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Vely Leroy

ABSTRACT'

Honey fulfills. among other things. a store of va-

lue function. This explains why we speak of the»demand for money.

1.3. liquidity preference. Actually. people desire to keep a

certain proportion of their total resources in the form of cash.

In other words. they have a certain preference for holding money.

which depends upon a number of factors.e.g. the prices of the

things they buy or expect to buy. the rate of interest on various

types of securities.tastes and preferences. etc. In order to

satisfy this total demend for money. there must exist a specific

amount of money in circulation; for.any other quantity. either

greater or smaller than the one that is required. will lead to

variations in prices. the rate of interest.or still in the volume

of employment via changes in the level of aggregate spending.

The classical economxsts spoke of the effect of a change in the

Quantity of money upon the level of prices; thus the traditional

“Quantity Theory of Money“ was inherited from them.J. M. Keynes.

for his part.treated of the effect of a change in the quantity of

money upon the rate of interest. and hence upon the levels of

investment. income. and employment.Finally Patinkin.in his book.

attempted to bring all these teachings together and to show that

the propositions of Keynesian monetary theory are less general

than it is usually thought.

Patinkin developed and extended a theme which Haberler

l
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and Pigou - in a debate with Keynes - and Scitovshy had already

presented.namely the effect of falling prices upon the savings

function. Patinkin argued the followings‘ as people see the real

value of their cash assets rise above the level which they consider

as desirable. they will attemt to get rid of the unwanted excess

by increasing their expenditures on goods and services; total expat-

ditures will rise until real money balances are restored to their

desired level. This is what is meant by the ”real balance effect“.

This new effect “measures the influence on demand of a change in

real balances. other things being held constant.”

Patinltin rightly accused Keynes of having ignored

the ”real balance effect“. Actually. Keynes failed to take into

account the effect of a change in the real value of monetary

assets upon the short-run consumtion function. l-bwever. this

may be due to the fact that he spoke in terms of physical assets

only.the volume of which is fixed in the short-run. Now.if

monetary assets are introduced into the Keynesian model. it will

be necessary to record changes occuring in their real value and

the resulting effects upon effective demand. Thus in an unemlowent

situation - and provided that wages and prices are fully flexible -

the economic system can generate forces mich will bring it back

to a full enmloyment equilibrium position. This is made possible

by the operation of the “real balance effect“. Consequently. given
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wage and price flexibility. Keynes' underemployment equilibrium

theory is not a valid theory.

The present dissertation has three aimss first. to

provide a survey of classical monetary theory and study Keynes'

reaction to that theory; second.to present Patinkin's argument

against Keynesian monetary theory in a way which makes it more

explicit; and third. to criticize Patinkin and build a model

that is based upon the permanent income concept and that relies

upon the ”Keynes effect“ only.thereby making it unnecessary to

assume flexible wages and prices.



INTRODUCTION

Ioney is an invention of man who intended to use it as a

means of securing at any time the satisfaction of his wants. Its

intrinsic value comes from the important fact that it is anywhere the

product of an agreement between those who use it. so that it is

widely accepted in payment for goods. or in discharge of other kinds

of business obligations. Its main advantage consists in the liquidity

which it yields. and there also lies its essential property. There-

fore. money fulfils. among other things. two important functions.

namely: it is a medium of exchange. and a store of value. Each of

these functions has been emphasized to various degrees in the course

of history. To-day. however. the store of value function appears to

overshadow the medium of exchange function to a considerable extent.

at least in academic circles. Thus. we commonly speak of the demand

for money. or of liquidity preference. after postulating that people

desire to keep a certain proportion of their total resources in the

form of cash assets. This will be my central theme.

This theme is not a novel one and could be traced back in

the writings of an Italian scholar by the name of Bernardo Davansatti.

in the sixteenth century. by purpose in undertaking this study is to

exploit it. and to show how variations in the demand for money can

explain fluctuations in the levels of output and employment. and how

they also provide forces for the automatic restoration of full em-

ployment. In order to achieve this aim. I will introduce the concept

of permanent income to which I will relate the demand for money.

This study is then intended to offer a possible alternative answer to
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the Keynesian underemployment equilibrium theory. although it will

lend support. in some cases. the Keynes' theory. As such. it also

represents an alternative to Patinkin's ”real-balance effect” theory

from which it is inspired. My argument will be presented in four parts:

The first part will be devoted to a general survey of early

classical monetary theory since the time of John Locke. I will de-

scribe the evolution of the Quantity Theory of Money. while paying

attention to the amount of emphasis which has been put at times on

the medium exchange function of money. and at other times on its store

of value function. This first part will also emphasize the need that

was felt among Cambridge economists for an integration of value and

monetary theory. In this respect. I will follow the evolution of

Keynes' views by reviewing the ideas he presented in three of his

works. among which the figngxal_Jhggxy._ This will lead us to consider

in what respect Keynes' monetary theory lacks generality. a charge

which has been made by Don Patinkin. From there. I will pass to the

second part of my study.

The second part introduces Patinkin's argument. the ”real-

balance effect“. but at the micro-economic level. Its main purpose

is to present and explain the ”real-balance effect”. before analysing

this effect at the macro-economic level.

The third part is a restatement of Patlnkin's unemployment

model. followed by a critical appraisal of this model. This appraisal

will take the form of a critical review of the main indictments which

have been launched by Patinkin against Keynes' underemployment equi-

librium theory. Some of Patinkin's arguments will be given further

consideration in two Appendices.
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The fourth part presents the concept of permanent income

and introduces it into the cash-balances equation to explain fluctu-

ations in the levels of measured income (actual income). output and

employment.‘1ia changes in liquidity preference. It will be followed

by a summary and a general conclusion.

The more general conclusions of my argument can be summa-

rized as follows: variations in the demand for money generate forces

that cause fluctuations in the levels of income. output and employment: //

given certain conditions. these forces are also capable of restoring

full employment after an unexpected disturbance has arisen. These

results are not based upon the assumption of perfect flexibility of

wages and prices. which means. therefore. that Patinkin's “real-

balance effect” is not a necessary_ condition in order to invalidate

Keynes' underemployment equilibrium theory.



CHAPTER I

EARLY ”CLASSICAL" HONETARY THEORY: A BRIEF SURVEY.

This chapter is not intended to give a detailed account of

the evolution of ”classical" monetary theory. Its purpose is simply

to review the lines along which that theory has developed since the

time of John Locke. In addition. only those developments which appear

as the most relevant for nun study will be given consideration: at

the same time. I will speak of the most important scholars whose names

are connected with these developments.

The history of the Quantity Theory of Honey. which will be

referred to as the quantity theory. is very interesting. Actually.

economists are not yet agreed upon what is a ”quantity theorist.” In

my opinion. this is due to the fact that several variants have been

developed out of the original statements attributed to those early

scholars of whom it is permitted to say that they either perceived or

expressed a causal relationship between the quantity of money and

prices. In fact. the relationship between the quantity of money. on

the one hand. and the level of prices -- or. the value of money -- on

the other‘hand. is'a centuries-old concept which can be discovered in

the teachings of Confucius and his disciples. Aristotle and the

Schoolmen. and the Roman lawyer Julius Paulus. These have been fol-

lowed by people of more recent times. such as Nicolas Copernicus. Jean

l

Bodin. Antoine de Montchretien. Bernardo Davanaatti.‘gt_al.

 

1 50¢ '- “Home:WNW

Leiden (1887): Louis Baudin. Lmnmmlumatmuauua.

4
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Nevertheless. it appears that John Locke and David Hume must be

credited for having given the most meaningful statements about the

exclusive dependence of the value of money upon the amount of money in

circulation. .

Taking the example of an island separate from the commerce

of the rest of the world with a given supply of money that cannot be

increased. Locke advanced that ”Any quantity of that loney (if it

were but so much that everybody might have some) would serve to drive

any Proportion of Trade. whether more or less. there being Counters

”2 Thus the quantity of money alone ”is enoughenough to reckon by.

to regulate its value. without considering any Proportion between its

quantity and vent. as in other commodities."3 As a matter of fact.

Locke thought that the 'vent' of g; the demand for money was almost

constant: ”But. because the desire of money is constantly almost

everywhere the same. its vent varies very little. but as its greater

 

"0-10" Pattie: Mason (part I! ofW

Mingus. Paris. 1947);W.Pub-

lished by N. L. Nolowski. Paris 1854. specially p. 53. and p. 33

where one reads ”La monnaie doit etre rare pour avoir une valeur

elevée": II. Denis.MW.

Paris. 1938. specially p. X1: Jean Dodin.W

nonin_a_m._ne_Malejtxnit. of N. Hauser's edition (1932): A. de

Montchretien. 11a11e_dLEsonamig_£glitigng._lgl§. edited by Funck-

Brentano. Paris. 1889. especially p. 257: J.w. Angell.

gL_1n1g;n311gngl_£;1ge1. Harvard Economic Studies. Vol. XXVIII.

Cambridge. 1926. p. 20; and A.W. Margot. Ih:_1henxy_n£_£xige1. Vol.

11. (New York: Prentice-Hall Inc.. 1942). pp. 10-25. especially pp.

13-15. on Davanzatti who ”moved within the range of Ideas suggested

by what would now be called ”utility" analysis”: and pp. 18-24 on

John Law. '

2 J. Locke.W.In 111mm

ni.Jnhn.Lnnkc. London and New York (1883). p. 590. Also quoted by

11. Roll. “Want. London. 1938. p. 117: and

by E.1. Hecksher. Mercantilljm. K91._11. London. 1935. pp. 23. and

225-226.

3 As quoted by E. Roll. an._£11.. p. 118.
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scarcity enhances its price. and increases the scramble: there being

nothing else that does easily supply the want of it: the lessening of

its quantity. therefore always increases its price. and makes an equal

portion of it exchange for a greater value of any other things."1

These views have been shared by David Hume. witness his well-known

example in which he supposes that everybody in England. by miracle. to

get five pounds slipped into his pocket one night. The result. he said.

is that nobody would get richer: ”We fancy. because an individual

would be much richer. were his stock of money doubled. that the same

good effect would follow were the money of every one increased."2

In spite of the clarity of these statements by Locke and

Hume. some doubts have been expressed as to what is the real content

of the quantity theory. Hegeland. for instance. maintains that only.

a misinterpretation of Locke's basic idea. namely that the quantity

of money is of no importance whatsoever. must be held responsible for

what has been commonly designated thereafter as the quantity theory.a

According to him. Locke intended only to emphasize that the function

of money is ”fundamentally that of being a medium of exchange.” ‘

 

l J. Locke. np._nit.. pp. 584-585. -Thus. the value of money is

regulated by the law of supply and demand.

2 D. Hume. £§1315_and_1reatisg§. A new Edition. 2 vols.. London.

1825. vol. I. 315.

3 Hugo Heveland. Wilma. Goteborg. 1951. 99-1-2-

4 Hegeland. on._£Ll.. p.2. We find it hard to support the view ex-

pressed by Hegeland. As a matter of fact. Locke did say that the

value of money was regulated by its quantity. E. Roll tells us that

this was his argument against the prevailing mercantilist views

that a low rate of interest would raise prices. See E. Roll. on.

211.. p. 117; also J. Locke.

" ' (1692). p. 48 and mum.

--- Negeiand maintains that Locke's pr0position about the question

of the amount of money being of no importance whatsoever. ”was

directed towards the monetary doctrines of mercantilism. according
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However. Locke did say more than that. and particularly with respect

to the determination of the price level. or the value of money. And

Hume adopted his ideas. while stressing the role of money in stimulating

activity and trade.1 Finally. it may be said that. on account of

their opposition to the monetary doctrines of the Mercantilists. both

Locke and Hume were led to argue more strongly than any of their pre-

decessors has done thus far. that the value of money was purely

”fictitious” because it arises from the"agreement and convention of

men”: and that it varied inversely with. and in proportion to. the

quantity money available -- the demand for money being almost constant.

This. therefore. will be my interpretation of the quantity theory.

namely: an increase in the quantity of money causes a proportionate

increase in prices. or what amounts to the same thing. a proportionate

decrease in the value of money.

 

to which the quantity of money constituted one of the main sources

of the wealth of a nation. Its basic content is that money is

primarily a medium of exchange. which. in point of principle. does

not add to the amount of riches of a given economy.” See H.

Hegeland. an._£ll.. p.1. This is difficult to reconcile. however.

with the conclusion which both Locke. and Hume particularly.

arrived at concerning a change in the quantity of money upon the

level of prices. Cf. Humel example above. - Also. see E.F.

Hecksher. na._sll.. pp. 225-226. and A.w. Harget.

2119:; (New York: Prentice-Hall. Inc.. 1942). Vol. 11. 16-18. for

views Opposite to Hegeland's.

1 As Margot put it. Locke must be credited for having tackled the

problem of the velocity of circulation of money. For. he supposed

that the 'vent' of or the demand for money was almost constant:

this meant in fact that the ratio T/V was constant. where T stands

for the volume of transactions and V for velocity. That ratio may

be considered here as summarizing the forces which determine the

demand for money. See A.W. Margot. np._gii.. vol. II. 17. n.39.
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The relationship of causality between the amount of money

and the level of prices. which has been stressed. if not formally

introduced. by Locke and Hume. was taken up thereafter by the

”classical” economists. Nevertheless. a cleavage developed between

the doctrine inherited from the past and the theory that has been

advanced by Adam Smith and his followers. The break with the doctrine

which was inherited was related to the basic factors which determine

the value of money. Moreover. the role of money. as a ”medium of ex-

change”. received too much attention. in the hands of Smith and his

disciples. at the expense of that other important function. 1.1. that

of a ”store of value."1 Because of this. it might be useful to look

into A. Smith's bitter reaction to the Mercantilists for an explanation

of the intensification of the belief that an increase in the quantity

of money causes proportionate prices increases.2

 

1 The ”store of value” function of money had already been stressed

by no less a writer than Aristotle. See E. Roll. oo._oLL.. p. 25ff.

Aristotle recognized that "money is serviceable with a view to

future exchanges". but also that its value. like that of other things.

is subject to change.

2 A. Smith is generally considered to have been unfair to the

Hercantilists. A. Gray tells us: "Untill recently. the Mercantilists

have suffered from the cloud cost over them by A. Smith... The

rather harsh traditional judgment rests on two misinterpretations:

firstly that the balance of trade theory represented substantially

the whole of their aims and doctrines. whereas in fact this was but

one aspect of a larger and more comprehensive policy: secondly.

that they were guilty of the folly of Croesus in thinking that

wealth consisted in gold and silver instead of the things that gold

and silver could bring." See A. Gray. Ino_Doxo1oomon1_o£_£oooomio

DooLLLno. London. 1931. pp.78-79; see also J.A. Schumpeter. ULoLoxy

Wow. New-York. 1954. p. 344; E. Roll. 941.311..

p. 62: and J.M. Keynes. Ibo gonoral Ihoozy. pp. 335. 348.
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while many Iercantilists held a pure Hides-like view of

money. others. like T. Nun. did not. In fact. Nun wrote :'... for

although Treasure is said to be the Sinews of the war. yet this is so

because it doth provide. unite and move the power of men. victuals.

and munition where and when the cause doth require: but if these

things be wanting in due time. what shall we then do with our money."1

In short. it may be said that the most outstanding Nercantilists did

not fall into the error of identifying Treasure with wealth. In

addition. they were also aware of the relationship between the quan-

tity of money and prices. Thus Gerard Halynes wrote in 1601: "plenty

of money makes all things dear. and scarcity of money makes all things

good cheap”:2 and T. Mun: ”... it is a common saying that plenty or

scarcity of money makes all things dear or cheap."3

J. finer blamed A. Smith for identifying every Mercantilist

with a man to whom money meant wealth. In his opinion. Smith ”did

exaggerate the extent of the dependence of the mercantilist case on

the absolute identification of money and wealth. inasmuch as he failed

to make clear that there were some mercantilists who were never guilty

of such identification and few mercantilists who were never guiltless

of it."‘ Actually. it is possible that. in his endeavour to combat

the mercantilist philosophy. A. Smith overstated the case and could

 

~ As quoted by E.F. Hecksher. oo._o11.. Vol. II. p. 212.

2 6- ”illnes.W. 1601. T-E.D. 111387.

3 T. Hun. finoiooo;;_ILoo§ozo. 1644 -- written about 1630 -- pp. 24.

28: also see J. Viner.We.

London. 1937. p. 59.

4 J. Viner. oo._oLi.. p. 19.
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not have helped grounding more firmly later students of monetary

theory in the belief that a proportionate change in prices accompanies

every variation in the quantity of money. At the same time. the

”store of value” function of money was thrown into oblivion. whereas

its ”medium of exchange” function was put in the forefront. Actually.

one can hardly find. in Smith's work. a statement which proves beyond

reasonable doubts that the author believed in.a sort of causal re-

lationship between the amount of money and the level of prices. But.

that

this is due to the feet A. Smith held a different theory of value

which. in his opinion. had its application even in the case of money.l

Smith thought the value of the money-metals to be governed

by the ”quantity of labour” which they enable a person to purchase or

command. Thus the considerable increase in prices during the sixteenth

century. or the ”lowering” of the value of money. was due not to an

influx of precious metals as a consequence of the discovery of abundant

mines in America -- as traditional monetary theories would have us

believe -- but rather to the lower labour cost now incurred in mar-

keting these metals: ”As it costs less labour to bring these metals

from the mine to the market. so when they were brought thither they

 

1 Actually. A. Smith's works contain three theories of value: there

is the labour theory. the labour and other costs theory. and the

supply and demand theory: in addition to this. Smith distinguishes

between what he called the ”natural” or intrinsic value of a commo-

dity. the determination of which rests upon the cost of production

theory. and what he considered as the ”market” value of that commo-

dity. which is found by applying the demand and supply theory. in

the end. however. labour. and not money. is the measure of value.

See E. Cannan.WWLondon. 1930. chapter

VII. especially pp. 164-172: and A. Smith. floolon_o£_uooioog. Book

1. Chapter V and Book 11. Chapter 11 (pp. 32 and 313 of the Modern

Library Edition. to which all page citations refer unless otherwise

indicated).
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could purchase or command less labour."1 The labour value of the

moneysmetals. or their “natural price”. by contrast with their market

value. or their ”market price”. is the relevant variable. since.

according to Smith. this ”natural price” would represent ”the lowest

possible price ... for which it is'possible to bring ...[ihe money

metals] to market for any considerable time together. ”2

In spite of this. Smith was what is commonly referred to

as a ”quantity theorist”. although it sounds paradoxical to advance

at the same time that there is no direct evidence of his having thodéht

in terms of a causal relationship between the amount of money and the

level of prices.3 Nevertheless. his treatement of money. which he

 

l A. Smith. op._nll.. p. 32. - Smith's suggested explanation is in

sharp contrast with the one offered by J. Bodin who thought that

"the chief and almost the sole cause of the increase (in prices)

was the great import of the precious metals.” J. Bodin. opo_oix..

see also H. Hegeland. opo_oii.. p. 16. '

2 A. Smith. op._o11.. Book I..Chap:.XI. part III (201. 213): also

A. Harget. oo._o11.. Vol. II. 28ff.

3 In the opinion of Irving Fisher. A. Smith accepted the quantity

theory. See I. Fisher.WWNow-York.

1911. p. 14. n.l. 0n the other hand. H. Hegeland expressed some

doubts on Smith's acceptance of the theory..on._nll.. p. 47. n.3.

The reader could also consylt A.W. Harget. anu_£ll.. vol. II. 27-30.

--For our part. we believed that A. Smith agreed with the propo-

sitions of the quantity theory. The impression to the contrary

may be due solely to the fact that he had a different theory of

value. at any rate different from the one which thus far was thought

to regulate the value of all things both in the short run and in

the long run. In the end. his theory and others come all to the

same thing. Thus if an influx of the precious metals could be

attributed to the fact that labour. in other countries. was more

productive. whereas its productivity in producing commodities

stayed the same in the recipient country. it would follow that a

larger quantity of those precious metals would have to be given

up in exchange for an unchanged amount of commodities. This amounts

to say that the money-metals have lost value. or that the price

level is new higher. and in proportion to the increase in the pro-

duction of the money-metals -- this is in perfect harmony with the

quantity theory. However. Smith cannot be said to have really

launched the quantity theory. Ricardo rather deserves that credit.
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considered as fulfilling practically the sole function of a ”medium

of exchange“. paved the way for more rigorous formulations of the

quantity theory among his followers. starting with J.8. Say and D.

Ricardo.

III

A.w.llarget wrote: ”it is a commonplace. in doctrinal

histories concerned with the development of ”classical” economic

theory. to regard Adam Smith as the common ancestor of two separate

branches of ”classical doctrine. the one stemming from Ricardo. and

the other. less compactly organized but nevertheless continuous in

its influence. stemming from J.8. Say."l Let us then verify this

truth by analyzing briefly the treatement which the quantity theory

received in the hands of Say and Ricardo.

Although J.8. Say agreed with Smith upon the nature of

money -- that is. its being mainly a ”medium of exchange" -- and upon

the fact that the value of money. like the value of all other things.

was regulated by the “general laws of value". he nevertheless meant

something different when he spoke of ”demand and supply'.due to

the amount of emphasis he placed upon "utility” as the factor lying

behind ”demand”. This. therefore. overshadowed the ”cost of pro-

duction”. a factor to which Smith and Ricardo attributed so much

weight in explaining how value is determined. On account of that.

Say appears as an anticipator or a protagonist of the application

of ”utility analysis” to the demand for money. As Iarget put it:

 

1 A.h. Narget. oo._oiL.. Vol. 11. 30.
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”... it is particularly worth pointing out that Say'a-utteranoes

-upen.this head [the application of I'utility analysis” to the demand

-fer money] have at least as much claim to be regarded as an “antici-

' pation' of the relevant propositions of modern monetary theory as his

utterances with respect to utility in general have to berregarded as

an'anticipation” of the relevant propositions of “modern” value

theory."1

Actually. Say is not the first to have introduced the

concept of ”utility” as a factor of importance. among others. upon

.which rests the 'demand' for every commodity. including money.

Bernardo Davanaatti. Ferdinando Galiani and John Law. for instance.

count among the earliest anticlpators of the application of “utility

analysis” to the demand for money which they considered as a commo-

dity the value of which was determined like that of any other commo-

dity. that is by supply and demand.2 Thus one can feel the develop-

.mant of a new approach to the theory of money and prices. which

received support from Say and thus accounted in part for the emergence

ef two separate branches of ”classical" economies after A. Smith:

the one stemming from Say. and the other from Ricardo whose exposition

of the quantity theory will now be considered.

David Ricardo is. in the opinion of Irving Fisher. the

one who must be credited for launching the quantity theory. It is a

fact that. although many people of all times were agreed upon a

 

l A.N..Narget. op._o11.. Vol. II. 31-32.

2 See A.N. Harget. op._o.u... Vol. II. 13-15. 18-24. 30-32: and

A.E. Monroe.WW(Cambridge: Harvard University

Press. 1930). pp. 279-307. about F. Galiani.
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causal relationship between the amount of money.and the level of

prices. it is nevertheless difficult. at least in some cases. to find

in their writings any clear-cut and unequivocal statements about this

relationship. But in the case of David Ricardo. there is no place i

left for any doubt about his firm adherence to the quantity theory.

For. said Ricardo: ”If the bank were restricted from paying their

notes in specie. and all the coins had been exported. any oxoooj of

their notes would depreciate to the value of the circulating medium

in gxopoxoion to the excess...1f 20 millions had been the circulation

of England before the restriction. and 4 millions were added to it.

the 24 millions would be of no_mozo value than the 20 millions were

before. provided commodities had remained the same. and there had

been no corresponding exportations of coins."1 However. when there

comes the question of knowing how the value of money is determined.

we cease to find as much clarity in Ricardc's thinking. E. Canaan.

for instance. remarked that Ricardo did not apply his ”general”

Theory of value to the determination of the value of money.2 If

this were true. it would indicate a difference of attitude between

A. Smith and Ricardo. since the former believed the value of no;

commodity. including money. to be normally determined by the quantity

of labour embodied in it. whereas Ricardo would have the value of all

 

1 italics are mine. See 0. Ricardo. 1ho_flioh_£xioo_of_flulllon (in

the works of David Ricardo. edited by J.R. McCulloch. London.

1846). p. 285. Underlining this statement is the assumption made

by Locke. namely that the 'vent' of or the demand for money is

constant. See page 7 above. note 1.

2 Professor Cannan wrote: ”... it seems impossible to avoid the

impression that he Ricardo did in fact keep his theories of the

value of currency so to speak in a different side of his head from

that occupied by his general theory of value.” See E. Cannan.

London. 1930. p. 182. Also see A.R.

Harget. nau_£ll.. Vol. II. 32ff.: and D. Ricardo. op._oig.. the

Appendix. .
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commodities other than money determined by the quantity of labour

contained in them. Actually. the above quoted statement. in which

he describes the quantity theory. can hardly be said to depict any

aspect at all of a ”labour theory” of value. Yet elsewhere. Ricardo_

chides those who ”after having requested their readers to consider

money and bullion merely as commodities subject to the same general

principlesEs] of supply and demand...'proceed "to forget this re-

commendation themselves. ”and to consider money as something peculiar.

the valueof which is not determined in the same way as that of other

1 He finally degended himself against the criticisms ofcommodities.”

Halthus. about his inconsistencies. by restricting the validity of .

the ”labour” or the ”cost of production” theory of value to only those

commodities that were such ”as can be increased in quantity by the

exertion of human industry and on the production of which competition

operates without restraint.” This excluded money. since the latter

was considered by Ricardo as a ”monopolised” commodity.2

Thus it seems safe to conclude that. according to Ricardo.

tarsus-sterner!!!“{8119? ffitifili'i’f‘.31-91.99?” " 1‘ 3594.111...
““‘—"'* e amm..w.o,w-w—n-.unvo-

992222S§91w1‘*~599‘1?,ngf135"REBEililwfiflflngflhr3 hence the picture
M

of a flow of_moooy~chasiggmgmgiven flow of oods. as it is suggested
~_”’~_v¢,,,

in his exemplification of the quantity theory.

in short. two main tendencies have developed out of the

 

1 See A.R. Harget. opo_o11.. Vol. II. 32-33: and Ricardo. loo._o11.

2 See 0. Ricardo. Exfooiploo. 1st. ed.. p. 3: E. Cannan..nn._£1l..

p. 182: and A. Harget. oo._oL;.. Vol. II. 32ff. for a criticism

of Cannan's remarks and a suggested interpretation of Ricardo's

distinction between money and other commodities concerning the

manner in which value is determined.
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teachings of Smith regarding the quantity theory: the one lays amp

phasis on the ”utility” aspect of money. hence upon the demand for

WM

money as acommodity: whereas the other stressesthesupply side.

W ”new.“ I, Mw"\- W‘Mm.H’- ..

 

‘0‘

based upon the cost of production. and assumes that the 'vent' of or

no '1 ‘M“"'"'b 7—... - ..r“

_’«---‘.W ’H..- ... s—-

the degand for money is more or less constant.butalways in relation

_ . ‘

 ...—r - vs...—

to a given quantity g£_gggmodiiiez. It now remains to consider also

,,.._-mywfl.

two important scholars among all those who subscribed to either one

of these views. namely J.S. N111 and N. Senior. I will underline

mainly what I consider. for the purpose at hand. as the most important

difference between Mill and Senior. concerning the manner in which

they handled the quantity theory.

