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Abstract. Many Keynesian economists focus their attention on money as a
store of value as a defence from uncertainty. Many others monetary economists,
also quite close to the Keynesian approach in several respects, emphasise the
importance of money as standard of value and means of payment. By drawing
on Hicks’s and Kaldor’s contributions, this paper suggests an approach in which
money is characterized by its two functions of standard of value and means
of payment, which are inherently connected to one another. The role of store
of value, in economies with well developed financial markets, can be normally
played by other assets as liquid and risk-less as money. Therefore, the demand
for liquidity as a defence against uncertainty should be kept distinct from the
demand for money strictly defined.
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1. Introduction
Keynes, in The General Theory, emphasises the function of money as a store of
value. Holding idle money is seen as a defence against uncertainty. This function
of money plays a crucial role in the explanation of why market economies do not
ensure optimal aggregate outcomes, namely they do not ensure the achievement
of full employment.
Many Post Keynesian economists have followed Keynes’s view of money. Many
others, since the publication of The General Theory (Keynes 1973) have criticized
Keynes’s theory and his emphasis on the demand for money as a store of value. In
many cases, the criticism and rejection of Keynes’s theory of money are associated
with a more general critique of his views of the working of the economy as a whole.1
In this paper, however, we concentrate on criticisms of Keynes’s views on money
that were developed by economists who, in several respects, can be regarded as
Date: August 5, 2015.
*A different version of this paper has been presented at 18th Conference of the Research
Network Macroeconomics and Macroeconomic Policies (Berlin, October 30-November 1, 2014).
I would like to thank the participants at the session for their helpful comments. I also wish to
thank S. Bruno and B. Ingrao for their useful comments and suggestions.
1
See, for example, Robertson (1936) and Viner (1936).
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close to the Keynesian tradition. More precisely, the paper looks at the contributions of Hicks and Kaldor, who both downplayed the function of money as a
store of value to emphasise the importance of the functions of money as a means of
payment2 and as unit of account (or standard of value),3 which are seen as closely
connected to one another.
Following Hicks’s and Kaldor’s views, we argue that the necessary conditions
for any instrument to be defined as money are that it plays the role of standard
and means of payment. Such an instrument can also be store of value, but this
function by itself is not sufficient to define it as money.
If money is defined as suggested above, it is possible to deal with the problem
of uncertainty and the demand for a liquid store of value in more general terms
than it is usually done within the Post Keynesian tradition. While in un uncertain
context the ability of agents to hold liquid assets, or the possibility to easily convert
illiquid assets into liquid ones, are crucial aspects, from this it does not follow that
the agents’ liquidity preference necessarily translates itself into demand for money
strictly defined, i.e. the instrument that plays the roles of means of payment and
standard of value.
In an environment characterized by the existence of well developed and sophisticated financial markets there are many other instruments that generally are as liquid and risk-less as money. In such a context, a high liquidity preference amounts
to a high demand for money as a store of value only in particular exceptional
situations.
The paper is organized as follows. Section 2 briefly considers Keynes’s position.
Sections 3 and 4 expound some aspects of Hicks’s and Kaldor’s contributions to
monetary theory. Sections 5 looks at some more recent developments that relate
to Hicks’s and Kaldor’s positions. Section 6 is concerned with the problem of
the demand for liquidity as distinct from the demand for money strictly defined.
Section 7 concludes.
2. Keynes: money as store of value
In The General Theory, Keynes emphasised the role of money as a store of value.
Money kept idle (hoarded), for precautionary or speculative motives, is essentially
seen as a defence against uncertainty. This view is also expounded most clearly and
concisely in Keynes’s rejoinder to Viner’s review of The General Theory (Keynes
1937).
2

