


Classical Theory of Interest
According to the classical theory, interest is the 
price paid for saving of capital.Like the value of 
other things, the price of saving is determined by 
its demand for and supply of savings. Let us 
consider the demand and supply sides 
separately.

Demand Side:
Demand for capital comes mostly from 
businesses. There are, of course, some people 
who borrow for purposes of consumption, 
litigation or religious or social ceremonies. But 
most of the capital is demanded today by 
entrepreneurs who use it for productive 
purposes. They will in no case pay for its services 
at a rate higher than its productivity at the 
margin.



Productivity goes on diminishing as more and 
more capital is employed in an industry. The 
borrower compares the prevailing rate of interest 
with the marginal productivity of capital, i.e., the 
amount added to the total output by the use of 
the last installment of capital. He stops where he 
feels the productivity to be equal to the interest 
paid. He will not pay more than the worth of 
capital to him at the margin.
When the rate falls, it becomes worthwhile to use 
capital in occupations of lower productivity. Thus 
demand for it expands. All this is true of 
borrowers as a whole too. Thus, it is clear that 
demand curve for capital (or demand for savings 
to buy the capital) will slope downwards towards 
the right



Supply Side:
According to the classical theory, the money which is 
to be used for purchasing capital goods is made 
available by those who save from their current 
income. By postponing consumption of a part of their 
income, they release resources for production. 
Savings involve the element of waiting for the future 
enjoyment of savings.

Equilibrium between Demand and Supply:
The rate of interest is determined by the interaction 
of the forces of demand for capital (or investment) 
and the supply of savings. The rate of interest at 
which the demand for capital (or demand for savings 
to invest in capital goods) and the supply of savings 
are in equilibrium, will be the rate determined in the 
market. The way in which the rate of interest is 
determined by demand for investment and supply of 
savings





Criticisms of the Classical Theory of Interest:
The ‘pure’ or the real theory of interest of the classicals, as 

enunciated by Marshall and Pigou, has been severely criticised by 
Keynes.

(1) Income not Constant but Variable:One of the serious defects of 
the classical theory is that it assumes the level of income to be 
given, and regards interest as an equilibrating mechanism 
between the demand for investible funds and the supply of funds 
through savings. According to Keynes, income is a variable and 
not a constant and the equality between saving and investment is 
brought about by changes in income and not by variations in the 
rate of interest.

(2) Saving-Investment Schedules not Independent:
In this theory the two determinants of interest rate, the demand 
and supply curves of saving are treated as independent of one 
another. It means that if there is change in demand, the demand 
curve for savings can shift up or below the I curve without 
causing a change in the supply curve.
But according to Keynes, the two curves are not independent of 
one another. If, for instance, an invention shifts the investment 
curve upward, income will rise and it will lead to higher savings 
and thus shift the supply curve too. Similarly, a shift in the 
supply curve will bring a change in the demand curve.



 (3) Neglects the Effects of Investment on Income:
 The classical theory neglects the effect of investment on the level of income. A rise 

in the rate of interest, for instance, will bring a decline in investment by making it 
less profitable. This will mean decline in output, employment and income. The 
latter will, in turn, lead to reduced savings, a fact contrary to the classical 
assertion that saving is a direct function of the rate of interest.

 On the other hand, a low rate of interest encourages investment activity, increases 
output, employment, income and savings. But Keynes does not believe that 
investment depends on the rate of interest. It depends on the marginal efficiency 
of capital. Even if the rate of interest were to fall to zero, Keynes argues, 
investment will not take place if business expectations for profits are at a low 
level, as is the case in depression.

 (4) Indeterminate Theory:
 Since savings depend upon the level of income, it is not possible to know the rate 

of interest unless the income level is known beforehand. And the income level 
itself cannot be known without already knowing the rate of interest.

 A lower rate of interest will increase investment, output, employment, income and 
savings. So, for each income level a separate saving curve will have to be drawn. 
This is all circular reasoning and offers no solution to the problem of interest. 
That is why Keynes characterised the classical theory of interest as indeterminate.

 (5) Neglects Other Sources of Savings:
 The pro-pounders of this theory include savings out of current income in the 

supply schedule of savings which makes it inadequate. Considering the supply of 
capital to be inters elastic, people might lend their past savings with the rise in the 
rate of interest and so increase the supply of capital.

 Similarly, bank credit is an important source of the supply of capital. Banks lend 
more during periods of slow business activity. The classical theory remains 
incomplete when it neglects these factors in the supply schedule of capital.