One often hears that J.S. Hill ”perfected and adapted the

theory of the Ricardian economics.” But what matters most at present

is the fact that Hill. in studying the quantity theory received from

Ricardo and his predecessors. laid much emphasis upon the consequences

of what is referred to. to-day. as ”the mutual impact of the relevant

flow of money and the relevant flow of goods."1 This amounted to

carrying one step further the rudimentary analysis started earlier by

Locke and which was taken up later on by Ricardo. Thus. after identi-

fying the demand for money with the value of the goods offered for

sale. -- since ”every seller of goods is a buyer of money. and the

goods he brings with him constitute his demand” -- and the supply of

money with ”all the money in oixoolooioo at the time“. hill concluded:

”So that the value of money. other things being the same. varies in-

versely with its quantity: every increase of quantity lowering the

 

1 J.:. hill. Exlnslnlcs. Book 111. Chap. i111. sec. 2 (p. 491ff.

of the Ashley edition).
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value. and every diminution raising it. in a ratio exactly equivalent.”

It is therefore the law of supply and demand which regulates the value

of money. like that of any other commodities. But. following Smith.

N111 thought this to hold only temporarily. for on the average. it is

rather the ”cost of production” which determines value.2

While Nassau Senior also accepted the quantity theory.

and. in addition. offered substantially the same explanation of the

determination of the value of money as the one that was given by A

Smith and J.S. Hill. he did not mean the same thing as Hill. for

instance. when he spoke of the ”demand” for money. The difference

between their respective concepts of ”demand” might be said to con-

sist in a matter of emphasis. inasmuch Senior paid attention primarily

to the purposes of holding money. whereas Hill was rather preoccupied

with the money ”demand for goods”. it is in this sense that one can

say that Senior was a protagonist of what has been called ”the holding

theory of money". or in other words. the ”cash-balances" theory:

whereas Hill favoured an approach that portrays the interraction

between the flow of money and the flow of goods. This is not to say.

however. that Bill did not give the least evidence of an under-

standing of the forces leading to the holding of money altogether.a

 

1 J.S. hill. Exinoioloo. book 111. Chap. VII. sec. 2 (p. 16 of the

sixth edition. London. 1865). Hill thought this phenomenon to be

a property' peculiar to money. See also chapter IX on the im-

portance of the cost of production as the ultimate determinant of

the value of money.

2 lbld.. Chap. Vii. sec. 3 (p. 488 of the Ashley edition) and

chapter IX.

3 See. for instance. his ”Preliminary Remarks". lhld.. Book III

(p. 6 of the sixth edition. London. 1865). where he says: ”The

greatest part of the utility of wealth. beyond a very moderate



18’

But he. unlike Senior. did not stress "utility” and did not insist

upon referring 'the problem of the demand for money back to a study

of the actions of economising individuals.”

hhat has been said thus far. fad which has ended in a

comparison between Hill and Senior. purported to put in evidence the

ollooo parallel development of two basic approaches to the theory of

money and prices. both of them'being an application of the principle

of supply and demand. while each one emphasizes a different property

of money: the ”medium of exchange” function in one case. and the

”store of value” function within the framework of-utility analysis in

the other case. At this stage of our study. J.S. Hill stands as the

most articulate representant of the school that uses the first approach.

whereas Senior deserves similar ateention as a representant of the

other school. namely the one that emphasizes the "store of value"

function of money. However. it may be said that the latter school.

even at the time Senior wrote. was not comparable in strength and

popularity with the first one which represented ”arch-classical”

economics. One had to wait until Leon Nalras and Alfred Narshall to

witness a reversal of that trend.

A

quantity is not the indulgences it procures. but the reserved

powerc which its possessor holds in his hands of attaining purpose

generally": -Here. one feels the influence of both Smith and Say.

with that of the former-being by far the stronger. as the later

parts of Hill's 211.119.191.21 reveal. --Also see Adi. Harget. op.

o11.. Vol. II. 39-47. and p. 46. n. 122: and the references cited

therein: and N. Senior.

(1840). pp. 8ff.. 30. 33ff.. 49. 55ff.
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IV

Not everybody in England. or elsewhere. were ready to

accept Locke's and Hume's proposition that an increase in the quantity

of money raises prices in the same proportion. Among the first out-

spoken critics of that theory. one can name Richard Cantillon. James

Steuart. Thomas Tooke. and J.L. Laughlin.l The idea that a propor-

tionate change in prices follows any change in the quantity of money

qas unacceptable to them. although for different reasons. Thus.

after an investigation of the price development in England since

1797. Thomas Tooke concluded: ”The whole tenor of the facts and

reasonings adduced has been to establish the conclusion that the

great alterations of prices originated. and mainly proceeded. from

alterations in circumstances distinctly affecting the commodities.

and not in the quantity of money. in relation to its function."2

Nevertheless. the theory managed to survive. aided by the many refi-

nements that were brought into it as its protagonists had to defend

it against the criticisms which were directed against it. As a result.

it has been restated by several scholars. particularly by N. Friedman

 

1 Richard Cantillon.WWW.

pp. 235. 239: James Steuart.

Eollllool_£oonony. 1796. (first published in 1767). Vol. II. 187:

Vol. 111. 6: Thomas Tooke. A_uLoLo;y_oL_E;Looo. 6 volumes. London.

1838-57. Vol. 11. 350: Vol. V. 344. and Vol. Vi. 232-233: J.L.

Laughlin. ”The Quantity Theory of Money". in the Jooxool_o1

Bollllool_£oonomy. 1924. p. 276. See also H. Hegeland. op__o1;..

p. 39ff.. p. 42ff.. pp. 60ff. and 77ff.

2 T. Tookc.WW.London. 1844.

pp. 74-75: See also Hegeland. op__o11.. p. 60ff. for an illumina-

ting discussion on Tooke's position.
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who certainly is the most brilliant contemporary student of monetary

theory. As a matter of fact. Friedman's restatement of the theory

is so sophisticated that the latter. as it was transmitted to us by

Locke and Hume and then taught by the ”classical” economists. is‘in-

deed hardly recognizable in his writings.1

Among the other scholars. of whom it may be said that

they felt it necessary to reformulate the quantity theory. even

before Friedman. let us consider the most representative members of

two different schools: Irving Fisher whose name is connected with

the 'transactions-velocity' approach: and Alfred Marshall and his

students of the Cambridge school which is associated with the ‘cash-

balances' approach.

 

1 SonW04. by I. Fried-an.

especially p. 3ff.: also N. Friedman. ”The Demand for Honey:

Some Theoretical and Empirical Results”. in the Jon:nol_o£

LXVII (1959).

He should also mention the names of Philipp Cagan. Richard Selden.

Eugene Lerner. who contributed to the publication of the Studies

Wm.



CHAPTER 11

IRVING FISHER'S TRANSACTIONS - VELOCITY APPROACH

The ideas which had been stressed by J.S. I111. namely 0

the concept of the flow of money and the flow of goods. have received

further treatment in the hands of 1. Fisher. This chapter will

serve to establish this fact. while it will also serve to describe

an approach which stresses the "medium of exchange" function of

money in contrast to the ”cash-balances" approach upon which my

study is based.

The equation Fisher used to express the transactions-

velocity approach is the following:

11! . {all I 21

which becomes: 111'. only; . {on a £1. to include

bank deposits and their velocity of circulation.1 I.is the stock of

currency. 1 its velocity of circulation. a} bank deposits. if their

velocity of circulation..pQ the sum of all transactions. which can

' also be writen as EL where z is the price level (relative to some

base date) and.I an index of the ghyoiool_yolnmoof transactions.

 

1 Fisher.W.Nov-York. 1911. pp. 26“..

48. -- Fisher acknowledges that Simon Newcomb and Edwin Kemmerer

had already made an algebraic statement of the equation of ex-

change. It seems. however. that Henry Lloyd was the first to

formulate such an equation. but that he did not include a term

for the velocity of circulation. See 1. Fisher. op._o11.. p. 25.

n.2: S. Newcomb. Erlnclnlna_af_£nlltlcal_£snnomx. New York

(Harper). 1885. p. 346: E. Kemmerer.W

“W.New-York (Holt). 1907. p. 13:

and H. Hegeland. oo._ol1.. p. 86ff. on Lloyd and other writers.

Also see A.W. Marget. oo._o11.. Vol. 1. chapter II. part i. for a

survey of older formulae.

21
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.This equation is a truism. since ”the total value of goods

sold must equal the amount of money exchanged": every article bought

by one person indicates a corresponding sale by another person. As

a matter of fact. this nature of the ”equation of exchange” has never

been flatly denied by Fisher himself who. nevertheless. criticized

the objectors of the quantity theory on the following ground: ”While

the equation of exchange is. if we choose. a mere "truism”. based on

the equivalence. in all purchases. of the money or checks expanded.

on the one hand. and what they buy. on the other. yet in view of

supplementary knowledge as to the relation of u,to a}. and the non-

relation of I to 1. 1'. and the 9's. this equation is the means of

demonstrating the fact that normally the p's vary directly as B.

that is demonstrating the quantity theory."l Thus a restatement of

the theory reads as follows: ”It [Ehe quantity theory] is true in

the sense that one of 1no_noxno1_o11oo1§_o1_on_1goxgogo_13_ong

WWW

loxol_of_oz1ooo.”2 This conclusion rests. of course. upon a number

of premises. among which the most fundamental ones are: that changes

in I or H' do not affect either the V‘s. or the Q's or T; and that

P is incapable to influencing either the M's. the V's. or T;

Furthermore. it was only at the end of a ”transition period” that

a change in N was believed to have a proportional effect on prices.

‘

1 I.Fisher. oo._oii.. p. 157.

2 1. Fisher. lhld.. p. 157

3 See 1. Fisher. lbldL. Chap. VIII. especially p. 158: and A.G. Hart.

WWW. (New-York: Prentice-"all. Inc”

1953 . Chap. X. p. 159.
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For. during transition periods the relation between H and N'. on the

one hand. and P. on the other hand. is by no means rigid: hence one

must consider theWW

separately from the ponnonoo1_ox_olxlno1o_offoooo. for the transition

period may be characterized either by rising prices or by falling

prices. whereas a given change in I must ultimately give rise to a

,pzoooxolonnl change in prices.1 Nothing. therefore. interferes with

the truth of the quantity theory. and "the proposition that prices

vary with money holds true only as between two imaginary periods for

each of which prices are stationary or are moving alike upward or

downward and at the same rate."2

 

1 1. Fisher. an_£ll.. Chap. 1V. and p. 161.

2 See 1. Fisher. 1h1d.. p. 159. - The equation of exchange is a

truism. But. it must not be confused with the quantity theory.

On this point. see J.A. Schumpoter.

1954. pp. 1096. 1102: A.R. Margot. oo._o11.. Vol. 11. 91-92: and

A.G. Hart. oo._ol;.. p. 159,

In a recently published book. D.J. Botha remarked that ”Fisher's

quantity theorem. which is based on his equation of exchange. is

an equilibrium condition. i.e. an equality in the lagged expost

sense. In order to determine the causal relationship between the

factors in the quantity theorem it is necessary to find an ox-

anLo interpretation of the factors determining the size of the

stream of money and the stream of goods. The size of those factors _

is determined by the disposition of the individual...This is how

and where 11oo1o13o_pzofoxonoo enters into the problem.” D.J. Botha.

‘ (Leiden: H.E. Stenfert

Kroosc N.V.. 1959). p. 9. Those views had been expressed by Fisher

in the following passage: ”while. therefore. the equation of ex-

change. of itself. asserts no causal relations between quantity of

money and price level. any more than it asserts a causal relation

between any other factors. yet. when we take into account con-

ditions known quite apart from that equation. viz.. that a change

in M produces a proportional change in M'. and no changes in V.

V'. or the Q's. there is no possible escape from the conclusion

that a change in the quantity of money (H) must normally cause a

proportional change in the price level (the p's)." 1. Fisher.

on._cit.. pp. 156-57: and in connection with possible changes in

Q and V. jojo.. Chapters V. Vi. Vii and Viii.
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After taking into account the premises laid down by Fisher

as well as the allowances he made for periods of transition. one

cannot escape the conclusion that Fisher's equation of exchange was

not intended to prove the validity of the quantity theory. nor to

illustrate it. indooooooooly from any considerations whatsoever of

the nature of the relationships which exist between its six variables.

Furthermore. it is not difficult to recognize in Fisher's approach to

the quantity theory the concept of "flow of money and flow of goods”

already contained in the writings of Locke. but much better worked

out in J.S. Hill'szzinoioloo.l In other words. it can be said that

‘Fisber went along the line followed by Hill. Nevertheless. since he

was writing after A. Marshall. he could not help being influenced by

the ideas of the Cambridge school. witness his explanation of the

nature of the velocity of circulation of money: ”Velocity of cir-

culation is the average rate of ”turnover”. and depends on countless

individual rates of turnover. Those. as we have seen. depend on

individual habits. Each person regulates his turnover to suit his

- convenience. A given rate of turnover for any person implies a given

time of turnover -- that is. an average length of time a dollar re-

mains in his hands. He adjusts this time of turnover by adjusting

his average quantity of pocket money. or till money. to suit his

expenditures. He will try to avoid carrying too little lost. on

 

1 As a matter of fact. Fisher refers the reader to Nill's fixinoioloo._

when he recalls that. while the quantity theory has only recently

been given mathematical expression. it has long been understood

“as a relationship among the several factors: amount of money.

rapidity of circulation. and amount of trade.” .Qo__oLL.. pp. 25-

26. n.2. Also see J.S. 11111. 93.4.1.1... 3001‘ ”1. Chapter VIII.
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occasion. he be unduly embarrassed: and on the other hand to avoid

encumbrance. waste of interest. and risk of robbery. he will avoid

carrying too much."1 After reading this passage. one cannot avoid

the impression that Fisher resembles a 'cash-balance' theorist at

the microcconomic level. while at the macroeconomic level. he rather

goes along with J.S. hill. on account of the fact that he preferred

the “flow of money and the flow of goods” approach to the quantity

theory.

Fisher's attempts to safequard the validity of the quantity

theory -- which he took pains to defend because. in his opinion.

”it seems nothing less than a scandal in Economic Science that there

should be any ground for dispute on so fundamental proposition”

--were worthwhile. There had prevailed a general tendency. which

also denotes an impairing weakness with many economists. not to look

for the inner message of whatever a ”quantity theorist” may have

uttered. It is a fact. however. that it was only recently that new

important variables have been introduced into the theory of money

and prices. particularly the rate of interest.2 And it is probably

because of the increasing importance of those new dimensions. which

changes in the institutional set-up of our society force us to take

into account. that the "equation of exchange” as well as the whole

”transactions-velocity" approach to the quantity theory becomes more

 

1 1. Fisher. m. p. 152: also see his W181.“

of_£oono|io1. (New-York: The Nacmillan Co.. 1934). pp. 242-43.

2 Notice. however. that as long ago as 1917. Pigou stated that the

demand for money was a function of. among other things. the rate

of interest. See A.CL Pigou. ”The Value of Money” reprinted in

the American Economic Association. Boooino1_in_Mono;oxy_Jhooxy.

ed. by F.A. Lutz and L.N. Hints. 1951. pp. 162-183.
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and more 111 adapted. Don Patinkin denounced the failure of that

equation in the following words: “Specifically. the familiar NV:PT

can be looked upon as determining the equilibrium price level. P. as

the resultant of forces represented by the aggregate demand for goods.

IV. on the onojhand. and their aggregate supply. T; on the other.

This equation. however. does little to exploit the full potentialities

of the theme: it restricts monetary theory to the case of an aggregate

demand function for goods which. to outward appearances. is inde-

pendent of the rate of interest and directly proportionate to the

quantity of money. This is misleading as it is unrealistic..."1

It seems also worth pointing out that the repudiation of

the principle of Supply and Demand. as the regulator of the value of

money. is attendant in Fisher's approach to the quantity theory of

money. Thus. one of the reasons why Fisher undertook to establish

the validity of the quantity theory of money was "the fallacious

idea that the price level cannot be determined by other factors in

the equation of exchange because it is already determined by other

causes. usually alluded to as ”supply and demand"."2 However. one

must be careful in interpreting the concepts of supply and demand to

which Fisher referred in the passage just quoted. Demand. here. is

not to be identified with the demand for goods represented by IV and

supply with the supply of goods. expressed by T: for these are the

forces which. according to the equation of exchange. determine the

 

1 Don Patinkin. uoooy._1o1oxo;1_ono_fixiooo (Row. Paterson and Co..

1957) p. 1.

2 1. Fisher.WW. 1:. 174: also see

A.N. Margot. oo._oLL.. Vol. 11. 99-110.



27

level of prices. hhat Fisher probably meant was the demand for

money. and the supply of money. which were emphasized by the ”cash-

balances” approach to the quantity theory of money. This other

approach stresses the demand for money ”to hold" and can be traced

back as far as in the writings of Davanzattl. Gallani. Law. Say and

Senior. as it has been established in the previous chapter. Con-

sequently. Fisher's attacks indicated the continuation of two op-

posing tendancies: the one which puts in evidence the ”medium of

exchange” function of money -- a view which Fisher shared along with

Smith. Ricardo and their followers: the other which centers attention

around the “store of value” function of money and has been advocated

by the Cambridge School. It is to the letter that we now turn our

attention.



CHAPTER III

THE CANBRIDCE SCHOOL

The Cambridge School is the name given to that group of

economists. at Cambridge. who sponsored and developed the ”cash-

balances” approach to the quantity theory of money. It will be the

task of this chapter to present the most important representants of

that school. among whom figure A. Marshall. A.C. Pigou. R.C. Hawtrey.

D.H. Robertson. and J.M. Keynes.

Alfred Marshall is commonly regarded as the founder of

the Cambridge School which "laid emphasis not on changes in the

quantity of money in circulation. but on changes in the value of the

total amount of money that people want to keep in the form of cash

balances. i.e.. coins. banknotes. and demand deposits. as being of

primary importance in the fluctuations of the price level.” 1 This

new approach actually represents an attempt to break away from the

traditional barren interpretation of the relationships between the

amount money in circulation and the level of prices. by laying em-

phasis not so much upon the ”medium of exchange" function of money

as upon its ”store of value“ function. For money is a ”link between

the present and the future“. and this had been too often forgotten

by older quantity theorists.

 

1 See H. Hegeland. oo__oLL.. p. 97.
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As early as 1887. that is much prior to the actual pub-

lication of the book in which be exposed the cash-balances approach.1

A. Narshall was pointing out the inadequacies of the traditional approach

2 It wasto the study of the relationships between money and prices.

on the occasion of hearings on the question of the Indian Currency.

conducted by an especial committee in 1898. that he offered his views

and thus laid down the foundation stones of the cambridge School.

Said he on that occasion: ”The fact is that in every state of society

there is some fraction of their income which people find it worth-

while to keep in the form of currency: it may be a fifth. or a tenth.

or a twentieth. A large command of resources in the form of currency

renders their business easy and smooth. and puts them at an advantage

in bargaining: but. on the other hand. it looks up in a barren form

resources that might yield an income of gratification if invested.

say. in extra furniture: or a money income. if invested in extra

machinery or cattle...W

W

W

W

 

1 A. Marshall. Mancx._£rsdlt_and_£omaoroo. London. first published

in 1923.

2 A. Marshall. Qifloiol_flopoxo. question 11. 759. p. 268.
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lulu-a.nl_filllfllfi¥-El The proportion of their total resources people

choose to keep in the form of currency has been coined the 'Marshallian

KP. and was first embodied into a formula by Pigou in his famous 1917

article.2

Designating the total resources. expressed in terms of

wheat. that are enjoyed by the community (other than its bankers) by

R: the proportion of these resources people choose to keep in the

form of titles to legal tender by k: the number of units of legal ten-

der by M. and the value. or price. per unit of thoso'titles by P.

expressed in terms of wheat. Pigou wrote:

kR

P:—

M

which expresses the demand for titles to legal tender.3 Therefore.

4

1 A. Marshall. Warn. question 11. 759. p. 21.8.

2 A.C. Pigou. ”The Value of Money”. reprinted in the American Econo-

mic Association Rooolnoo_1n_moooxoxy_1hooxy. Philadelphia. 1951.

pp. 162-183. This article was first published in the Qnatoxly

JoumaLoLEmnomlcs. 1917-1918. pp. 38-65. - Le'on h'alras'

ooo31§§o_oooloéo conveys the same sort of idea as the ”Marshallian

h“.Ra1ras expressed it by the equation: 00 x P'U He. in

which QU is the quantity of money. P' U the price of the services

yielded by money. and Ha the cacnlasn_dsslrcc. Then P' U would

rise (fall) if QU was greater (loss) than _no,: that is. ”Le prix

P'U

du service de la monnaie s 'otablit par hausso ou par baisse suivant

que l'encaisse desirée est supdlieure ou inférieure a la quantite

de monnaie.” See L. Walrus. ' 'Elamsnln_d_£cnnomlc_£nllllnnn.

Lsusanne. 1900. p. 311: also his Thoorlo_oo_lo_uonnaio. published

in 1886 in MsW.Walrus

said explicitly that "Toute augmentation ou diminution dans la

quantité do in merchandise monnaie a pour offot une augmentation

ou uno diminution sensiblement proportionnelle dans 1es prix.”

For an enlightening discussion of Nalras' theory of money. see

Don Patinkin. nJL_£ll.. Note C. pp. 386-412.

3 See A.C. Pigou. loo._oi;.. p. 165ff. Pigou developed his equation

to account for bank do its and bank reserves. Once this is done

the equation reads: PI [c o h (l-clj. where o is the proportion

of his titles to legal tender that the representative man chooses
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the quantity of wheat value kept in the form of titles to legal

tender is given by 'the.ngpoztlpn,of his resources that the average

man chooses to keep in that form.” And this proportion depends upon

three uses of legal tender: the pmgnnc11on_of_nonxenlcngn_and_le£uxllx3

111Winasmuch as money could be invested to

yield some real income instead of being kept idle: and lastly direct

W. since there is always the possibility of consuming ismie-

diately all of one's resources instead of investing them at all.

He thus have three main rical uses of money. of which the first two

are the most relevant for the application of the Law of nlnlnlshlng

Mazalnal_fltllity. Pigou then remarked that the satisfaction yielded

”by successive units of resources devoted to future production in

the case money is invested diminishes as the number of units so de-

voted is increased.” And. applying the same kind of reasoning to

the case in which money is desired as a means of providing security.

he concluded: ”it follows that. other things being equal. the

variable k will be larger the less attractive is the production use

and the more attractive is the rival use of resources."1

while the attractiveness of the production use of money

is a function of the ”expected fruitfulness of industrial activity”.

the ”money use" depends upon more complex factors among which: the

convenience resulting from holding money in order to carry ordinary

 

to keep in the form of actual legal tender (including coins). so

that (l-c) is the proportion he keeps in the form of bank balances

and bank notes: and h indicates bank reserves expressed a a pro-

porizzn of the notes and balances held by their customers. lhld..

Do a

l A.C. 9‘90“. M00. PP. 167-163.
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transactions. which may be called the business convenience: and

prices expectations. for ”any expectation that general prices are

going to fall increases people's desire to hold titles to legal

tender: and any expectation that they are going to rise has the

contrary effect."l

After these considerations. it seems appropriate to de-

monstrate the relation in which the equation P' £3 stands to the

y'equation of exchange” UV 2 PT.

8y solving for P in the equation of exchange. we obtain

P ' *1 . our: *1 after Pigou substituted ”for P in the latter,

case. And. since Pigou's P. in his "cash-balances” equation. is ”the

price of money in terms of things". whereas in the equation of ex-

change P is ”the price of things in terms of money”. it follows that

P '; ' This implies the following equality. £8 : ia— or 1:"; °

Hence k "6 ' that is. k is the reciprocal of V: the assumptions.

here. are that in given conditions of production and trade. the

ratio'fi may be taken as a constant. hence the product kV is also

constant.‘ 'The relation between k and v has been clearly explained

by A. Iarshall in the following example:

if a person. whether in the course of trade or for

his own use. buys for currency goods and services

of the value of ten thousand pounds of wheat during

a year. and if he retains on the average purchasing

power in the form of currency to the value of one

hundred pounds. then so far as he is concerned.

currency will circulate one hundred times in the

year. If he'keeps twice as much purchasing power.

 

l See A.C. Pigou. M. p. leff.

2 See A.C. Pigou. m. p. 173“.



33

that is. to the value of two hundred pounds of wheat.

then currency will. so far as he is concerned. cir-

culate fifty times in the year. that is. only half

as rapidly. Thus generally. cg;gz1;_pazflhn1. any

increase in the ready purchasing power that people

choose to keep will diminish proportinately rapidity

of circulation. and vice—verso.

in fact. the ”cash-balances” approach to the quantity

theory does not enter into conflict with the ”transactions-velocity”

approach. nor does it deviate from the theory inherited from the

past. which relates changes in the price level to changes in the

quantity of money in circulation.2 Nevertheless. as Pigou put it.

”it is a somewhat more effective engine of analysis”: thus by

bringing us into relation with elements of volition. it enables us

to allow for the play of psychological factors instead of gathering

the impression of a mechanized world of rigid relationships between

the quantity of money and the level of prices. In short. it may be

said that the interest which the ”cash-balances” approach presents.

lies wholly in the factor k. the value of which is the result of the

interplay of a number of forces which may be known and studied.3

II

Besides A. Marshall and A.C; Pigou. three other scholars

of great repute are commonly considered as members of the Cambridge

 

1 As quoted by Pigou. lbld.. pp. l73-l74. Compare Iarshall's ex-

planation to Fisher's illustration of the concept of velocity of

circulation of money and of its main determinants. See p. 24 of

the present work.

2 See A.C. Pigou. 111111.. p. 1741.

3 One of its main advantages lies in the fact that it permits the

application of the principle of Diminishing Utility to the theory

of money. and the use of ”indifference curves" analysis.
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School. They are: 8.6. liawtrey. D.H. Robertson and J... Keynes. A

general review of their main contributions is in order so that we

may be in a better position to analyse later developments in the

field of monetary theory.

while Hawtrey made use of the ”cash-balances” equation.

he was not. strictly speaking. a ”cash-balances" theorist. in fact.

he attempted to combine. in a most interesting manner. this approach

and the one which were developed at first by John Stuart Mill and

which laid emphasis upon the concept of a ”moneyed demand."l

Distinguishing between what ”a person has available to

spend on his own needs”. or the consumer‘s income. on the one hand.

and what ”he actually spends.'that is the consumer's outlays. on the

other. Hawtrey termed the difference the ”unspent margin.” in other

words. if we compare total income to total outlays for the community

as a whole. the ”unspent margin” corresponds to “the excess of the

purchasing power people have acquired over what they have spent.”