Money as means of payment is to be distinguished from money as medium of exchange.
Means of payment is an instrument that settles transactions definitely, i.e. when the seller is left
with no further claim on the buyer. Medium of exchange is any instrument that allows a sale
to take place, but it still leaves the seller with a claim for future payments from the buyer (see
Goodhart 1989, p. 26).
3
Throughout the paper, the terms standard of value and unit of account are used as synonymous, but see Hicks (1989, p. 42) for possible differences between them.
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Wealth is one of the economic variables crucially affected by uncertainty, as its
accumulation is finalised to obtaining results at a relatively distant time in the
future. Uncertainty about the future can induce agents to keep all or a significant
part of their wealth in a liquid form, i.e. in money: ‘The possession of actual
money lulls our disquietude; and the premium which we require to make us part
with money is the measure of the degree of our disquietude.’ (Keynes 1937, p.
216). The rate of interest is the premium to part with money.
Wealth-owners, who decide not to hold their wealth in the form of hoarded
money, have two alternatives between which to choose: lend their money at the
current rate of money-interest or to purchase some capital-asset. In equilibrium,
however, the two alternatives must give the same yield to investors in each of them.
The equalisation of yields is brought about by variations of the prices of capitalassets relatively to the prices of money-loans. Thus, the interest rate, determined
by the supply of money and the economy’s propensity to hoard, affects the prices
of capital-assets which also depend on their expected future yields.
New capital assets can be produced and their production (investment) depends
on the relationship between their cost of production and the prices they are expected to realise. Therefore, ‘It is not surprising that the volume of investment,
thus determined, should fluctuate widely from time to time. For it depends on
two sets of judgments about the future, neither of which rests on an adequate or
secure foundation - on the propensity to hoard and on opinions of the future yield
of capital-assets.’ (Keynes 1937, p. 218).
Keynes had already expressed, in a more elaborated form, the same concepts
in chapter 17 of The General Theory. There, he explained why money ‘rules the
roost’, that is to say why the liquidity premium of money sets a limit to the levels
of output and employment that the economy can realise.
Since the yield of assets is a decreasing function of their quantity, the equilibrium
quantity of all assets is determined by the asset yield that is fixed or highly sticky:
the production of all the other assets will not be pushed beyond the level at which
their yield equals the ‘sticky yield’. Money rules the roost because the interest
rate on it is the most reluctant to decline.
What is not obvious, however, is what is intended by money and why it plays
such a crucial role. Keynes introduces the notions of own-rate of own interest and
own-rate of money-interest of assets, which respectively are
Rio = qi − ci + li
Rim = ai + qi − ci + li
(i = 1, 2, · · · , n)

(1)

where qi is the yield of the i − th asset in terms of itself, ci is the asset’s carrying
cost, li is its liquidity premium (the amount of the asset itself that an agent is
willing to pay for the potential convenience of the power of disposal of the asset)
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and ai is the asset’s appreciation or depreciation in terms of the economy’s unit of
account.
Money (the m − th asset) is characterized by the following properties:
qm
cm
am
lm

=
=
=
=

0
0
0
¯lm > 0

Money is a non-producible asset (it has a zero elasticity of production) and the
yield in terms of itself is nil. Money has also a nil carrying cost. Its appreciation
(depreciation) is nil because is the unit of account. Finally, money has a positive
and constant liquidity premium (it has a zero elasticity of substitution). Therefore,
Ro = Rm = ¯lm
(2)
In equilibrium, it

m
m
m
m
must be Rm = Ri (i = 1, 2, · · · , n; i 6=
¯lm = Rm (i = 1, 2, · · · , n; i 6= m)
i

m), that is to say,

(3)
which means that money ‘rules the roost’: its constant liquidity premium (¯lm )
determines the equilibrium quantities of all the other assets.
Keynes, in chapter 17, refers to money as ‘we know it’ (standard of value, means
of payment and store of value), but for him the role of money could be played by
any asset which has the properties indicated above.4 The functions of standard
and means of payment are not sufficient to give money as we know its crucial role.
This approach to money and his emphasis on liquidity is coherent with Keynes’s
definition of money in The General Theory. Keynes defines what money is in a
‘vague’ way, in the sense that we can define money differently according to the
analytical needs, so that ‘we can draw the line between “money” and “debts”
at whatever point is most convenient for handling a particular problem’ (Keynes
1973, p. 167n). Given a set of assets of varying liquidity, the subset of most liquid
assets is money. In terms of chapter 17, money is the subset of assets for which it
is q = 0, c = 0 and l = ¯l > 0.
Keynes’s analysis of money as outlined above is that to which most Keynesians
and Post Keynesians usually refer. But Keynes’s earlier view of money as expressed
in A Treatise on Money (Keynes 1971), was rather different. His definition of
money in the Treatise is related to the analysis of transactions carried out through
contracts and its functions as standard of value and means of payment take the
centre-stage.
Money of account, namely that in which debts and prices and general
purchasing power are expressed, is the primary concept of a theory of
money. A money of account comes into existence along with debts,
4Other

