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BLOCK 3 THEORY OF MONEY

In this unit we threw light on various theories of money and its demand.

Unit 1 is about the classical approaches to demand for money. It deals with quantity theory approach and liquidity preference in detail followed by demand for money and its various types. Money supply and aggregate demand determinants are discussed and ISLM model is explained with suitable examples.

Unit 2 focuses on post Keynesian theories of demand for money. 2 Patinkin’s real balance effect is discussed first with Baumol and Tobin’s model. Followed by this Friedman and the modern quantity theory was explained. Crisis in Keynesianism is explained with the Keynesianism revival.
UNIT 1

CLASSICAL APPROACHES TO DEMAND FOR MONEY
Objectives

After completing this unit, you should be able to:

· Understand the basic theories of money

· Become aware of the quantity theory of money and its various attributes

· Know the liquidity preference and demand for money of various kinds

· Describe the ISLM model and its implications

Structure

1.1 Introduction 

1.2 Quantity theory approach

1.3 Liquidity preference 

1.4 Demand for money

1.5 Money supply and aggregate demand determinants

1.6 ISLM model

1.7 Summary

1.8 Further readings

1.1 INTRODUCTION

The demand for money is the desired holding of money balances in the form of cash or bank deposits. Money is dominated as store of value by interest-bearing assets. However, money is necessary to carry out transactions, or in other words, it provides liquidity. This creates a trade-off between holding money versus holding other assets. The demand for money is a result of this trade-off regarding the form in which a person's wealth should be held. In macroeconomics motivations for holding one's wealth in the form of money can roughly be divided into the transaction motive and the asset motive. These can be further subdivided into more micro economically founded motivations for holding money.

Generally, demand for money increases with the level of nominal output (price level times real output) and decreases with the nominal interest rate. The demand for real balances is defined as the amount of money demanded divided by the price level. For a given money supply the locus of income-interest rate pairs at which money demand equals money supply determines the LM curve.

The magnitude of volatility of money demand has crucial implications for the optimal way in which a Central Bank should carry out monetary policy and its choice of a nominal anchor.

Conditions under which the LM curve is flat, so that changes in money supply have no stimulatory effect (a liquidity trap) play an important role in Keynesian theory.

A typical money-demand function may be written as

Md = P * L(R,Y)
where Md is amount of money demanded, P is the price level, R is the nominal interest rate and Y is real output. An alternate name for a term such as L(R,Y) is the liquidity preference function.

In this unit we will discuss the classical approaches to demand for money.

1.2 quantity theory approach

The concept of the Quantity Theory of Money (QTM) began in the 16th century. As gold and silver inflows from the Americas into Europe were being minted into coins, there was a resulting rise in inflation. This led economist Henry Thornton in 1802 to assume that more money equals more inflation and that an increase in money supply does not necessarily mean an increase in economic output. Here we look at the assumptions and calculations underlying the QTM, as well as its relationship to monetarism and ways the theory has been challenged. 

In monetary economics, the quantity theory of money is the theory that money supply has a direct, positive relationship with the price level.

The theory was challenged by Keynesian economics, but updated and reinvigorated by the monetarist school of economics. While mainstream economists agree that the quantity theory holds true in the long-run, there is still disagreement about its applicability in the short-run. Critics of the theory argue that money velocity is not stable and, in the short-run, prices are sticky, so the direct relationship between money supply and price level does not hold.

Alternative theories include the real bills doctrine and the more recent fiscal theory of the price level.

1.2.1 Origins and development of the quantity theory
The quantity theory descends from Copernicus, followers of the School of Salamanca, Jean Bodin, , and various others who noted the increase in prices following the import of gold and silver, used in the coinage of money, from the New World. The “equation of exchange” relating the supply of money to the value of money transactions was stated by John Stuart Mill who expanded on the ideas of David Hume. The quantity theory was developed by Simon Newcomb, Alfred de Foville, Irving Fisher, and Ludwig von Mises in the latter 19th and early 20th century. It was influentially restated by Milton Friedman in the post-Keynesian era.
Academic discussion remains over the degree to which different figures developed the theory. For instance, Bieda argues that Copernicus's observation

Money can lose its value through excessive abundance, if so much silver is coined as to heighten people's demand for silver bullion. For in this way, the coinage's estimation vanishes when it cannot buy as much silver as the money itself contains. The solution is to mint no more coinage until it recovers its par value. 

Historically, the main rival of the quantity theory was the real bills doctrine, which says that the issue of money does not raise prices, as long as the new money is issued in exchange for assets of sufficient value. 

Equation of exchange
In its modern form, the quantity theory builds upon the following definitional relationship.


where
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is the total amount of money in circulation on average in an economy during the period, say a year.
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is the transactions' velocity of money, that is the average frequency across all transactions with which a unit of money is spent. This reflects availability of financial institutions, economic variables, and choices made as to how fast people turn over their money.
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are the price and quantity of the i-th transaction.
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.

Mainstream economics accepts a simplification, the equation of exchange:

[image: image9.png]



where

PT is the price level associated with transactions for the economy during the period

T is an index of the real value of aggregate transactions.

The previous equation presents the difficulty that the associated data are not available for all transactions. With the development of national income and product accounts, emphasis shifted to national-income or final-product transactions, rather than gross transactions. Economists may therefore work with the form
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where

V is the velocity of money in final expenditures.

Q is an index of the real value of final expenditures.

As an example, M might represent currency plus deposits in checking and savings accounts held by the public, Q real output with P the corresponding price level, and [image: image11.png]


the nominal (money) value of output. In one empirical formulation, velocity was taken to be “the ratio of net national product in current prices to the money stock”.[15]
Thus far, the theory is not particularly controversial. But there are questions of the extent to which each of these variables is dependent upon the others. Without further restrictions, it does not require that change in the money supply would change the value of any or all of P, Q, or [image: image12.png]


. For example, a 10% increase in M could be accompanied by a 10% decrease in V, leaving [image: image13.png]


unchanged.

A rudimentary theory
The equation of exchange can be used to form a rudimentary theory of inflation.
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If V and Q were constant, then:
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and thus
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where

t is time.

That is to say that, if V and Q were constant, then the inflation rate would exactly equal the growth rate of the money supply.

The Quantity Theory of Money seeks to establish that, in the long run, the price level/ rate of inflation is determined by the level/ rate of increase of the money supply. Although the Quantity Theory of Money is an extremely old proposition, it was first formalised in the early part of the 20th century by Yale economist, Irving Fisher and later by a group of Cambridge economists, Alfred Marshall and most notably A. C. Pigou.

(a) Fisher’s Transactions Approach

This approach first emerged in Fisher’s book The Purchasing Power of Money (1911). For most economists of that period, money was viewed solely as a means of exchange. The only reason for holding money was to facilitate transactions. Fisher’s analysis commences with a simple identity (a statement that is by definition true), sometimes referred to as the equation of exchange.
MVt ≡ PT    where

· M = Money Supply

· Vt = Transactions Velocity of Circulation of money (the number of times the money stock changes hands per period).

· P = Price level.

· T = The number of Transactions undertaken per period

Note that 

MVt   = money stock * number of times the money stock is spent per period

         =  total spending per period.

PT     =  Price of goods & services * volume of goods & services bought per period

         = total expenditure per period.

Thus, at first sight, the Quantity Theory is an innocuous tautology. To turn this identity into a theory of price determination, Fisher made further assumptions about the nature of each variable.

· M, the money stock was taken to be exogenously determined by the monetary authorities

· and independent of the other 3 variables

· Vt, the velocity of circulation was assumed to be more or less constant and was determined by conditions in the financial system that tend to change very slowly. Again, V was thought to be independent of M, P & T.

· T, the number of transactions per period was also taken as fixed. Recall that Classical scholars believed that in the long term, output tended to be at or near the full employment level. The number of transactions was viewed as fixed at any given level of income.

· P, the price level was determined by the interaction of the 3 other factors.

Thus,

MVt = PT

This suggests that the price level is determined by the money supply.

Note, T is likely to be extremely difficult to calculate or even conceptualize and V is not an independent variable. Vt is a residual which is generally derived given knowledge of the other 3. i.e. Vt = (PT)/M.

(b) The Cambridge Cash Balance Approach.

The Cambridge economists Marshall Pigou, Robertson and Keynes developed cash balance approach to the quantity theory of money.  It is an improved design of Fisherian quantity theory of money put forward by an American economist Irving Fisher. The Cambridge cash balance approach considers the demand for money not as a medium of exchange but as a store of value. According to the cash balance approach, the value of money is determined by the demand for and supply of money. 

The demand for money is the determination of the people to retain the purchasing power to obtaining goods and service at a particular moment of time. The demand for money or cash balances thus  is induced by household and businesses to keep the wealth in the form of money to pay for the goods and also to hold assets in liquid form so that they can meet any unexpected and unforeseen developments. The demand for money is a certain portion of annual national income which people want to hold in cash or in the form of money for the transaction and precautionary motives. 

Since the supply of money at a particular moment of time is fixed therefore the changes in the price level depends upon the changes in demand for holding money or cash balances.

Economists Alfred Marshall, A.C. Pigou, and John Maynard Keynes (before he developed his own, eponymous school of thought) associated with Cambridge University, took a slightly different approach to the quantity theory, focusing on money demand instead of money supply. They argued that a certain portion of the money supply will not be used for transactions; instead, it will be held for the convenience and security of having cash on hand. This portion of cash is commonly represented as k, a portion of nominal income ([image: image17.png]


). The Cambridge economists also thought wealth would play a role, but wealth is often omitted for simplicity. The Cambridge equation is thus:
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Assuming that the economy is at equilibrium (Md = M), Y is exogenous, and k is fixed in the short run, the Cambridge equation is equivalent to the equation of exchange with velocity equal to the inverse of k:
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The Cambridge version of the quantity theory led to both Keynes's attack on the quantity theory and the Monetarist revival of the theory

Fisher’s approach can be viewed as deterministic. Essentially, Fisher argued that, given the full employment volume of transactions and the speed with which the financial system could process payments, the quantity of money that agents required to hold was effectively determined. 

Marshall, Pigou and colleagues took a radically different tack. Like Fisher, the Cambridge School assumed that money was only held to expedite transactions and had no further purpose. Thus, if the money supply increased, agents holding the increased money stock would seek to get rid of it. However, the emphasis in this approach concentrated on establishing the quantity of money that agents would voluntarily desire to hold. The Cambridge school were in effect attempting to set out a theory of the demand for money.

David Laidler (1985) puts it thus

“In the Cambridge approach the principle determinant of people’s “taste” for money holding is the fact that it is a convenient asset to have, being universally acceptable in exchange for goods and services. The more transactions an individual has to undertake, the more cash he will want to hold and to this extent the approach is similar to Fisher. The emphasis, however, is on want to hold, rather than have to hold; and this is the basic difference between Cambridge monetary theory and the Fisher framework.” 