Thus. for the community as a whole. this excess corresponds to the

supply of the means of payments designated by M. As to the demand

for these means. it is determined by the motives which induce people

to hold cash. namely:

1) to bridge the gap between receipts and disbursements:

 

1 See A.w. Margot. op. cit.. Vol. 11. 119-124. Margot groups

Hawtrey. Wicksell and Schumpeter. with the sponsors of ”an”income

approach” who made explicit use of the concept of a ”moneyed demand”.

or. as it is called in Hawtrey's later works. ”general” demand.”

'lhld.. p. 120. He also shows how Hawtrey combined the ”cash-

balances” approach and the ”income approach”. See also the re-

ferences cited therein. - 0n Micksell and Schumpeter. and con-

cerning the whole ”income approach”. see A.w. Marget..gp._clt..

Vol. 11. 92-98. 110.119. and Vol. 1. Chap. X11.
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2) to meet unforseen contingencies:

3) to invest at future dates.

Hence the demand for money may be expressed by the following equation:

. M 3 K P Y

in which I represents the stock of money. Y total wealth. P the price

level expressed in terms of money (this P is the reciprocal of

Pigou's P). and K the proportion of total wealth people choose to

1 it follows that “whatever the number ofkeep in the form of money.

money units composing the "unspent margin”. there is some appropriate

price level at which the demand for money thus computed in terms of

wealth would be exactly not.W

W“In Other words. I position

of equilibrium is being defined as one at which the supply of money

is Just equal to the quantity of money people desire to hold: and

provided that this condition is satisfied. no change will occur in

the price level which. otherwise. would vary and thus serve to bring

equality between the real value of the ”unspent margin”. |,. and the

amount of wealth people choose to keep in the form of men:y. KY.

. Thus the value of money is governed by the supply of and the demand

for money to hold.

There is no doubt that Hawtroy's presentation of the

manner in which changes in the quantity of money were thought to

affect prices represents an improvement upon what had been said so

far by Marshall and Pigou. The main reason is that he made a.

 

3 Race "INII’CYoW1.006011. ‘919s Pp. 39‘"

2 11.6. Hawtrey. mm. p. 33.
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definite attempt to integrate the main features of the “flow of goods”

or the ”transactions-velocity" approach. respectively advocated by J.

S. Mill and 1. Fisher. and the new combridge approach which looks

upon money not only as a ”medium of exchange” but also. and particu-

larly. as a “store of value."1

D.H. Robertson's formulation of the ”cash-balances” ap-

proach added fuel to the movement toward the ”assimilation” of the

approaches which we have Just mentioned. with the difference that

Robertson made use of the concepts already developed by earlier

classical writers. and in particular by J.S. Mill. Thus to him. the

”daily” demand for goods is the same thing as the ”daily“ supply of

money. just as the ”daily” supply of goods reflects the ”daily" de-

mand for money -- an interpretation which we already found in Iill's

‘zzlnchLgs.2 Hence the daily demand for money (goods) and the daily

supply of goods (money) are two sides of the same coin: so that. if

.M stands for the stock of money. 8 for its real value. K for its

period of circulation in terms of finite but indivisible atoms of

time called days. T for the volume of output per circulation period.

and P for the price level. the following equation obtains:

M. 3 P ‘1 which relates the demand for money

K K

to the supply of money.

;_

1 he have already noted the similarity between the “flow of goods”

and the ”flow of money“ approach advocated by J.S. Mill. and the

”transactions-velocity" approach used by Fisher. See page 24 of

the present work. and note 1 on that page. Also see A.K. Margot.

out... Vol. 11. 120. paragraph (a).

2 See 0.“. Robertson. Wind—hw- NOV-Y0".

1949. (first published in 1926). p. 59ff. The reader can also

review what has been said about Mill on pages lbff. above.
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Then. 9 ' if i and n - g - r. 1f 9.1. mm. In

other words. ”the daily streams of money Just purchases the daily

stream of output."1 As to the relation in which the Rebertsonian

equation stands to the ”equation of exchange“. it may be illustrated

in terms of the relationship which exists between the desire to hold

money and the velocity of circulation of money: "if people want to

keep ready to their hand a large pool of command over goods and

services. money will be kept hanging about and its velocity of cir-

culation will be small. if for any reason the intensity of their

desire to keep such a pool diminishes. they will begin to spend their

money faster. and its velocity of circulation will increase. There-

fore. ”the proportion of their annual real income over which people

wish to keep command in the form of money is the income velocity of

circulation of money per annum turned upside down."2 This comparison

is seentially similar to the one which had been offered by A. Marshall

 

1 See D.H. Robertson. op. cit.. p. 50. Robertson exploited the

potentialities of the ”cash-balances” equation by distinguishing

various kinds of saving. of which the most relevant. here. are:

Automatic Lacking. and induced Lacking. The latter is intimately

connected with the "cash-balances” equation and the idea this

equation is intended to convey: it occurs when. the real value of

people's stock of money having been reduced after. say. an in-

crease in prices. these people ”hold money off the market. and

refrain from consuming the full value of their current output. in

order to bring the real value of their money stocks up again to

what they regard as an appropriate [or the desired] level.”

lhld.. p. 49. and chapter V. -This process of adJustment is the

one which Hawtrey made allusion to in his statement quoted on page

35 above. The reader can also consult D.R. Robertson’s Money.

New-York. 1949. especially pp. 18. 30. 34.

2 italics are mine. 0.11. Robertson.W

Lexgl. 1949. p. 40.



and reproduced by Pigou as the latter linked his “cash-balances"

equation to Fisher's ”equation of exchange”.

The other Cambridge scholar who felt and acknowledged

the necessity of pushing further the study of theory of money and

prices. is J.M. Keynes. Re now have the opportunity to follow the

evolution of his ideas on this subject.

At the time he wrote his Innetlry_fia£px|L

1923. Keynes was an adherent to the quantity theory along the

2 that is around

Cambridge tradition. Thus writing 3 for the quantity of money in

circulation (currency notes or other forms of cash in circulation

with the public). 9 for the price of ”each consumption unit (i.e..

.p is the index number of the cost of living). and k for the number

of consumption units the public require to hold in the form of money.

he formulated the following equation:

.n 2.9.1.

and concluded: "So long as h remains unchanged. n,and.p rise and

fall together: hence. the greater or the fewer the number of currency

notes. the higher or the lower is the price level in the same pro-

portion."3 V

Following Pigou. Keynes also allowed for bank balances

held by the public: thus designating by.x1 the number of consumption

units held in the form of balances at banks. and by x,the proportion

 

1 See page 32 above.

2 J.ii. Keynes.WLondon. 1932.- The first

edition dates back to 1923.

3 lbld.. pp. 76-77.



39

of those balances the banks keep in cash. Keynes rewrote:

.n s .n(_h_::sk:_l

The conclusion reached formerly still holds. provided that not only

x. but also 1:, and x are assumed constant.1 '

However. Keynes did not conceal a certain uneasiness

about the quantity theory. He seems to have been particularly dis-

pleased with the assumption which is inherent in all expositions of

the theory. namely that a ”hex; change innthe quantity of the

currency cannot affect k. r. and k'. -- that is to say. in mathemati-

cal parlance. that n,is an langpgndent_yariohlg in relation to these

quantities."2 He admitted the likeliness of such a relation in

actual life. but only in the lgng_;nn. and then remarked that “the

lgng_;nn is a misleading guide to current affairs”: for actually.

”1n_1ng_lgng_;nn we are all dead."3

As a matter of fact. he pointed out that. in actual ex-

perience. a variation in the quantity of money is liable to affect

both X and L1. and z. And to substantiate his argument. he cites

the experience of the banks before the first world war. regarding

their policy towards their gold reserves. and also the practices of

 

1 J.ii. Keynes.W.London. 1932. pp. 77-78.

On page 78. Keynes said in a footnote: ”My exposition follows the

general lines of Prof. Pigou (Qnaxtexly_1gnrngl_n£_ficpngmig1. Nov.

1917) and of Dr. Marshall (unngy._§xgdit_and_§nmmgxcg. 1. iv.).

rather than the perhaps more familiar analysis of Prof. Irving

Fisher.” Then comparing the two approaches he said: ”it comes

to the same thing in the end and it is easy to pass from the

above formula n pk to Prof. Fisher's MV PT : but the above method

the ”cash-balances” approach seems less artificial than Prof.

fisher's and nearer to the observed facts.”

2 lhld.. p. 80. See what 1. Fisher had to say on this question in

W.Chapter VIII.

3 1m” 9. 80.
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hoarding in agricultural countries.1

To Keynes. the quantity theory. as it was usually pre-

sented. was a highly simplified version of a much .prg_ggngrgl

tneory which would take into account all the intricate relationships

between money and prices. This seemingly extreme simplification of

facts became a matter of dissatisfaction for him. and. six years

after the publication of his Monetaxy_flnfgn|. he published a Jxeatllp:

gn_Mnney.2 in which he laid charges against the old Cambridge theory

on the ground that. for it. the whole theory of money is adequately

described as an attempt to apply the supply-and-demand tool to the

analysis of the purchasing power of money. in a degree which would

permit it to be completely unconcerned with the role of money in any

analysis of output. ”The Fundamental Problem of Monetary Theory".

said he in the 11311111. ”is not merely to establish identities or

statistical equations relating (3.9.) the turnover of monetary instru-

.ments to the turnover of things traded for money. The real task of

"ch 0 the"!WWW

WWW

W

W":To

accomplish this aim. the.traditional forms of the Quantity Theory were

 

l J.8. Keynes. 9.9.41.1... p. 80“. See page 83“.. where he demonstrates

that his misgivings are well-founded. ~For a clear exposition of

the assumptions about the factors which are emphasized in the

quantity theory. see 1. Fisher.WW.

chap. V111.

2 J.M. Keynes. WW. London. 1958. first published in

1930. (which will be referred to as ngptlje).

3 lhld.. Vol. 1. Chap. X. p. 133. (italics are mine).
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not convenient. since “they do not. any of them. have the advantage

of separating out those factors through which. in a modern economic

system. the causal process actually operates during a period of

change."1

In_lien of the traditional equations. which were intended

to explain how the value of money was determined. Keynes proposed

two other fundamental equations:

(1) 9859”,...
Pa'.*%

(2) WxW.Ol—-o—§° or 11.11..
.9

0

P stands for the price level of consumption goods: W for the price

level of output as a whole: K. for the rate of earnings per unit of

output. and it is equal to é h (where K is the rate of earnings per

unit of human effort and e the coefficient of efficiency (M. is also

designated as the rate of efficiency earnings): E for total money-

income In“ wind'fall profits or losses -- that is. the ”earnings

of the community in a unit of time": 1' for the part of that income

which has been earned by the production of investment goods: 1 for

the value (as distinguished from i'. the cost of production) of the

increment of new investment goods: 5 for the amount of Savings.

that is. that part of money income not expanded on consumption goods:

0 for the total output of goods: R for the volume of liquid Con-

sumption-goods and services ”flowing on the market and purchased by

 

l J... Keynes. 11311113. Vol. 1. Chap. X. p. 133.
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consumers”: 0, for the amount of wind-fall profit on the production

and sale of consumption-goods (defined as i' - S): and 0 for total

wind-fall profit (defined as the sum of the profit earned in the

production of investment-goods. 1 - 1'. plus the profit earned in

the production of consumption-goods. 1' - 5: hence. 0 3 (i - i')-o

(1' - b). that is. Q o I - 5.1

Equation (1) tells us that the price level of consumption-

goods is equal to the rate of earnings per unit of output. it. ('53.

plus the rate of profit per unit of consumption goods. fi' -

Equation (2) expresses the price level of output. as a

whole. as the sum of the rate of earnings per unit of output. h. .

and the rate of profit per unit of total output. '3 '

it follows that the stability of the price level. or the

value of money. involves two conditions: first. that the rate of

earnings remain constant: and'second. that profit be equal to core:

that is. the cost of new investment should be equal to the volume of

current savings in the case of consumption-goods (Cf. equation (1)).

and the value of the increment of new investment-goods should be

equal to the volume of current savings in the case of total output

as a whole (.0. equation (2)). Provided that these conditions are

satisfied. that is. when isi‘as. we can rewrite our equations as

follows: ’

Tmpmfl-b-L

after substituting M.V; for E. since E is equal to total income-

deposits. M.. times their velocity of circulation. V.. This can be

 

l J.I. Keynes. 11331113. Vol. 1. Chap. X. pp. 135-139.



rewriten as:

. P.0aH.V.

which resembles Professor Fisher's PT’s’MV. except that O stands.for

current output whereas T designates the volume of transactions. and

that M.V. represents income-deposits times their velocity of circula-

tion. whereas MV are the cash deposits (income-deposits plus business-

deposits) times their velocity of circulation.1

Keynes acknowledged that his fundamental equations are

”mere_1ndentltlgs: truisms which tell nothing in themselves."2 Thus.

on that score. they do not represent an improvement upon any of the

other versions of the quantity theory. Yet they contain another

property which. according to Keynes. lied in the fact that they per-

mit us "to analyse and arrange out material in what will turn out to

be a useful way for tracing cause and effect. when we have vitalised

them by the introduction of extraneous facts from the actual world."3

As a matter of fact. the lack of ”dynamics” was the main charge which

Keynes laid against the older ”quantity equations”. In the Preface

of the first volume of the 1133;113. he defined the object of his

undertaking in the following words: ”My main object has been to find

a method which is useful in describing. not merely the characteristics

of static equilibrium. but also those of disequilibrium. and ;g_g11=

 

l J.M. Keynes. iflh.£dla. I. 149-150: on the distinction between

income-. business-. and savings-deposits. see chap. 111. pp. 34-40.

Concerning the differences between the variables measured in the

"equation of exchange” and in the "cash-balances" equation. res-

pectively. see chap. XIV. especially p. 237ff.. about the price

level that is measured in each one of these two equations.'

2 11111.. I. p. 138.

3 lhld.. I. p. 138.
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sn1axatha_dxnaalsal_laus_aa1crnlns_tha_natsans_af_a.lannts:t.ststsl

fxnn_nnc_nnsltl2n_nf_cnnlllhxlun_tn_anothcrh”l This. in fact. con-

stitutes the gist of Volume I of Keynes'.I:gathg. Actually.-how-r

ever. his reaction against the “static” character of the older ”quan-

utity equations”. reflected no more nor less than the continuation of

that movement. which we have been observing thus far. toward the

integration of the assimilation of the various concepts which have

been differently emphasized in various approaches to the quantity

theory. Such a movement. as we have seen. started with 8.6. Hawtrey'l

attempts to integrate the approach which had been advocated by J.S.

Mill and the one inherited from A. Marshall and A.C. Pigou.2

Keynes' criticisms against the older ”quantity equations”

have been dealt with by A.M. Margot who. at the same time. lodged

the strongest protests against the pseudo ”dynamical” nature of the

Keynesian fundamental equations. in particular. Margot accused

Keynes of having based his arguments. against the older ”quantity

equations”: upon ”fundamental misconceptions as to the nature and

.pnrpese' of the quantity equations. One of these misconceptions

has been the identification of the quantity theory with a “quantity

equation‘. which led Keynes to regard the older ”quantity equations‘

 

l J.M. Keynes..nnl_511,. I. the Preface. p.v.

2 See page 34 ff. above. Sir Dennis H. Robertson's.flanklnggznlicy

ansthe_£xlce_Lexel. in particular..represents attempts not only

to integrate the main approaches to the quantity theory. but

also to introduce dynamics into the theory of money and prices:

thus Chapters ii. iii. 1V. V and the Appendix to Chapter V. con-

tain a great deal of eleaents of a “dynanical” character.
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as 'statical” in character.1

Marget's criticisms may have been somewhat exagorate.

But he may not deserve. after all. to be blamed for it. at least

not entirely. because of the chaos in which the material of the

ng33153 has been presented. As a matter of fact. Keynes himself

acknowledged this fact in his Preface by saying: "As I read through

the page proofs of this book I am acutely conscious of its defects...

The ideas with which I have finished up are widely different from

those with which I began... I feel like someone who has-been forcing

his way through a confused jungle. Now that I have emerged from it.

I see that I might have taken a more direct route and that many prob-

lems and perplexities which beset me during the journey had not pre-

cisely the significance which I supposed at the time."2 Thus the

Treatise is "a collection of material rather than a finished work.”

Actually not long after -- that is. in December 1935 -- Keynes. to

 

1 See A.". Margot. gpl_clt.. Vol. 1. chapter II. III. IV. and V.

That Keynes believed that the older ”quantity equations" were

'statical' in character. but that his ”fundamental equations”

were rather ”dynamical" can be found in the following passage:

”This Treatise. in contrast to most older work on monetary theory.

is intended to be a contribution to this new phase of economic

science namely. ”an advance to an understanding of an economic

system which is not in static equilibrium.” J.M. Keynes. 11331113.

Vol. Ii. p. 407: also Vol. I. chap. X. p. l33ff. See also A.H.

Hansen. ”A Fundamental Error in Keynes‘ Treatise on Money”. in

the Amg;1gan_£ggngmig_flgylgu. 1930: Hanson and Trout. ”Investment

and Savings in Business Cycle Theory”. Economica. 1933: and F.A.

von Hayek. "Reflections on the Pure Theory of Money of Mr. Keynes”.

I and II. Economica. 1931 and 1932. See also D.H. Robertson. ”A

Note on the Theory of Money”. reprinted in the American Economic

AssAssociation.Beading§_1n_mnngtnzx_1hggry. (ed. by F.A. Lutz and

LN. Mints. 1951). pp. 156-161.

2 J.M. Keynes. Treatise. Vol. I. the Preface. pp. v-vi.
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use J.A. Schumpeter's expressions. "buckled on his new armor.un-

sheated his sword and took the field again. boldly claiming that he

was going to lead economists out of errors of 150 years' standing

into the promised land of truth.”

He had thus begun to write the figngxnl_1hgggy.



SUMMARY

At this stage. it might be appropriate to sum up the main

developments which we have been reviewing in the last three chapters.

Having defined the quantity theory as implying that variations in the

amount of money in circulation bring about. ceterl;_pazlhna. propor-

tionate changes in prices. I then proceeded to show how this sort of

relationship. between money and prices. became accepted and popula-

rized by the early ”classical” economists. from A. Smith to J.S. Mill

and N. Senior. However. there have been. since the time of Locke

and Davanzatti et_ol.. two basic tendencies: the one which stressed

the ”medium of exchange" function of money. whereas the other em-

phasized its ”store of value” function: the first line of approach

was followed mainly by Smith. Ricardo and Mill: while the second line,

were adopted by Say and Senior. At the end of this first period. we

noticed two approaches to the quantity theory: the one represented

by Mill who used the concepts of ”flow of money” and ”flow of goods”

and paid attention to the ”medium of exchange” function of money:

the other represented by Senior who. with others. paved the way for

the ”cash-balances” approach and put stress upon the “store of value“

function of money. These two basic approaches gained adherents: the

.flrst among 1. Fisher and followers of his “transactions-velocity“

approach: the second in the Cambridge School. e.g. Marshall. Pigou.

Hawtrey. Robertson. and Keynes. whose "cash-balances” approach was

inspired from the teachings of writers such as Davanzattl. Galiani.

Law. Say. and Senior. Within the Chmbridge group. however. one must

distinguish between the ”old” group. represented by Marshall and

47
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Pigou. and the new one personified by Hawtrey. Robertson and Keynes.

inasmuch as those younger economists made attempts to integrate the

theory of money and prices and the theory of output. This was par-

ticularly true and obvious in the case of Keynes who. after having

adhered to the Cambridge tradition. broke with it and wrote the

.Ireatlsg in which he laid charges against the older “quantity

equations” on the ground that they were ”statical” in character. In

their stead. Keynes proposed two other fundamental equations which

show the price level of output as a whole as the sum of the rate of

earnings plus the rate of profit per unit of total output. and the

price level of consumption-goods as the sum of the rate of earnings

plus the rate of profit per unit of output of these goods. However.

the revolution. although it were started by the nggtlsg. failed to

be fully accomplished most probably because of the chaos in which

Keynes had presented his ideas in the book. Thus Keynes had to

start all over again. which he did by writing the fiengr31_1hgpry.

it is to the letter that we now turn our attention in order to follow

later developments in the field of monetary and value theory.



mums 1v

THE GENERAL.TH£0RY 0F EIFLDNIENT. INTERESTnANDIIONEY

l

Keynes' mom represents. to some extent. a

continuing culation of certain fundamental ideas which he had ex-

pressed both in the tangled web of his mum and even earlier in

his ugngtazy_flefgrl.l There is little doubt. however. that the eco-

nomic climate. from which Keynes' fignexpl_1hggry emerged. also exerted

considerable influence upon the general tone and nature of this work.

But. on the whole. the latter work emerges mainly out of the 11:111113-

which Keynes himself acknowledged in the folowing passage:

”... what in my own mind is a natural exclusion in

a line of thought I have been pursuing for several

years. may sometimes strike the reader as a con-

fusing change of view...: but the general relation-

ship between the two books can be briefly expressed

as follows. When I began to write my 113331;; on

Money I was still moving along the traditional

lines of regarding the influence of money as some-

thing so to speak separate from the general theory

 

l in fact. we have observed. in the course of the present study.

how Keynes gradually became disatisfied with the ”old” cash-

balances approach. and in particular with the assumption that

changes in the quantity of money do not affect either output

or the proportion of their resources people want to keep in the

form of cash balances. Keynes had shown his misgivings about such

a simplification in his Monetary_ng1g;m. See p. 38 ff. of this

study.

As to the impact of the years of the Great Depression upon his

thinking. see A.P. Lerner. "The General Theory”. and P. Sweeay.

”The General Theory”. in the ugu_figgngm1gs. ed. by 5.5. Harris.

New-York. 1948. chapters XI and x respectively. Sweezy remarked

that ”the opportunity to which Keynes responded was essentially

as crisis in traditional economics. a crisis which was both

accentuated and laid here by the Great Depression.” 1hld.. p. 106.

49
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of supply and demand. Mhen I finished it. i had

made some progress towards pushing monetary theory

back to becoming a thegzy_gf_gntpnt as a whole...

But the dynamic development. as distinct from the

instantaneous picture. was left incomplete and

extremely confused. This book the

on the other hand. has evolved into what is primarily

WW

: and.

whilst it is found that money enters into the eco-

nomic scheme in an essential and peculiar manner.

technical monetary detail falls into the background.

A monetary economy. we shall find. is essentially one

in which changing views about the future are capable

of influencing the quantity of employment and not only

its direction. WW-

“WWW

W

W

n m n

value. We are thus led to a more general theory. which

includes the classifal theory with which we are familiar.

as a special case.

In fact. the preceding statement of purposes and intents

is essentially similar to the one which is found in the Preface of

his 1133;113: ”My object”. said Keynes. ”has been to find a method

which is useful in describing. not merely the characteristics of

static equilibrium. but also those of disequilibrium. 3nd_1g_d11-

W

W“Thus it is not In

all surprising to notice that certain features of the genorpl

.Ihenry. such as Liquidity Preference and the Marginal Efficiency of

3
Capital. had already been treated in the 11331113. 0n the other

 

l Italics are mine. See J.M. Keynes.W

W.1956 ed.. the Preface. pp. vi-vii.

2 italics are mine. See J.M. Keynes. Treatise. Vol. I. the Preface.

Po '-

3 J.M. Keynes. W. vu. 1. chapters m. xrv on the question,

of the liquidity preference. and pp. 140-146: Vol. 11. pp. 159-161
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hand. other features of the fienexol_Jhggry represent both the in-

troduction of novel tools of analysis. such as the consumption

Function. or appropriate and significant redefinitions of terms as

in the case of ”income”.1 John Lintner has suggested that two steps

mark the transition from the.I;gaLLse to the fienexll_1heg;y. to wit:

The first step1was the abandonment of the rather arti-

ficial and non-operational definition of income. which marked the

.Ixeatlsg. for the more straightforward and significant definition

of income of the fiene;al_1hegxy developed against the background of

studies of national income analysis. The second step was the formu-

lation of the consumption function.2

As a matter of fact. there exists no complete agreement

on what should be considered as the main contribution of the figngxgl

Theory. All kinds of opinions have been expressed on this question:

the consumption function. the theory of interest. the concept of

underemployment equilibrium. the introduction of expectations. the

relation of wage-rates to effective demand. the reliance on changes

in the rate of interest rather than on wage-rates to increase effec-

tive demand -- all these features have been singled out by various

people as Keynes' greatest contribution to economics.3 0n the other

 

concerning the behaviour of the entrepreneurs with respect to in-

vestment: pp. 43-48 on the factors determining true velocities.

or liquidity preference. and chapter XXVII on the fluctuations in

the rate of investment.

1 See J.M. Keynes. fignerol_1henry. Book [11. chapters VIII-X. and

Book 11. chap. V1.

2 J. Lintner. "The Theory of Money and Prices”. in the;fltw_£cpngn1:1.

p. 526 ff.

3 See the ugn_£cgngmlcs. ed. by S.E. Harris (New-York: Alfred A.
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hand. the fienar.1_1hggry has been subject to all sorts of criticisms.

although it is generally agreed that the book has succeeded in im-

planting a new direction and outlook. and in providing a new and

better framework within which the analysis of the fluctuations in

the level of effective demand can be conducted. But. one question

must be dealt with here. a question which has provoked the minds of

economists from the very beginning of the long controversy on

Keynesian Economics: this is the question of dealing with.the

”generality” of the General Theory within the framework of monetary

and value theory. This question now appears to have been definitely

answered. Thus in the Introduction of his book. Don Patinkin

summarizes some of the more general conclusions of his argument in

the following words: ”The propositions of the quantity theory of

money held under conditions much less restrictive than those usually

considered as necessary by its advocates and. g_£pztlnxl. its critics.

Conversely. the propositions of Keynesian-monetary theory are much

 

Knoff. 1948): A. Manson. ”The General Theory“. chap. XII: R.F.

Harrod. ”Keynes. the Economist". Chap. VIII: 0. Haberler. "The

General Theory”. chap. XIV: S.E. Harris. "Ten Years after: What

remains of the General Theory’”. chap. V: A.P. Lerner. ”The

General Theory”. chap. X1: J.M. Keynes. The General Theory”. chap.

XV: also see A.H. Hansen. Mr Keynes on Underemployment Equilibrium“.

. October 1936. p. 686. and his A

(McGraw-Hill Book Co. Inc.. 1953): J.R. Hicks.