assets, like land, may have played the same role as money in some historic situations
(Keynes 1973, p. 241).
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which are contracts for deferred payment, and price lists, which are
offers of contracts for sale and purchase. . . . Money itself, namely
that by delivery of which debt contracts and price contracts are
discharged, and in the shape of which a store of general purchasing
power is held, derives its character from its relationship to the money
of account, since the debts and prices must first have been expressed
in terms of the latter . . . Money proper in the full sense of the term
can only exist in relation to a money of account. (Keynes 1971, p.
3)5
It is this view of money that inspires Hicks’s theory of money, which is briefly
considered in the next section.
3. Hicks’s contributions to monetary theory
Hicks’s contributions to monetary theory are many and dating back to the 1930s,
but perhaps his view of money is best expressed in some of his more recent works
in the 1960s (Hicks 1967, pp. 1-60) and in the 1980s (Hicks 1989, pp. 41-90).
Here, we shall refer to these works.
For Hicks, transactions carried out through contracts represent the most general
form of exchange, while spot transactions are a particular case. Any transaction
can be divided into three parts. First, there is the making of a contract between
two parties. A contract is a promise to deliver something at a certain date and a
corresponding promise to pay for what is delivered. The two promises (or deliveries) are the second and third parts of the transaction.6
Money appears in the transaction in two ways: in the formation of the contract,
when the value of the delivery has to be established; in the discharge of the buyer’s
debt. These two roles of money correspond to its functions as standard of value
and as means of payment.
The two functions of money are not independent of one another. A debt in
money cannot be discharged unless money also plays the role of standard of value
(Hicks 1989, p. 43). Money as a standard makes it possible to form price-lists,
in which the values of commodities are reduced to a common measure. Any instrument that is the standard of value and means of payment can also have the
function of store of value. Any instrument that is a store of value but does not
have the other two functions is not money (Hicks 1967, p. 17).
5It

is the state that enforces the delivery of contracts and establishes which instrument must
be used to discharge them: ‘Now by the mention of contracts and offers, we have introduced law
or custom, by which they are enforceable; that is to say, we have introduced the State or the
community. Furthermore it is a peculiar characteristic of money contracts that it is the State
or community not only which enforces delivery, but also which decides what it is that must be
delivered as a lawful or customary discharge of a contract which has been concluded in terms of
the money of account.’ (Keynes 1971, p. 4).
6In spot transactions all happens simultaneously.
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Although money can occasionally be a store of value, this is not a distinct
property of its. Any durable and resalable good can be store of value and it
cannot be argued, as Keynes did, that money is the best store of value because it
is perfectly liquid. In fact, liquidity can be defined only in terms of exchangeability
for money and, therefore, ‘to define money as an asset with perfect liquidity is to
argue in a circle. It is the other functions of money which are intrinsic; the liquidity
property follows from them.’ (Hicks 1989, p. 42).
Money as a store of value can be dealt with by distinguishing non-voluntary and
voluntary demand for money. Non-voluntary demand is the demand for money as a
means of payment to carry out transactions (to settle contracts), even though this
sort of demand does not conform to the usual notion of demand. In the economy,
there is always a certain amount of money in circulation to effect transactions, but
it cannot be said that this implies a demand for money (demand for transactions
purposes) in the same sense as the voluntary demand for commodities. The amount
of money in circulation ‘would depend upon the pattern of transactions conducted,
not upon any individual decisions, not even upon any aggregate of individual
decisions’ (Hicks 1967, pp. 14-15).
The total stock of money in the economy, however, is explained only by transactions. Part of the existing stock of money must be attributed to voluntary holding
(Hicks 1967, p. 15) This is the demand for money as a store of value, which Hicks
relates to Keynes’s precautionary and speculative motives. Hicks’s treatment of
money as store of value relates to the theory of portfolio choice developed by Tobin (1958).7 Investors choose the portfolio that maximises its yield. If they are
risk-averse, their portfolio may contain a certain amount of money (Hicks 1967,
pp. 17-27).
Hicks, however, does not conclude that in the agents’ portfolio there must always
be a certain amount of money.
Keynes, I think, believed that it was always (or merely always) the
case–in an economy with developed financial markets–that there
would be some money being held for a speculative motive (. . . )
[R]isk aversion may induce the investor to hold some non-interest
bearing money in his portfolio (. . . ) but nothing has been said which
would lead us to suppose that he must do so, unless he is feeling in
a very poor state. (Hicks 1967, p. 46)
In other words, agents normally protect themselves from risk and uncertainty in
ways different from holding idle money strictly defined. As we shall see later on
in section 5, most contemporary views of the possible role of money as a store of
value are similar to Hicks’s.8
7But