The Cambridge approach emphasises that there are alternatives to holding money in the shape of shares and bonds. These assets yield a return which can be viewed as the opportunity cost of holding money. As interest rates rise, agents will economise on money holdings and vice versa. Another factor that will influence money holdings is the expected rate of inflation. If inflation is expected to be high, then the purchasing power of money will fall. This will prompt agents to buy securities or commodities as a hedge against inflation.

We can also set out the Cambridge cash balance approach as follows

MD = kPy

MD = MS

Where

k = k(E(inf), r, u)

This sets out that MD is some fraction k of nominal GDP where k depends on expected inflation, interest rates/returns and u, a set of unspecified factors which may influence money demand. Note that r is a vector of returns reflecting an appreciation that agents had a choice of assets such as shares and bonds.

The Cambridge cash balance equation can be recast to facilitate comparison with Fisher’s equation of exchange.

MS = kPy = (1/V)Py.

In this formulation, V can be construed as the income velocity of circulation. As with the Fisher approach, k was not regarded as fixed but rather was viewed as a stable and predictable function of its determinants. In the long run, changes in the money stock would eventually lead to proportional changes in the price level. 

The Cambridge approach is universally regarded as the superior account and it forms the basis of later developments in the demand for money by Keynes, Milton Friedman and others. 

(c)  The Transmission Mechanism

The transmission mechanism sets out the process by which a change in the money stock affects economic activity. In the classical context this requires a clear explanation of how ΔM → ΔP. Classical economists argued that there would be both a direct and indirect mechanism. The direct mechanism is the direct influence of a change in M on expenditure and the price level whilst the indirect mechanism operates through the interest rate. 

To understand this fully, we must be more specific about the definition of money. Money can be narrowly conceived of as notes & coins in circulation. However, bank deposits can also be properly regarded as a component of the money stock. Classical economists focussed on the ability of banks to create money through the expansion of loans.  Fisher restated his equation of exchange to incorporate the banking sector. Thus,

PT ≡ MV + M’V’

Where M is quantity of currency (termed primary money by Fisher)


V is the velocity of circulation of currency


M’ is the quantity of bank deposits

and
V’ is the velocity of circulation of deposit money

Assume that M (the quantity of primary money) rises. This could be achieved by the central bank buying bonds and securities from the non bank private sector and paying for these purchases with cash. This would raise prices directly via the direct mechanism. Fisher demonstrated that the emergence of inflation would result in a divergence between the real and nominal rates of interest. 

Rt = rt + ΔPet
where
R is the nominal rate of interest,


r is the real rate of interest 

and
ΔPet is the expected rate of inflation

The Classical theorists viewed the interest rate as ‘the reward for waiting’. If agents were to be persuaded to forego current consumption, they would require to be compensated with greater a greater volume of consumption in a later period. Thus, the real rate of interest reflects the reward in terms of actual goods and services required to persuade agents to save. If r = 5%, this suggests that agents require a 5% more goods and services in future if they are to be tempted to forego 1 unit of current consumption. 

Note that in the preceding account, prices remained constant. If prices are rising by 5%, the nominal rate of interest would have to be 10% in order to ensure a 5% rise in actual goods and services as a reward for waiting. 

Hence, Fisher argued that an increase in the primary money stock would initially serve to drive up prices. The increase in inflation would cause the nominal rate of interest to rise above the real rate. However, Fisher contended that the rise in the nominal rate would be insufficient to maintain the real rate at its equilibrium level. Thus, following a price increase, the real rate of interest would fall. This would result in an increase in the demand for loans by borrowers.

Fisher argued that banks would increase the volume of loans at the lower real rate thus increasing the volume of deposits, M’. The expenditure made possible by these loans drives up the price level. Although in the short run, this increased spending may increase the number of transactions, the long run impact of the direct and indirect mechanisms would result in a rise in the price level proportional to the rise in the money supply.

1.2.2 QTM in a Nutshell 


The Quantity Theory of Money states that there is a direct relationship between the quantity of money in an economy and the level of prices of goods and services sold. According to QTM, if the amount of money in an economy doubles, price levels also double, causing inflation (the percentage rate at which the level of prices is rising in an economy). The consumer therefore pays twice as much for the same amount of the good or service. 

Another way to understand this theory is to recognize that money is like any other commodity: increases in its supply decrease marginal value (the buying capacity of one unit of currency). So an increase in money supply causes prices to rise (inflation) as they compensate for the decrease in money’s marginal value.   

The Theory’s Calculations

In its simplest form, the theory is expressed as:
 
MV = PT (the Fisher Equation)

Each variable denotes the following: 
M = Money Supply 
V = Velocity of Circulation (the number of times money changes hands) 
P = Average Price Level 
T = Volume of Transactions of Goods and Services   

The original theory was considered orthodox among 17th century classical economists and was overhauled by 20th-century economists Irving Fisher, who formulated the above equation, and Milton Friedman. 

It is built on the principle of "equation of exchange": 

Amount of Money x Velocity of Circulation = Total Spending 

Thus if an economy has US$3, and that $3 were spent five times in a month, total spending for the month would be $15.     

QTM Assumptions 


QTM adds assumptions to the logic of the equation of exchange. In its most basic form, the theory assumes that V (velocity of circulation) and T (volume of transactions) are constant in the short term. These assumptions, however, have been criticized, particularly the assumption that V is constant. The arguments point out that the velocity of circulation depends on consumer and business spending impulses, which cannot be constant.   

The theory also assumes that the quantity of money, which is determined by outside forces, is the main influence of economic activity in a society. A change in money supply results in changes in price levels and/or a change in supply of goods and services. It is primarily these changes in money stock that cause a change in spending. And the velocity of circulation depends not on the amount of money available or on the current price level but on changes in price levels.   

Finally, the number of transactions (T) is determined by labor, capital, natural resources (i.e. the factors of production), knowledge and organization. The theory assumes an economy in equilibrium and at full employment.   

Essentially, the theory’s assumptions imply that the value of money is determined by the amount of money available in an economy. An increase in money supply results in a decrease in the value of money because an increase in money supply causes a rise in inflation. As inflation rises, the purchasing power, or the value of money, decreases. It therefore will cost more to buy the same quantity of goods or services.  

Money Supply, Inflation and Monetarism 


As QTM says that quantity of money determines the value of money, it forms the cornerstone of monetarism.    

Monetarists say that a rapid increase in money supply leads to a rapid increase in inflation. Money growth that surpasses the growth of economic output results in inflation as there is too much money behind too little production of goods and services. In order to curb inflation, money growth must fall below growth in economic output.   

This premise leads to how monetary policy is administered. Monetarists believe that money supply should be kept within an acceptable bandwidth so that levels of inflation can be controlled. Thus, for the near term, most monetarists agree that an increase in money supply can offer a quick-fix boost to a staggering economy in need of increased production. In the long term, however, the effects of monetary policy are still blurry. 

Less orthodox monetarists, on the other hand, hold that an expanded money supply will not have any effect on real economic activity (production, employment levels, spending and so forth). But for most monetarists any anti-inflationary policy will stem from the basic concept that there should be a gradual reduction in the money supply. Monetarists believe that instead of governments continually adjusting economic policies (i.e. government spending and taxes), it is better to let non-inflationary policies (i.e. gradual reduction of money supply) lead an economy to full employment.   

1.2.3 QTM Re-Experienced
 
John Maynard Keynes challenged the theory in the 1930s, saying that increases in money supply lead to a decrease in the velocity of circulation and that real income, the flow of money to the factors of production, increased. Therefore, velocity could change in response to changes in money supply. It was conceded by many economists after him that Keynes’ idea was accurate.   

QTM, as it is rooted in monetarism, was very popular in the 1980s among some major economies such as the United States and Great Britain under Ronald Reagan and Margaret Thatcher respectively. At the time, leaders tried to apply the principles of the theory to economies where money growth targets were set. However, as time went on, many accepted that strict adherence to a controlled money supply was not necessarily the cure-all for economic malaise.

1.2.4 Classical dichotomy at a glance

1.
Theory of value with marginal analysis. Y, w, (W/P), r

2.
Theory of money with trade cycle and price level, W P PY i(money rate of i)

Fishers Version (equation of exchange)

P' average price of transaction T

P'T is the monetary value of all transactions.

V' rate that a unit of M changes hands

In money using economy where non-monetary transactions are insignificant

MV'=P'T

T is determined in the real sector, tends towards T* (fullempl). V' is given in short run. 

M does not depend on P'T (closed econnomy). In long run only

i=r + dP/P=r+dM/M

Income version of Fisher

P' measures also intermediate transactions. PY =GDP where P is price index. V becomes income velocity of circulation.

Cambridge cash balance version

M=kPY - Cambridge approach. k - Desired money to money income ratio.

If overnight the money supply was to double. The price level would also double. Money is mutual; money things don’t affect real things. Assumption:

1.
k is stable in short run

2.
M-is exogenously given - it is now the creation of the money system. So it is not that true.

The rate of inflation p dot `p. 

The money using economy is a good thing. 

Money is not only a medium of exchange but a temporary abode of purchasing power. So there was a demand for money. This was mainly influenced by national income (also by r, but not here)

Only in full monetary equilibrium M=Md.

Ms and Md are brought into equilibrium by changes in P as Y is already Y* (cash-balance effect). Hume said that in long-run money is neutral (Ms represents the value of economy). When country imports gold initially wages in exporting sectors rise (terms of trade change), but these workers will bid up the general price level.

Marshallian-Wicksellian monetary transmission mechanism 

This approach was invented because cash-balance could not explain open market operations. But they said again that monetary things could influence real interest rate in the short run. 

Forced savings will occur. So k is a function of r monetary. As monetary r tends to natural in LR, k is stable. Friedman carried it on. It looked of excessive Ms expansion because the Bank tries to maintain r at unnatural level. He said one can't judge whether interest is high or low. It should be natural. A full-blown inflation will emerge (Bank increases Ms, prices and r will start going up). Then i and r will be expected to be different. Ms targets should be better ones. He told high interest is the result of lax monetary policy (paradox with Keynes) as inflation is high. Keynes said also interest should not be kept too low, but when not at full employment r must be below rn and thus Ms should be expanded etc.
The monetary transmition mechanism

MV=PY restrict this equation - doubling of M will lead to a doubling of P.

The cambridge approach Md=kPY has advantage k - the money the individuals wish to hold at their income. That is the demand relation. The supply was given exogenously.

Assume at the beginning Ms=Md=kPY, wher Ms increases there is imbalance. Individuals find themselves with money balances that are excessive. 

Ms-Md= - ive. Yd-Y* = +ive. Y* is max. output, so now there is no possible extra output. So the price level will rise. If the supply of money is oneoff, the prices will not rise infinitely. As prices rise Md wil rise until Md=Ms.

Quantity theory of money in international context

Price - Specie - Flow mechanism.