”A Rehabilitation of "Classical” Economics”. Eggnmmlg_lpnxnal. June

1957. in which Hicks said that ”some of the innovations of the

fienexal_1henxy are innovations of method which opened the way to

new results. or provide better ways of reaching old results":

The reader can also consult the American_£ggnnm1c_fleyjeu. XXXVIII

(May 1948). on ”A Consideration of Economic and Monetary Theories

of J.M. Keynes” (articles by Lorie Tarshis. ”An Exposition of

Keynesian Economics”. and J.H. Williams. ”An Appraisal of Keynesian

Economics”. followed by a Discussion by L.V. Chandler. CL Marburten.

and M.R. Reder). pp. 261-298. Also see pages 299-339 on other

features of Keynesian Economics: and A. Smithies. "Reflections on

the Work and Influence of John Maynard Keynes”. Quarterly_lnnrnal

Mum. LXV (1951). Pp. 578-601. '
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lass_ccncral than the fienerel_1heery and later expositions would

lead us to believe. But this in no way diminishes the relevance

of Keynesian unemployment theory for the formulation of a practi-

cable full-employment policy."1

The reader will recall that Keynes was already expressing

his misgivings about the ”classical” theory of money and prices

-- that is. the traditional quantity theory of money -- at the time“

he was an adherent of the quantity theory of money. He was par-

ticularly disturbed by the fact that this theory did not take into

account the effect of a change in the money supply on output or on

people's desire to hold cash. His.IreerLre. as we have seen earlier.

had. among other things. the object of correcting the shortcomings

of traditional monetary theory. by attempting to integrate monetary

and value theory. Lastly. I have pointed out. at the beginning of

this chapter. that Keynes' fienere1_1neery in turn evolved from his

Ireerree. the fundamental preoccupation being the integration of

monetary and value theory: the following passage from the Generel

Theery may be quoted as a further evidence of this fact:

So long as economists are concerned with what is

called the Theory of Value. they have been accustomed

to teach that prices are governed by the conditions

of supply and demand: and. in particular. changes

in marginal cost and the elasticity of short-period

supply have played a prominent part. But when they

pass in volume 11. or more often in a separate

treatise. to the Theory of Money and Prices. we

hear no more of these homely but intelligible con-

cepts and move into a world where prices are

governed by the quantity of money. by its income-

velocity. by the velocity of circulation relatively

to the volume of transactions. by hoarding. by

forced saving. by inflation and deflation er_nee

acnus_amnc: and little or no attempt is made to

1 Don Patinkin. ueeex._1nrereerr_end_£r1eer (Row. Peterson and en..

1957). p. 3.
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relate these vaguer phrases to our former

notions of the elasticities of supply and

demand... he have all of us become use to

finding ourselves sometimes on the one side

of the moon and sometimes on the other.

without knowing what route or Journey connects

them. related. apparently. after the fashion of

our waking and our dreaming lives.

One of the objects of the foregoing chapters

[these are chapters 1-20 of the General Theori]

has been to escape from this double life and

to bring the theory of prices as a whole btck

to close contact with the theory of value.

Mhether Keynes escaped or not from this double life. of

which be accused economists to whom he referred in the above passage.

is not the proper object of our study. In other words. we are not

concerned with the problem of integrating monetary and value theory.

Essentially speaking. our study basically deals with the lack of

generality which has been charged by Patinkin against the propositions'

of Keynesian monetary theory. Nevertheless. before restating this

charge. it might be useful to mention one aspect of Keynes' Generel

Iheery. namely the one that is connected with the Theory of Prices

which he presented in Chapter XXI.2

II

The chapter on the Theory of Prices in the fienerel

Theere appears to serve two main purposes. to wit:

in the first place. it attracts attention once more upon

the lack of connection between traditional monetary theory. based

 

1 The Gamma-cu. up. 292-93.

2 Genere1_lheery. Chapter XXI. The Theory of Prices.
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upon the Quantity Theory of Money. and the theory of value: in the

second place. it establishes a comparison between the theory that

Keynes developed in the preceding chapters of his book. and the

traditional Quantity Theory of Money. the latter being interpreted

‘ according to both the income-velocity approach and the cash-balances

approach.1 For the present. 1 am particularly interested in the

manner Keynes connected his theory with the latter approach.

According to Keynes. a change in the quantity of money

would have the following effects:

The primary effect of a change in the quantity

of money on the quantity of effective demand is

through its influence on the rate of interest.

if this were the only reaction. the quantitative

effect could be derived from the three elements

--(e) the schedule of liquidity preference which

tells us by how much the rate of interest will

have to fall in order that the new money may be

absorbed by willing holders. (h) the schedule of

marginal efficiencies which tells us by how much

a given fall in the rate of interest will increase

investment. and (e) the investment multiplier which

tells us by how much a given increase in igvestment

will increase effective demand as a whole.

But factors in). (h) and (e) are themselves partly de-

pendent on other complicating factors viz. the renumeratlon of

workers relatively to their efficiency. the elasticity of supply.

 

1 See the Generel_1heery. Chap. XXI: sections I to V deal essentially

with the complexities of the relationship between monetary and

value theory. while section Vi represents an attempt to restate

the Quantity Theory of Money along the line suggested by the

transactions-velocity approach. and section V11 an attempt to

link the Liquidity Preference Function with the ”cash-balances”

approach concerning the long-run. -For a criticism of Keynes on

the question of integrating monetary and value theory. see A.".

Margot. mu... Vol. II. Chap. '1.

2 lhld.. p. 298.
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the behavior of the wage-unit before full employment is reached.

and the degree of rigidity of the rates of renumeratlon of different

factors of production.1 Thus. following a change in the quantity of

money. the ensuing variation in the price level will be the result

of the combined influence of all these factors.~ Designating the

quantity of money by M. and its income-velocity by V. we can write.

MV.: 0

where O is the effective demand. that is ”the income the expectation

of which has set production moving -- 0 corresponds to gross. and

not to net income. Thus income velocity is defined. here. in a

different sense inasmuch as it is the ratio between ”expected in-

come” and the quantity of money. and not between actually realized

income and the quantity of money.2 If V is constant. prices will

change in the same proportion as the quantity of money provided

”output no longer shows any response to a further increase in

effective demand -- that is. the elasticity of output with respect

to an increase in effective demand must be equal to zero. If V is

not constant. then we must measure the response of effective demand

to a change in the quantity of money. that is. the elasticity of

effective demand with respect to a change in the quantity of money.

Thus. we have 'gfg which represents the elasticity of prices in

response to changes in effective demand: and 0‘” which represents

the elasticity of effective demand in response to changes in the

quantity of money. This gives us:

 

1 See the Gancnthcmn p. 298 If.

. 2 lhld.. p. 299. second paragraph. and pp. 303. 304ff.



57

1.1.1: 2.9 2.1.2
plu pJu pin

that is. the elasticity of prices in response to a change in the

quantity of money.1 Then. Keynes concluded that ”since this last

expression gives us the proportionate change in prices in response

to a change in the quantity of money. it can be regarded as a gene-

ralised statement of the Quantity Theory of Money."2 He added.

however. that this type of manipulations ”involve just as much tacit

assumption as to what variables are taken as independent (partial

differentials being ignored throughout) as does ordinary discourse...

Perhaps the best purpose served by writing them down is to exhibit

the extreme complexity of the relationship between prices and the

quantity of money. when we attempt to express it in a formal manner."a

 

1 See the fienerel_1heerr. pp. 304-5. 303. and 282ff.

2 111111.. 9. 305

3 lhld.. p. 305. - The elasticity of prices in response to a change

in effective demand is defined as: 1 - e, . e. (l - e_). in which

e. and e. stand respectively for the elasticities of employment

and output in response to a change in effective demand in terms

of wage-units -- both represent ”the physical factors which de-

termine the rate of decreasing returns as more employment is

applied to the existing equipment”: e..for the elasticity of

money-wages in response to changes in effective demand in terms

of money -- it stands for ”the labour factors (or. more strictly.

the factors entering into prime-cost) which determine the extent

to which money-wages are raised as employment increases?" If we

designate the elasticity of prices in response to changes in

effective demand measured in terms of money by e,. and the elasti-

city of effective demand in response to changes in the quantity

of money by e‘. then the product ‘Qip . MID. that is. e... e".

pr HIM

can be rewritten as er .l-e..e. (l - a.) or er_-(1 - e.)er.e..e.

(e.t1 - e,.e. (1 - e.) ). Thus. the elasticity of prices in re-

sponse to changes in the quantity of money ( Mlb ) is equal to:

er- (1 - e.)e..e..e.. pm

See the Generel_Iheerx. p. 305. and chap. XX. especially pp. 282-286.
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Morthy of special attention. here. is the term %-‘z€% (9.1.)

which expresses the elasticity of effective demand in response to'a

change in the quantity of money. This term stands for ”the liqui-

dity foctors which determine the demand for money in each situation."1

This is readily seen once we decompose the formula into g and 1% 3 {‘5

is the reciprocal of the income-velocity of money (as defined above).

In other words the ratio %-gives the value of the factor ”K”. that

is. the proportion of the effective demand (D) people desire to keep

in the form of money. Thus. we can write M=KD which is similar to

the ”cash-balances" equation MaKYP. in which P_is the price level

and Y roal income.. But. since the effective demand corresponds to

”the income the expectation of which has set production moving”.

then the question arises as to what relationship exists between

that level of income and the quantity of money required to satisfy

‘liquidity preference. Therefore. liquidity preference may be re-

garded as the key factor through which a change in the quantity of

money is liable to affect both effective demand and prices.2 For.

 

In fact. Keynes always took care in connecting his new propositions

or formulae about the theory of money and prices with the tradi-

tional quantity theory of money. See. for instance. his Ireeriee.

(1958 ed.). Vol. I. Chap. X. p. l49ff. - The reader may also con-

sult Adi. Margot. w. Vols. 1. and 11. Mill. for several

, criticisms of Keynes. -

1 See the Waters. 9. 305.

2 On this point. a few words must be added. In speaking of the

income-velocity of money -- defined as the ratio of effective de-

mand to the quantity of money -- Keynes said: ”But the ”income-

velocity of money". is. in itself. merely a name which explains

nothing. There is no reason to expect that it will be constant.

For it depends.. on many complex and variable factors. The rise

of this term obscures. I think. the real character of the causation.

and has led to nothing but confusion." (fienerel_1heer1. p. 299).

-Fortunate1y. however. the ”cash-balances” approach to the quantity
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according to whether the actual quantity of money is en the whole

greater or smaller than the amount people desire to keep as a pro-

portion of total expected income. some adjustments will take place

in the system so that actual cash balances (M) become equal to de-

sired cash balances. According to Keynes. it is through variations

in the rate of interest that all necessary adjustments will take

place. Thus. with respect to the long-run. he said:

There may be. for example. some fairly stable pro-

portion of the national income more than which

people will not readily keep in the shape of idle

balances for long periods together. provided the

rate of interest exceeds a certain psychological

' minimum: so that if the quantity of money beyond

what is required in the active circulation is in

excess of this proportion of the national income.

there will be a tendency sooner or later for the

rate of interest to fall to the neighbourhood of

this minimum. The falling rate of interest will

then. sct..nar.. increase effective demand...

The opposite tendencies will set in if the quantity

of surplus money is an abnormally low proportion

of national income.1

 

theory of money provided us with a better and a more workable con-

cept. namely the factor ”K“ which indicates not the actual amount

of money people hold against their resources or their income. but

rather the amount desired of such balances. It is in this sense

that we have been using "K" above. This fact gives the cash-ba-

lances approach a real advantage. because this approach brings us

at once into relation with volition --”an ultimate cause of de-

mand". See. for instance. A.C. Pigou. "The Value of Money”.

reprinted in the American Economic Association Beeernee_1n_Mene-

We DP. 1 62-183.

1 J.M. Keynes. Gcnc1a1_1hcnrx. pp. 306-7. - Let it be recalled.

here. that Keynes established a distinction between what he called

the income-motive. the business-motive. the precautinary-motive.

and finally the speculative-motive for holding money. The first

three motives were thought to depend mainly on the general acti-

vity of the economic system and on the level of money income:

whereas the speculative-motive was considered as responsive to

changes in the rate of interest. "i.e.. there is a continuous

curve relating the demand for money to satisfy the speculative

motive and changes in the rate of interest as given by changes in

the prices of bonds and debts of various maturities.” The
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In the event of an excess of idle balances over the

closet people choose to keep as a proportion of their income. the

rate of interest will then fall until that excess is absorbed by

willing holders: the fall in the rate of interest will in turn lead

to an increase in effective demand. It is. therefore. through the

fall in the rate of interest that an increase in the quantity of

money will. eerr_per..,affect total spending. But. if the rate of

ioterest already was at this ”psychological minimum". then additional

increases in the quantity of money would not succeed in bringing it

down further: hence. once this point is reached. no further increase

in effective demand can be achieved merely by manipulating the

quantity of money. This is the case where liquidity preference be-

comes infinite.l -

The proposition that a change in the quantity of money

will affect effective demand only through a variation in the rate of

intorest.has been criticised by Don Patinkin on the ground that it

lacks generality.2 Patinkin argues that this proposition neglects

the more direct effect of an increase in the effective quantity of

money. over and above what people care to hold as a proportion of

 

speculative-motive is connected. therefore. with the amount of

money hold over and above what is required in the active circu-

lation. Thus. the rate of interest may vary as a result of changes

either in the supply of money available to satisfy the speculative

motive. or of changes in expectations that affect the liquidity

function itself. or in both the supply of money and the liquidity

function. See the fienerel_1neery. Chap. XV. especially p. l96ff.

l lhld.. p. 309. and Chap. XV. especially p. 207.

2 See Don Patinkin. epe_elt.. pp. 3. 463ff.. and peering
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their income. upon the level aggregate spending.l More precisely.

Patinkin accuses Keynes of having failed to take into account the

”real balance effect". that is. ”the influence on demand of a change

in real balances. other things being constant."2 Now. to take this

effect into consideration means that the Keynesian underemployment

equilibrium theory must be reconsidered. Me will start first by

explaining what is the "real balance effect” and the manner in which

it operates at the microeconomic level.

Before closing this chapter. however. we want to stress

the fact that the passage from all that has been said thus far to

the analysis of another concept does not mean that we lose sight of

the problem of integrating monetary and value theory. On the contrary.

lthe developments that we are now about to consider represent a

continuing endeavour to show how the two theories are connected.

 *7

1 By the effective quantity of money. we mean the quantity of money

measured in terms of the chosen unit of account. viz.. in terms of

wage-units or in real terms (the quantity of money divided by the

price level of commodities). Thus a fall in the wage-unit or in

the price level has the effect of increasing the effective quantity

of money in circulation. and 11ee_reren.

2 See Don Patinkin. Meney. p. 237. and Note K. pp. 463-65.



CHAPTER V

THE REAL BALANCE EFFECT

The first formulation of the essence of what Patinkin

called the “real balance effect” can be traced back to the polemics

between Keynes and the ”Classical” economists on the question of the

automaticity of the econimic system in wiping out unemployment (pro-

duced by some unexpected disturbance) and in continually tending to

restore full employment equilibrium. To the classical argument.

which made of the rate of interest the other variable (besides real

income) upon which savings and investment depend. and whose variations

would serve as an automatic mechanism insuring full employment.

Keynes replied that it could happen that the rate of interest which

would equate full employment savings and investment corresponds to

a negative rate. But. the rate of interest. as such. can never be

negative in an economy where there are negligible costs of storing

money. Furthermore. the intersection of the full employment savings

function with the full employment investment function at a negative

rate of interest implies that the amount people would save at all

positive rates would be larger than the amount they would invest.

This is obvious. for the amount saved varies directly with the rate

of interest: whereas the higher the rate of interest. the lower the

amount which is invested. Thus. after the point of equality between

savings and investment. at a negative rate of interest. the volume

of savings done at all higher rates will be greater than the volume

of investment people are willing to undertake. other things being

62
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equal. Therefore. the level of income associated with these savings

end investment functions cannot be maintained and will necessarily

fall until desired savings and investments are brought into equality

at a positive rate of interest. Answering those charges. Haberler

and Pigou introduced another variable. namely the real value of

cash balances held by the individuals in the economy. Thus if M.

is the amount of money (assumed to remain constant) in the economy.

p the price level. r the rate of interest. Y real income. and 5

savings. Pigou's savings function would be as follows:

11.
.p) 1

Then Pigou argued that ”if people would refuse to save

5 : F (r. Y

anything at negative and zero rates of interest. then the desired

savings schedule would intersect the desired investment schedule at

a positive rate of interest regardless of the level of income...

The willingness to save even without receiving interest. or even at

a cost. must imply that savings are not made solely for the sake of

future income (i.e.. interest) but also for ”the desire for possession

as such. conformity to tradition or custom and so on.” But the ex-

tent to which an individual wishes to save out of current income for

reasons other than the desire of future income is ineerre1;_re1ered

 

1 See Don Patinkin. "Price Flexibility and Full Employment”. re-

printed in the American Economic Association

Theorx (ed. by F.A. Luta and L.M. Mints. 1951). pp. 252-283.

especially pp. 253-60: and A.C. Pigou. ”The Classical Stationary

State". Erenemre_Jeerne1r L111 (1943). pp. 343-51. and his ”Eco-

nomic Progress in a Stable Environment”. reprinted in fleegrege_1n

Menererx_1heerr,(referred to above). pp. 241-51: G. Haberler.

Prosperity and Depression (3d ed: Geneva: League of Nations. 1941).

pp. 242. 389. 403. 291-503: also see T. Scitovsky. ”Capital Accu-

mulation. Employment and Price Rigidity”. Bexieu_ef_fieenem1e

W. VII (1940-41). ppe 68-88o
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WWIf this is sufficiently

large. all his secondary desires for saving will be fully satisfied.

At this point the only reason he will continue to save out cf current

income is the primary one of anticipated future interest payments.

In other words. if the real value of cash balances is sufficiently

large. the savings function becomes zero at a positive rate of in-

terest. regardless of the income level."1 It therefore follows that

”by increasing the reel value of cash balances. the full employment

savings curve shifts to the right until it is in such a position

that no savings are desired except at positive rates of interest...

Thus by changing the reel value of cash balances. desired full em-

ployment savings and investment can always be equated at a positive

rate of interest."2

Since then. Patinkin has developed and extended the im-

plications of changes in the real value of people's cash balances:

the basis of his argument may be found in the following expected roe.

action: as people see the real value of their cash balances rise

above the level they consider as desirable. they will attempt to get

rid of the unwanted excess by increasing their expenditures on goods

and services: this process will continue until real money balances

are restored to their desired level. This is what is meant by the

"real balance effect”. ”As its name implies. this new effect measures

the influence on demand of a change in real balances. other things

 

1 See Don Patinkin. ”Price Flexibility and Full Employment”. pp.

258-259.

2 Italics are mine. Don Patinkin. 1h1d.. pp. 259-260.
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being held constant."1

The Troal-balanco effect” has been decomposed into two

distinct effects. namely the ”Pigou effect”. that is. the effect of

falling prices or rising real value of cash balances upon the savings

schedule or the consumption function. and the ”Keynes effect“. that

is. the effect of falling prices upon the demand for money.2 The

reader will recognize the first effect. of course. in the familiar

answer of Haberler and Pigou to the charges laid by Keynes against

the automaticity of the economic system in curing unemployment. As

to the second effect. however. a word of explanation must be added

here.

Actually. Keynes. of course. did not fail to perceive the

relationship between the value of money and the demand for money to

hold. witness this following statement: ”We can theoretically pro-

duce the some effects on the rate of interest by reducing wages.

whilst leaving the quantity of money unchanged. that we can produce

by increasing the quantity of money whilst leaving the level of

wages unchanged.”3 Thus a reduction in wages would lead to a de-

crease in the demand for money. or in liquidity preference. which.

the quantity of money being given. will cause a reduction in the rate

of interest. Hence. the primary effect of an increase in the value

of money -- it does not matter whether the latter is measured in

 

1 Don Patinkin.We“(which will be reffered to

as upper). p. 21.

2 See T’ Mayer. "Empirical Significance of the Real Balance Effect”.

Whis! 1959. Po 275- 500 also .1.

Power. ”Price Expectations. Money illusion. and the Real Balance

Effect”.WW.April 1959. P. 131-

3 ML l“muss. Grumman. P- 266-



66

terms of the price level (as in Pigou) or of wage-units (as in Keynes)

-- is a decrease in the desire to hold cash: in the Pigovian model.

however. the eventual excess of cash will be spent directly on commo-

dities. whereas in the Keynesian model. it affects expenditures only

through the prior reduction-in the rate of interest. The reduction

in the demand for money to hold (the ”Keynes effect”). coupled with

a direct increase in spending (the ”Pigou effect”). is what T; Mayer

regards as the composition of the ”real-balance effect".1

In short. if the real value of an individual's initial

cash holdings rises above the level which he regards as desirable.

the individual will increase his excess demand functions for various

commodities. thereby drawing down his money holdings. On the other

hand. if his initial cash holdings shrink below the level that he

thinks desirable. he will cut down his expenditures in order to build

up his money balances.2

Hence. to the income and substitution effects of a price

change. we must now add a third effect. that is. the "real-balance

effect“. so that the individual's demand function for any commodity

now depends upon the array of relative prices of all commodities.

3 For. a change in the absolutereal income and real money balances.

level of prices -- relative prices and real income remaining constant

-- induces variations in the real value of initial money balances

and calls forth a reaction on the part of the individual. This

 

i ‘1. Meyer. mil... p. 275.

2 See Don Patinkin. Meney. Moe PP- 20-21.

3 Ihld.. pp. 20-21.
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reaction will take the form of an increase in spending. if the real

value of initial money balances is raised above its desired level:

whereas if it falls below the latter. a decrease in spending will

occur. designed to restore real money balances to their desired level.

The introduction of this functional relationship. between the demand

for commodities and real money balances. assumes the absence of

”money illusion". Thus. an individual will be said to be free of

money illusion if his excess demand functions for commodities --

the ereerr amounts demanded of commodities being ”the respective

differences between the amounts demanded and the amounts initially

«1
held of the various commodities -- depend solely on relative

prices. real income and real money balances.2

he can use an equation. of the type which has been formu-

lated by Pigou er_el.. to express algebraically the manner in which

the ”real-balance effect” operates. Let us denote an individual's

initial stock of money balances by n: his excess demand for money

(defined in the equation below by X“): his income. expressed in terms '

 

1 Don Patinkin. Meney. p. lOff.

2 See Don Patinkin. ibid.. p. 23. -D.J. Botha restated the same pro-

position as follows: “An individual whose commodity excess demand

is a function of relative prices. real income and real balances

is free of money illusion. If all money prices change. there are

no income or substitution effects: but there is a real-balance

effect. i.e. the individual's demand for commodities decreases

following his substitution of commodities by money in order to

restore his initial real money balances... In short. while the

behaviour (commodity demand) of an individual free of money

illusion depends on the ratio only of accounting prices (i.e. on

money prices) it does not depend only on the ratio of money prices

(i.e. relative prices) but also on the absolute level of money

prices... Put differently. the commodity excess demand functions of

an individual free of a money illusion in Patinkin's sense have a

zero elasticity with respect to an equi-proportionate change in

his initial money balances and all money prices of commodities (but

not with respect to a change in money prices only)." 99.411... p.28.
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of units of goods received per week. by.y: and tho.preportion of his

income he wishes to keep in the form of real money balances by K:

thus we write

X. = Lu - s

in which K_£_y is equal to the individual's demand for money balances.

Then. if K_£_y is equal to I. XI will be equal to zero: whereas if

it is larger (smaller) than I. the individual's excess demand for

money will be positive (negative). which will induce him to decrease

(increase) his expenditures in order to bring his money balances up

to their desired level. Therefore. equilibrium obtains when K_£_e

is equal to I. This is shown diagramatically in Fig. l. p. 69.

Real money balances (g) are measured along the vertical

axis: and units of the composite goods along the horizontal axis.

If we assume that the individual has an indifference map which shows

his preferences between holding real money balances and consuming

‘ goods. we can. therefore. indicate. for each level of his total re-

sources (defined as the sum of his weekly income 91111 his initial

real money balances). the amount of real money balances he desires

to hold. This amount is given by the point of tangency between an

indifference curve and a budget line which shows the individual's

total available resources (as defined above) and connects the two

axes. Thus. if the individual receives an income equal to yo. and

that he holds initial real money balances equal to %g . his total

resources will amount to yo e.%2 . that is point 't' in Fig. l.

p. 69: therefore. his budget line starts from this point and cuts

the other axis. which measures real money balances. at 'v'. The

budget line. which relates the composite goods to real money balances.
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must have a slope of 135°. since ”one unit of liquid command over

commodities-in-general [real money balanceE} can always be exchanged

for one unit of actual commodities-in-general."l This becomes ob-

vious once one recalls that real money balances are defined as a

certain quantity of money by the price level of the composite goods

that are measured along the horizontal axis in Fig. 1: thus. any

given income can be expressed as a certain quantity of money balances

divided by the level of the prices of these goods.

Then each amount of total resources. possessed by an indi-

vidual. corresponds to a budget line. and the point of tangency bet-

ween this line and an indifference curve yields the amount of real

money balances desired by that individual. Of course. there exist

several possible budget lines and several indifference curves: hence

there may be several points of tangency. the locus of which consti-

tutes what may be called an ”expansion line”. The path ”OE“ in Fig.

l is the expansion line derived from our individuel's indifference

map and several (hypothetical) budget lines.2 .Ihe_lndl!ldulldnunl

WIn other words. emu

the budget line. actual real money balances must be at the level that

. is indicated by the point of tangency between the budget line and an

indifference curve: otherwise they will be either too high or too:1ow.

that is. either greater or smaller than desired balances. But. this

is only the first of two conditions for full equilibrium to be achieved.

 

1 Don Patinkin. Meney..ep._eit.. p. 69.

2 See G.C. Archibald and R.G. Li so . ”Moneta and V ue Theo

Critique of Lange and Patinkina. W’flv‘l

i - ~ (11...:091013913 4.1958s pp. 2'40.
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The other condition is that the point of tangency between his budget

line and his indifference curve he_1eeered_ee_e_eerpend1enler_ereered

WWW:so that this

perpendicular intersects the expansion line precisely at the point

of tangency (Cf. point F in Fig. 1. p. 69). This means that. at

this point. the individual is consuming his entire income while he

keeps an amount of real money balances that fully satisfy his liqui-

dity preference. The reason for this is that the budget line repre-

sents the sum of the individual's (real) income glee his initial real

money balances: of this total the individual chooses to keep a

certain amount of real balances (determined in the manner explained

above): equilibrium thus obtains when real money balances are at

their desired level. so that the remaining resources -- that is.

real income -- are entirely spent on commodities.l he can now do-

monstrate how the “real-balance effect“ operates.

We start from an equilibrium situation in which the indi-

vidual's (real) income is constant at the level y.: real money be-

lances .:3 : the budget line 'bb'. and the expansion line ”E” (Cf.

Fig. 1. p. 69). Let us assume that real money balances rise above

their desired level to {at . Adding this increase to the individual's

previous amount of resources will yield another budget line located

to the right of 'bb'. namely 'cc' -- the distance 'tj' being nece-

ssarily equal to the difference between 1'30 and 1". . But. at this

 

1 Sec 0.0. Archibald and R.G. Lipsey. 11111.. p. 3ff.. p. 5. - The

actual shape of the expansion line depends on the individual's

indifference map. hence on his tastes and preferences (including

all the factors which bear upon these). In the present case.

the expansion line was drawn linear to simplify the demonstration.
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new level of totaluresources. the individual's liquidity preference

indicates an amount of desired real money balances equal to is.