see also Hicks’ 1935 article on the simplification of the theory of money (Hicks 1967, pp.
61-82).
8Also Viner (1936, pp. 155-6) had already pointed out that liquidity preference can be satisfied
by other assets than money.
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4. Kaldor: the importance of money as standard of value
Kaldor criticises Keynes’s approach to money and the rate of interest in The
General Theory.9 The analytical foundations of Kaldor’s position can be found
in his 1939 article on speculation (Kaldor 1960c) and the appendix to it, which
was published only in 1960 (Kaldor 1960b). Here it is not possible to look at
Kaldor’s analysis of speculation in any detail;10 it will suffice to recall that Kaldor
abandoned the traditional Keynesian hypothesis that the alternative to speculative
commitments is the holding of money (the speculative demand for money). In his
analysis, when speculators want to become more liquid they shift from the holding
of long-term securities to the holding of shorter-term more liquid securities and
not to money.11
A change in the expected or current (long-term) rate of interest can induce
speculators to sell their long-term investments and to hold more liquid assets,
but ‘there is no reason to expect, in normal circumstances at any rate, that the
substitution will be in favour of cash. “Idle balances”–i.e. that part of short-term
holding which the owner does not require for transaction purposes–can be kept in
forms such as savings deposits, which offer the same advantages as cash (as far
as the preservation of capital value is concerned) and yield a return in addition.’
(Kaldor 1960a, p. 39n).12
In the appendix to the article on speculation, Kaldor criticises chapter 17 of The
General Theory. He rejects, in particular, the idea that other assets than the one
which is the standard of value can rule the roost. Kaldor focuses on the own-rates
of money-interest of the assets. A crucial difference with respect to Keynes is
that Kaldor uses the notion of marginal risk premium (r) of assets instead of their
liquidity premium (l). Therefore, the i − th asset’s own-rate of money-interest is
Rim = ai + qi − ci − ri
i = 1, 2, · · · , n

(4)

where ri is the i − th asset’s marginal risk premium, which is a deduction from ‘the
yield of those assets which, on account of the uncertainty of future value (or return)
9For

Kaldor, Keynes in The General Theory, had thrown in his theory of the interest rate as an
‘afterthought’ because, once it was established that the equality between saving and investment
is ensured by variation in the level of income, it was necessary to explain the interest rate in
some way not to leave it ‘in the air’ (Kaldor 1989).
10See Sardoni (2007) for a detailed exposition of Kaldor’s theory of speculation as developed
in the 1930s.
11Kaldor’s considerations on the speculators’ behaviour are made within the context of his
analysis of the long-term rate of interest and its relation to the short-term rate. Kaldor ’s theory
of the long-term rate of interest is largely inspired by Hicks, for whom the long-term rate of
interest is an average of forward short-term rates of interest (Hicks 1939, pp. 141-52).
12Kaldor made this point clearer later on in 1960; see Kaldor (1960a, pp. 4-5n).
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in terms of money, or on account of their marketability, carry a risk premium for
which this yield must compensate’ (Kaldor 1960b, p. 60).
For money (the m − th asset), the advantage to use r instead of l is that in
this way it is possible to draw a clear-cut distinction between the liquidity and
the ‘convenience yield’ of money. The convenience yield of money (denoted by
qm ) derives from the fact that exchanges are made in money and, hence, it is
convenient to hold a certain amount of it (Kaldor 1960b, pp. 61-2).13
The money-rate of money-interest rate is
m
Rm
= qm