(6) Unrealistic Assumption of Full Employment:
The classical theory is based on the unrealistic assumption 
of full employment. In a fully employed economy interest 
as a reward for saving waiting or abstinence is necessary 
to induce people to save. But according to Keynes, 
underemployment and not full employment is the rule and 
where resources are unemployed, interest is not 
essentially an inducement to savings.

(7) Neglects Monetary Factors:
The classical theory is a pure or real theory of interest 
which takes into consideration the real factors like the 
time preference and the marginal productivity of capital. It 
completely neglects the influence of monetary factors on 
the determination of the rate of interest.
The classical economists regarded money as a veil, a 
medium of exchange over goods and services. They failed 
to consider it as a store of value. Keynes, on the other 
hand, laid emphasis on explaining the determination of 
the rate of interest as a monetary phenomenon.



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



Demand for Loanable Funds:
Loanable funds theory differs from the 
classical theory in the explanation of demand 
for loanable funds.

According to this theory demand for 
loanable funds arises for the following three 
purposes viz.; Investment, hoarding 
andConsumption:

1. Investment (I): Main source of demand for 
loanable fund is the demand for investment 
on the part of firm. Lower the rate of 
interest greater will be the demand for 
loanable fund.



 Hoarding : Demand is made by those people 
who want to hoard it. At low rate of interest , 
demand for loanable fund is high and vice –
versa.

 Consumption:When consumption expenditure 
exceeds income, people have to borrow 
money.Ordinarily , there will bemore demand 
at low rate of interest.

 Demand for Loanable Funds = I+C+H



Supply of Loanable Funds:

1. Savings (S):

Savings constitute the most important source 
of the supply of loanable funds. Savings is the 
difference between the income and 
expenditure. Since, income is assumed to 
remain unchanged, so the amount of savings 
varies with the rate of interest. Individuals as 
well as business firms will save more at a 
higher rate of interest and vice-versa.



2. Dishoarding (DH):
 Dishoarding is another important source of the 

supply of loanable funds. Generally, individuals 
may dishoard money from the past hoardings at 
a higher rate of interest. Thus, at a higher 
interest rate, idle cash balances of the past 
become the active balances at present and 
become available for investment. If the rate of 
interest is low dishoarding would be negligible.

3. Disinvestment (DI):
Disinvestment occurs when the existing stock of 
capital is allowed to wear out without being 
replaced by new capital equipment. 
Disinvestment will be high when the present 
interest rate provides better returns in 
comparison to present earnings. Thus, high rate 
of interest leads to higher disinvestment and so 
on.



4. Bank Money (BM):

Banking system constitutes another source of the 
supply of loanable funds. The banks advance 
loans to the businessmen through the process of 
credit creation. The money created by the banks 
adds to the supply of loanable funds.

Determination of Rate of Interest:

According to loanable funds theory, equilibrium 
rate of interest is that which brings equality 
between the demand for and supply of loanable
funds. In other words, equilibrium interest rate is 
determined at a point where the demand for 
loanable funds curve intersects the supply curve 
of loanable funds. It can be shown with the help 
of a Figure .



The rate of interest is determined at the point of intersection 
of the two curves—the supply of loanable funds curve (SL) and 
the demand for loanable funds curve, DL. Fig. shows that the 
equilibrium rate of interest is EM; at this rate, the demand for 
loanable funds is equal to the supply of loanable funds i.e. OM.



Criticism:

Although, loanable funds theory is superior to 
classical theory, yet, critics have criticized it on 
the following grounds:

1. Full Employment:
Keynes opined that loanable funds theory is based on the 

unrealistic assumption of full employment. As such, this 
theory also suffers from the defects as the classical 
theory does.

2. Indeterminate:

Like classical theory, loanable funds theory is 
also indeterminate. This theory assumes that 
savings and income both are independent. But 
savings depend on income. As the income 
changes savings also change and so does the 
supply of loanable funds.



3. Impracticable:
This theory assumes savings, hoarding, investment etc. to 
be related to interest rate. But in actual practice 
investment is not only affected by interest rate but also by 
the marginal efficiency of capital whose affect has been 
ignored.

4. Unsatisfactory Integration of Real and Monetary Factors:
This theory makes an attempt to integrate the monetary as 
well as real factors as the determinants of interest rate. 
But, the critics have maintained that these factors cannot 
be integrated in the form of the schedule as is evident 
from the frame work of this theory.

5. Constancy of National Income:
Loanable funds theory rests on the assumption that the 
level of national income remains unchanged. In reality, due 
to the change in investment, income level also changes 
accordingly.