(given by the point of tangency between the indifference curve 0'

and the budget line 'cc'. that is. point C in Fig. 1). Therefore.

the individual will be induced to take steps to reduce his actual

real money balances to faby increasing his expenditures on goods to

an extent equal to the difference ’51 ' 1321- This has the effect of

bringing down also the amount of his total resources so that he now

has a new budget line located to the left of 'cc'. However. the

second condition for full equilibrium is not fulfilled. since the

perpendicular yy' does not intersect the expansion line at the level'

of real money balances 5;: this means that there still exists an

excess of real money balances which will continue to induce the in-

dividual to cut down further his money balances by increasing his

expenditures. As actual real money balances are reduced more and

more. the budget line will continuously shift to the left until it

reaches again its former level 'bb' at which the two conditions for

equilibrium are fulfilled. namely: actual real money balances are

equal to desired balances. and total consumption per,week to total

income per_week.

The same analysis applies. mutatls_mmfsndla. in the case

where actual real money balances fall below their desired level. The

individual will be induced to decrease his expenditures in order to

build up his money-balances. hence the real value of his money hol-

dings. Thus. provided we assume away ”money illusion". any difference

between the actual and the desired real money balances will create a

”real balance effect”: i.e.. any such gap will call forth a reaction
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on the part of the individual either to decrease or increase his

money holdings according as to whether actual real money balances

are above or below desired balances.

Let us now introduce a new type of good -- the bond --

which. for the purpose at hand. is assumed to fulfill no other function

besides providing the individual with a means of redrerrlherrne his

consumption expenditures over time. Following Patinkin. we define

this new good as "a note obligating the issuer to redeem it from the

bearer one week after issue at the fixed price of one dollar."1

Our bonds. therefore. are not substitutes for money. and cannot be

used 1n_11ee of money to effect payments for commodities purchased

during the week. Nevertheless. they do represent an alternative to

holding money for the purpose of fulfilling future obligations. or

of meeting expected expenditures.2

Like the price of any other commodity. the price of one

unit of bond is determined by the supply and the demand functions

for bonds. and it varies inversely with the rate of interest. It may

be expressed as:

b s ’ 3
771—

where b stands for the price of one unit of bond. and r for the rate

of interest. Dividing both sides by P. the price level. we can then

 

' 1 Don Patinkin. annex. gg. e|;.. p. 48ff.

2 Patinkin assumed the following: "For simplicity bonds are assumed

to be as illiquid as commodities. That is. they cannot be sold

except during the Monday Marketing period and cannot be used to

make any necessary payments. Thus the individual in our simple

exchange economy cannot regard bonds as even a partial substitute

for money. in brief. if he deals with bonds. he does so only as

'I' '1 ll.          'i~ i H" 1‘ i ll

Ibid.. p. 49. (Italics are mine)

' i

3 This is obvious since r = 1 - h . Don Patinkin. lhlfl.. p. 49.

b
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obtain the real value of one unit of bond B s

p 1 In

P " I‘m-r

Thus. following a change in the level of prices. we can else speak

of a ”real balance effect” in the bonds sector. which we will refer

to as the ”real indebtedness effect". In the absence of any ”real-

balance effect”. there may still be a "real-indebtedness effect”.

For. ”only if the terms of past indebtedness are adJusted to the

new level of prices -- or. what is equivalent. only if initial bond

holdings are changed at the same time and in the same proportion as

prices and intial money holdings [pssuming the latter to have changed

in such a way as to prevent a real-balance effect after a price

change] -- will this real-indebtedness effect disappear."1 Other-

wise. this effoct will result from the inducement of debtors to in-

crease spending as prices rise and the real burden of their debts

falls: while creditors are induced to decrease expenditures since

the real value of their assets -- the bonds which they hold -- falls

as prices rise. The reverse. of course. will hold true if prices

are falling. Thus. unless some kind of compensation is paid by the

debtors to the creditors. or by the creditors to the debtors. according

as to whether prices are rising or falling. there will be a ”real

indebtedness effect” at the level of every single individual who

.eitber carries or has issued bonds.

. It follows that account must also be taken of the rate of

interest as a variable upon which the individual's excess demand

1 (Don Patinkin. Ieney. em. p. 56.

2 .1h1fl.. p. 56ff.
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functions for commodities depends inasmuch as a high rate of interest

may induce people to redistribute their consumption expenditures over

time by spending less now. and saving more. Hence. ”the excess de-

mand functions for current commodities of an individual with given

tastes (including whatever preferences for present as against equi-

valent future consumption that he may possess) are now assumed to

depend upon relative prices. the rate of interest. present and future

real income. the real value of initial bond holdings and the real

value of initial money holdings."l Moreover. we must extend our

definition of ”money illusion” to account for changes not only in

relative prices. real income and the real value of initial money

holdings. but also for changes in the rate of interest and the real

value of intial bond holdings. In summary. an individual who is

"free of money illusion” will react only to changes in the above

mentioned real variables..

Before closing the present chapter. we will attempt to

restate the relationships. which we have just presented. in a more

rigorous manner. taking full account of the restraint imposed by the

given level of income and of the interdependence which exists between

the demand for bonds to hold. the demand for money to hold. and the

demand for commodities.

Me denote real income by V: real spending on goods other

than bonds by C: real savings by S: the rate of interest by r: and

 

1 Don Patinkin. annex. ep._nlt.. PP. 51-52.

2 See Don Patinkin. lhln.. p. 56. -Concerning the over-all position

of the market. that is the net ”real-indebtedness effect". see Don

Patinkin. jhld.. pp. 200-203: and his "Price Flexibility and Full

fission-st". reprinted inWas. 262-263-
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the price level by p. Now. since an individual's real income. per

unit of time. is divided between expenditures on commodities and

savings. we can write

(1) V : C +-S

Real savings can be expressed. in turn. as equal to:

(2) S aAB ohm

in which.AB stands for the excess demand for bonds (total demand

“an initial bond holdings). andAm for the excess demand for money

(total demand liner initial money holdings). Equation (2) shows that

real Savings.lger unit of time. are absorbed by new purchases of

bonds and/or the enhancement of one's cash balances. We then define

a position of equilibrium as one at which there is no net addition

either to the stock of bonds or to the stock of money held by an

individual: that is. when

T :C. .14... when S :0. orAB rAm a O

A further set of relationships can be expressed between

the demand for money to hold and the-demand for bonds to hold.

Writing K, for the proportion of their income people desire to keep

in the form of money. and “1 for the proportion they wish to keep

in the form of bonds. we then have the following:

2 .. 51.1L1.
B " K‘.p Y

mai'e

E‘s.

The variables K. and K,_depend. of course. upon a number of factors.

of which only the level of real income. the rate of interest and the

price level are relevant for the present purpose. To simplify the

matter. any change in the price levelm in the rate of interest. or
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in real income is assumed to be of a permanent nature: in addition.

tastes and preferences are not permitted to vary. The functions

expressing the demand for money and for bonds are the following:

(3) m = f (Y. r. p)

(4) 8‘0 (Y. !.e P).

and the demand for commodities can be represented by the equation

m B

(5) C.c(Y.r.p p)

Equations (3) and (4) express the demand for money and for bonds

respectively as a function of real income. the rate of interest and

the price level: while equation (5) shows the demand for commodities

-- the same as the excess demand since we assume no initial holding

of commodities -- as a function of real income. the rate of interest.

real money balances. and the real value of bond holdings. These

relationships will now be shown diagramatically in Fig. 2 (p. 79).

the description of which is given below.

Along the vertical axis we measure the price of bonds.

written as the reciprocal of the rate of interest. from O upwards:

the value of money. that is. l/p. from O. (upwards) to 0: real in-

come from O. (downwards) to 0.: and real spending from O..downwards.

Along the horizontal axis are measured the quantity of

money held from O to the right. in the first quadrant. and again

from 0. to the right and from "a to the right in the second and third

quadrants respectively. To the left of the vertical axis. we measure

the volume of bonds held: from O to the left. in the fifth quadrant.

and again from O. to the left and from Oa.to the left in the sixth

and seventh quadrants respectively.

Each "E” line represents an expansion-line relating the
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demand for bonds (EB) or the demand for money (2.) to the rate of

interest and to the level of real income. In the first instance.

the price level and real income are assumed to remain unchanged.

while in the second instance. the rate of interest and the price

level will be taken as constant. The demand for bonds and the de-

mand for money. in relation to the price level. are represented by

a ”B” and an ”m” line respectively. each line being drawn on the

assumption of a given real income and rate of interest.

We start from an equilibrium position which is depicted

by the rectangle aflomoc : that is. a situation in which real income

is at the level Y. . and is equal to real spending Co : the price

level is at pb : the rate of interest at ro : bond holdings are at

B. as shown by the lines 53 (ppto). B(r.¥.). end I':a(p.r.): and

money holdings are at m. as indicated by the lines Em(p.Y.). m(r.¥.).

and Em(p.r.).

Now. let the price level fall from Pb to p. i if real

income remains constant. the individual will now desire to hold 8.

and m. of bonds and money respectively: this is shown by the lines

EB(p,Yo) and E3(p.ro) (for bonds) and the lines §m(p.Yo) and Em(p.r.)

(for money). The shifts which occurred in these lines have in turn

been accompanied by movements only aieng the functions relating the

demand for money to the price level. that is. from point 15 to T.

for bonds. and from point A. to A. for money (Cf. Fig. 2. p. 19).

Thus the new equilibrium position is described by the rectangle

a'u,m.c' . Other results would obtain. were the level ef real in-

come higher following the fall in prices. say. at Y.. in this case.

the relevant lines are EMp. Y.). B(roY,) and snug.) for bonds.
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and Em(p.Y,). m(roY,) and Em(p.r.) for money. Ioreover. the level

of real spending would have increased temporarily in the first ins-

tance. thereby reflecting the operation of the 'real-balance effect”

caused by the decline in the price level: whereas in the second case.

it would change permanently. and equilibrium would not obtain until

real spending become again equal to real income. that is after real

spending had risen from C5 to C.. The rectangle that describes this

new equilibrium situation is d"uam‘t" . which shows desired bond

and money holdings of 8‘ and ma respectively.

Now. let us suppose that the rate of interest falls from

ro to r.. the price level remaining at the level pH and real in-

come at Y,. The relevant lines are now those which bear the sub-

scripts (p.Y.). (r,Y,). and (p,r.): and the respective quantities of

money and bonds now desired by the individual are mi’and 83. This

equilibrium situation is now described by the rectangle d"'B‘m.t"'.

This sort of exercise can be pursued further by assuming for instance.

that the price level as well as real income come back to their for-

mer level. which would yield an equilibrium situation depicted by the

rectangle a""8“m~c"" (Cf. Fig. 2. p. 79).

It is indeed very difficult. if not impossible. to say

how long it would take an individual to adjust his cash or his bond

holdings to given changes in prices. in the rate of interest or in

the level of his real income. For. actually. there are so many

factors involved not only in the process of adjustment. but even

before in the process of taking the decision to modify or not to

modify one's balances of money and bonds. The elasticities of
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expectations.1 in particular. play a majer part in the decisien

making process. For the time being. however. we will not labor that

point. reserving it for a later part of our study. Nevertheless. it

is clear that all the factors involved will be reflected in the

-factor ”K” in the cash-balances equation. that is. in the proportion

of their real.resources people desire to keep in the form of money

or bonds. In addition. may it suffice to notice that perverse e-

lasticities of expectations may thwart the impact of a change in

either prices. the rate of interest or real income. or perhaps delay

it considerably until it had lost any meaning it might have been

expected to carry at first.

With this. we have said all that need be said. for our

purpose. concerning the ”real-balance effect”. The time is now ripe

.te switch our attention and our analysis to the macroeconomic level

in order to study the way in which the ”real-balance effect” may act

upon the levels of income and employment. he will begin with a brief

description of the model that will serve as a basis to our inquiry.

 

l The elasticity of an individual's expectations of the price of a

given commodity. for instance. is the ratio of the proportional

rise in expected future prices of that commodity to the proportional

rise in its current price. Thus an elasticity of expectations of

unity means that ”a change in current prices will change expected

prices in the same direction and in the same proportion.” See

J.8. Hicks. hummus-l. Oxford. 1957. p. 205.



CHAPTER VI

THE MODEL: a brief description

The Liquidity Preference Function is. in our opinion.

the main pillar of the fiengxal_1hchy. Actually. it was the refuge

frem which Keynes evolved the ”liquidity trap” to defend his own

criticisms of ”classical” economics. particularly with respect to the

efficacy of falling wages in restoring full employment. According

to Keynes. a fall in wages will affect the levels of income and em-

ployment only 111 a prior decrease in the rate of interest. other

things being equal. since lower wages would entail a reduction in

Liquidity Preference. The decrease in the rate of interest will in

turn stimulate investment. and employment. But. if the supply of

money varies at the same time and in the same direction and proportion

as the wage-rate. or if the preference for liquidity is infinite at

the then prevailing rate of interest. falling wages cannot stimulate

investment. or employment. since. under these conditions they would

have no effect at all upon the rate of interest. heynes put it in

these words:

It is. therefore. on the effect of a falling wage-

and price-level on the demand for money that those

who believe in the self-adjusting quality of the

economic system must rest the weight of their argu-

ment: though I am not aware that they have done so.

if the quantity of money is itself a function of the

wage-and price-level. there is.indeed. nothing to

hope in this direction. But if the quantity of

money is virtually fixed. it is evident that its

quantity in terms of wage-units can be indefinitely I

increased by a sufficient reduction in money-wages...

 

l J.I. Keynes. figng131_1hgnry. p. 266: also see p. 309 about the

importance of liquidity preferences.
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But. as we have already indicated. the ”real balance

effect” has been used by Patinkin as a counter-argument to the

Keynesian ”liquidity trap”: so that falling wages and prices have

the power of eventually wiping out all traces of involuntary un-

1 it has also been pointed outemployment in the economic system.

that this effect is a restatement of the classical position of Pigou

and Haberler e1_al. in their debate with Keynes: Nevertheless. in

restating the classical position. Patinkin tried to do so through

an integration of monetary and value theory. as Keynes. and other

Cambridge economists. had also endeavoured to perform.3

To demonstrate his propositions. Patinkin divided the

economic system into four sectors. each of which is described below.

(i) IhcdnnfkcL_LnL_1Ihn£_£:£xlncs. Labor services are

taken as ”one composite good with a single price”. the aggregate

supply function of which is given by the following equation:

(1) ~‘= «(3:5)

and the aggregate demand function may be represented as follows:

(2) Nd.o(%.x.)

where N“ and Nd represent respectively the amounts supplied and de-

manded: K represents the money wage rate: P the general price level

i See pages 58-61 above. Also see Kenneth h. Kurihara. ”Real

Balances. Expectations and Employment”. Eggngn1g_lgnxnal. Vol. LXX

(1960). p. 321: J.8. Hicks. "A Rehabilitation of Classical

Economics". Econgn1g_lgn1nnl. Vol. LXVII (1957). PP. 278-289. here-

after referred to as "Hicks (1957)": and. in the same journal

(September 1959). Don Patinkin. "Keynesian Economics Rehabilitated:

A Rejoinder to Professor Hicks”. pp. 582-587. henceforth referred

to as ”Patinkin's Rejoinder (1959)".

2 See pages 62-64 above.

3 See Chapter ill. part ll. of the present study.
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of commodities: g the real wage rate: and It0 the total fixed capital

equipment of the economy.

Equation (1) shows the amount of labor services supplied

as varying directly with the real wage rate: while equation (2) shows

the amount of labor services demanded as varying inversely with the

real wage rate. This is due to the fact that. given the stock of

equipment (K0). the real wage rate equals the marginal productivity

of labor under conditions of perfect competition. That is.

1'“; . (q. ( N. K, )

wheretQ. is the marginal productivity of labor. from which the de-

mand for labor is derived. Assuming the law of diminishing returns

to hold the demand curve will have a negative slope. since the mare

ginal productivity of a rising quantity of labor services. applied

to a constant stock of capital. will eventually fall and thus command.

in a perfectly competitive market. lower and lower real wages. Thus

the amount of labor services demanded is inversely related to the

level of the real wage rate.

Finally. for this market to be in equilibrium. the

following condition must be satisfied. namely:

Nd ‘= N

which is obtained only at the equilibrium real wage rate on the

market for labor services. This is the rate that equates the amounts

demanded and supplied of labor.1

(2) MW Only finished ce-odities

appear on the market. There are consumer commodities and investment

 

1 Don Patinkin. annex. nau_clt.. pp. 127-l30.
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commodities: each type of such commodities is considered as a com-

posite good. The consumption function is expressed by the equation

Hu

(3) C : g ( Y. r.-F9 )

and the investment function by the equation

3,

(4) leh(Y.r.;2)

where C denotes the real amount of consuption goods demanded by

households: 1 the real amount of investment goods demanded by firms:

r the rate of interest: NJ. the initial money holdings of households:

M: the initial money holdings of firms: P the general price level

of both investment and consumption goods: and Y the gross real na-

tional income. necessarily equal to gross real national product.

Combining equations (3) and (4). and denoting the total

demand for commodities by E. we obtain the following equation:

II

(5) urn-$2). [£2.52
P P

g;
P

Similarly. the total supply of commodities may be expressed

as:

(e) vast-gun.)

In this case. however. Y stands for the gross real national.prodnct.

since is ( 5" K0 ) is a function which shows the willingness of the

entrepreneurs to supply commodities as a function of the real wage

rate and of the fixed stock of capital: in addition. this wage rate

corresponds to a specific input of labor services. namely the amount

of employment at which entrepreneurs. other things being equal. will

maximize their profits. Therefore. we could also write the quantity

of labor services demanded (Nd) -- or the function which expresses

it. 0 ( § ' Ko ) -- 1n_113n of the real wage rate in equation (6):
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that is. real gross national product. or the supply of commodities

is equal to

m v:-{Lo(§-K.).xo]s5(;.xoi

in other words. equation (7). or its equal (6). gives the amount of

commodities entrepreneurs are willing ”to supply in order to maximise

their profits at the given real wage with which they are confronted

in the market."1

The equilibrium condition for the commodity market is that

the amount demanded be equal to the amount supplied: that is.

Ezl'.2

(3) ‘Ihg_maxkg1_£gx_fland§. in this model. all bonds

correspond to a ”composite perpetuity of representative risk paying

, one dollar per period". the price of which is the reciprocal of the

rate of interest.3 Both the demand and the supply are for a stock

of bonds: lenders wish to hold bonds. while borrowers supply them.

in other words. ”households decide on the total stock of bonds they

wish to hold: changes in these stocks represent their net lending

during the period. Firms decide on the total stock they wish to have

outstanding: changes in this stock represent their net borrowing

 

1 Don Patinkin. Money. gn._g11.. p. 135. -Notice that Patinkin re-

fers not to the amount of commodities that are actually produced.

but rather to the amount that is desired by entrepreneurs. in

other words. the term supply means. here. the amount of commodities

which will be effectively produced and offered for sale. provided.

of course. that certain other conditions are also satisfied. This

point will be developed further in the next chapter.

2 See Don Patinkin. lhld.. pp. 130-36.

3 Ibid.. p. 49. or page 77 above.
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during the period."1

Letting 8d represent the number of bonds demanded and l/r

their per-unit price in dollars. the function describing the demand

for bonds may be written as follows:

(8)

that is. the demand for bonds is a function of real income. the per-

unit price of bonds and real money balances held by households.

Similarly. the supply function for bonds may be expressed as follows:

‘.J(v.;.§:)

r P

(9)

«
I
t
-

.9.
a

which tells us that the supply of bonds depends on real income. the

per-unit price of bonds. and real money balances held by firms.

Both equations (8) and (9). however. leave aside the real value of

initial bend holdings as a factor influencing the demand for and the

supply of bonds. To allow for these initial balances. Patinkin re-

defined the demand for bonds as a demand for real bond holdings.

1.3.. the not demand (0) equal to the difference between the quantity

lenders are willing to hold and the quantity that borrowers are

willing to supply: then equation (9) must be substracted from equation

(8). which gives: w

J. No lo 0.

(‘0) "(Yor'p"'J(!o? F).D

Equation (10) can be rewritten more generally as

.M

(u) Dunn-l,- p3).

that is. the not demand for real bond holdings is a function of real

 

l Don Patinkin. lanes. BIL—£11.. p. 137.



iacome. the per-unit price of bonds. and total real money balances

in the economy. Thus equilibrium obtains when the quantity of reel

beads lenders are willing to hold is also the one that borrowers are

willing to supply on the market: that is. there must be neither an

excess of potential lenders over borrowers. nor an excess of po-

tential borrowers over lenders. In other words. equation (ll) must

have zero for value (0 0). Otherwise. a positive value for 0 would

imply a rate of interest that is above the equilibrium rate. or the

rate that equates the amounts of real bonds demanded and supplied:

whereas. if D had a negative value. this would imply the contrary.1

(4)W As in the case of bonds. the

demand for money refers to a stock and not to a flow and may be ex-

pressed by the following equation:

d _ No

4 denotes the ”amount of nominal money holdings demandedin which!

by households and firms taken together -- the governmental demand is

assumed to be equal to sero. Equation (12) tells us that the demand

for money to hold is a function of income. the rate of interest and

initial real money’baiances.2

In contrast to the Keynesian conclusion. this demand curve

for money does not become infinite at a certain (minimum) rate of

interest at which no one is any longer willing to hold bonds.

Patinkin explained that “this conclusion emerges directly from the

budget restraint after feeding into it the assumptions already made

 

1 See Don Patinkin. WM- pp. 137-45.

2 Inc.. a. 145-
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as to the effects of. say. a decrease in interest on the other markets

of the economy.1 Thus a decrease in the rate of interest is assumed

to affect the planned inflow and outflow of money by leading to an

inexeeee in the total planned expenditures of households

consumer commodities. an

1nexeeee,in the total planned expenditures of firms on

investment commodities. a

deereeee in the total planned holdings by households of

the bonds of firms and other households (i.e..

total planned landings of households). an

inexeeee in the total planned issuance by households of

their own bonds (i.e.. total planned borrowings

of households). and an

leezeeee in the total planned issuance by firms of their

own bon s (i.e.. total planned borrowings of

firms).

Therefore. the only significance of having reached the

minimum rate of interest is that households do no longer intend to

convert their bond holdings into money holdings for the simple reason

that they no longer have any such bonds to sell. having succeeded in

getting rid of all of them. However. planned money holdings may con-

tinue to grow. provided that the planned inflow of money of the last

two items continue to overbalance the planned outflows of the first

 

l Patinkin's budget restraint for the economy as a whole corresponds

to the following: _

”the amount of money demanded (that is. the stock of money

planned for the end of the period)

a the given holdings (stock) of money at the beginning of

the period

«e the planned money inflow from the sale of labor services.

commodities. and bonds during the period

- the planned money outflow on the purchase of labor ser-

vices. commodities. and bonds during the period." Ibid..

p. 147. n. 16.

2 See Don Patinkin. 1h1d.. p. 147.
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two. Thus according to this argument. the demand curve for money

could become horizontal at a certain minimum rate of interest only if

the first two items happened to offset the last two: moreover. the

demand curve would be horizontal to a certain extent only. namely

until the maximum number of bonds held at this rate have been con-

verted into money by their holders. Once this is done. and provided

that the planned inflow of money (for households and firms) continue

to offset the planned outflow. the demand curve becomes a vertical

line.

According to Patinkin. the only case in which the demand

curve for money could become perfectly elastic at a certain rate of

interest. is the one in which the supply of bonds is infinite at this

rate. But. such a situation is not likely. since it implies that ”an

individual who plans an infinite supply of bonds is for some reason

unconcerned with his obligation to make interest payments on these

bonds."2 we will come back to this argument at a later stage of this

study.

Turning now to the supply of money. I'. we take it here

as a constant equal to u. . Therefore. a situation of equilibrium

is one in which the amount of money demanded is equal to the amount

supplied. That is.

u": uo . u' .3'

Such is the framework of the model which has been used by

 

1 See Don Patinkin. Haney. M" p. 149.

2 Ibid.. p- 149-

3 Ibid.. p- 149-
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Patinkin in his attempt to integrate monetary and value theory. The

following discussion will be based essentially upon this model and

will consist in showing the working of the latter during an un—

employment situation. The markets that will be relevant for our

purposes are the following: the market for labor services. the market

for commodities. and the market for money. we will leave aside the

market for bonds because this study deals with the ”real-balance

effect" in connection with the levels of income and employment. and

not with the “real-indebtedness effectf.



OMPT'ER VII

THE IORKIM OF THE IODEL: INVOLUNTARY WMWEM' '

we will start with a full employment situation in which

aggregate real income is‘Y, . the price level P. . the proportion

of their real income people desire to keep in the form of real ba-

lances K. . and the money supply I. . This situation is also assumed

to be one of equilibrium. the latter being defined as one in which

the supply of money. ii. . is Just equal to the amount of money

people want to hold. Le. KgPol', . iience.

‘ u. .. x. a. r, .

Such a position is depicted in Pig. 3 at the point of intersection

between the expansion line ”E" and the vertical line drawn upwards

from Y, (Cf. point A in Fig. 3. p. 93).1

Let us now assume an autonomous increase in the preference

for liquidity. that is an increase in the proportion of their real

income people wish to hold in the form of real balances. Such a

change may be portrayed as a deplacement of the expansion line around

its point of origin. from the level ”Bo” to the new and higher level

“E.“ -- E, has a greater slope than E. . reflecting our assumption

of an autonomous increase in ”K“. In short. people now desire to

hold larger real balances while still enjoying the same level of real

income 1' . These new deemed real balances are indicated by the

 

l The co-unity's expansion line is derived in the same fashion as

the individual's line. Concerning the latter. see p. 68 of this

study.

92



93
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point of intersection between E. and the perpendicular erected from

Y,: they correspond to the level %n . (Cf. Fig. 3). however. the

quantity of money has been assumed to remain unchanged at I, :

therefore. the increase in people's liquidity preference must be

satisfied by other means. namely by a fall in the price level which

would bring the real value of the stock of money up from kg to “$5

But. for the time being. we will also assume that prices remain un-

changed. so that real money balances stay at the level :3 . Then.

as people seek individually to build up their cash balanczs. this

will result in a fall in aggregate demand or in total expenditures.

hence in income and employment.1 In what follows. we will explain

how this fall will occur.

Let (%)' represent actual real money balances. and

(fr).d desired real money balances. These variables always refer

to a specific level of real income. The stock of money and the price

level will be taken as constant. Thus. in the event of a change in

the preference for liquidity. real income will change by an amount

d a

H- mm

The fall in real income reflects the decrease in real

equal to

 

1 This is an example of the fallacy of composition. For. although

some individuals will succeed in increasing their cash balances.

all the individuals in the economy will not be able to do so since

the supply of money is constant. Therefore. the cash balances of

some individuals will be increased but at the expense of those of

other individuals. This increase in liquidity preference will lead

to a decrease in total spending. provided that prices do not fall

at the same time: falling prices have the effect of increasing the

real value of the stock of money and can. therefore. produce the

same results as an actual increase in the nominal stock of money

as far as liquidity preference is concerned.
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spending induced by an increase in liquidity preference which has

not been not either by a corresponding addition to the nominal stock

of money or by a corresponding decline in prices. he can trace the

resulting decline in the level of real income in three steps. These

are represented in Fig. 3 by the distances TC'. CD‘. and 08'. Each

such vertical distance corresponds to a horizontal distance which

shows the variation that is induced in the level of real income by

a cut in total spending. That is.

(T‘C')w. : C'C a Y, - Y.