(5)

because it is am = 0 (the standard of value cannot appreciate or depreciate in
terms of itself ), rm = 0 (there is no uncertainty about the future price of money
and it is perfectly marketable), cm = 0 (the carrying cost is negligible).
In equilibrium, the assets’ own-rates of money-interest must be all equal and, in
particular, it must be
m
Rm
= Rbm
(6)
where Rbm is the interest rate of short-term bills (the b − th asset), which are the
nearest substitute for money.
Short-term bills have a small risk premium rb (fairly insensitive to their quantity)
and their carrying cost can be assumed to be nil. Finally, short-term bills have
also a negligible or nil expected price change. Therefore, Rb = qb − rb and (6)
reduces to
q m = q b − rb
(7)
rb sets the lower limit to the bill-rate of interest. When the marginal convenience
yield of money, qm , falls to zero,14 the bill-own rate of interest (qb ) reduces to rb .
We can now turn to the discussion of why money rules the roost. If it is assumed
that the expected price of reproducible assets is given by their long-period supply
prices (their normal prices), an asset is produced only when its current price is
higher than its supply price, i.e., when a is positive. When, for an asset, a = 0,
its current price is equal to its expected price (its normal price) and, hence, the
marginal efficiency of the asset,15 its own-rate of own-interest and its own-rate of
money-interest are all equal.
In this framework, the general level of the own-rates of money-interest is set by
the greatest of the own-rates of own-interest among those assets whose own-rate
of money-interest (Rim ) cannot vary with respect to their own-rate of own-interest
13Instead,

if Keynes’s method is followed, the two attributes of money become inseparable,
although liquidity is comparative while convenience is not.
14Because the amount of money in circulation exceeds the level at which its convenience yield
reaches zero. In other words, there is an excess supply of money, which is demanded only to
make transactions.
15The marginal efficiency of an asset is defined by Kaldor as the relationship of its future
return to its present cost of production, i.e., its long-period supply price (Kaldor 1960b, p. 59).
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(qi − ci − ri ). The only asset with such a characteristic is money because it is
the standard of value (am = 0): ‘all assets other than money can adjust their
own-rates of money-interest to that of money by a variation of their current price
in terms of money; while the money-rate of money-interest can only be changed
by varying money’s own-rate of own-interest’ (Kaldor 1960b, p. 70).
The current money-rate of money-interest rate can change only if the current
money’s own-rate of own-interest changes. This, for Kaldor, could happen if the
stock of money in circulation changes and affects qm . In Kaldor’s analysis it
is the central bank that determines qm by controlling the quantity of money in
circulation. Therefore, the central bank controls the short-term interest rate as
expressed in (7).
From the analysis above it follows that if there existed an asset other than money
whose yield is sticky with respect to its level of production, it could not play the
same role as money (the standard of value). The price in terms of money of such
an asset, in fact, would vary and, consequently, its own money-interest rate would
vary relatively to its own rate of own-interest. In particular, if the price of such
asset rises, its money-interest rate falls relatively to its own-rate of interest and
this would ‘thereby lower the standard to which the own-rates of interest of other
assets must conform’ (Kaldor 1960b, p. 71).16
Thus, in conclusion, for Kaldor the yield of money (qm ), which is demanded
only for transactions, rules the roost because money is the economy’s standard of
value, not because of any other special property.
5. Some more recent developments
Hicks’s and Kaldor’s ideas that the demand for highly liquid assets does not
generally imply to demand money strictly defined and that the role of money
as standard of value is crucial have been followed, even though not necessarily
explicitly, by a number of economists.
Recent analyses of the demand for money as a store of value and, in particular,
the speculative demand are close to Hicks’s position. In modern financial markets,
the speculative demand for money plays a lesser, if any, role. In contemporary
macroeconomics, the speculative demand for money has virtually disappeared.
16The

