed his theory in 1932 and, by at the end of 1933, the liquidity-preference was completely integrated in his framework of analysis (see (Keynes, CW13, 421)). Institutional Economics was published in 1934.
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Appendix: Industrial and financial circulations
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The money supply (current money) is used in three different manners by economic actors (Keynes, CW5, 30-33):

-Cash deposits (or demand or current deposit): deposits used to make regular payments and to cover discrepancies between income and expenditures. They evolve with income perception and current spending.

-Income deposits: they are used for current spending (Ibid., 39)

-Business deposits: They are owned by entrepreneurs to make transactions between firms. 

-Saving deposits (or time deposits): Deposits used, not for current payments, but to make portfolio arbitrages. They depend on their rate of interest, so they are negatively related to the expectations of prices of securities. They can also be used to hoard money in anticipation of a future project or to face unexpected opportunities. Thus there is both a speculative and precautionary motive to hold these deposits.

These stocks are used for different purposes. 

-Income payments: payments of salaries, rents, etc. (Ibid., 39, 41)

-Productive transactions: transactions with other entrepreneurs and to pay for the factors of production (Ibid., 41). 

-Speculative transactions: sales and purchases of property rights over “real capital” (i.e. capital goods or commodities). Shares bought to make capital gains (Ibid., 41, 222).

-Financial transactions: They are used for financial consolidation and funding of debts, and to portfolio arbitrages. “Loan capital” (bonds) issued or exchanged in the market (Ibid., 41, 222).

-Opportunities and planned transactions: speculative and financial transactions expected in the future, and unexpected transactions. Temporary hoarding induced by bearishness (Ibid., 224-25).

-Hoarding: Accumulation of idle money. Hoarding induced by a permanent preference for money over securities. (Ibid., 223).

Industrial circulation is generated by the implementation of the process of production (it depends on the level of current output) ((Ibid., 42, 217-18)., while financial circulation is induced by financial decisions of economic actors (it depends on the intensity of transactions and the degree of bearishness in the financial markets (Ibid., 225).
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