(CD'ht e 0'!) 3!. - Y‘

(Dim-L - B'E as i" - Y3

where eels-akin to a multiplier or Just a shorthand notation for the

reciprocal of the slope of the expansion line. i.e.. %" Summing up

the results of a change in liquidity preference -- the quantity of

money and prices remaining the same -- we obtain a not change in the

level of real income. which is equal to

(1) AV m. (TC' e CD' e 08')

" d I a

But. TC'rCD‘vDB'mTAs(p).'('§)'

in which the subscript "F” denotes the full employment level of real

income from which we started. Thus we can now rewrite equation (l)

as follows:

d a l

(2) Ar.[(%) ' (ti-1:.

provided that ( g')d and ( %’). are chosen with reference to the

same level of real income.

Let us now see what will happen if prices are flexible --

the seminal stock of money being constant. Equation (2) already pro-a

vides us with the answer to that question. If. following a rise in
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. I d

desired real money holdings (‘P ) . prices were to fall quickly to the

extent of raising the real value of the existing nominal stock of

money ( %').'up to the new desired level. no variation would occur in

the level of real spending. hence in the level of real income. In

other words. the fall in prices would have acted as a substitute for

an increase in the nominal stock of money designed to satisfy the in-

crease in liquidity preference. In short. after an increase in people's

desire for real money balances. each price fall has the effect of

shortening the gap between desired and actual real money balances.

thereby preventing a decline in real income which is equal to %

times the increase in the.real value of eeenel money balances. Thus

in the present example. if prices had fallen so that real money be-

lances “were brought from 9:5:— to til-3.. real income would have de-

clined from I. to Y‘_. instead of Y3. The difference Y,L - I3 is

equal to the product

as . % (Cf. Fig. 3. p. 9:)

where JA is the distance representing the increase in actual money

balances.

The same reasoning applies. We. in the case

of a decrease in liquidity preference. he need not labor this case.

however. for lack of purpose in the present context. and will now

develop Patinkin's model.

If

we may distinguish between three groups of decision makers

in our economy: the households. the wage-earners. and the business

units.
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The heeeehelde decide how and when to spend their income.

Their demand function for commodities was shown to depend upon in-

come. the rate of interest and real money balances.l In the follo-

wing. we will be mainly concerned with the fact that they have a cer-

tain preference fro liquidity. which can vary: so that they will be‘

said to be in equilibrium when their real money balances are at their

desired level. By combining the households' and the business units'

demand for commodities. we obtained the total demand for commodities.2

he can repeat the operation with respect to the demand for real ba—

lances. and then say that. for the commodity market to be in equi-

librium. there must exist enough real balances to satisfy the total

demand for such balances. That is. equilibrium exists on the commo-

dity market when

The equilibrium which obtains. provided that there is no excess of

desired over actual real money balances. may be called the equilibrium

of output: that is. once people's desire for real money balances are

satisfied -- i.e.. desired balances are equal to actual balances ~-

. there is no further inducement for them to modify their expenditures.

either by increasing them in order to get rid of excess real balances.

or by decreasing them in order to hold larger real balances.. Under

these conditions. it can be said. therefore. that the volume of out-

put which people are now consuming (1.e.. real aggregate expenditures)

 

1 See p. 85 of this study. Real bond holdings are not mentioned.

here. because they have been excluded from our analysis.

2 See p. 85 above.
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is one of equilibrium in the sense that. eeeexie_pexlhee. business-

men are warranted to produce this output which is neither excessive

nor insufficient. comparatively to people's willingness to spend.1

The negezeeeneee sell their sevices to the business units.

The amount they supply will vary directly with the real wage rate.

Therefore. at each given rate. they will offer a specific quantity .

of labor sevices which we will denote by N‘. Accordingly. full em-

ployment will be said to exist in the economy. provided that the

maximum amount of labor services supplied at a given real wage rate

actually finds employment. That is. when

N5... N“,

in which N. stands for the amount of labor services actually employed

(or the actual level of employment). It follows that involuntary

unemployment corresponds to the excess of labor services supplied

over the quantity that is actually employed. at a given real wage rate.

As Patinkin put it: ”The norm of reference to be used in defining

involuntary unemployment is the supply curve of labor: for this curve

shows the amount of employment which the workers of the economy want

to obtain in the light of the money wage. price level. and budget

restraints with which they are confronted. Hence as long as workers

are ”on their supply curve” -- that is. as long as they succeed in

selling all the labor they want to at the prevailing wage rate -- a

state of full employment will be said to exist in the economy.”2

 

1 See Don Patinkin. annex. p. 218.

2 Ibid.. p. 212. -Patinkin added that the essence of involuntary

unemployment is the fact that workers are eff their supply curve.

This is the argument he presents against those who drew the supply

curve of labor infinitely elastic at the prevailing money wage rate
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Such a situation will be referred to as the equilibrium of the market

for labor services.

The bneieeee_nglee in turn decide how much they shall pro-

duce and how much labor to employ. They have two restraints which

they must take into account: the first is the level of aggregate de-

mand. since they will be making losses if they produce an output

which is too large in the light of people's willingness to spend.

that is.in the light of people's preference forlliquidity:l the

second restraint is the marginal productivity of labor. since business-

men will not be willing to pay labor a real wage rate that is above

the latter's marginal productivity.2 Since we also assumed that

entrepreneurs want to maximize profits. then the amount of labor ser-

vices demanded will correspond to that quantity for which the mar-

ginal value product of labor is equal to the real wage rate. This

amount need not be equal to the eeenel level of employment inasmuch

as the latter is a function of actual output which depends itself on

the level of effective demand. ,

Obviously. with a given stock of capital and given tech-

1—

until a point where the maximum number of workers available at

this wage rate are actually employed. See Appendix A. pp.139'1

of this study. for a criticimlof Patinkin's views on the essence

of involuntary unemployment.

1 See what has been said concerning the relationship between peoplefis

preference for liquidity. on the one hand. and the level of effec-

tive demand. on the other. on pages 96ff. of this study. and Don

Patinkin. Menu. m. p. lbbff.

2 See Don Patinkin. 111111.. p. 127. -if entrepreneurs want to maxi-

mize profits. as we assumed above. within a framework of perfect

competition. they will hire labor until the latter's marginal

product is equal to the prevailing real wage rate. ”Thus the

firm's demand curve for labor is the marginal productivity curve

derived from its production function.” Don Patinkin. 1h1d.. pp.

127-28.
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niques of production. the level of employment is a function of the

level of output: that is.

N' antv')

where Y. denotes output. and not income. But. the level of output

depends. in turn. on the level of effective demand. Therefore. there

is a relationship between the level of employment and the level of

effective demand. which is called the employment function. This re-

lationship is described by Patinkin as follows:

In particular. our demand function for labor describes

the behaviour of firms maximizing profits within a

framework of perfect competition. This means that the

planned labor input it specifies for any given real

wage rate reflects the firms' assumptions that they

are abole to sell all their resulting output at the

prevailing market price. Hence any development in the

commodity market which invalidates this crucial

assumption must also invalidate these plans.

he can. therefore. make a useful distinction between the

 

1 See Don Patinkin. lhld.. p. 216: also see J.M. Keynes. Geeeeel

Theeey. Chapter XX. ‘

The definition given by Patinkin is basically similar to Keynes'

. According to Keynes. the employment function

”only differs from the aggregate supply function in that it is.

in effect. its inverse function...: the obJect of the employment

function being to relate the amount of effective demand... with

the amount of employment. the supply price of the output of which

will compare to that amount of effective demand. (J.M. Keynes.‘

11:111.. 9. 280) By theWis meant the

relationship between the aggregate supply price of the output re-

sulting from providing a particular level of employment and that

level of employment -- the aggregate supply price of that output

is "the expectation of proceeds which will Just make it worth the

while of the entrepreneurs to give that employment.” (J.M. Keynes.

lhld.- PP. 25. 24. respectively). By the ‘

is meant the relationship between the proceeds which entrepreneurs

expect to receive from a particular level of employment and that

level of employment. Finally. the value of these proceeds ”at the

point of the aggregate demand function. where it is intersected

by the aggregate supply function. will be called the effieeLLme

demand.” (J.M. Keynes. lhid.. p. 25).
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amount of employment entrepreneurs are willing to provide in the

light of the real wage rate -- given the constant stock of capital

which is assumed here -- and the amount they are actually giving. A

similar distinction can be made between what may be called the.enpely

curve of entrepreneurs -- that is. the volume of output which would

be produced with the labor input demanded by the entrepreneurs --

and the actual level of output. This last distinction. given the

first one. automatically follows because of the relationship between

labor inputs and output [as given by the production function

I z {(N. K, )3. See p. 85 of this study. A

Lot Nd stand for the labor input demanded (amount of em-

ployment offered) by entrepreneurs. and N8 for actual input (the

existing level of employment). Then equilibrium obtains when the

following condition is satisfied:

Nd = N‘ .

This equality describes a situation which is called the equilibrium

of supply. it means that. at this point. entrepreneurs are actually

producing their ”optimum” output. namely the one which maximises pro-

fits and at which the real wage rate is equal to the marginal pro-

ductivity of labor. Thus the norm of reference to be used in deter-

mining whether there is equilibrium of supply or not. is the marginal

productivity of labor. that is more generally. the demand curve for

labor: so that the supply side of the market will be said to be in

disequilibrium whenever the actual volume of employment (hence outputh

does not correspond to the one entrepreneurs are willing to provide

in the light of the real wage rate. In this respect. a fall in the

real wage rate induces entrepreneurs to hire more labor and. there-
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fore. to produce and sell more: in other words. falling real wages

cause the entrepreneurs' supply curve of commodities to shift conthm

nuously to the right. while rising real wages have the contrary effect.l

' Thus far. we have outlined three partial equilibria and -

the conditions that must be fulfilled to their achievement. These

three types of equilibrium are:

1) The equilibrium of eeepge. which obtains when desired

real money balances are equal to actual real money

balances. i.e.. (ids)d = (1%)“:

2) the equilibrium of the market for lehex_ee;11eee,

which is achieved when the maximum amount of labor

services offered at a given real wage rate actually

'finds employment. Le... N. = Na :

and 3) the equilibrium of supply. which is characterized by

the equality between the quantity of labor services

(labor input) demanded by entrepreneurs -- given the

real wage rate -- and the amount which is actually

employed by these entrepreneurs. i.e.. lil‘l a N. .

Therefore. a situation of full equilibrium means that all

these conditions hold simultaneously. he can combine the last two

conditions. so that we finally have the following two for full equi-

librium:

 

1 The possibility that entrepreneurs produce an output which is

either below or above the one that would maximize profits calls

for the same distinction (as in the case of labor services)

between points that are.en and points that are‘eff,the supply

curve. See Don Patinkin. Meney..nn._elt.. pp. 218. 220. 222. -

i-‘or convnents on this subJect. seeWA. pp. 186-193 of this

study.



(2) Nd . N'm N' .

Before investigating the dynamic adJustments of these sec-

tors when in disequilibrium. some further comments about the real

wage rate are in order. In order for the condition Nda.N' to be

satisfied. the real wage rate.must be at its equilibrium level --

the latter being defined as the rate which makes quantity of labor

services desired by entrepreneurs (Nd) equal to the amount of these

services which workers are willing to supply (NE). The equilibrium

wage rate is. therefore. identical to an equilibrium price: that is.

it is determined by the point of intersection between the demand and

the supply curves for labor services. However. the eeenel real wage

rate may be either above or below the equilibrium rate. Thus there

are other possibilities which must be taken into account according as

to whether the actual rate is above or below the equilibrium rate

(as defined above). These possibilities are listed below on the

assumption that equilibrium of output has obtained [( % )‘I 3 ( § )3:

A) The actual real wage rate is ebeee the equilibrium rate:

1) it may be equal todthe parginal productivity

of labor. hence. N a N :

2) it may be lower than the marginal productivity

of labor. hence N > N' :

3) it may be higher taan th: marginal productivity

of labor. hence N <1 N .

when the actual rate is above the equilibrium rate. this

necessarily implies that there exists an excess supply of labor ser-

vices. This is obvious. since the supply curve of labor is positively

sloping. while the demand curve for labor is negatively sloping.l

 

1 These respective slopes are given by the supply and the demand
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concerning the supply side of the market (that is. the volume of out-

put dosired by the business units). it will be said to be in equi-

libriuh only if A-l is the case: if it is A-2. the business units

will be induced to expand employment. hence output: finally if it is

A-3. the business units will contract employment. hence output. since

they will not pay labor a real wage rate that is above the latter's

marginal productivity.‘

B) The actual real wage rate is belee the equilibrium rate:

1) it may be equal to the marginal disutility of

employment. hence N‘ a N

2) it may be higher than the ma‘ginal disutility

of employment. hence N :

3) it may be lower than the marginal disutility

of employment. hence N‘

when the actual real wage rate is below the equilibrium

rate. this necessarily implies that there is excess demand for labor

services. This. again. is due to the fact that the demand curve for

labor is downward sloping. while the supply curve slopes upwards:

 

functions for labor. The amount of labor services supplied varies

directly with the real wage rate. while the amount demanded varies

inversely with the real wage rate. See pp. 83-84 of this study.

1 As the real wage rate rises. the quantity of labor demanded by

entrepreneurs diminishes: this downward movement is simultaneously

accompanied by leftward shifts in the supply curve of output. This

is easily understood. once it is recalled that there exists a link

between the amount of people employed and the output resulting

from that level of employment. Conversely. the supply curve of

output will shift to the right when the real wage rate falls.

Furthermore. entrepreneurs will expand (contract) output whenever

the real wage rate prevailing on the market is below (above) the

marginal productivity of the amount of employment they are actually

giving. This is. as we have seen earlier. the behaviour of entre-

preneurs who want to maximize profits.
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hence. the region which is located below the equilibrium real wage

rate must be characterised by an excess of demand over supply. An

excess demand for labor services implies. in turn. an excess supply

of output in the sense that entrepreneurs are willing to produce an

output that is larger than the one which they are now putting on the

market. Concerning the labor services market. it will be said to be

in equilibrium if B-1 1 the case: if B-2 is rather the case. workers

will -supply a quantity of services in excess of the amount which is

actually employed and will. therefore. want a higher level of em-

ployment: finally.if B-3 is the case. they will reduce the amount of

services supplied. since they will not accept a real wage rate that

is below the marginal disutility of employment.l.

In summary. we may say that. whenever the actual real wage

rate differs from the equilibrium rate. either the labor services

market alone. or the supply side alone (that is. the volume of output

desired by the entrepreneurs). or still both sectors. will not be in

equilibrium. .Thus. given perfect flexibility of wages and prices.

' adJustments will take place in the event that any excess develops in

either one of these sectors. It now remains to see how this will '

occur. First. let us set out the diagram through which we will con-

duct our analysis.

There are four quadrants in Fig. 4 (p. 107):

In quadrant I. real output or income is measured along the

horisontal axis from O to the right. and real money balances along

 

1 The level of employment cannot go beyond the point where the real

wage rate is equal to the marginal disutility of employment.

See. for instance. Don Patinkin. leeey. m. p. 212“.
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tho.vortical axis from O upwards: Y. marks the full employment level

of output. that is the maximum amount of commodities that can be pro-

duced with all the available resources in the economy: the ”E” lines

are expansion lines of the type already described in our study (See

Fig. 1. p. 69).

In quadrant II. the level of employment is measured along

the vertical axis from O downwards: the horizontal axis measures out-

put or real income from O to the right and corresponds to the hori-

zontal axis in quadrant I. The supply function is described by the

line 2 a Q (N) which becomes vertical (that is. parallel to the axis

measuring employment) after the point at which output reaches its

full employment level. The slope of the supply function diminishes

as the level of employment rises. thereby reflecting diminishing re-

turns.1 The aggregate demand function is represented by the lines

or a f(N). and the point of intersection between any of these lines

and the supply function gives the We“. Each demand

function is drawn on the assumption of a given level of employment.

In quadrant III. the real wage rate is measured along the

heriaontal'axis from O to the left. and the level of employment along

the vertical axis as in quadrant II. The demand and the supply curves

1 See P. wells. Ill-.141». p. 539. There is a difference between

quadrant II in Fig. 4 and Neil's diagram (Ibid.. P. 539). The

latter puts the level of employment in direct relation with the

level of aggregate demand: whereas the former (our diagram) con-

tains another function which represents the level of aggregate

demand. so that the level of employment is determined at the point

of intersection between this function and the one which describes

the aggregate supply. Our aggregate supply function is no more

nor less than a production function and reflects directly the

operation of the Law of Diminishing Returns. Nevertheless. the

level of employment remains dependent upon the level of effective

demand.
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Fig. 4

 

 

 

 

   

I
n

)

..
-

m”.
m

m
n
.

...
m

u
I

o
(

'

.
.
m

...
...

.1.
u.

o
M
.

L
o
.

”
5

D
r

m

N
"

F
l

'
0

Y
0
1
1
1
1
1
1
1

l
l
i
v
l
s
O

z

m
m

u
.

.
n

u
n

Y
-

M
.

.
r
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-

u

.
.

a
n

n
n

.
.

m
s

"
n

u
m

m

m
“

u
u

r
.

.
V
“
!

L
“

.
.

m
.

u
W
.

A
L

.
.

.
.

P

E
A

.
.

.
-

.
e

N
a
s

c
-

A
E

.
N

.
N

E

“
0
—
-

H
J
P
O

O
u

u

u
u

u
n

a

u
m

..
n

”
fl
e
a
-
o
z

.
3

w
.
m
|
-
I
-
.

-
I
-
-
h
-
-
-
-
-
-
-

.
I

.
o

n
v
\

.

U
"

c
e
m
a
i
l
-
u
I
I
I
I
I

s
-

o
!

.

‘
E
v
c
l
l
i
i

m
.

n
.

“
A
y
v
m
w
n
z

Av-A.

m
u

m



108

for labor services are represented by the functions Nd :3 Q ('5') and N':

R (‘% ) respectively -- given the stock of capital.1

In quadrant IV. the vertical is the same as in quadrant l

and measures real money balances: the horizontal axis is also the

same as in quadrant III and measures the real wage rate. The line

08 indicates the level of real wage rate that equates the amount of

labor services demanded by the business units and the amount of these

services suppled by workers. In other words. this line gives the

equilibrium real wage rate. The triangle AUB is simply the repro-

duction of the triangle OMS in quadrant III and will be explained in

the course of the exposition.

Let us start from a position of equilibrium in which out-

put and real income are at the full employment level I. : real ba-

lances at %; . and the line indicating liquidity preference at the

level E0: the aggregate demand function is Dr.a f(Na): employment is

at the level No: and the real wage rate at g: - we will assume. for

the time being. that prices and wages are inflexible. and that the

nominal stock of money is constant.

Liquidity preference now increases autonomously so that

the expansion line shifts to the left from E0 to E. . Under our

assumptions. the increase in the demand for real money balances will

entail a reduction in real income equal to Yo - I. (that is. Fz-F..§).

 

1 Obviously. the amount of labor services demanded by entrepreneurs

is the same thing as the amount of employment offered by entrepre-

neurs to workers. Similarly. the amount of labor services supplied

by workers correspond to the quantity of employment demanded by

workers.

2 K. is the new proportion of real income people now want to hold in

the form of real money balances. In other words. K. measures the

slope of the new expansion line E. . (Cf. Fig. 4. p.107).
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In fact. the leftward shift in the expansion line has translated it-

self into a leftward shift in the aggregate demand function: the

latter now cuts the aggregate supply function at I.. which yields a

lower level of employment N. (Cf. quadrants I and 11. Fig. 4. p. 107).

Thus employment has fallen from No to N.: this new level is below

the one that is desired by entrepreneurs and workers alike. namely

No’ since. by assumption. real wages did not fall. The real wage

rate is still %: 3 thus involuntary unemployment to the extent No-N.

exists in the economy (Cf. quadrant III. Fig. 4). This also means

that the supply curve of output has not changed. since the amount of

labor services demanded by entrepreneurs has remained the same (No):

the aggregate supply function tells us that. to this quantity of

labor input. there corresponds a level of output equal to I There-. .

fore. the present situation is characterized by an excess of supply

in the labor services market. and by an excess of supply in the

commodity market. that is. an excess of desired over actual output

of commodities.

Concerning the households sector. we notice that the

level of real money balances Just satisfies their increased preference

for liquidity (E.). at the lower level of real income I. . Put

differently. households are now no more induced to cut down spending

for the purpose of satisfying their increased demand for real money .

balances: thus the present level of their real expenditures is an

equilibrium one. There is. therefore. equilibrium of output. since

( g'). is equal to ( %‘)d at the level of real income I. (Cf. quadrant

I. Fig. 4). As a whole. however. this situation is not one of equi-

librium in the strict sense of the word. For. our second condition
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is not fulfilled at this point. since N34 N‘l m N' .1 Then. let

us now investigate the situation when we allow wages and prices to

vary.

Thus far. the attempts made by people to build up their

cash balances -- wages. prices and the nominal quantity of money

being constant -- have resulted in a decrease in total spending. hence

in income and employment. This decline has in turn created a ”glut”

on the commodity market: firms. seeing their volume of sales reduced

and inventories piling up. will be induced. therefore. to bid down

the prices of commodities as well as the price of labor.2 Let us

assume that prices and wages do not fall until real income has de-

clined from Yo to I. . At T. . we have seen that people's demand for

real money balances was entirely satisfied by the existing real money

balances (9%) in the economy. Thus. any fall in prices. at this point.

will raise the real value of these balances above the desired level. I

Assuming that people do not suffer from money illusion. then the fall

in the prices will give rise to a real balance effect: people. seeing

their real money balances rising above the level they desired. find

themselves with excess real money balances and will. therefore. in-

crease expenditures in order to decrease their cash balances. thereby

getting rid of their excess liquidity. This will lead to an increase

1a

in real income equal to A( % ) - K ' where M % )‘ stands for the

increase in the real value of the nominal stock of money in existence.

 

1 See pp. 101-103 of this study.

2' See Don flatinkin. lam. my... p. 217.
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due to the decline in prices.1 However. this does not automatically

insure the restoration of full employment equilibriult There must

be other forces at work to insure that the sytem will continue its

way back to a position of full employment equilibrium. once there

are no more unsold commodities. nor excessive inventories to exert

downward pressures on the price level. These forces.are found in

the gap-which. in an unemployment situation. exists between the

eeenel levels of employment and output. on the one hand. and the

lexele,that are desired either by workers alone. or by entrepreneurs

alone. or by both groups at the same time. Thus. it is necessary to

return once more to a consideration of the behaviour of the real wage

rate.

To simplify the matter. let us discard the two possibilities

that the real wage rate either rises above the marginal value product

of labor. or falls below the marginal disutility of employment. on

the grounds that the first condition would be unacceptable to

businessmen. while the second would be reJected by workers.2 This

leaves us with the possibilities that the real wage rate remains the

same. that is. at its original equilibrium level (defined as the level

that equates the amount of labor demanded and supplied): or. it may

rise above the equilibrium rate and become equal to or lower than the

marginal value product of labor: or lastly. it may fall below the

 

1 See pp. 95-96 of this study. concerning the effect of price changes

upon the level of income x1e the variations induced in the real

value of money balances.

2 Nevertheless. it could happen that the actual real wage rate rises

above the marginal productivity of labor. or that it falls below

the marginal disutility of employment. due to frictions. or to

imperfections of competition. See the neeeeel_1heeee. pp. 5-7.
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equilibrium rate and become equal to or higher than the marginal

disutility of employment.1

However. the assumption that the real wage rate remains

unchanged. as employment falls. is clearly inconsistent with the

assemptions of a perfectly competitive economy in which firms operate

under diminishing returns and with unchanged production functions.

consequently. we will deal only with the two cases when the real wage

rate either rises above or falls below the equilibrium rate.3 Let us

first take up the case in which the actual real wage rate rises above

the equilibrium rate during a fall in employment and output.

Such a situation will be marked by an excess supply of

labor services. Thus. if the actual rate became equal to g., at the

level of employment N. , the quantity of labor services demanded at

 

1

2

See pp. 103-105 of this study. .

If the Law of Diminishing Returns operates. then.

the marginal productivity of labor must rise as employment falls.

that is. as less and less labor is being applied to a constant

stock of capital (which we have assumed). Thus in a perfectly

competitive economy. the logical conclusion is that the real wage

rate will tend to rise as employment falls and cannot be assumed

to remain constant. Patinkin assumed that real wages remain constant

as employment falls. although he also assumed. in the first place.

perfect competition and diminishing returns. All these assumptions

are scattered in various parts of his book. See Don Patinkin.

Manet. ua._alt.. pp. 125. 128. 217. 218. -For views opposite to

Patinkin's. see J.M. Keynes. the fienexel_1heeey. pp. 17. and S.C.

Tsiang. ”Prof. Pigou on the Relative Movements of Real Wages and

Employment”. £eenem1e_1euenel. LIV (1944). pp. 352-365. especially

p. 3bl.

These are the cases which are consistent with our assumptions of

perfect competition. and of diminishing returns within firms: and

also with our assumption that entrepreneurs want to maximize profits

and. therefore. will not pay labor a real wage rate which is above

labor's marginal productivity. and that workers. on the other hand.

will not accept a real wage rate that is below the marginal dis-

utility of employment.
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this rate would Just be equal to the amount actually given employment

( NF.= N. ): but. the quantity supplied would be in excess of the

quantity demanded by an amount which is represented by the distance

an (cs. quadrant m. Fig. 4). In other words. N‘ > Nd m n' (Case

A-l. p. 101). In this case. money wages will fall as will real wages.

d m N“ equality and will.The fall in real wages will then disrupt the N

therefore. stimulate entrepreneurs to produce more. since at a lower

real wage rate. their desired output. or the level of employment they

are willing to provide. is greater than actual output. or the actual

amount of employment (that is. Nd) N" ).l However. the entrepreneurs

will not be able to sell this additional output. since people's pre-

ference for liquidity is Just satisfied. at the level of real income

I. . Thus. no additional spending will be done unless excess real

money balances develop. But. since the nominal stock of money is

' constant. only a fail in prices. eeeeele_peeibee. will succeed in

raising real money balances above their desired level when real in-

come is at Y.. The fall in prices will be generated by the N63) N‘

inequality. which implies. as we have seen earlier. that there is

an excess supply of commodities. hence excess capacity within firms

in general. Firms will be induced to cut prices in order to sell

more. as long as they are confronted with idle capacity -- that is.

as long as they are producing an output which is smaller than their

”optimum" output in the light of the real wage rate.‘ As prices fall.

 

1 See pp. 104-105 of this study.

2 Since entrepreneurs want to maximize profits. they will be willing-

to produce that output at which the marginal productivity of labor

is equal to the real wage rate. See pp. 99-101 of this study.
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excess real money balances will develop. and this will generate a

”real-balance effect” in the co-odity market. in their attempts to

adjust downwards their cash balances. people will increase their ex-

penditures on commodities: this means that the aggregate demand

function (Dr : f(N) ) will move to the right and will intersect the

aggregate supply function at a point which corresponds to higher le-

vels of employment and output. In Fig. 4. quadrant I. the point of

intersection between the i), s f(N) and the 23*(10 curves will move

back in the direction of the full employment level represented by the

point Io (Cf. Fig. 4). 0

The same analysis applies.Wwhere the

actual real wage rate falls below the equilibrium rate after a de-

cline in the level of effective demand and in output and employment.