analysis above is conducted by taking the assets’ long-period supply prices as their
expected prices, which amounts to assume that price expectations are inelastic. The picture
changes if expectations are assumed to be elastic. In this case, when the current price of an
asset varies, its expected price varies as well, so that the asset’s rate of money-interest does not
necessarily decrease with respect to its own-rate of own-interest. However, the increase in the
asset’s money price would reduce its own-rate of own-interest: if the asset’s yield is fixed in
money terms, the increase in its price reduces its yield in terms of itself. The exception is when
there is an asset whose yield is fixed in terms of itself. Such a case, however, for Kaldor is very
unlikely. Moreover, to assume that an asset’s yield is fixed in terms of itself basically amounts
to assuming that such asset is the economy’s standard of value.
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This may be partly due to the definitive departure of much contemporary mainstream macroeconomics from its Keynesian origins, but also because the speculative demand for money is commonly seen as an obsolete notion in the context of
modern monetary economies.
Innovation has produced complex and sophisticated monetary and financial markets, in which there exist several instruments that are as liquid and risk-less as
money. Chang et al. (1983, pp. 421-2), for example, state that ‘if money market
instruments are explicitly incorporated in a portfolio model, the demand for money
as a buffer against interest risk vanishes.’ Blanchard and Fischer (1989, p. 154)
hold that money as a store of value is dominated by many other assets. Handa
(2000, p. 121) has expressed the same viewpoint: ‘in economies with a variety of
risk-less assets (. . . ) the speculative demand for M1 (. . . ) would be non-existent
or confined to those individuals who do not have access to other risk-less assets at
a low enough cost.’ Also Holmström and Tirole (2011), who look at firms’ demand
for liquidity, do not reduce it to demand for money. For them, the firms’ demand
for liquid assets essentially is the demand for assets which can be easily sold.
Also the importance of money as a standard of value has been emphasised in
a recent debate on the possibility to implement effective monetary policies in a
highly sophisticated financial environment.17 The debate relates to a more general
concern about the future of money and the possibility that it is displaced by other
instruments made available by financial innovation.
Woodford has taken the position that, even if innovations should lead to a
situation in which the banks’ demand for reserves (base money) at the central
bank can fall to zero, central banks are still able to determine a (short-term)
interest rate that affects the whole constellation of interest rates. The basic reason
why it is so is that the central banks’ liability is the economy’s unit of account.
Woodford considers an extreme case in which commercial banks do not have to
clear through the central bank’s settlement balances (i.e. demand reserves with
the central bank), but can adopt different systems of clearing. Financial (and
technological) innovation makes available to banks overnight investments that are
as risk-less as reserves at the central bank.
This, however, does not mean that the central bank is unable to determine the
level of overnight interest rates. The central bank can still influence the economy’s interest rates if it pays an interest on the commercial banks’ reserves with
it. The banks’ demand for reserves with the central bank would be nil at any
overnight interest rate higher than the settlement cash rate (the rate on reserves)
and horizontal at any rate equal to or lower than the settlement cash rate. Therefore, if the central bank changes its rate, the market rate has to change as well,
17The

debate was originated by an article of Friedman (1999) on the effects of financial and
technological innovations on monetary policy, followed the next year by a symposium on the
future of monetary policy in the same journal, with a contribution by Woodford (2000) and a
rejoinder by Friedman (2000).
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because otherwise there would be an excess demand (supply) for market liquid
assets, eliminated by arbitrage (Woodford 2000).
The central bank is always able to fix the interest rate on its liability because
there is no inherent equilibrium value for a fiat unit of account like the ‘dollar’
(the central bank’s liability), unless a particular value is determined through the
monetary policy commitments of the central bank itself. The value of a dollar
deposit with the central bank cannot be anything other than a dollar. This is
not true of instruments issued by private financial institutions, which can offer
liabilities that promise to pay a certain amount of dollars in the future but must
accept the market’s present evaluation of such liabilities.18
In other words, the central bank’s ability to do so does not depend on the fact
that there do not exist close substitutes for its liabilities, but on the special nature
of such liability: ‘The special feature of central banks, then, is that they are entities
the liabilities of which happen to be used to define the unit of account in a wide
range of contracts that other people exchange with one another’ (Woodford 2000,
p. 258).19
6. Uncertainty, money and liquidity preference
For many economists, money essentially is standard of value and means of payment, whereas the Keynesian approach focuses on the function of money as a store
of value. The Keynesian focus is on the demand for idle money because uncertainty
crucially characterises the environment in which decisions must be made.
Regarding money as a means of payment does not necessarily imply to downplay
uncertainty and its relation to money. Although some of those who underline the
function of money as a means of payment actually hold that uncertainty has little
to do with money (see, e.g., Parguez and Seccareccia 2000), many argue that, in
fact, the use of money to carry out and settle transactions is indissolubly connected
to uncertainty. In a world of perfect certainty there would be no need for money
(see, e.g., Goodhart 1989). However, it must be pointed out that the way in which
the connection between money and uncertainty enters the picture is different from
the way it does in the Keynesian approach.
For Post Keynesians, money essentially is a defence from uncertainty because it
allows agents to avoid, or postpone, their commitments to purchase illiquid assets
with higher expected yields but riskier; in particular, it allows firms to defer their
most crucial decisions, i.e. investment. In so far as attention is focused on money
as means of payment, it is difficult to look at money in the Keynesian way.
18Even