X<M(imports)

This drains countrys gold reserves.

The price of british produced goods falls, the price of foreign good rises. This will increase british exports. 

 

1.2.5 Quantity theory and evidence
As restated by Milton Friedman, the quantity theory emphasizes the following relationship of the nominal value of expenditures PQ and the price level P to the quantity of money M:
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The plus signs indicate that a change in the money supply is hypothesized to change nominal expenditures and the price level in the same direction (for other variables held constant).

Friedman described the empirical regularity of substantial changes in the quantity of money and in the level of prices as perhaps the most-evidenced economic phenomenon on record. Empirical studies have found relations consistent with the models above and with causation running from money to prices. The short-run relation of a change in the money supply in the past has been relatively more associated with a change in real output Q than the price level P in (1) but with much variation in the precision, timing, and size of the relation. For the long-run, there has been stronger support for (1) and (2) and no systematic association of Q and M. 

Principles
The theory above is based on the following hypotheses:

1. The source of inflation is fundamentally derived from the growth rate of the money supply.

2. The supply of money is exogenous.

3. The demand for money, as reflected in its velocity, is a stable function of nominal income, interest rates, and so forth.

4. The mechanism for injecting money into the economy is not that important in the long run.

5. The real interest rate is determined by non-monetary factors: (productivity of capital, time preference).

Decline of money-supply targeting
An application of the quantity-theory approach aimed at removing monetary policy as a source of macroeconomic instability was to target a constant, low growth rate of the money supply. Still, practical identification of the relevant money supply, including measurement, was always somewhat controversial and difficult. As financial intermediation grew in complexity and sophistication in the 1980s and 1990s, it became more so. As a result, some central banks, including the U.S. Federal Reserve, which had targeted the money supply, reverted to targeting interest rates. But monetary aggregates remain a leading economic indicator. 

1.3 Liquidity preference

Liquidity preference in macroeconomic theory refers to the demand for money, considered as liquidity. The concept was first developed by John Maynard Keynes in his book The General Theory of Employment, Interest and Money (1936) to explain determination of the interest rate by the supply and demand for money. The demand for money as an asset was theorized to depend on the interest foregone by not holding bonds. Interest rates, he argues, cannot be a reward for savings as such because, if a person hoards his savings in cash, keeping it under his mattress say, he will receive no interest, although he has nevertheless, refrained from consuming all his current income. Instead of a reward for savings, interest in the Keynesian analysis is a reward for parting with liquidity.

According to Keynes, demand for liquidity is determined by three motives:

1. The transactions motive: people prefer to have liquidity to assure basically transactions, for their income is not constantly available. The amount of liquidity demanded is determined by the level of income: the higher income, the more money demanded for carrying out increased spending.

2. The precautionary motive: people prefer to have liquidity in the case of social unexpected problems that need unusual costs. The amount of money demanded also grows with the income.

3. Speculative motive: people retain liquidity to speculate that bond prices will fall. When the interest rate decreases people demand more money to hold until the interest rate increases, which would drive down the price of an existing bond to keep its yield in line with the interest rate. Thus, the lower the interest rate, the more money demanded (and vice versa).

The liquidity-preference relation can be represented graphically as a schedule of the money demanded at each different interest rate. The supply of money together with the liquidity-preference curve in theory interact to determine the interest rate at which to quantity of money demanded equals the quantity of money supplied (see IS/LM model).

1.3.1 Venture Capital
In the venture capital world, the term "liquidity preference" refers to a clause in a term sheet specifying that, upon a liquidity event, the investors are compensated two ways:

1. First, they receive back their initial investment (or perhaps a multiple of it), and any declared but not yet paid dividends

2. Second, the investors and all other owners (e.g. founders, etc.) divide whatever remains of the purchase price according to their ownership of the firm being sold, etc.

Example:

· A founder owns a firm which is valued at $100,000, and venture capitalists buy new shares for $50,000 (thus making the firm worth $150,000, and giving the VCs 33% of it)

· dividends of $20,000 for class A shareholders (i.e. the VCs) are declared, but not paid

· the firm is sold to a new owner for $400,000

· the venture capitalists take ($20,000) of dividends out, leaving $380,000

· the VCs then take ($50,000) of their initial investment out, leaving $330,000

· the VCs then take 33% of the money ($110,000), leaving 66% for the founder ($220,000)

· the VCs have made ($180,000) from a minnow Investment of $50,000 a hefty 3.6 fold return.

1.3.2 An Exercise in Keynesian Liquidity-Preference Theory and Policy

According to Keynes, the speculative demand for money Mspec is sensitive to changes in the interest rate. In other words, it is interest-elastic—and extremely so at very low rates of interest. (The speculative demand for money is contrasted with the transactions demand Mtrans, the latter being a stable function of income.) In ISLaMic Art, the speculative demand for money gives rise to an LM curve that consists of three distinct “regions.” On the axes provided, show how these regions relate to the demand for speculative balances. Label the three regions Extreme Keynesian, Intermediate, and Classical.
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Figure 1

Theory:

In the Keynesian model, the accumulation of large speculative balances implies that people expect the rate of interest to (rise, fall). They want or do not want to hold bonds because the interest rate and bond prices are (directly, inversely) related to one another. If the supply of money remains constant, the high speculative demand implies a (high, low) level of transactions balances, which corresponds to a (high, low) level of income. If, with a given money supply and an equilibrium rate of interest, people are suddenly overcome by the fetish of liquidity, the demand for speculative balances would shift (rightward, leftward), putting (upward, downward) pressure on the rate of interest.

Policy:

If people are suddenly overcome by the fetish of liquidity, the Federal Reserve should increase or decrease the money supply. Once full-employment income has been achieved, the Fed’s policy rule of “Print money to (hold, spend), but not money to (hold, spend)” may not be a viable policy rule because the speculative demand for money is too (stable, unstable). Besides, the Fed may not have an unambiguous indicator of the needed policy: its timely information includes (the interest rate, income) but not (the interest rate, income).

1.4 DEMAND for Money
To begin it is assumed, as in the Classical Model, that the supply of money (M1) is, in effect, fixed by the monetary authorities.  The demand for money in the Keynesian Model, however, is not the same.  Assuming income can be held either as money, spent or converted into interest earning assets (bonds), for Keynes there were three main reasons for holding money as cash:

i) Transaction demand

ii) Precautionary demand; 

iii) Speculative demand; and,

iv) Total demand.

i) Transactional Demand
Money would be held as a medium of exchange for use in transactions, i.e. to pay bills.  Transactional demand would vary positively with the volume of transactions (TD) and income was assumed to be a good measure of TD.  Further there would be pressure to ‘economize’ on one’s transactional cash balance.  That pressure emanated from the rate of interest.  While there are brokerage and other fees associated with buying bonds (making small purchases less attractive, i.e. the ‘real’ rate of return being r – f where f stands for fees), the higher the interest rate the higher the final rate of return and so individuals and households are more likely to compress their transactional demand for money as the interest rate rises.  In conclusion, TD varies positively with income and negatively with the rate of interest. 

While Keynes did not stress the impact of r on TD businesses through their cash management practices do.  Firms with a large volume of transactions will reduce their TD as r rises.  
ii) Precautionary Demand
Individuals always have a demand for cash on hand to meet emergencies – medical or repairs.  Accordingly some cash will always be held in cash and Keynes assumed the amount of precautionary demand (PD) would vary positively with income.  To simplify our analysis it will be assumed that PD can be subsumed under TD as an ‘unexpected’ transaction demand for money.

iii) Speculative Demand
Speculative demand for money (SD) represented an original contribution to the theory of money by Keynes. He argued that given uncertainties about future interest rates and the relationship between interest rates and price of bonds (specifically capital loss or gain on their value) meant that there would be times when individuals would hold on to cash.  If you buy a bond to day you are committing part of your income to something that will pay a given rate of interest say r1.  The price of the bond is sometimes called its yield measured by the purchase price – say $1,000 and its coupon or interest rate is, say 5%.  If tomorrow the interest increases to r2 – say 10% - you will, in effect, lose (r2 – r1).  Furthermore, if you try and sell your old bond its price must be decreased to yield an effective rate of r2.  The difference in what you paid for the bond and the price at which you must sell it to generate an effective yield of r2 is called a ‘capital loss’.  For example, while the old bond cost you $1,000 and generates a 5% return, the bond could be sold tomorrow only for $500 if the buyer is to get the going rate of 10%.

Keynes argued that the uncertainty would lead some individuals to hold onto cash in order to earned a higher rate tomorrow and avoid capital losses.  And vice versa, if interest rates were expected to fall then speculative demand for money would fall as higher yielding bonds are purchased today in the hope both of a lower interest rate tomorrow and the chance of ‘capital gains’.  Thus a $1,000 bond yielding 10% will sell for $2,000 if the interest rate drops to 5% tomorrow. 

In effect, Keynes assumed that different individuals had different views about future change in the interest rate.  Each had preconceptions of what was the ‘normal’ rate of interest.  Those who thought ‘the normal rate’ was higher than today’s rate would tend to have a higher SD; those who thought the normal rate was less than today’s rate would have a lower SD.  At ‘very’ lower current rates most individuals will have a high SD in anticipation that rates will rise tomorrow and to avoid capital losses.  If enough individuals hold on to cash a ‘liquidity trap’ is reached.  This is the point at which the demand for money (liquidity) is perfectly elastic with respect to the interest rate.  Such a situation arises when the yield on income earning assets is so low that the risk of holding such assets is so high (capital losses if rates rise) that investors prefer to hold on to any increase in the money supply in liquid form.

iv) Total Demand
Total demand for money in the Keynesian Model or MD = TD + PD + SD where TD and PD vary positively with income and negatively with respect to interest rate while SD does not vary with income but negatively with respect to interest rates.  Taken together we can say:

   
 Md = L(Y, r) 

And if we assume the function is linear then

        
Md = co + c1Y – c2r where c1 >0, c2 >0 and

c0 is the minimum amount of cash that must be held; c1 is the increase in money demanded per unit increase in income and c2 is the decrease in money demanded per unit increase in the interest rate.  Assuming linearity (that is a straight line) the total demand for money is downward sloping relative to the rate of interest.

1.4.1 Investment

Firms borrow money from households to finance investment projects by issuing stocks and bonds or borrowing from financial institutions.  The price they pay for this money is the interest rate.  As previously noted Keynes assumed firms had an investment schedule that measured the expected profit rate to be earned from alternative projects mapped against the rate of interest.  If the expected profit less the cost of money was positive, a firm ceterus paribus will undertake the project; if negative, then the project would not be undertaken.  

If the interest rises, then business borrowing declines; if interest falls, borrowing increases.  If investment increases then aggregate expenditure shifts up by the autonomous increase in I.  This increase through the aggregate expenditure multiplier will lead to an even larger increase in income.   Accordingly, the interest sensitivity of aggregate demand is important in determining appropriate monetary polices. 