‘in this case. excess demand develops in the labor services market:

that is. Nd is greater than N' .1 In Fig. 4. if real wages had fallen

from g'to g‘k' the excess demand for labor sevices would corres-

pond to the distance 65: but at g'a, the market for labor services is

in equilibrium. since the actual amount of labor services employed

(N') is equal to the amount workers are willing to provide (N').

Thus in addition to the equilibrium of output Lg... ()3: )ds ( % ). .

which is obtained at the level of output and real income Y. and of

employment N. . we also have.the equilibrium of the market for labor

services (i.e.. N's N‘I ) when the real wage rate is at gs. This

means that disequilibrium exists only on the supply side of the market.

Now. Na is greater than N' 3 hence N6 is also greater than 1". since

 

L:

i This situation corresponds to Case 8 on p. 104 of this study.
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N‘: N. at gt' The Nd )N' inequality implies in turn. as we have

seen earlier. an excess supply of commodities: for. the fall in the

real wage rate. from £0 to 3:33.. had the effect of inducing right-

ward shifts in the supply curves of firms. which has in turn created

a (positive) gap between the output which is desired by entrepreneurs

-- this output is a function of Nd -- and the output actually pro-

duced by firms and which depends on Na . Therefore. firms will be

induced to lower prices in order to increase the volume of their

sales: this will generate a real-balance effect. Thus the aggregate

demand function Dr g fiN) will shift to the right as people in-

crease their expenditures in order to get rid of the excess liquidity

created by the fall in prices. This excess occured at the level of

real income Y where actual real money balances were equal to desired

real money balances before the decline in prices. After the decline

real money balances rose above desired balances. thereby inducing.

people to decrease their cash balances. through increased spending.

in order to adjust these balances to the desired level. The resulting

increases in the level of effective demand will lead to increases in

the levels of income. output and employment. that can be observed in

Fig. 4. as the aggregate demand function Dr : f(N) shifts to the right.

Concerning the fluctuations in the level of real wages

during the process of these dynamic adjustments. we have attempted

to indicate diagrammatically the limits within which they will tend

to take place. in quadrant iv. Fig. 4. we have marked two points.

A and B. The distance AB is equal to the distance 05 in quadrant ill.

both showing the range over which the real wage rate is permitted
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to vary when employment is at the level N .1 Similarly. the tri-

angle A08 is equal to the triangle DNS in quadrant III. the former

being arrived at by reproducing all the successive gaps between the

demand and the supply curves for labor (employment) over a range of

values for the real wage rate between go and Er . inclusive of these

P

two rates.2 In short. as employment varies between No and N. . the

real wage rate will not be permitted to rise above the maxing. points

represented by the segment AU of the triangle AUB. nor to fall below

the minimum points represented by the segment BU of the said triangle.

At the same time. as we have seen previously. forces exist. given

perfect flexibility of wages and prices. to push the real wage rate

 

i This restraint comes from our former assumptions that entrepreneurs

would not pay a real wage rate above the marginal productivity of

labor. and that workers would not accept a real wage rate that is

lower than the marginal disutility of employment. The marginal

productivity of labor constitutes the demand curve for labor. while

the supply curve of labor reflects the marginal disutility of em-

ployment for workers.

2 The triangle AUB has a different shape due to the fact that quad-

rant III and quadrant IV have only one side in common. namely the

axis which measures real wages; while the other axis. in quadrant

iii. measures the level of employment. and the one in quadrant TV.

the level of real balances. An example of the manner in which

triangle AUB has been constructed will help to understand its shape.

Suppose the real wage rate is equal to !_|: at this rate. we notice

P

a gap between demand and supply in the labor market. which is equal

to the distance US. From 0. we drop a perpendicular to the aggre-

gate supply function. which cuts the latter at point i. . from

which point we draw another perpendicular to the relevant expansion

line. E. . in this case. this perpendicular cuts E. at F.. from

- which point we draw another one. parallel to the real wages axis.

until we reach the level of real wages from which we departed.

that is. E. . Let us designate this point by A: it follows.

P

therefore. that A must lie on a straight line drawn from D and

parallel to the axis that measures real balances. Similarly. such

a line drawn from S. in quadrant iii. will yield point 8 in quad-

rant lV: hence the distance D5 is equal to the distance AB. Each

point on the segment AU. or BU. has been determined in a like-

manner.
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towards its equilibrium level either for business-units or for war-

kers. and towards the equilibrium rate defined as the rate which

would equate the amounts demanded and supplied of labor services.

Finally. quadrant IV gives us the interesting relation between cham-

ges in real money balances. in real wages. and. indirectly. changes

in employment. Thus the stability of the system requires that there

be a balance between changes in real money balances. real wages. em-

ployment and output. A

In short. the essence of the theory presented above can

be put in the following terms: "Equilibrium means full employment.

or. equivalently. unemployment means disequilibrium. Hence our study

of the corrective market forces automatically generated by the pre-

sence of involuntary unemployment is a study of the dynamic workings

of an economy in disequilibrium. And the assumptions made until now.

that. granted flexibility. these forces will restore the economy to

a state of full employment. is an assumption that the economy is

consistent and stable; that. in other words. an equilibrium position

always exists and that the economy will always converge to it."1

Obviously. these conclusions are at variance with the

Keynesian position. the essence of which is found in the following

passage: "There is. therefore. no ground for the belief that a fle-

xible wage policy is capable of maintaining a state of continuous

full employment: any more than for the belief that an open-market

 

1 Don Patinkin.W. p. 224. The same argument has been

presented alternatively in terms of the bond and money markets.

with the introduction of an increase in the quantity of money to

compensate for the assumed rigidity of wages and prices. Ibid..

PP. iM-IWe 255ffe
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monetary policy is capable. unaided. of achieving this result. The

economic system cannot be made self-adjusting along these lines."1

 

i J.I. Koran. Ween. P. 267-



DIAPER VIII

A CRITICAL APPRAISAL 0F PATINKIN'S MODEL .

Our appraisal will consist essentially in a critical exa-

mination of the main indictments that have been launched by Patinkin

against the Keynesian underemployment equilibrium theory. Moreover.

the present chapter will serve as a transition from the last part of.

our study to the final one the purpose of which will be to show one 3

other way in which the economic system could generate forces that

would prevent it from settling down at a less than full employment

position. or that could also subject it to fluctuations. he will

start by considering the "real-balance effect” argument against the

Keynesian underemployment equilibrium theory.

I

The central issue which divides ”Classical“.and ”Keynesians'

is related to the efficacy of a system endowed with perfectly flexible

I This issue has in turn mademoney wage in eliminating unemployment.

it necessary to consider whether Keynes‘ conclusions are based upon

the assumption of wage rigidities. or whether they follow from some

other influential factors inherent in the economic system itself.

 

1 See theW. pp. 266. 261 and 878. -Nevertheless. one

must be cautious in interpreting Keynes. It is particularly im»

portant to distinguish between his policy conclusions based upon

empirical observations. and the conclusions which he arrived at

after having introduced some variable or allowed for the in-

fluence of a particular variable. We will come back to this point

in the course of this chapter.

119
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France Modigliani. for instance. attributed Keynes' underemployment

equilibrium to wage rigidities and describes the Keynesian supply of

labor function as follows: ' I I

w: “VorfiF-l (n) r

in which N stands for the money wage-rate: N for aggregate employment

and N. for full employment: F'1(N)P for the inverse of the function

N a F('% ) which expresses the supply of labor under the classical

hypothesis: at and I3 for positive constants. being both' functions of

N. N. P and characterized by the following properties:

$121820 for Né-.No

‘9‘ 8 0 ‘53-.1 for N )» No

Then the above equation tells us that the money wage-rate remains

constant at the level we until full employment is reached.1

0n_the other hand. other economists think that wage rigi-

dities have never been a basic and necessary assumption of the Keyne-

sian theory. but rather the policy conclusions to which Keynes arrived

after he had weighted the results to be expected from wage flexibility.

In support of their argument. these economists point to chapter XIX

of the Gangr31_1hgg;y. which bears the title of ‘Changes in Honey

Nages'. In this chapter. Keynes concluded the following: ”In the

light of these considerations namely those he made about the con-

' sequences of flexible wages I am now of the opinion that the main-

tenance of a stable general level of money-wages is. on a balance of

 

1 France Iodigliani.'Liquidity Preference and the Theory of Interest

and Honey”. reprinted in the American Economic Association

. ed. by F.A. Luts and L.N. hints.

Philadelphia. l950. PP. 186-239: especially pp. 188-89. 211ff.

Also see Don Patinkin. Money. onl_git.. pp. 238-9: and J.M. Keynes.

W. Pa. 8. 9. 295. 301-303. 336.
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considerations. the most advisable policy for a closed system: whilst

the same conclusion will hold good for an open system. provided that

equilibrium with the rest of the world can be secured by means of

fluctuating exchange... But the money-wage level as a whole should

be maintained as stable as possible. at any rate in the short period."1

But again on the purely academic level. wage rigidities

now appear to be an assumption which one can ignore without thereby

making it impossible to explain underemployment equilibrium. This

view is held by Patinkin who asserted that this argument. concerning

the ”real-balance effect”. ”... makes it unmistakably clear -- what

should always have been clear -- that the involuntary unemployment

ef the fiengxal_1hggxy need not have its origin in wage rigidities."

Then he explained that: ‘

... by unequivocally placing the center of emphasis on

the inadequacy of aggregate demand in the commodity

market. and by recognizing the resulting involuntary

unemployment to be a phenomenon of economic dynamics.

we have freed ourselves from the static necessity of

connecting decreases in employment with increases in

the real wage rate. Ne have been able to explain the

existence of involuntary unemployment without placing

any restrictions whatsoever on the movement of the

real wage rate. conversely. we have shown that re-

ductions in this rate is neither a necessary nor a

sufficient condition for the rapid restoration of

full employment equilibrium in the economy.

Therefore. Keynes' underemployment equilibrium theory must

be based upon other assumption. or possibly. on the neglect of other

factors. Thus to Patinkin. the effect of falling prices upon the

 

1 Jane “y“.aW0 P0 270'

2 Don Patinkin. um. MJ... pp. 237-38.
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real value of people's money balances. and the subsequent favorable

effect on the level of spending. are the factors which Keynes did not

take into consideration: ”In particular. he Keynes repeatedly emp

phasises that the alternative to holding money is to hold bonds and

that any excess of the former is diverted to purchasing the latter.

There is ngxg; an indication that it may also be diverted to purchasing

ggmmgditlgg."l In other words. Patinkin criticizes Keynes for having

overlooked the "real-balance effect”. This charge will be considered

in the following.

As we pointed out in an earlier part of our study. Keynes

did not overlook the effect of a falling wage- and price-level on

the demand for money.2 He also allowed for the influence of assets

on the demand for consumption commodities. Unfortunately. however.

he thought of this influence only in terms of physical assets. the

stock of which is constant in the short-run. He never seemed to have

thought in terms of monetary assets. and how changes in their real

value might influence the short-run consumption function.3

The criticisms leveled at Keynes. on this particular topic.

have prompted J.K. hicks to reply that the so-called ”real-balance

effect” (of which Patinkin makes so much -- according to Hicks' own

expressions) is already embodied in the LL curve. that is. the curve

”showing the rate of interest at which the demand for money will

- equal a given supply of money. at each given income (Y).”‘ In our

 

1 Don Patinkin. Manny. an._£Ll.. pp. 463-64. Also see the general

.Ihcazx. Pp. 84. 168-9. 171-72. 199-202. 205-6. where Keynes em-

phasizes that holding securities is the alternative to holding

money. thus neglecting the commodity side.

2 See the mm. P- 266-

3 JthL. Chapter VIII. pp. 91-95.

4 J.R. Hicks. ”Hicks (1957)". pp. 290. 281.
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opinion. however. this argument is based upon a misinterpretation of

the real balance effect. inasmuch as the latter shows itself not only

as a shift in the LL curve (the Keynes effect proper). but also in a

deplacement in the 15 curve (the Pigou effect). that is. ”the curve

(based on the Marginal Efficiency of Capital schedule and the Con-

sumption Function) connecting the levels of income at which Savings

equal Investment. at various rates of interest."1 It follows. there-

fore. that. even if liquidity preference becomes infinite at a certain

rate of interest (the liquidity trap). it remains possible. through

shifts in the 15 curve. that the economic system moves back towards

full employment equilibrium until this curve intersects the LL

function at the full employment level of income. In other words.

there is a ”real-balance effect” which. according to one author. em-

braces both the Keynes effect and the Pigou effect. and works even

in the case of absolute liquidity preference.

J.H. Power made some interesting remarks about the kind

of expectations that are likely to render the ”real-balance effect”

 

1 Don Patinkin. ”Keynesian Economics Rehabilitated: A Rejoinder to

Professor Hicks". £ggngnin_lgnxnal. LXIX (1959). p. 584. In his

1957 article. Nicks declared the following: ”I see no reason at

all for supposing that it [the real balance effeci] is not in-

cluded in the Keynesian theory. There may. it is true. he a certain

."real-balance effect”. before wages rise. if prices rise ahead of

wages: but that is incorporated in the LL curve itself.” For.

given a constant money supply. a fall in wages leads to an ex-

pansion of the quantity of money in terms of wage-units. while a

rise in wages has the opposite effect. A rightward shift in the

.LL curve is akin to an expansion of the money supply. whereas a

leftward shift in this curve is identical to a contraction in the

money supply. 'They also represent respectively a decrease and an

increase in the preference for liquidity. See A. Hansen. Monetary

. 1949. p. 77ft. -- But. as we have seen

above. a shift in the LL.curve is not the so-called ”real—balance

effect”. See T. Mayer. op._g11.. p. 27bn. '
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effective. he distinguishes between the “intertemporal substitution

effect”. on the one hand. and the "wealth effect". or the ”real-

balance effect". on the other. The intertemporal substitution effect

”refers to a hastening or postponing of purchases within the context

of a given expected income and consumption stream”. whereas the wealth

effect "implies an expectation that one is permanently wealthier.

permitting higher consumption both in the present and all future

periods."1 If we accept this distinction as significant. we can then

proceed to the further conclusion that. in order for an ”intertemporal

substitution effect” to be stabilizing. the elaspicity of price-

expectations must be less than unity: that is. when present prices

change. expected future prices must change less than proportionately.2

Power's argument runs as follows: if to-day's price of commodity X

falls by 10%. people will hasten to acquire quantities of X provided

that they expect the reduction in its price to be of short duration:

or more generally. provided that they believe the new price of X. as

of to-day. to be the lowest of all likely levels within the context

of a given economic horizon. the length of which varies not only

'botween different consumers or buying units. but also between cate-

gories of goods for the same individual. Thus one would expect this

horizon to be generally shorter in the case of goods that are nece-

ssities of life. than in that of other (luxury) goods. for the

average individual. given tastes and preferences. In any case. the

increase in aggregate demand will be of a temporary nature. and rather

 

l J.“. Power. ”Price Expectations. Money Illusion. and the Real

Balance Effect". WWW. LXVII (1959).

especially p. 134.

2 See Joli. Put"- this" 9. 135: and J.R. Hicks.W.

Oxford. 1957. pp. 205. 250ff.
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equivalent to a redistribution of purchases over time. especially in

the case of goods that can be easily stored.

0n the other hand. if people expect the new lower level of

prices to prevail in the future -- that is. if expectations are

static --1 they will feel permanently wealthier. But. to rely on

prices and wages flexibility as a means of maintaining equilibrium.

means that prices and wages must change: therefore. static expectations

must refer only to the long-run. But according to Power. there is no

discernible long-run trend: thus a ”real-balance effect” is precluded:

”For if there is no definite long-run direction of price movement.

individuals would be foolish to alter. for example. the nominal values

of their life-insurance policies and pension plans with every shift

in the cost-living index.“2 It follows. therefore. that the case

usually thought to be favorable to the real-balance effect -- static

expectations -- turns out otherwise. This is due to the fact that

prices will be expected to change again. either to reverse the initial

movement or to continue it. This case. which Power called a state

of dynamic expectations. is consistent with the .operation of the

real-balance effect. Nevertheless. there remains the strong possi-

bility that ”the intertemporal substitution effect would swamptthe

real-balance effect torender the system dynamically unstable.'3

Without contesting the fact that the "intertemporal sub-

stitution effect” implies merely a relocation of expenditures over

 

1 See J.H. Power. gp__glt.. p. 133.

2 Lu. Power. mm. p. 138.

3 J.N. Power. 1h1d.. p. 141.
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time. we find ourselves. however. in disagreement with Ir. Power

when be attributed so little importance to that effect as a means of

stimulating the revival of economic activity. On the contrary. if it

is agreed that there may be no real-balance effect ”11_priggg_gxg

Wu“.then a favourable

intertemporal substitution effect may act as a sparkle for the re-

vival of activity. and might even insure a strong real-balance effect.

This seems likely when. for instance. the postponing of purchases

causes further declines in the real wage-rate as a result of in-

creasing unemployment. The decline in the wage-rate will have the

effect of widening the gap between desired and actual output. which

will induce firms to lower prices still further. ~This. as we have

seen earlier. will give rise to a real-balance effect.2 It might

also be argued -- especially if people expect prices to return to

their previous levels -- that they might want not only to redistribute

their expenditures over time. but also to take advantage of the lower

prices of commodities on the market. due to a slackening of sales.

in order to enjoy a higher level of consumption. This would be true

particularly in the case of those durable goods which yield a flow

of services over time. Notice that the question.of expectations. re-

garding future price levels. makes it necessary to allow for the

 

1 See T. Mayer. gpL_gjt.. p. 289. - A similar view was expressed by

J.H. Power. op. cit.. p. 135: ”If. on the other hand. it is felt

that the present price decline may be reversed in the future --

or if there is sufficient certainty about this possibility --

there may be little or no consciousness of an increase in the real

value of wealth [the real-balance effect propefl ”.

2 See what has been said on this subject in the proceeding chapter.
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possibility of shifts in liquidity preference and thus merits a much

deeper study. As Patinkin put it. however. ”once the Pandora box

of expectations and interest and price uncertainty is opened upon

the world of economic analysis. anything can happen."1

Having made these considerations. we can now return to the

question of underemployment equilibrium and wage rigidities.

The ”real-balance effect” provides us with an effective

answer to the question of the place of wages rigidity in the Keynesian

model. This is why we have waited until now to deal with this

question. He will now show that. contrary to Patinkin's conclusions.2

the involuntary unemployment of the ggngxaj_]mggzy must have its

origin in wage rigidities. in view of the assumptions made by Keynes

about the behaviour of real wages as employment rises or falls.

It will be recalled that Keynes accepted one of what he

called the two fundamental postulates of the classical theory of em-

ployment. namely that "with a given organisation. equipment and tech-

nique. real wages and the volume of output (and hence of employment)

are uniquely correlated. so that. in general. an increase in em-

ployment can only occur to the accompaniment of a decline in the rate

of real wages... Thus jf,employment increases. then. in the short

period. the reward per unit of labor in terms of wage-goods must. in

general decline and profits increase. This is simply the obverse of

the familiar proposition that industry is normally working subject to

decreasing returns in the short period during which equipment etc. is

 

1 Don Patinkin. Menu. 9.9.41.1... p. 180.

2 See Don Patinkin. lbld.. pp. 237-38.
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assumed to be constant: so that the marginal product in the wage-good

industries (which govern real wages) necessarily diminishes as em-

ployment is increased."1 Obviously. this implies that real wages rise

as employment falls. Keynes acknowledged this at the beginning of

the general_1henxy:"... a decline in employment. although necessarily

associated with labor's recelxing_ a wage equal in value to a larger

quantity of wage-goods...”2 The same assumptions in this regard were

made by Patinkin.3 Thus. one would expect the real wage-rate to rise

after a decrease in aggregate demand caused a fall in employment. If

one maintains the first fundamental classical postulate. namely that

W.it will follow.

therefore. that. in the Patinkinian model. entrepreneurs would have

no incentives to expand output and lower prices. if at the same time

people's preference for liquidity is satisfied. For. under these

conditions. there is not only equilibrium of output -q1.g..

(%)d 3 ( ’3 )a -- but also equilibrium of supply -- 1.1.. Nd: N. .4.

Let us now suppose that money wages are rigid downwards. Then. the

existing unemployed workers. or. more generally. the excess supply

of labor. at the now higher real wage-rate. has no effect at all

upon the real wage-rate. Thus in the absence of corrective forces

in the labor market. the system will remain at this position of

 

l J.H. Keynes. General_1hegxy. chapter II. especially pp. 17ff.. S .

3.3!. Keynes. 1b1.d.. p. 18.

Don Patinkin. Mam. p. 128.

.
0
”

See the conditions of equilibrium which are presented on pages

102-103 of this study: also Don Patinkin. Money. pp. 218. 222ff.
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underemployment equilibrium. which is characterised by the equality

between actual and desired real money balances. and between actual

and desired output for entrepreneurs. In other words. if money wages

are rigid downwards. and that the first classical postulate is main-

tained. then the system is incapable of generating automatic forces

that will bring it back to full employment. For any attempt of firms

to increase their labor inputs would result in an output which could

not be sold. They would be compelled. therefore. to reduce output

and. accordingly. inputwuntil they had once again returned to the le-

vels that are warranted by the level of liquidity preference.l 0b—

viously. such a situation prevents a ”real-balance effect”. since

entrepreneurs have no inducement to lower prices in order to produce

and sell more. when they are paying a real wage-rate that is equal to

the marginal productivity of labor. Therefore. rigid money wages are

a sufficient condition in order to prevent a ”real balance effect”.

and a necessary assumption of Keynes' underemployment equilibrium

theory.

Actually. Keynes relaxed the assumptions of wage rigidities

in Chapter XIX of theW.when be compared a decrease in

wages to an increase in the quartity of money measured in terms of

wage-units. This is how falling wages could cause a fall in the rate

of interest and. through this effect. stimulate investment. But. as

a counter-argument to the effects of wage flexibility. Keynes intro-

duced the concept of the liquidity trap to rescue his earlier

 

1 See what has been said on this subject on pp. 96-97 above and the

references cited therein.
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conclusions. Keynes' conclusions. therefore. now seem entirely con-

sistent with his assumptions.l Let us now consider Patinkin's cri-

ticisms of the Keynesian Liquidity Preference Function.

II

For various reasons. Keynes concluded that the liquidity

preference function may become perfectly elastic after the rate of

interest has fallen to a certain level -- in the sense that ”almost

everyone prefers cash to holding a debt which yields so low a rate

of interest.”2 This proposition has been criticized by Patinkin. on

the ground that it assumes that the supply of bonds -- that is. the

demand for money -- becomes infinite at a certain rate of interest.

Patinkin's criticisms are based upon the assumption that

a decrease in the rate of interest affects the planned inflow and

outflow of money by causing an

increase in total planned spending of households and firms.

an increase in the total planned issuance of bonds by house-

holds and firms. that is an increase in total

planned borrowings. a

decrease in tatal planned lendings by households to firms

and other households.3

 

1 See the fiengral;1neg;y. p. 266. and page 81ff. of this study.

inflexible wages were also an empirical observation for Keynes.

and therefore a restraint to be taken into account in formulating

a theory of employment. In addition. they were the policy con-

clusions to which Keynes arrived after having considered the short-

comings of a policy of flexible wages: "There are advantages in

some degree of flexibility in the wages of particular industries

so as to expedite transfers from those which are relatively de-

clining to those which are relatively expanding. But the money-

wage level as a whole should be maintained as stable as possible.

at any rate in the short period.” (angLaL_Ingnxx. p. 270).

2 J.8. Keynes.W. p. 207.

3 See Don Patinkin. Manny. an._nlt.. p. l47ff. and pp. 88-91 above.
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It follows. therefore. that the only significance of

having reached the minimum rate of interest lies in the fact that

”individuals no longer plan to convert bond holdings into money hol-

dings for the simple reason that they no longer have such bonds to

sell.“ Nevertheless. since money is not an inferior good. planned

money holdings may continue to grow. provided that total planned

issuance of bonds -- that is. the demand for money -- continues to

overbalance total planned expenditures. If total planned expenditures

are equal to total planned issuance of bonds. then liquidity pre-

ference might become absolute but only until all bonds have been con-

verted into money. Actually. the case of an infinite liquidity pre-

ference would. under those conditions. imply that the supply of bonds

is infinite at the relevant rate of interest. ”But an individual

who plans an infinite supply of bonds is for some reason unconcerned

with his obligation to make interest payments on these bonds."1

Obviously. this is not likely. In fact. Patinkin rejected the

assumption of an infinite supply of bonds at any rate of interest and

concluded that there will come a time where individuals will have

converted all bond holdings into money holdings. so that the demand

curve for money will become a vertical line. This conclusion rests.

however. upon the assumption that total planned expenditures by house-

holds and firms offset total planned issuance of bonds by households

and firms. In other words. just as one can assume. following Keynes.

that there comes a time where bonds will have displaced money in all

the uses in which they can displace it. so it may be held. on the

 

1 Don Patinkin. Mom. M... p. 149.
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other hand. that there also exists a point where money will have

displaced bonds in all the uses in which it can displace them -- a

possibility that can be allowed for. by drawing the LL curve with a

vertical stretch at both extremities (Cf. Fig. 5. p. 133).1 Once

money has displaced bonds in all the uses in which it can displace

them. any further increase in real balances in the economy. either as

a result of an outright increase in the stock of money or because of

a price decline. must be spent upon commodities. thereby raising

prices in a like proportion. Therefore. the quantity theory is basi-

cally true.2

It has not been possible thus far to sight empirical cases

in which liquidity preference became virtually absolute at a certain

minimum rate of interest ”in the sense that almost everybody prefers

cash to holding a debt which yields so low a rate of interest"

(fienexal_1henxy. p. 207). A.H. Hansen. however. instanced the "cri-

sis of liquidation” in the United States in 1932 as portraying a

situation in which the liquidity preference function has ”flattened

out” and in which ”scarcely anyone could be induced to part with

holdings of money on any reasonable terms."3 There have been. in-

deed. several attempts to quantity the Keynesian Liquidity Preference

Function. 3.9.. by people like Kalecki. Hehrman. H.J. Brown and J.

 

1 See Don Patinkin. jhjd.. pp. 148-49: and J.H. Kicks. ”Hicks (1957)”.

p. 287. Hicks drew the LL curve with a swerve in the middle to

indicate the transition of the system from one pattern of demand

for money to another.

2 See J.R. Hicks. 1hld.. p. 286.

3 A.H. Hansen. A_finldg_1n_figyng1 (McGraw-Hill Book Co. Inc.. 1953).

PP. 132‘“.
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Tobin who count among the first economists who have made such attempts.