if these liabilities were not perfect substitutes for other financial instruments, private
financial institutions could not determine both the value and the nominal yield of their liabilities,
whereas the central bank can determine both the value of its settlement balances in existence
and the nominal yield on those balances.
19See also Woodford (2003, pp. 31-7) and Sardoni (2008) for a more detailed exposition of
this debate on monetary policy.
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Thus, we are left with a theoretical dilemma. The approach to money which
emphasises the functions of money as standard of value and means of payment has
the merit to provide a simpler and more straightforward analytical context in which
money is clearly defined and plays roles that can be played only by it. At the same
time, espousing this approach might imply the risk to downplay the importance
of decision-making in an uncertain environment. The way out from this difficulty
consists in separating the notion of demand for (idle) money from the notion of
demand for liquidity, or liquidity preference, as a defence from uncertainty.
The need for liquidity, in economies with well developed financial institutions,
can be satisfied by purchasing other assets rather than money strictly defined.
But the problem of the agents’ liquidity preference needs to be considered also at
a more general level, in which a high liquidity preference manifests itself in the
form of abstaining from spending altogether. Also in this case, a high liquidity
preference does not imply a high demand for money.
The crucial spending decisions in capitalist economies are those made by firms.
A high degree of uncertainty, as well as a low state of confidence, can induce
firms, not to make investment for future production or to produce less than they
could. In these cases, it can be said that firms have a high liquidity preference
or, more correctly, that they are highly illiquidity-averse. Anyhow, the firms’
‘prudent’ attitude toward the future does not translate itself into a higher demand
for money, but the other way around.
If firms need external financing to carry out their activities and they decide not
to invest or to produce less than they can, their demand for money (as a means
of payment) declines. In modern market economies, production and investment
decisions imply, first of all, an increase in the demand for credit, i.e. in the demand
for money as a means of payment. Banks create money through lending and the
quantity of money in circulation increases.
Banks can certainly decide not to lend, or to lend to a smaller extent than that
the economy as whole requires. In this sense banks can decide not to become
less liquid, but this does not mean that their demand for money, in the form of
larger reserves, is high. They simply do not create all the money demanded by
the economy. On the other hand, banks’ decisions not to lend (to remain liquid)
cannot be assimilated to decisions to keep the public’s resources liquid as this would
amount to regard banks only as mere intermediaries rather than institutions which
create money.20

20McLeay

et al. (2014, p. 15) correctly point out: ‘when households choose to save more
money in bank accounts, those deposits come simply at the expense of deposits that would have
otherwise gone to companies in payment for goods and services. Saving does not by itself increase
the deposits or funds available for banks to lend. Indeed, viewing banks simply as intermediaries
ignores the fact that, in reality in the modern economy, commercial banks are the creators of
deposit money.’
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If, on the other hand, firms own internal funds that can be used to finance
investment and/or production but they decide to abstain from spending to transform their resources into an illiquid form, also in this case there is no additional
demand for money strictly defined.21
Finally, the problem of firms’s preference for liquidity can be dealt with also
from a different perspective, chosen also by Keynes himself in chapter 12 of The
General Theory. In an uncertain context firms have to make irrevocable decisions.
This is always true, but modern economies with well organized financial markets
offer the possibility to render such decisions ‘less’ irrevocable, differently from
what was the case in the past. Thanks to the existence of well developed financial
markets, it is possible to revert decisions to become illiquid at any time in the
future (Keynes 1973, pp. 150-1).22 In other words, the existence of well developed
financial markets makes investment, so to say, less illiquid. Also from this point
of view, liquidity preference in an uncertain environment can be satisfied by the
existence of organized financial markets.
We can conclude this section by pointing out that all the considerations above
about the demand for money and liquidity do not necessarily imply that a high
demand for liquidity is never satisfied by holding money strictly defined. The idea
that the demand for money strictly defined as store of value tends to vanish in
sophisticated economies is a valid conclusion in normal situations, that is to say
situations in which the economic environment is relatively stable and functioning
in an orderly way. But it is necessary to contemplate also critical situations, in
which the demand for liquidity might be satisfied only by holding money strictly
defined.
There can arise situations in which the agents demand money strictly defined
rather than other instruments. Such situations occur when the degree of confidence
and trust in the economy declines drastically. Severe economic shocks that lead to
a general crisis are situations in which the demand for money strictly defined can
be not only positive but significantly large.
In such situations agents trust only, or almost only, money strictly defined, in
the form of the central bank’s liability or banks’ demand deposits, because it is
guaranteed by the state directly or indirectly.23 Money is seen by the economy as
the instrument that can be trusted most.