1.4.2 Theory of the Interest Rate

In effect the interest rate is determined in two distinct markets.  The first is the market for bonds.  The second is the market for money itself.  Put another way, one can hold one’s wealth (assets) as either money or bonds, i.e.,

Wh = B + M

At a given rate of interest there will be a demand for money  and a supply of money provided by the central bank  and an equilibrium value for R that matches the demand and supply of money.  Alternatively there is a demand for and a supply of bonds and an equilibrium value for r that balances supply and demand .In overall equilibrium the resulting interest rate will be the same. 

1.5 MONEY SUPPLY and AGGREGATE DEMAND DETERMINANT 
One of several specific aggregate demand determinants assumed constant when the aggregate demand curve is constructed, and that shifts the aggregate demand curve when it changes. An increase in the money supply causes an increase (rightward shift) of the aggregate curve. A decrease in the money supply causes a decrease (leftward shift) of the aggregate curve. Other notable aggregate demand determinants include interest rates, inflationary expectations, and the federal deficit. 

A key function of the Federal government is controlling the total amount of money circulating about the economy. Money is what the public uses to buy real production and to undertake the four aggregate expenditures--consumption expenditures, investment expenditures, government purchases, and net exports. 

· With more money, aggregate expenditures are greater. 

· With less money, aggregate expenditures are lower. 

As such, changes in the money supply induce changes in aggregate demand. An increase in the money supply increases aggregate demand and a decrease in the money supply decreases aggregate demand. 
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Shifting the Curve
Figure 2

Consider a regular, run-of-the-mill aggregate demand curve such as the one displayed here. Like all aggregate demand curves, this one is constructed based on several ceteris paribus aggregate demand determinants, such as the size of the money supply. The key question is: What happens to the aggregate demand curve if the money supply changes? 

More Money

Suppose, for example, that the Federal Reserve System decides to undertake expansionary monetary policy. Fearing an impending recession on the business-cycle horizon, it decides to expand the money supply. With extra money circulating about the economy, the purchasing power of all four sectors--household, business, government, and foreign--is enhanced. Everyone is willing and able to buy more real production--at the existing price level. Consumption expenditures, investment expenditures, government purchases, even net exports, all increase, resulting in an increase in aggregate demand. 

To see how an increase in the money supply affects the aggregate demand curve, click the [More Money] button. The boost in the money supply triggers an increase in aggregate demand, which is a rightward shift of the aggregate demand curve. 

Less Money

Alternatively, the Federal Reserve System could decide to implement contractionary monetary policy. Fearing the onset of higher inflation, the "Fed" might decide to reduce the money supply. With less money circulating about the economy, the purchasing power of all four sectors--household, business, government, and foreign--is restricted. Everyone is willing and able to buy less real production--at the existing price level. Consumption expenditures, investment expenditures, government purchases, even net exports, all decrease, resulting in a decrease in aggregate demand. 

To see how a decrease in the money supply affects the aggregate demand curve, click the [Less Money] button. The drop in the money supply triggers a decrease in aggregate demand, which is a leftward shift of the aggregate demand curve 

What Does It Mean?

The importance of the money supply as an aggregate demand determinant is critical to the study of macroeconomics, especially monetary policy designed to stabilize business cycles. A frequently recommended, and often pursued, solution to business-cycle contractions is expansionary monetary policy, an increase in the money supply. Alternatively, a solution to business-cycle expansions that causes inflation is contractionary monetary policy, a decrease in the money supply. 

When these policies are implemented, the aggregate demand curve shifts, which then induces changes in production, unemployment, and the price level. 

Changes

Do not confuse changes in the money supply, as an aggregate demand determinant, with the real-balance effect. While both involve the money supply, they are distinct phenomena. The real-balance effect occurs because changes in the price level cause changes in aggregate expenditures and movements along the aggregate demand curve. The real-balance effect operates because A CHANGE IN THE PRICE LEVEL causes a change the purchasing power of A GIVEN MONEY SUPPLY. 

By way of contrast, money supply as an aggregate demand determinant causes changes in aggregate demand and shifts of the aggregate demand curve. This determinant operates because of a change in the money supply. In comparison with the real-balance effect, the aggregate demand curves shifts because A CHANGE IN THE MONEY SUPPLY causes a change in purchasing power at A GIVEN PRICE LEVEL.

1.6 IS/LM model

The IS/LM model is a macroeconomic tool that demonstrates the relationship between interest rates and real output in the goods and services market and the money market. The intersection of the IS and LM curves is the "General Equilibrium" where there is simultaneous equilibrium in all the markets of the economy. IS/LM stands for Investment Saving / Liquidity preference Money supply.

The IS/LM model was born at the Econometric Conference held in Oxford during September, 1936. Roy Harrod, John R. Hicks, and James Meade all presented papers describing mathematical models attempting to summarize John Maynard Keynes' General Theory of Employment, Interest, and Money. Hicks, who had seen a draft of Harrod's paper, invented the IS/LM model (originally using LL, not LM). He later presented it in "Mr. Keynes and the Classics: A Suggested Interpretation".




Figure 3. The IS curve moves to the right, causing higher interest rates (i) and expansion in the "real" economy (real GDP, or Y).

Hicks later agreed that the model missed important points from the Keynesian theory, criticizing it as having very limited use beyond "a classroom gadget", and criticizing equilibrium methods generally: "When one turns to questions of policy, looking towards the future instead of the past, the use of equilibrium methods is still more suspect." The first problem was that it presents the real and monetary sectors as separate, something Keynes attempted to transcend. In addition, an equilibrium model ignores uncertainty – and that liquidity preference only makes sense in the presence of uncertainty "For there is no sense in liquidity, unless expectations are uncertain." A shift in the IS or LM curve will cause change in expectations, causing the other curve to shift. Most modern macroeconomists see the IS/LM model as being at best a first approximation for understanding the real world.

Although disputed in some circles and accepted to be imperfect, the model is widely used and seen as useful in gaining an understanding of macroeconomic theory. It is used in most college macroeconomics textbooks.

1.6.1 Formulation
The model is presented as a graph of two intersecting lines in the first quadrant.

The horizontal axis represents national income or real gross domestic product and is labelled Y. The vertical axis represents the nominal interest rate, i.
The point where these schedules intersect represents a short-run equilibrium in the real and monetary sectors (though not necessarily in other sectors, such as labor markets): both product markets and money markets are in equilibrium. This equilibrium yields a unique combination of interest rates and real GDP.

1.6.2 IS schedule
The IS schedule is drawn as a downward-sloping curve with interest rates as a function of GDP (Y). The initials IS stand for "Investment and Saving equilibrium" but since 1937 have been used to represent the locus of all equilibria where total spending (consumer spending + planned private investment + government purchases + net exports) equals an economy's total output (equivalent to real income, Y, or GDP). To keep the link with the historical meaning, the IS curve can represent the equilibria where total private investment equals total saving, where the latter equals consumer saving plus government saving (the budget surplus) plus foreign saving (the trade surplus). Either way, in equilibrium, all spending is desired or planned; there is no unplanned inventory accumulation (i.e., no general glut of goods and services). The level of real GDP (Y) is determined along this line for each interest rate.

Thus the IS schedule is a locus of points of equilibrium in the "real" (non-financial) economy. Given expectations about returns on fixed investment, every level of interest rate (i) will generate a certain level of planned fixed investment and other interest-sensitive spending: lower interest rates encourage higher fixed investment and the like. Income is at the equilibrium level for a given interest rate when the saving that consumers choose to do, out of this income equals investment (or, more generally, when "leakages" from the circular flow equal "injections"). A higher level of income is needed to generate a higher level of saving (or leakages) at a given interest rate. Alternatively, the multiplier effect of an increase in fixed investment raises real GDP. Both ways explain the downward slope of the IS schedule. In sum, this line represents the line of causation from falling interest rates to rising planned fixed investment (etc.) to rising national income and output.

In a closed economy, the IS curve is defined as: [image: image25.png]


, where Y represents income, C(Y − T) represents consumer spending as a function of disposable income (income, Y, minus taxes, T), I(r) represents investment as a function of the real interest rate, and G represents government spending. In this equation, the level of G (government spending) and T (taxes) are presumed to be exogenous, meaning that they are taken as a given. To adapt this model to an open economy, a term for net exports (exports, X, minus imports, M) would need to be added to the IS equation. An economy with more imports than exports would have a negative net exports number.

1.6.3 LM Schedule
The LM schedule is an upward-sloping curve representing the role of finance and money. The initials LM stand for "Liquidity preference and Money supply equilibrium". As such, the LM function is the equilibrium point between the liquidity preference or Demand for Money function and the money supply function (as determined by banks and central banks).

The liquidity preference function is simply the willingness to hold cash balances instead of securities. For this function, the interest rate (the vertical) is plotted against the quantity of cash balances (or liquidity, on the horizontal). The liquidity preference function is downward sloping. Two basic elements determine the quantity of cash balances demanded (liquidity preference) - and therefore the position and slope of the function:

· 1) Transactions demand for money: this includes both a) the willingness to hold cash for everyday transactions as well as b) as a precautionary measure - in case of emergencies. Transactions demand is positively related to real GDP (represented by Y). This is simply explained - as GDP increases, so does spending and therefore transactions. As GDP is considered exogenous to the liquidity preference function, changes in GDP shift the curve. For example, an increase in GDP will, ceteris paribus (all else equal), move the entire liquidity function rightward in proportion to the GDP increase.

· 2) Speculative demand for money: this is the willingness to hold cash as an asset for speculative purposes. Speculative demand is inversely related to the interest rate. As the interest rate rises, the opportunity cost of holding cash increases - the incentive will be to move into securities. As will expectations based on current interest rate trends contributes to the inverse relationship. As the interest rate rises above its historical value, the expectation is for the interest rate to drop. Thus the incentive is to move out of securities and into cash.

The money supply function for this situation is plotted on the same graph as the liquidity preference function. Money supply is determined by the central bank decisions and willingness of commercial banks to loan money. Though the money supply is related indirectly to interest rates, in the short run, money supply in effect is perfectly inelastic with respect to nominal interest rates. Thus the money supply function is represented as a vertical line - it is a constant, independent of the interest rate GDP and other factors. Mathematically, the LM curve is defined as M / P = L(r,Y), where the supply of money is represented as the real money balance M/P (as opposed to the nominal balance M), with P representing the price level, equals the demand for money L, which is some function of the interest rate and the level of income.

Holding all variables constant, the intersection point between the liquidity preference and money supply functions constitute a single point on the LM curve. Recalling that for the LM curve, interest rate is plotted against the real GDP whereas the liquidity preference and money supply functions plot interest rates against quantity of cash balances), that an increase in GDP shifts the liquidity preference function rightward and that the money supply is constant, independent of GDP - the shape of the LM function becomes clear. As GDP increases, the negatively sloped IS preference function shifts rightward. Money supply, and therefore cash balances, is constant and thus, the interest rate increases. It is easy to see therefore, that the LM function is positively sloped.

1.6.4 LM derivation 

Let us start with the expression for money supply (Ms) and money demand (Md). 

 

4.2 
Ms = M*/P* 

4.3 
Md = kY - hi 

 

Expression 4.2 says that the money supply (Ms) is exogenous and though shown in nominal terms, the general price level is assumed to be fixed (P*). Expression 4.3 says that money demand is positive function of Y (transactions) and negative function of the interest rate. 

 

What does Md = kY mean? It means that the higher our level of income, the more money we want in our pocket (or equivalently our debit card) to finance our everyday purchases of goods and services; is our “transactions demand”. Equally what does Md = - hi mean? It means that the higher the rate of interest, the higher is the opportunity cost of “being liquid”; ie, holding cash as opposed to yield-bearing securities. 

1.6.4 Shifts
One hypothesis is that a government's deficit spending ("fiscal policy") has an effect similar to that of a lower saving rate or increased private fixed investment, increasing the amount of aggregate demand for national income at each individual interest rate. An increased deficit by the national government shifts the IS curve to the right. This raises the equilibrium interest rate (from i1 to i2) and national income (from Y1 to Y2), as shown in the graph above.

From the point of view of quantity theory of money, fiscal actions that leave the money supply unchanged can only shift aggregate demand if they receive support from the monetary sector. In this case, the velocity or demand of money determines aggregate demand. If the velocity of money remains unchanged at the initial level of output, so does aggregate demand. Essentially, the monetary sector is the source of any shift that occurs. From the monetarist perspective, money velocity is stable, but, from a Keynesian point of view, an increase in aggregate demand can increase the velocity of money and lead to higher output.

The graph indicates one of the major criticisms of deficit spending as a way to stimulate the economy: rising interest rates lead to crowding out – i.e., discouragement – of private fixed investment, which in turn may hurt long-term growth of the supply side (potential output). Keynesians respond that deficit spending may actually "crowd in" (encourage) private fixed investment via the accelerator effect, which helps long-term growth. Further, if government deficits are spent on productive public investment (e.g., infrastructure or public health) that directly and eventually raises potential output, although not necessarily as much as the lost private investment might have. Whether a stimulus crowds out or in depends on the shape of the LM curve. A shift in the IS curve along a relatively flat LM curve can increase output substantially with little change in the interest rate. On the other hand, an upward shift in the IS curve along a vertical LM curve will lead to higher interest rates, but no change in output (This case represents the Treasury View).

The IS/LM model also allows for the role of monetary policy. If the money supply is increased, that shifts the LM curve to the right, lowering interest rates and raising equilibrium national income.

Usually the model is used to study the short run when prices are fixed or sticky and no inflation is taken into consideration. To include these and other crucial issues, several further diagrams are needed or the equations behind the curves need to be modified.

Activity 1

1. Discuss in detail the quantity theory approach.

2. What do you understand by Cambridge cash balance theory? How it is different from Fisher’s approach?

3. Explain briefly liquidity preference and aggregate demand for money.

4. Write a detailed note on ISLM model and its applications.

1.7 summary

The unit started from the introduction to theories and approaches to money. Various factors related to quantity theory of money were discussed in the later section. Followed by this, Liquidity preference in macroeconomic theory referred to the demand for money, considered as liquidity. Various sorts of demands for money were the next concern. Transaction demand, precautionary demand; speculative demand; total demand were discussed in detail. Money supply and aggregate demand determinants have been explained with suitable examples. Finally ISLM model, its implications, and derivations along with shifts were dealt in detail.

1.8 further readings

· Friedman, Milton (1987 [2008]). “quantity theory of money”, The New Palgrave: A Dictionary of Economics
· Ludwig Heinrich Edler von; Human Action: A Treatise on Economics (1949), Ch. XVII “Indirect Exchange”, §4. “The Determination of the Purchasing Power of Money”.

· Robert J. Gordon, Macroeconomics eleventh edition, 2009

· Hicks, J. R. (1937), "Mr. Keynes and the Classics - A Suggested Interpretation", Econometrica, v. 5 (April): 147-159.

· Hicks, John (1980-1981), "IS-LM: An Explanation", Journal of Post Keynesian Economics,

UNIT 2

POST KEYNESIAN APPROACHES TO DEMAND FOR MONEY

Objectives

After reading this unit, you should be able to:

· Understand the Patinkin’s real balance effect. 

· Know the Baumol and Tobin’s model

· Appreciate Friedman’s modern theory

· Know the crisis in Keynesianism, its aftermath and revival.

Structure

2.1 Introduction 

2.2 Patinkin’s real balance effect

2.3 Baumol and Tobin’s model

2.4 Friedman and the modern quantity theory

2.5 Crisis in Keynesianism 

2.6 The Keynesianism revival

2.7 Summary

2.8 Further readings

2.1 INTRODUCTION

Over the last two decades, work on the Post Keynesian theory of endogenous money has been flourishing, and has prompted a rethinking of the complex nature of money in modern economies. In this unit we are going to discuss some of the main post Keynesian approaches to demand for money.

2.2 Patinkin and the real balance effect
Don Patinkin was born in Chicago on January 8, 1922, to Russian Jewish immigrants, and he died in Jerusalem on August 6, 1995. His main contribution was the integration of the theories of value and money developed in Money, Interest, and Prices, the most influential book on monetary macroeconomics in the 1950s and 1960s. That book grew out of Patinkin’s PhD thesis, submitted to the University of Chicago in 1947 after an academic year as research assistant at the Cowles Commission for Economic Research, where he interacted with well-known economists such as Lawrence Klein, Kenneth Arrow, Trygve Haavelmo, and Jacob Marschak, among others. In 1949, after a brief period as assistant and associate professor at the Universities of Chicago (1947–1948) and Illinois (1948–1949) respectively, Patinkin moved to Israel to take up a position as lecturer in the newly created department of economics at the Hebrew University, where he stayed until the end of his life. Apart from his academic appointments at the university (as full professor after 1957 and emeritus after 1989), Patinkin also served as the first director of the Maurice Falk Institute for Economic Research in Israel from 1956 to 1972.

2.2.1 The Real Balance Effect

Patinkin’s 1956 book may be regarded as the most important contribution to the neo-Walrasian synthesis (named after French economist Léon Walras)—that is, the attempt to build the theoretical framework of macroeconomics on a developed general equilibrium system—after John Hicks’s 1939 Value and Capital. The process of adjustment to equilibrium was firmly grounded by Patinkin on the “method of successive approximation,” Walras’s theory of tatonnement, which had been largely neglected in the literature. Together with Paul A. Samuelson’s stability analysis, the tatonnement provided the backbone of Patinkin’s discussion of how the market solves the excess-demand equations. He criticized traditional “classical” monetary analysis for assuming that the equations of excess demand for goods determine relative prices (called the “homogeneity postulate”), while the price level is determined by the equation of exchange in the market for money. Partly motivated by the work of his former Chicago teacher Oskar Lange, Patinkin showed that this “dichotomization” of the economy into real and monetary sectors was logically inconsistent. In particular he was the first to realize that if the demand for money depended on the price level then—because of the budget constraint of agents—the demand for goods also depended on that level. Logical consistency required that the equations of excess demand for goods include real money balances as an argument in the individual utility functions, named “real balance effect” by Patinkin. The invalid dichotomization described above should be, according to Patinkin, distinguished from the “valid dichotomy” between the real and monetary sectors, expressed by the quantity theory of money as formulated in his book: Under the assumption the agents are free of money illusion, changes in the quantity of money affect only nominal variables and leave the equilibrium value of real variables unaffected (i.e., money is neutral in the long-run).

Although the stabilizing effect of changes in the price level on real balances and, therefore, on aggregate demand had been discussed before, specifically by Gottfried Haberler in his 1937 book Prosperity and Depression and by A. C. Pigou in his 1943 article “The Classical Stationary State,” they did not work out its implications for the integration of monetary and value theory. According to Harry G. Johnson in his 1962 article “Monetary Theory and Policy,” Patinkin’s criticism of classical monetary theory sparked off a debate about the accuracy of his historical account and the import of his theoretical claims, known as “the Patinkin controversy.” A few years later, Frank Hahn argued in his 1965 article “On Some Problems of Proving the Existence of an Equilibrium in a Monetary Economy,” that Patinkin left unsolved a fundamental problem of monetary theory: to prove the existence of a general equilibrium with a positive value for money.

Now let’s know some more on real balance effect

A change in aggregate expenditures on real production made by the household, business, government, and foreign sectors that results because a change in the price level alters the purchasing power of money. This is one of three effects underlying the negative slope of the aggregate demand curve associated with a movement along the aggregate demand curve and a change in aggregate expenditures. The other two are interest-rate effect and net-export effect. The real-balance effect is somewhat analogous to the income effect underlying the negative slope of the market demand curve. 

The real-balance effect is one of three basic effects that indicate why aggregate expenditures are inversely related to the price level. The real-balance effect works like this: A higher price level decreases the purchasing power of money resulting in a decrease in consumption expenditures, investment expenditures, government purchases, and net exports. A lower price level has the opposite affect, causing an increase in the purchasing power of money which results in an increase in consumption expenditures, investment expenditures, government purchases, and net exports. 

[image: image26.png]sore90 9214 daD

Real GDP.




Figure 1 along the Curve
Before examining the details of the real-balanced effect, consider the specifics of what it does. A typical aggregate demand curve is presented in the exhibit to the right. The negative slope of the aggregate demand curve captures the inverse relation between the price level and aggregate expenditures on real production. 

When the price level changes, the real-balanced effect is activated, which is what then results in a change in aggregate expenditures and the movement long the aggregate demand curve. To illustrate this process, click the [Change Price Level] button. 

The real-balanced effect is based on the realistic presumption that the supply of money in circulation is constant at any given time. Money is what the four basic macroeconomic sectors use to purchase production. How much production they are able to purchase (that is, aggregate expenditures) depends on the amount of money in circulation relative to the prices of the goods and services produced (that is, the price level). When the price level changes, the purchasing power of the available money supply also changes and so too do aggregate expenditures. A higher price level means money can buy less production. A lower price level means money can buy more production. 

Suppose, for example, that Duncan Thurly's share of the nation's money supply is $10. At a price of $2 each, he can afford to purchase five Wacky Willy Stuffed Amigos (those cute and cuddly armadillos and scorpions). However, if the price level rises, and with it the price of Stuffed Amigos, then he can no longer afford to purchase five of these cuddly creatures. At $2.50 each, he can now afford to buy only four Stuffed Amigos. His share of aggregate expenditures on REAL production declines from five Stuffed Amigos to four. The purchasing power of his $10 of money has fallen and with it his aggregate expenditures on real production. He has succumbed to the real-balance effect. 