21Parguez

and Seccareccia (2000, p. 118) point out that the analytical picture does not
significantly change if firms use internal funds to finance their investment: ‘the internal generation
of finance via business profits is merely the macroeconomic outcome of the new indebtedness of
other agents in a monetary economy.’
22As well known, and eloquently illustrated by Keynes (1973, pp. 151-164), this possibility to
alleviate the negative effects of uncertainty on investment and/or production also gives rise to
highly speculative and unstable financial markets. An aspect that cannot be considered here.
23For example, through mandatory insurance on bank deposits.
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Moreover, the crisis affecting an economy can be so severe that not even the
national money is trusted by agents, who thus switch to an alternative one. Phenomena of hyperinflation and/or social and economic turmoil, that lead to the
adoption of a foreign currency as the economy’s means of payment and unit of
account (e.g. cases of dollarisation) are obvious examples. Thus, in conclusion,
the demand for money strictly defined as a store of value should be dealt with by
distinguishing between two states of the economy: tranquil and disturbed states.
7. Conclusion
Many Keynesians and Post Keynesians emphasise the function of money as store
of value, which they regard as crucial in economies characterized by uncertainty.
Important economists such as Hicks and Kaldor, instead, have pointed out the
importance of money as standard of value and means of payment. For Hicks, the
money’s functions of standard and means of payment are strictly connected to
one another. A certain instrument can be means of payment and allow the final
settlement of contracts because it is also the economy’s standard of value. Kaldor
argues that money ‘rules the roost’ not because of some special properties but
because it is the economy’s standard of value.
At the same time, both Hicks and Kaldor hold that the role of store of value can
be played also by other assets. The instrument that plays the two fundamental
roles of standard and means of payment, denoted as money strictly defined, generally is not demanded by agents to defend themselves from uncertainty. In modern
economies with well developed financial markets, there exist other instruments
that normally are as safe and liquid as money. Only in some critical situations,
can the demand for liquidity reduce to demand for money strictly defined.
It might seem, however, that the difference between Keynes’s and other views of
money is less significant than it appears. For Keynes, money is a ‘vague’ notion, in
the sense that we can define money differently according to the analytical needs.
Given a set of assets of varying liquidity, the subset of highly liquid assets can have
different dimensions. In this context, therefore, to say, for example, that speculators demand money does not necessarily mean that they hold cash or demand
deposits with banks (M1 ).
In our opinion, such a reconciliation is more apparent than real. The assets
contained in the ‘liquid subset’ do not have all the same attributes. Not all the
liquid assets function as standard of value and means of payment. To put under
the same cover both money strictly defined and highly liquid assets is not only
‘vague’ but also potentially misleading when dealing with uncertainty and liquidity
preference. As we saw, a high liquidity preference can determine a decline rather
than an increase in the demand for money strictly defined.
The way out, then, is to abandon definitely the idea that the agents’ demand for
liquidity is generally satisfied by money strictly defined. In this way, the analysis
of money can concentrate on its fundamental roles in the process of production
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and circulation of goods, while the analysis of decision-making in an uncertain
context can be carried out at a different level by adopting a more general notion
of liquidity preference as a defence from uncertainty.
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