How in the world did economists come up with the phrase "real-balance" to indicate this effect? The "real" part refers to the "real" purchasing power of money. That is, how much real production can be purchased with the money. The "balance" part is included because money is often referred to as money "balances." This effect could be called the real-money effect just as easily.

2.2.2 Disequilibrium Macroeconomics

Patinkin’s second main theme was the contrast between the Keynesian model (named after British economist John Maynard Keynes)—where markets do not clear and quantities respond to quantities—and the Walrasian system, which assumes that trades are only made at a market-clearing price vector. According to Patinkin, unemployment is a disequilibrium phenomenon that should be understood as the result of the effect of aggregate demand constraint on the behavior of firms and workers. Patinkin’s disequilibrium analysis of the labor market, with both firms and workers off their respective labor demand and labor supply curves, was later complemented by Robert W. Clower’s analogous interpretation of consumption as a function of income in the goods market in his 1965 publication “The Keynesian Counter-Revolution: A Theoretical Appraisal.” In their 1971 article “A General Disequilibrium Model of Income and Employment,” Robert J. Barro and Herschel I. Grossman combined Patinkin’s and Clower’s analyses in a fixed-price model that quickly became the most influential exposition of disequilibrium macroeconomics. It was largely thanks to the Barro-Grossman model—which may be regarded as an outgrowth of chapter 13 of Money, Interest, and Prices — that Patinkin’s approach to unemployment finally penetrated the macroeconomic literature. After this theoretical contribution to Keynesian economics, Patinkin became engaged in the 1970s and 1980s in an extensive investigation of the historical development of Keynes’s thought. He concluded that the “central message” of Keynes’s macroeconomics was the role of changes in aggregate income in bringing the goods market to less than full employment equilibrium, based on the assumption that the marginal propensity to consume is less than one.

2.2.3 Classical dichotomy

The classical dichotomy theory refers to the division between real and nominal variables in economics. Real variables such as output, unemployment, or real interest rates do not necessarily have to be influenced by changes in nominal variables, as most importantly the nominal money supply. Changes in the money supply therefore do not - according to the strict dichotomy - influence real variables (monetary neutrality). The classical dichotomy was central to the thinking of early economists (money as a veil).

Patinkin (1954) challenged the classical dichotomy as being inconsistent, with the introduction of the 'Real balance effect' of changes in the nominal money supply. The early classical writers postulated that money is inherently equivalent in value to that quantity of real goods which it can purchase. Therefore, in Walrasian terms, a monetary expansion would raise prices by an equivalent amount, with no real effects (employment, growth). Patinkin postulated that this inflation could not come about without a corresponding disturbance in the goods market, through the 'real balance effect'. As the money supply is increased, the real stock of money balances exceeds the 'ideal' level, and thus expenditure on goods is increased to re-establish the optimum balance. This raises the price level in the goods market, until the excess demand is satisfied, at the new equilibrium. He thus argued that the classical dichotomy was inconsistent, in that it did not explicitly allow for this adjustment in the goods market - the price adjustment was assumed to be immediate - the 'invisible hand'.

Later writers (Archibald & Lipsey, 1958) argued that the dichotomy was perfectly consistent, as it did not attempt to deal with the 'dynamic' adjustment process, it merely stated the 'static' initial and final equilibria.

Mathematical properties

A classical dichotomy is exhibited when the jacobian matrix of the series equations Jdy = dx is block recursive in nature. In other words, you should be able to solve for all real variables without having to solve for money.

2.2.4 Patinkin’s Impact

Patinkin’s search for the micro foundations of macroeconomics has had a deep impact on economic theory. His contribution to the money-in-the-utility-function approach has become part of modern monetary theory mainly through the work of Miguel Sidrauski (1967). Although the real balance effect has lost space to substitution effects in monetary economics—its acceptance nowadays depends on the theoretical assumption that the inter temporal utility function is not separable in consumption and money balances, and on the empirical evidence about its size at business-cycle frequencies— according to Richard J. Sweeney (1988) and Peter N. Ireland (2005) it still plays a role as part of the broader wealth effect in models with specified inter temporal budget constraints and forward looking agents. In the same vein, despite the diminishing interest on disequilibrium macroeconomics since the late 1970s, Patinkin’s path breaking search for the compatibility of macroeconomics and microeconomics has left its mark on the research agenda of Keynesian and neoclassical economists alike.

2.3 baumol and tobin model

The Baumol-Tobin model is an economic model of the transactions demand for money as developed independently by William Baumol (1952) and James Tobin (1956). The theory relies on the trade off between the liquidity provided by holding money (the ability to carry out transactions) and the interest foregone by holding one’s assets in the form of non-interest bearing money. The key variables of the demand for money are then the nominal interest rate, the level of real income which corresponds to the amount of desired transactions and to a fixed cost of transferring one’s wealth between liquid money and interest bearing assets. The model was originally developed in order to provide micro foundations for aggregate money demand functions commonly used in Keynesian and Monetarist macroeconomic models of the time. Later on, the model was extended to a general equilibrium setting by Boyan Jovanovic (1982) and David Romer (1986).

2.3.1 Formal exposition of the model
Suppose an individual receives her paycheck of Y dollars at the beginning of each period and subsequently spends it at an even rate over the whole period. In order to spend the income she needs to hold some portion of Y in the form of money balances which can be used to carry out the transactions. Alternatively, she can deposit some portion of her income in an interest bearing bank account or in short term bonds. Withdrawing money from the bank, or converting from bonds to money, incurs a fixed transaction cost equal to C per transfer (which is independent of the amount withdrawn). Let N denote the number of withdrawals made during the period and assume merely for the sake of convenience that the initial withdrawal of money also incurs this cost. Money held at the bank pays a nominal interest rate, i, which is received at the end of the period. For simplicity, it is also assumed that the individual spends her entire paycheck over the course of the period (there is no saving from period to period).

As a result the total cost of money management is equal to the cost of withdrawals, NC, plus the interest foregone due to holdings of money balances, iM, where M is the average amount held as money during the period. Efficient money management requires that the individual minimizes this cost, given her level of desired transactions, the nominal interest rate and the cost of transferring from interest accounts back to money.

The average holdings of money during the period depend on the number of withdrawals made. Suppose that all income is withdrawn at the beginning (N=1) and spent over the entire period. In that case the individual starts with money holdings equal to Y and ends the period with money holdings of zero. Normalizing the length of the period to 1, average money holdings are equal to Y/2. If an individual initially withdraws half her income, Y / 2, spends it, then in the middle of the period goes back to the bank and withdraws the rest she has made two withdrawals (N=2) and her average money holdings are equal to Y / 4. In general, the person’s average money holdings will equal Y / 2N.

This means that the total cost of money management is equal to:
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The minimum number of withdrawals can be found by taking the derivative of this expression with respect to N and setting it equal to zero (note that the second derivative is positive, which ensures that this is a minimum, not a maximum).

The condition for minimum is then given by:
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Solving this for N we get the optimal number of withdrawals:
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Using the fact that average money holdings are equal to Y/2N we obtain a demand for money function:
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The model can be easily modified to incorporate an average price level which turns the money demand function into a demand for liquidity function:
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2.4 Friedman and the modern quantity theory

The quantity theory of money, dating back at least to the mid-sixteenth-century Spanish Scholastic writers of the Salamanca School, is one of the oldest theories in economics. Modern students know it as the proposition stating that an exogenously given one-time change in the stock of money has no lasting effect on real variables but leads ultimately to a proportionate change in the money price of goods. More simply, it declares that, all else being equal, money's value or purchasing power varies inversely with its quantity.

There is nothing mysterious about the quantity theory. Classical and neoclassical economists never tired of stressing that it is but an application of the ordinary theory of demand and supply to money. Demand-and-supply theory, of course, predicts that a good's equilibrium value, or market price, will fall as the good becomes more abundant relative to the demand for it. In the same way, the quantity theory predicts that an increase in the nominal supply of money will, given the real demand for it, lower the value of each unit of money in terms of the goods it commands. Since the inverse of the general price level measures money's value in terms of goods, general prices must rise. 

In the late nineteenth and early twentieth centuries, two versions of the theory competed. One, advanced by the American economist Irving Fisher (1867-1947), treated the theory as a complete and self-contained explanation of the price level. The other, propounded by the Swedish economist Knut Wicksell (1851-1926), saw it as part of a broader model in which the difference, or spread, between market and natural rates of interest jointly determine bank money and price level changes.

The contrasts between the two approaches were striking. Fisher's version was consistently quantity theoretic throughout and indeed focused explicitly on the received classical propositions of neutrality, equiproportionality, money-to-price causality, and independence of money supply and demand. By contrast, Wicksell's version contained certain elements seemingly at odds with the theory. These included (1) a real shock explanation of monetary and price movements, (2) the complete absence of money (currency) in the hypothetical extreme case of a pure credit economy, and (3) the identity between deposit supply and demand at all price levels in that same pure credit case rendering prices indeterminate.

Although the quantify theory has had a long history, it fell into disrepute in the 1930s, in part because it seemed at the time that this theory could not explain the Great Depression, and partly because of the publication in 1936 of Keynes theory. Although some economists continued to advocate the quantity theory, most economists became Keynesians and treated the quantity theory as a historical curiosity.

Only in the mid- and lare-1950s did the quantity theory again become a serious rival to the Keynesian theory. There were several reasons for the revival. One was that, contrary, to the prediction of many Keynesians, upon the conclusion of World War II the American economy did not revert to the depressed conditions of the 1930s, but instead underwent inflation. Second, one seemingly great benefit of the Keynesian revolution had been its demonstration that by manipulating expenditures and taxes, the government can keep the economy close to full employment. But it turned out that there were serious political as well as economic difficulties in actually changing government expenditures and tax rates in these recommended ways, and that Keynesian theory appeared to be less useful than it had originally seemed.

However the resurgence of the quantity theory should not be attributed merely to impersonal historical events. It is also due to the fact that several extremely able economists advocated this theory. Don Patinkin of Hebrew University restated the quantity theory in a rigorous way that avoids many of the crudities that infested earlier expositions. Milton Friedman, of the University of Chicago, and many of this former students provided a framework that allow one to test empirically the proposition that changes in the quantity of money dominate changes in income. Moreover Friedman and Anna Schwartz of the National Bureau of Economic Research argued in a lengthy study that the experience of the Great Depression should be interpreted as confirming the prediction of the quantity theory rather than that of Keynesian theory. Subsequently they showed that in both the United States and Britain, longer run movements in nominal income were highly correlated with movements in the money stock.

Despite the resurgence of the Quantity Theory in the 1970s and early 1980s it is still far from universally accepted by economists. Controversies about its validity and applicability rage on. In is masterful 1991 survey, David Laidler noted that: 

Controversy about the Quantity Theory has been marked by common themes since the 18th century. These include the definition of money, the relationship between correlation and causation, and the transmission mechanism. Controversy has continued because of the technical difficulty of sorting out the direction of causation running between money and prices, and, on a deeper level, because ideological concerns about the viability of market mechanisms are at stake in the controversy.

2.5 Crisis in Keynesian 

Starting in 2008, there has been a resurgence of interest in Keynesian economics among various policy makers from the world's industrialized economies. This has included discussions and implementation of some economic policies in accordance with the recommendations made by John Maynard Keynes in response to the Great Depression—such as fiscal stimulus and expansionary monetary policy. 

From the end of the Great Depression until the early 1970s, Keynesian economics provided the main inspiration for economic policy makers in western industrialized countries. The influence of Keynes's theories waned in the 1970s, due to stagflation and critiques from Milton Friedman, Robert Lucas, Jr., Friedrich Hayek and other economists who were less optimistic about the ability of interventionist government policy to positively regulate the economy. The advent of the global financial crisis in 2008 prompted a resurgence of interest in Keynesian economics among policy makers. Paralleling this change, there has also been some rethinking of the relevance of Keynes' ideas among academics; however, the revival of Keynesian economics in academia has been more controversial and muted.

2.5.1 Competing views on macroeconomic policy

Macroeconomic policy focuses on high level government decisions which affect overall national economies rather than lower level decisions concerning markets for particular goods and services. The Keynesian resurgence can be understood in the context of various competing perspectives from which policy recommendations originate. A key issue of contention is the optimal level of government intervention in economic affairs. For an overview on the different perspectives, see Liberal, Realist & Marxist. For more detail on specific systems of thought relevant to debate on this fiscal policy see Keynesian economics, Monetarism, Austrianism, New Classical economics, Real business cycle theory, and New Keynesian economics.

Over the last sixty years, most strikingly in the Anglo American economies but to a large extent worldwide, the two competing views receiving the most attention at policy-making level have been Keynesianism and Monetarism. 

Monetarists advise minimal government intervention in the economy, apart from tightly controlling the money supply and publicizing targets for future modest expansion, thus setting expectations so as to reduce inflation. Monetarists also tend to favor free market policies such as clamping down on powerful labor unions, fairly light regulation, and generally small government – although not typically to the extremes favoured by other economic liberals such as Austrian school economists and Libertarians.

Keynesians, in contrast to Monetarists, tend to place greater importance on the role of fiscal policy over monetary policy in the ups and downs of the economic cycle; they advise government intervention, especially in a recession where the standard recommendation is for increased government spending - especially on capital projects such as infrastructure - and tax reductions in order to stimulate aggregate demand. In a boom they often suggest measures to dampen demand such as raising taxes and interest rates, and throughout the business cycle they prefer regulation of economic activity.

Keynesian Economics evolved from the Keynesian Revolution. In contrast to the recent resurgence of Keynesian policy making the revolution initially comprised a shift change in theory. There had been several experiments in policy making that can be seen as precursors for Keynes ideas, most notably Franklin D. Roosevelt's famous "New Deal" (Roosevelt was US president from 1933 to 1945). These experiments however had been influenced more by morals, geopolitics and political ideology than by new developments in economics, although it is notable that Keynes had found some support in the US for his ideas about counter-cyclical public-works policy as early as 1931. According to Gordon Fletcher, Keynes' General Theory provided a conceptual justification for 'New Deal'-type policies which was lacking in the established economics of the day - immensely significant as in the absence of a proper theoretical underpinning there was a danger that ad hoc policies of moderate intervention would be overtaken by extremist solutions, as had already happened in much of Europe. Keynes did not however agree with all aspects of the New Deal; he considered that the almost immediate revival of business activity after the program's launch could only be accounted for by psychological factors, which are dangerous to rely on, such as the boost to confidence by Roosevelt's inspiring oratory.

Since the 1940s the influence of Keynesian Economics on government policy makers has both waxed and waned under pressure from free market economics, and from late 2008 appears to be waxing once again. 

2.5.2 The Keynesian ascendancy: 1941–1979

While working on his General Theory, Keynes wrote to George Bernard Shaw saying "I believe myself to be writing a book on economic theory which will largely revolutionize, not I suppose at once but in the course of the next ten years – the way the world thinks about economic problems … I don't merely hope what I say, in my own mind I'm quite sure". Professor Keith Shaw wrote that this degree of self confidence was quite amazing especially considering it took more than fifty years for the Newtonian revolution to gain universal recognition; but also that Keynes's confidence was fully justified. Keynes provided the main inspiration for European and American economic policy makers from about 1941–1979. The fifties and sixties, where Keynes's influence was at its peak, has been described as appearing in retrospect to have been a golden age. In late 1965 Time magazine ran a cover article with the title inspired by Milton Friedman's statement, later associated with Nixon, that "We Are All Keynesians Now". The article described the exceptionally favourable economic conditions then prevailing, and reported that "Washington's economic managers scaled these heights by their adherence to Keynes's central theme: the modern capitalist economy does not automatically work at top efficiency, but can be raised to that level by the intervention and influence of the government." The article also states that Keynes was one of the three most important economists ever, and that his General Theory was more influential than the magna opera of his rivals - Smith's The Wealth of Nations and Marx's Das Kapital. 

2.5.3 Displacement by monetarism: 1979–1984

The stagflation of the 1970s, including Richard Nixon's imposition of wage and price controls on August 15, 1971 and in 1972 unilaterally canceling the Bretton Woods system and ceasing the direct convertibility of the United States dollar to gold, as well as the 1973 oil crisis and the recession that followed, unleashed a swelling tide of criticism for Keynesian economics, most notably from Milton Friedman, a leading figure of Monetarism, and the Austrian School's Friedrich von Hayek. In 1976, Robert Lucas of the Chicago school of economics introduced the Lucas critique, which called into question the logic behind Keynesian macroeconomic policy making. By 1979, the election of Margaret Thatcher as UK prime minister brought monetarism to British economic policy. In the US, the Federal Reserve under Paul Volker adopted similar policies of monetary tightening in order to squeeze inflation out of the system. 

The monetarist experiments in the UK in the early 1980s succeeded in bringing down inflation, but at the cost of unemployment rates in excess of 10%. Contrary to monetarist predictions, the relationship between the money supply and the price level proved unreliable in the short- to medium-term. The US Federal Reserve officially discarded monetarism in 1984M3 and the Bank of England likewise abandoned its sterling  

money targeting in October 1985.

The early 90s saw some instances of fiscal intervention by policymakers in the US and UK, and such Keynesian remedies were never wholly dropped in Europe and other parts of the world. This period has been described as a time of pragmatism, when, rather than following any one economic doctrine, policymakers chose whatever solution seemed to suit the particular circumstances they faced best. Yet free-market influences broadly sympathetic to Monetarism remained very strong at government level in powerful normative institutions like the World Bank, IMF and US Treasury, and in prominent opinion-forming media such as the Financial Times and the Economist. 

2.6 The Keynesian revival  

In the wake of the +6financial crisis of 2007–2010 the free market consensus began to attract negative comment even by mainstream opinion formers from the economic right.

2.6.1 United States and Britain

In March 2008, free-market guru Martin Wolf, chief economics commentator at the Financial Times, announced the death of the dream of global free-market capitalism, and quoted Josef Ackermann, chief executive of Deutsche Bank, as saying "I no longer believe in the market's self-healing power." Shortly afterward economist Robert Shiller began advocating robust government intervention to tackle the financial crisis, specifically citing Keynes. Macro economist James K. Galbraith used the 25th Annual Milton Friedman Distinguished Lecture to launch a sweeping attack against the consensus for monetarist economics and argued that Keynesian economics were far more relevant for tackling the emerging crises. 

A series of major bailouts followed, starting on September 7 with the announcement that the U.S. government was to nationalize the two firms which oversaw most of the U.S. mortgage market—Fannie Mae and Freddie Mac. In October, the British Chancellor of the Exchequer referred to Keynes as he announced plans for substantial fiscal stimuli to head off the worst effects of recession, in accordance with Keynesian economic thought. Similar policies have been announced in other European countries, by the U.S., and by China. This is in stark contrast to the scope given to Indonesia during its financial crisis of 1997, when the IMF forced it to close 16 banks simultaneously, prompting a bank run. 

Prominent Keynesian economists included the Nobel Prize winning Paul Krugman, described by the Financial Times as a "radical keynesian economist",Robert Reich along with   Greg Mankiw and Joseph Stiglitz. Mankiw argued that Keynes was the economist who provided the greatest single insight into the crisis, but later encouraged skepticism about a fiscal stimulus. 

The works on Keynes of Hyman Minsky, Robert Skidelsky, and Donald Markwell were widely cited. Much discussion reflected Keynes's advocacy of international coordination of fiscal or monetary stimulus, and of international economic institutions such as the International Monetary Fund and World Bank, which he had helped to create at Bretton Woods in 1944, and which many argued should be reformed at a "new Bretton Woods". This was evident at the G20 and APEC meetings in Washington, D.C., and Lima, Peru, in November 2008, and in coordinated reductions of interest rates by many countries in November and December 2008. IMF and United Nations economists and political leaders such as British Prime Minister Gordon Brown advocated a coordinated international approach to fiscal stimulus. The President of the World Bank, Robert Zoellick, advocated that all developed country pledge 0.7 percent of its stimulus package to a vulnerability fund for assisting developing countries. It was argued (e.g. by Donald Markwell) that the absence of an international approach in the spirit of Keynes, or its failure, risked the economic causes of international political conflict which Keynes had identified (e.g. in the 1930s) coming into play again. 

In a speech on January 8, 2009, President Barack Obama unveiled a plan for extensive domestic spending to combat recession, further reflecting Keynesian thinking. The plan was signed by the President on February 17, 2009. There had been extensive debate in Congress concerning the necessity, adequacy, and likely effects of the package, which saw it being cut from $819 to $787 billion during its passage through the Senate. 

A renewed interest in Keynesian ideas was not limited to western countries. In a speech delivered in March 2009 entitled Reform the International Monetary System, Zhou Xiaochuan, the governor of the People's Bank of China revived Keynes's idea of a centrally managed global reserve currency. Dr Zhou argued that it was unfortunate that Keynes's Bancor proposal was not accepted at Bretton Woods in the 1940s. He argued that national currencies were unsuitable for use as global reserve currencies as a result of the Triffin dilemma - the difficulty faced by reserve currency issuers in trying to simultaneously achieve their domestic monetary policy goals and meet other countries' demand for reserve currency. Dr Zhou proposed a gradual move towards adopting IMF Special Drawing Rights (SDRs) as a centrally managed global reserve currency. Dr Zhou's view was echoed in June 2009 by the IMF  and in September was described by the Financial Times as the boldest statement of the year to come from China. 

In an widely read article on dollar hegemony published in Asia Times On Line on April 11, 2002, Henry C.K. Liu asserts that "The Keynesian starting point is that full employment is the basis of good economics. It is through full employment at fair wages that all other economic inefficiencies can best be handled, through an accommodating monetary policy." Liu has also advocated that Chinese exports be denominated in Chinese currency (RMB)as a step to free China from the constraints of excessive reliance on the dollar. 

2.6.2 Effectiveness

China was one of the first nations to launch a substantial fiscal stimulus package , estimated at $586 billion spread over two years  , and in February 2009 the Financial Times reported that both government officials and private investors were seeing signs of recovery, such as rises in commodity prices, a 13% rise in the Chinese stock market over a period of 10 days, and a big increase in lending—reflecting the government's success in using state owned banks to inject liquidity into the real economy.

As late as April, central bankers and finance ministers remained cautious about the overall global economy, but in May 2009 the Financial Times (FT) reported that according to a package of leading indicators there were signs that recovery was now imminent in Europe to, after a trough in March. The US was one of the last major economies to implement a major stimulus plan, and the slowdown there looked set to continue for at least a few more months. There was also a rise in business and consumer confidence across most of Europe, especially in the emerging economies such as Brazil, Russia and India. In June, OECD reported improvements to the global economic outlook, with overall growth now forecast for 2010 instead of a small contraction. OECD specifically credited stimulus plans, which they warned should not be rolled back too swiftly. The IMF also reported a better than expected global economic outlook in July, though warning the recovery is likely to be slow. Again they credited the "unprecedented" global policy response and echoed the OECD in urging leaders to avoid complacency and not to unwind recession fighting fiscal and monetary policy too soon. In a widely syndicated article published in August 2009, Paul Krugman announced that the world had been saved from the threat of a second great depression, thanks to "Big Government". The US economy emerged from recession in the third quarter of 2009, which the FT credited to the stimulus measures. In November managing director of the IMF Dominique Strauss-Kahn again repeated the warning against exiting from the stimulus measures too soon, though the FT reported significant differences have now emerged even within Europe, with senior members of the European Central Bank expressing concern about the risk of delaying the exit for too long. On 8 December 2009, President Obama unveiled what the FT have described as a "second stimulus plan" for additional job creation  using approx $200 billion of unused funds that had been pre-approved for the Troubled Asset Relief Program. The same speech saw the President advice that the initial stimulus had already saved or created 1.6 million jobs. In an article looking back at 2009, economics professor Arvind Subramanian wrote in the FT that economics had helped to redeem itself by providing advice for the policy responses that successfully prevented a global slide into depression, with the fiscal policy stimulus measures taking their "cue from Keynes." 
2.6.3 Calls for the resurgence to extend further

In 2009 there were several books published by economists advocating a further shift towards Keynesian thinking. The authors advocated further reform in academic economics, policy making and even the public's general ethics. Theoretical arguments regarding the relative merits of free market versus mixed economy policies do not always yield a clear conclusion. In his 2009 book Keynes: The Return of the Master, economic historian Lord Skidelsky has a chapter comparing the performance of the world economy between the Golden Age period of 1951–1973 where Keynesian policies were dominant with the Washington Consensus period of 1981–2008 where free market polices were adopted by leading governments. Samuel Brittan of the Financial Times called this part of the book the key chapter for the practically inclined reader. Using data from the IMF, Skidelsky finds superior economic performance on a whole range of metrics, except for inflation where he says there was no significant difference. 

Skidelsky suggests the high global growth during the golden age was especially impressive as during that period Japan was the only major Asian economy enjoying high growth – it was not until later that the world had the exceptional growth of China and other emerging economies raising the global average. Lord Skidelsky also comments that the golden age was substantially more stable - comparing slightly different periods, Martin Wolf found that between 1945 - 71 (27 years) the world saw only 38 financial crises, whereas from 1973 - 97 (24 years) there were 139. Skidelsky also reports that inequality was generally decreasing during the golden age, whereas since the Washington Consensus was formed it has been increasing. He notes that South America has been an exception to general rise in inequality - since the late 1990s inequality has been falling there, which James Galbraith explains as likely due to the regions early "retreat from neoliberal orthodoxy".

	Metric  



	Golden Age period  



	Washington Consensus period  




	Average global growth
	4.8%
	3.2%

	Average global inflation
	3.9%
	3.2%

	Average Unemployment (US)
	4.8%
	6.1%

	Average Unemployment (France)
	1.2%
	9.5%

	Average Unemployment (Germany)
	3.1%
	7.5%

	Average Unemployment (Great Britain)
	1.6%
	7.4%


In his 2009 book The Keynes Solution, post-Keynesian economist Paul Davidson makes another historical case for the effectiveness of Keynesian policy, referring to the experience of the United States during the Great depression. He notes how economic growth and employment levels increased for four successive years as New Deal policies were pursued by President Roosevelt. When government spending was cut back in 1937 due to concerns about the budget deficit, all the gains were lost in one year, and growth only resumned after spending increased again from 1938, as a response to growing acceptance of Keyne's ideas and later to the need for war spending. For Davidson, this experience "proves beyond a shadow of a doubt" that Keynesian policy has the power to deliver full employment and prosperity for a government's entire labor force. 

On November 8, 2008, Paul Davidson and Henry C.K. Liu co-authored an open letter to world leaders attending the November 15 White House summit on financial markets and the world economy urging reconsideration of John Maynard Keynes' analytical system that contributed to the golden age of the first quarter century after World War II. The letter, signed by many supporting economists, advocates a new international financial architecture based on an updated 21st century version of the Keynes Plan originally proposed at Bretton Woods in 1944.

The letter ends by describing this new international financial architecture as aiming to create (1) a new global monetary regime that operates without currency hegemony, (2) global trade relationships that support rather than retard domestic development and (3) a global economic environment that promotes incentives for each nation to promote full employment and rising wages for its labor force. 

2.6.4 Criticism

Keynesian ideas have also attracted considerable criticism. While there has been broad consensus among international leaders concerning the need for co-coordinated stimulus, the German administration initially stood out in their reluctance to wholeheartedly embrace Keynesian policy. 

Critics focus on arguing that Keynesian policy will be counter-productive – reasons given include assertions that it will be inflationary, create more income disparity and cause consumers to rein in their spending even more as they anticipate future tax rises.Nobel Laureates In 2009 more than 300 professional economists, led by three  in economics - James M. Buchanan, Edward Prescott and Vernon Smith, signed a statement against more government spending arguing that "Lower tax rates and a reduction in the burden of government are the best ways of using fiscal policy to boost growth." Robert Barro, an economics professor at Harvard University, has argued that stimulus spending may be unwise, claiming one of the factors the US stimulus package depends on for its effectiveness, the multiplier effect is in practice close to zero - not 1.5 as he says the Obama team were assuming- which means the extra employment generated by the stimulus will be cancelled out by less output and investment in the private sector. A group of German economists have also argued that the size of the multiplier effect has been over estimated.Eugene Fama Edward Prescott and fellow economist   have also argued that the stimulus plans are unlikely to have a net positive effect on employment, and may even harm it. Jeffrey Sachs has argued that the stimulus and associated policies "may work in the short term but they threaten to produce still greater crises within a few years" 

There have also been arguments that the late 2000s crisis was caused not by excessively free markets but by the remnants of Keynesian policy. Luigi Zingales of University of Chicago argues that "Keynesianism is just a convenient ideology to hide corruption and political patronage".[81] In February 2009, Alan Reynolds, senior fellow at the Cato Institute, acknowledged the resurgence, then proceeded to argue that evidence from various studies suggest Keynesian remedies will be ineffective and that Keynesian advocates appear to be driven by blind faith. Austrian school economic historian Thomas Woods published a book, Meltdown, in 2009 which places the blame for the crises on government intervention, and blames the Federal Reserve as the primary culprit behind the financial calamity. 

Critics on the left question whether government policy has become sufficiently Keynesian – looking at the US for example they consider Obama's economic team to be disappointingly centrist, with its inclusion of economists who have previously been associated with support for the neoliberal or pro free market agenda, such as Jason Furman and Larry Summers. From the radical left, sociology professor John Bellamy Foster has questioned whether the resurgence has been truly Keynesian in character, he suggests those few economists he regards as genuinely progressive such as James Galbraith are now far from the centre of government. He also asserts that it is to Marx, and not to Keynes, that society should look to for a full solution to economic problems. 

2.6.4 The Keynesian resurgence in academia

With a few notable exceptions - such as Robert Shiller, James Galbraith and Paul Krugman among others - the Keynesian resurgence has been largely driven by policy makers rather than academic economists. Until very recently mainstream economists have not generally favoured robust counter-cyclical fiscal policies. While the school of thought known as New Keynesian economics has dominated the teaching of macroeconomics at universities, New Keynesians largely believed that monetary policy was enough to stabilize the economy, and largely rejected the case for interventionist fiscal policy which Keynes had advocated. Some economists (primarily post-Keynesians) have accused the New Keynesian system of being so integrated with pro-free market neo-classical influences that the label 'Keynesian' may be considered a misnomer. 

Yet there has been a shift in thinking amongst many mainstream economists, paralleling the resurgence of Keynesianism among policy makers. The New York Times reported that in the 2008 annual meeting of the American Economic Association mainstream economists remained hostile or at least sceptical about the government’s role in enhancing the market sector or mitigating recession with fiscal stimulus - but in the 2009 meeting virtually everyone voiced their support for such measures. However a substantial shift in opinion is less obvious in the academic literature. Speaking in March 2009, Galbraith has stated that he has not detected any changes among academic economists, nor a re-examination of orthodox opinion in the journals. 

The 2008 financial crisis has led some in the economic profession to pay greater attention to Keynes’s original theories. In February 2009, Robert Shiller and George Akerlof argued in their book Animal Spirits that the current US stimulus package was too small, as it does not take into account loss of confidence or do enough to restore the availability of credit. In a September 2009 article for the New York Times, on the lessons economists should learn from the crisis, Paul Krugman urged economists to move away from neoclassical models and employ Keynesian analysis: 

“So here's what I think economists have to do. First, they have to face up to the inconvenient reality that financial markets fall far short of perfection, that they are subject to extraordinary delusions and the madness of crowds. Second, they have to admit ... that Keynesian economics remains the best framework we have for making sense of recessions and depressions. Third, they'll have to do their best to incorporate the realities of finance into macroeconomics.”

2.7 summary 

This unit deals with the post Keynesian theories of demand for money. First of all, Patinkin’s approach to demand for money and his real balance effect were discussed. The real-balance effect is one of three basic effects that indicate why aggregate expenditures are inversely related to the price level. Secondly, The Baumol-Tobin model is explained as an economic model of the transactions demand for money as developed independently. Thirdly Friedman and his modern quantity theory were dealt in detail. Crisis in Keynesianism and its aftermath on economies was described. And finally the revival of Keynesianism was revealed with suitable examples. 
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