Their studies purported to establish a positive correlation between

the rate of interest and the velocity of circulation of money. Later

on. other economists added other variables. particularly to account

for the effect of changes in the value of money during the current

year and iddle business balances lagged one year.1 However. all

these studies have not yet shown conclusively that the liquidity pre-

ference schedule becomes infinitely elastic at low rates of interest.2

These studies. therefore. lend support to Patinkin's

argument. A_pzlgLL. there seems to he no reason why the demand for .

money should become infinite after a certain point. Alf the demand

for money remains finite in all ranges. we can reject the Keynesian

view that the rate of interest is insensitive to changes in the

 

1 See. for the United Kingdom. "The Short-Term Rate of Interest and

the Velocity of Cash Circulation”. flgx1gg_gf_£ggngmjn_§tngjstjns

(May 1941). pp. 97-99: also his Ingg;y_g£_£ggngmjg_nynnmjgs (New-

York: Rinehart. 1954). p. 76ff. For the United States. J. N. Behrman.

”The Short Term Interest Rate and the Velocity of Circulation” .

.flgnnnmetxlna. (April 1948). pp. 185-190 and 370. A.J. Brown.

"Interest. Prices. and the Demand Schedule for Idle Money”. (ori-

ginally published in 1939). in Thomas Wilson and P.H. S. Andrews

(ed. 1 Walsh (Oxford: Oxford Uni-

versity Press. 1951). pp. 32-41: and J. Tobin. "Liquidity Preference

and Monetary Policy”. in Arthur Smithies and J. Keith Butters (ed. )

(Homewood. Illinois: Richard D. Irwin.

1955). pp. 245-47. -Among the other group: Lawrence R. Klein.

WW.1921-1941 (Coulee

Commission Monograph No. 11: New York: John Wiley and Sons. 1950).

pp. 53. 65. 92. 108. 132ff. we may also mention at this stage the

study done by Phillip Cagan. “The Monetary Dynamics of Hyperinflation“

in M. Friedman (ed.)WW(Uni-

versity of Chicago Press. Chicago. 1956). pp. 25-117: and R.T.

Selden. ”Monetary Velocity in the United States". 19£._£11.. pp.

179-251: for a restatement of the Quantity Theory see M. Friedman

“The Quantity Theory of Money -- A Restatement”. lnc._£ll.. 99.3.21.

2 See Martin Bronfenbrenner and Thomas Mayer. ”Liquidity Functions

in the American Economy". Eggngmgjxjgg. October 1960. pp. 810-834.
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quantity of money once it has reached a certain minimum level. On

the policy level. therefore. the government. according to Patinkin.

need not wait for individuals. but can enter the bond market and bid

up the price of bonds as high as it wants: ”It follows that if the

government is willing to pursue a sufficiently vigorous open-market

policy -- one that encompasses private as well as government bonds

-- there is no reason why it should not be able to drive interest

I By forcing down the rate of interest. thedown as low as it wants."

government can then drive all private individuals out of the bond

market. to the point where all individuals will prefer to hold cash

rather than a debt. Thus. if the liquidity preference function should

become infinite after a certain point. this would not occur until the

last man has droped out of the security market..

The fundamental idea upon which all these previous consi-

derations concerning liquidity preference are based. is that the ratee

of interest represents the ”reward for parting with liquidity“: or

viewed from another angle. it constitutes a rough measure of the

cost of holding money. in the sense that it represents what a person

 

1 Don Patinkin. Money. op._clt.. p. 248. -J.R. Hicks argues against

Patinkin's proposition by saying that ”What Keynes seems... to be

saying. at bottom. is that a financial system. of the kind that

exists in developed ”capitalistic" countries. cannot exist if the

resultant rate'of interest -- the rate at which funds pass out of

the financial system into real investments -- is too low. The

most that Patinkin can claim to have established is that the rate

of interest might be forced still lower 11;1n33_11nanglal_systg|

W-

W...” But he added: ”in the applications we

want to make we do not normally desire to proceed to such extremes.”

J.H. Hicks. ”Hicks (1957)”. p. 288.

2 See N. Bronfenbrenner and T. Mayer. gp._g11.. p. 833.



136

loses by preferring to hold cash rather than to invest it in secu-

rities. Different people. however. may hold different views as to

what rate of interest constitutes the minimum below which they would

prefer to hold cash rather than a debt which yields so low a rate of

interest. ”For any one person there is a certain cost (both psychic

and financial) of buying securities. and at an interest rate just

equal to that cost his demand for securities is zero (1.3.. his de-

mand for money is infinitely elastic). For a group of people to-

gether. however. there is no single cost of investment (per dollar of

investment). and hence different persons will drop out of the security

market at different interest rates."1 Therefore. for the community

as a whole. in other words. it is not likely that the community's

preference schedule becomes perfectly elastic at low rates of interest.

The purely theoretical considerations made above lead us to this con-

clusion. But other factors as well influence people's liquidity pre-

ference. viz.. the rate of change in prices. a variable which is now

considered as more and more important by students of monetary theory.

This is not to say that changes in the value of money had not been

accounted for in earlier formulations of the theory of the preference

for holding money. The Cambridge economists and others in the field

of monetary theory stressed the importance of the value of money --

that is. of the price level -- in the individual's calculations of

the amount of money he should keep on hand. Leon Halras. for instance.

 

1 ii. Bronfenbrenner and T. Mayer. mg” p. 833. -A1so see J.H. Hicks.

9A Suggestion for Simplifying the Theory of Money”. Emgngnjgg. New

Series. 2 (1935). (reprinted in Rgad1ng;_1n_ugnggnzy_1nggry ed. by

F.A. Luts and L.h. Hints. 1951. pp. 13-32). on some of the factors

which bear upon people's liquidity preference.
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thought that an individual who desires to have in his possession. at

a given moment. a certainWof money "is not concerned with

the (nominal) quantity of this money. but only with the quantity of

goods. co-odities or services.1W”!

looking at the development of Post-Keynesian monetary theory. we

But

notice that the Keynesian Liquidity Preference Function. which stressed

the rate of interest and the level of income as the main factors upon

which the demand for money depends has somewhat overshadowed the im-

portance of changes in the value of money as a factor influencing

people's desire to hold money balances.2 E. Cannan and A.C. Pigou

had emphasised the importance of the rate of change in prices as a

factor upon which the demand for money depends: and more recently.

M. Friedman took this factor into account in restating the Quantity

Theory of Money.3 in a still more recent article. Friedman again

 

I

i L. Halras.WW.an. 94-95: I!"

see Don Patinkin. m. m. Note C. p. 386ff.

2 See the fiengral_1hegry. p. 199ff.. and p. 308. -Notice. however.

that Keynes talked in real terms inasmuch as he used the "wage-

unit" as a unit of account. The wage-unit is the money-wage of

a labor unit: hence we can express any quantity measured in terms

of money as corresponding to another quantity measured in terms

of wage-units. simply by dividing the former quantity by the wage-

unit (fiengral_1hegry. p. 41). Thus he compared a reduction in

wages to an increase in the quantity of money measured in terms

of wage-units. and he allowed for the effect of a falling wage-

and price-level on the demand for money (fiengxnl_1heozy. p. 266).

However. Keynes never seemed to have seriously considered this

question and happened to talk about it only to administer another

blow to the classical theory of employment. as he invoked the

liquidity trap to offset the effects of falling wages upon the

demand for money. and hence upon the rate of interest. 11111.. p.266.

3 See E. Cannan. ”The Application of the Theoretical Apparatus of

Supply and Demand to Units of Currency". and A.C. Pigou. ”The

Value of Money”. respectively pp. 3-12. and pp. 162-183 in

. ed. by F.A. Lutz and L.H. Hints.

Philadelphia. 1951. Also seeWW

. ed. by M. Friedman (Chicago: the University of Chicago Press.

1958 . PP. 3-21. especially p. 9.
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emphasised the influecne of changes in the value of money. 1.3.. in

1 Therefore. therethe price level. upon people's desire for cash.

should be a relationshiprbetween the rate of price changes and the

level of real income yiahliquidity preference. Obviously. the im-

portance of price changes in this respect depends upon the magnitude

and the frequency of the price changes themselves. Thus as soon as

we admit the possibility that frequent or substantial ”unidirectional”

changes in the price level may affect people's desire to hold money

balances. we must consider the possibility that a “real balance trap”

develops: that is. for instance. a situation in which people prefer

to hold money rather than to spend it in spite of the fact that these

money balances continue to rise in real value. In other words. there

may come a time where the real value of money would have risen to

such an extent that people. expecting further increases in the real

value of their money balances. would have an increasing preference

for liquidity. If we count the rate of price changes as one of the

costs of holding money. then it will pay to hold money in a period of

falling prices (deflation) as money balances rise in real value and

the cost of holding them decreases: whereas in a period of rising

prices (inflation. or rapid inflation). holding money balances carries

a disadvantage with it inasmuch as the real value of money. or its

purchasing power. is falling. and hence the cost of holding money

balances increases.

 

1 See M. Friedman. ”The Demand for Money: Some Theoretical and Em-

pirical Results”. Journal of Political Economy. LXVII (1959).

especial 1y pp. 334-35.

2 R.T. Selden. for instance. remarked that ”the real value of money
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From this we can conclude that. in the event that the rate

of change in prices supersedes the rate of interest “as an index of

the cost of holding money”. the proportion of their total resources.

or of their total real income. people desire to keep in the form of

cash balances will itself become a function of the rate of change of

prices. that is. of the rate of change in the real value of money.

Under such conditions. real income will be insentitive to changes in

the real value of money. This in turn implies that the ”expansion

line”. or the line which relates real income and desired real balances.

will continue to shift either to the left (in the case prices are

falling). or to the right (where prices are rising) -- the stock of

money being constant. In Fig. 6. (p. 140) we can see. as real ba-

lances rise successively from in fit: from 1a“ a and so on. the

expansion line shifting from E. to E from Ea to E3. until it reaches3..

the level E... In the present example. people‘s liquidity preference

becomes virtually absolute once the real value of money has risen to

the level corresponding to %,-.: in other words. if the price level

continues to fall below Pg. people will hold an increasing amount of

real money balances because. under these conditions. holding money

balances would yield a premium which supersedes the gains to be

expected from investing or spending it. The line TU in Fig. 6 is

the locus of all the displacements in the expansion lines as the

 

and other fixed claims falls as prices rise. Holding wealth in

goods rather than in money avoids this capital loss. Thus. where

holding tangible assets is an alternative to holding cash. the cost

of holding money increases. For these reasons the rate of change

in the price level is probably not inferior to equity yields (ad-

justed only for the yield on money) as an index of the cost of

holding money.” See R.T. Selden. ”Monetary Velocity in the United

States”. in Studies in theWm(M. Friedman

ed.) p. 202: also in the same publication. P. Cagan. ”The Monetary

Dynamics of Hyperinflation". especially p. 31.
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price level falls below P.. (Cf. Fig. 6. p. 140). It indicates what

we have called a ”real-balance trap”. The length of TU will depend

upon the state of expectations. when it is thought that the value

of money is steadily rising. people will naturally feel that it is

more profitable to hold money than goods.

The validity of the preceding argument is. of course.

questionable in the case of very gradual changes in the movement of

prices. For. ”any changes in the expected rate of change of prices

during a period of relative price stability will be small. perhaps

too small to have any appreciable effect" on the quantity of money

demanded.l In short. small price changes will generally lack strength

in order to exert any significant influence on the demand for money

balances. and hence on the demand for commodities 113 the change in

the real value of money balances. Put differently. a ”real-balance

effect" may be prevented because price changes are too small to arise

people's consciousness in order that individuals adjust their cash

balances to the desired level. Moreover. one must allow for possible

changes in the level of real money balances desired by individuals.

It is also possible that individuals will let their real money ba-

lances fluctuate between a maximum and a minimum point without taking

steps to adjust them. From these considerations. it follows that

price changes must be of a certain magnitude in order to induce

people to adjust their money balances. But. large price changes are

likely to create uncertainty about future changes: thus. the fear of

 

1 See P. Cagan. gun... pp. 25-117: and M. Friedman. ”The Demand

for Money: Some Theoretical and Empirical Results”. Jon;ngl_gf

Wm. LXVII (1959). p. 347.
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inflation may provoke a flight from money. while the fear of deflation

may lead to a rush toward money.‘ Patinkin avoided these difficulties

by assuming what J.H. Power called ”static expectations” -- that is.

that each price change is regarded as permanent. But this is hardly

reconcilable with the fact that price flexibility is a necessary con-

dition for the maintenance of equilibrium. Thus. it is more likely

that we will have cyclical price movements around a more or less

stable long-run trend. accompanied by short-run elasticities of ex-

pectations and destabilizing intertemporal substitution effects.

This is probably what T. Mayer had in mind in making the following

remarks: ”Little can therefore be expected from the real balance

effect as a countercyclical tool except in the case where prices are

falling in the depression but are not expected to rise during the

subsequent boom.”2

In summary. the attack launched by Patinkin against Keynes'

underemployment equilibrium theory consisted mainly in showing that

Keynes did not allow for the influence of changes in the real value

of monetary assets on the short-run consumption function (the so-

called ”real-balance effect”): and that liquidity preference does not

become virtually absolute at a minimum rate of interest. A third

charge is directed against the supply side in the Keynesian system.

 

1 On the question of strength. see T. Meyer. ”The Empirical Signifi-

cance of the Real Balance Effect”.

LXXIII (1959). p. 267ff. Concerning the effects of substantial or

rapid changes in the value of money. see E. Cannan. ”The Application

of the Theoretical Apparatus of Supply and Demand to Units of

Currency". reprinted in Beadlngs_anlnn:lnxx_Ih:nxx. pp. 3-12. es-

pecially p. 12: and the ang;31_1nggzy. Chapter XVII on the ”Essential

Properties of Interest and Money": see also A.Pl Lerner. ”The

Essential Properties of Interest and Money” in the Quartgx1y_ggnxnnl

gf_£ggngn1gs. LXVI (1952). pp. 172-93.

2 T. Mayer. ”The Empirical Significance of the Real Balance Effect”.

Quarterlw .lnurnal of Ram. LXXIII (1959). p. 289.
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I Thesebut will be dealt with in the Appendix 8 to this chapter.

were the main indictments leveled at the Keynesian theory by Patinkin

whose work J.R. Hicks considers as “a modernised version of the theory

which Keynes called 'i:‘1assical'."2 In fact. Patinkin retained the

basic features of classical economics. his main conclusions being

that perfect wages and price flexibility will eventually eliminate

unemployment. we cannot accept. however. the conclusion that he has

dealt Keynesian theory a serious blow. for the Keynesian message has

consisted not in defending the thesis of the “compatibility of under-

employment equilibrium and fully flexible prices" but in attacking

the validity of the classical assumptions. As Keynes put it: ”The

classical theorists resemble Euclidean geomoters in a non-Euclidean

world who. discovering that in experience straight lines apparently

parallel often meet. rebuke the lines for not keeping straight -- as

the only remedy for the unfortunate collisions which are occuring.

Yet. in truth. there is no remedy except to throw over the axiom of

parallels and to work out a non-Euclidean geometry."3 It was in that

vein that Keynes concluded that ”there is. therefore. no ground for

the belief that a flexible wage policy is capable of maintaining a

state of continuous full employment: -- any more than for the belief

that an open-market monetary policy is capable. unaided. of achieving

 

1 See Appendix 8. pp. 194-199.

2 J.H. Hicks. ”Hicks (1957)”. p. 278.

3 Menu. P. 16: also see '1‘. Mayor. mil... Dunstan;

W.LXXIII (1959). pp. 289-9l. - Notice that

Patinkin himself acknowledged that. as far as a practicable full-

employment policy is concerned. the Keynesian Theory is ore re-

levant than his. See his Intxgnngtlgn. in Money. and the con-

clusions of his argument on page 3.
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this result. The economic system cannot be made self-adjusting

along these lines."1 The real-balance effect argument. therefore.

definitely lacks the strength to make us reject the Keynesian message.

Nevertheless. the Patinkinian theory is much more than a pure academic

exercise: and it deserves attention inasmuch as it clarifies the

fundamentals of the traditional Quantity Theory of Money. and recalls

the influence of monetary assets on people's economic behaviour. As

C.F. Christ put it: ”It [Patinkin's book] is a theoretical treatise.

presenting no empirical material and citing almost none. Its virtue

does not lie chiefly in presenting fundamental new ideas. for it does

little of that. Kather its virtue lies in consolidating the gains

that economists have made. or should have made. in the course of the

debates in the monetary litterature: and in bringing monetary and

value theory together in a common framework."2

Having presented and discussed Patinkin's argument with

respect to the theory of income. output and employment. we will now

take up the ”permanent income hypothesis”. Then. introducing this

hypothesis into the cash-balances equation. we will offer another

tentative explanation for the relationship between variations in

desired real money balances and variations in real income and em-

ployment.

l W. p. 267.

2 C.F. Christ. ”Patinkin on Money. Interest and Prices". laurnal.af

W.LXV (1957). P- 347-



CHAPTER IX

THE CONCEPT OF PEHNANENT INCDIE DEFINED

I

Since the publication of the figugrgl_1hggzy. many econo-

mists havo endeavoured to test the consumption function empirically.

These investigations yielded several consumption functions based on

different sets of hypothesis. In particular. however. differences

have been observed between the short-run and the long-run behaviour

of consumption expenditures in relation to income: Koynes' funda-

mental rule -- namely. ”that men are disposed. as a rule on the eve-

rage. to increase consumption as their income increases. but not by

as much as the increase in income” -- does not seem to be valid in

the long-run. Simon Kuznets. for instance. concluded in a study done

for the United States: ”Judging by the movements of the proportion of

capital formation to national product. the ratio of savings to income

for individuals declined. as between the last quarter of the nine-

teenth century and the twentieth century - even if we consider in

the latter only the peacetime periods and exclude the severe de-

pression of the thirties. Thus. with a marked secular rise in income

per capita. the savings-income ratio for individuals appears to have

sustained a secular decline -- whether we deal with net savings and

income or with savings and income gross of consumption of consumer

capital (i.e.. mainly residential housing)."1 In explanation of this

 

1 S. Kusnets. ”Proportion of Capital Formation to National Product”.

Anerlnan_£nnnn|lc_flexigu. Papers and Proceedings. XLII (1952).

pp. 507-26. especially p. 525.
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secular decline. Kusnets singled out the "increased pressure of con-

sumer demandI. associated with ”shifts of population from countryside"

to the cities. from individual entrepreneur to employee status. with

the impact of new consumer goods. and. in recent years. also with

changes in the distribution of income by size."1

The conflict between the short-run savings-income ratio --

which Keynes' fundamental psychological law was intended to explain2

-- and the long-run savings-income ratio has continued to stimulate

further empirical investigations and has led to the formulation of

new theories on the nature of the consumption function.3 Worthy of

special attention in this respect is that theory that has been de-

veloped by Milton Friedman. based upon the ”permanent income hypo-

thesis”. According to this hypothesis. consumer reaction to an un-

expected change in circumstances depends on “the effect of the change

in the consumer unit's evaluation of its longer term income prospects.

as summarized in its estimated permanent income.” Friedman's thesis

is briefly stated in the following passage quoted from an article by

H. Eisner:

Friedman argues essentially that both income and con-

sumption should be viewed as consisting of permanent

and transitory components and that while the permanent

components of income and consumption are positively

related to each other. there is no correlation between

 

l s. Kusnets. 9.9.41.1... p. 526.

2 See the summons. 1» 96“.

3 See M.J. Farrell. ”The New Theories of the Consumption Function”.

W11. LXIX (1959). PP. 681-695: and M. Friedman. A

.(a publication of the National

Bureau of Economic Research). Princeton: Princeton University Press.

1957. pp. 3-5. for an interesting bibliography on the subject of

the Consumption Function.
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- transitory components or between either transitory

component and the permanent component of the other

variable. This means that total or Wmeasured” con-

sumption will vary systematically with total of

“measured” income only to the extent that the variation

in measured income represents a variation in permanent

income. Where individuals receive a temporary‘increment

in income one would expect an increase in their con-

sumption only in response to the portion of that in-

crease which. because of the addition to their wealth

represented by the increment of income over any finite

period of time. would be viewed as an increase in per-

manent income. The remainder of the temporary increase

in income may be thought of as the transitory component

of income and would have no effect on consumption.1

This. briefly stated. is Friedman's underlining theory as

to a tentative explanation for the apparent lack of similarity between

the short-run and the long-run consumption function -- a problem we

shall not pursue further in this study. For our purposes. we shall

retain only the basic novel feature of the hypothesis. namely the

concept of permanent income. which we will interprete. however. some-

what differently from Friedman. ‘

it

we define ”measured” income as the sum of two components.

to wit: a transitory component represented by Y‘; and a permanent

component designed by Y'. That is.

Y :: Y. 1- Y‘

The precise line to be drawn between these two cempoaeats will be in-

dicated by the consumer units' ”horizon”. that is. ”a period of time

 

1 it. Eisner. “The Pormanent income Hypothesis: Convent”. Anus.“

Ecgngplg_flgyign. XLVIII. pp. 972-985. p. 972ff.: see also H.S.

Houthakker. "The Permanent Income Hypothesis” (A_anlgn_Axthle).

American Economic Review. XLVIII. pp. 396-404: and I. Friedman.

. p. 6ff.
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used to dichotomise factors affecting income into ”transitory" factors

all of whose effects on income are over within this time period: and

”permanent” factors. whose effects last beyond this time period.”

Thus this horizon does not correspond to the length of time for which

expectations are formed. or decisions taken. but rather to a shorter

period than that: for each consumer unit must actually look beyond

his ”horizon” in order to distinguish between the transitory and

1 As to the length of thethe permanent components of his income.

”horizon”. we will regard it as depending mainly upon the degree of

certainty with which expectations are held. concerning future changes

in income as well as the duration of these changes. 'For example. it

seems reasonable to expect salaried people to have a shorter ”horizon”

than people whose incomes are subject to fluctuations. e.g. business-

men. This is due to the’fact that an unexpected increase in salaries

is readily taken as a definitive and reliable improvement in one's

income status: whereas an unexpected favorable change in profits. for

instance. is not an indication that the change will repeat itself

another year.2 Notice. however. that this argument will not be valid

 

l M. Friedman stressed this point in a mimeographed note on ”The

Concept of ”Horizon” in the Permanent income Hypothesis”. which

is dated April 26. l959.

2 As a matter of fact. empirical investigations have proved that the

so-called ”permanent” component of income is correlated with occu-

pation. On this point. we quote H. Eisner: “One of the basic em-

pirical characteristics of income data is that the variance of

income is highly related to occupation. indeed it is probably

this fact that has given rise to much of the more recent neo-

Keynesian theory of the consumption function. in particular. the

variance of income in the ”self-employed" occupation is notoriously

vastly greater than in other occupations. And it is also clear

that a very large part of the variance of total income in the self-

employed category must be due to variance of transitory income.

A self-employed person may have a high income one year and a low

income or even a negative income the next.” R. Eisner. gpk_51t..

pp. 975-76.
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in all cases. Actually. it all depends upon the type. or the nature

of the ”unexpected” changes that occur. This involves the question

of knowing whether there exists any correlation between the ”tran-

sitory" component and the “permanent” component of measured income.

6 This question is rather a matter for empirical investiga-

tion. Lillian. there seems to be no reason why one should assume

or posit the absence of any correlation between these two components.

For our part. we will take the "transitory” component of measured

income to designate the difference that exists. at any given time.

between measured income. on the one hand. and permanent income. on

the other. as stated in the above equation: then. we will describe

the relation in which measured income stands to permanent income.

under the head of three broad assumptions:

Jhe_11;11_pssnnptign: Both measured and permanent incomes

are constant over time.

9 (i) they may be equal to each other. 11;.whon people are

perfectly certain that their measured income is not

subject to change. or that a given unexpected variation

in the latter is of'a permanent character:'

(ii) they may not be equal to each other. 11;. when ele-

ments of uncertainty are present. concerning the sta-

bility of the level of their measured income. in this

case. Y‘. or the gap between “measured” and ”permanent” V

income. is akin to a precautionary margin. the magni-

tude of which depends on the degree of uncertainty

with which expectations are held in connection with

future changes in measured income.

 

l in hisWin. the absence of correlation
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W:Either measured income or permanent

income is constant'over time.

(i) Measured income is constant: permanent income varies

as a result of changes in the state of expectations.

or in the length of horizon. which necessarily implies

opposite and equal changes in the transitory component.

since Y is constant (by assumption).

(ii) permanent income is constant: measured income varies

as a result of favorable or unfavorable changes in.

say. business conditions. in this case. all changes

are regarded merely as ”transitory”. This may be due

either to a high degree of uncertainty. or to a lengthe-

ning of a consumer unit's horizon.

‘ Wm: Both measured and permanent incomes

vary over time. 9

This ease is more complex inasmuch as it involves

several possible combinations of changes in Y"and Y‘.

which. from a purely theoretical standpoint. constitute

as many plausible explanations for variations in mea-

sured income.1 but. whatever the direction of changes

 

between the ”transitory” and the ”permanent” component was one of

the assumptions made by Friedman (Cf. the passage quoted from R.

Eisner's Comment. on page l47 of this study: see also ".5. Houthahher.

IJL_£L3...]|11L|. and M. Friedman. 1g3._313.) - New. Friedman seems

to have acknowledged the possibility of a positive. or of a negative

correlation between these two components. after a statistical in-

vestigation done by Eisner established such possibilities. See R.

Eisner. op. cit.. and H.S. Houthahher. op. cit.: see Friedman's ”

”The Concept of ”Horizon" in the Permanent income Hypothesis”

(Nimeographed) . '

l h. Friedman eephasised this point in his “The concept of 'Horisan”

in the Permanent income Hypothesis” (Mimeographed).



151 .

in either components. a special and important charac-

teristic of permanent income -- on account of its a-

'ssumed nature -- is that it fluctuates less than mea-

sured income. In other words. the elasticity of per-

manent income with respect to measured income is less

than unity. on the average.1 Thus. one possible case

is that measured income exceeds permanent income at

cyclical peaks. and that it falls short of permanent

income at cyclical troughs. However. there exist other

‘possibilities which are equally compatible with the

assumption that permanent income is more stable than

measured income. A total of three cases come to mind.

given the equation Y : Y' + Y‘. to wit:

At cyclical Sign‘ of At cyclical Siglof

peahs Y troughs Y

Y ' is above Y . . — above Y -

Y' is below Y 'i' below Y +-

Y' is below Y ‘+ above Y -

These cases are illustrated in Fig. 7-a.b.c (p. 152). in

this figure. Y' and Y are measured along the vertical axis. and time.

t. along the horizontal axis. it must be stressed that the relation-

shipibetween measured and permanent incomes need not have the same

degree of closeness all over the cycle: the degree may be high or low.

 

i if we designate by F the relationship between permanent and measured

income -- F being the elasticity of the former with respect to the

latter -- then. according to the new Theory. F is smaller than

JIM-LL- See ii.J. Farrell. AIL—6.1L. p. 689“.
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either at peahs. or at troughs only. or at both. Furthermore. we I

have drawn the curves of measured income and of its permanent compo-

nent in such a way that permanent income varies simultaneously with

measured income. This does not exclude the possibility of legs

between the fluctuations that occur in each one of these variables.

The ”transitory” component. as we have seen earlier. may at times

act as a shock absorber. and therefore delay fluctuations in either

Y or Y'. All these considerations would be relevant in the formula-

tion of a comptete permanent income theory. which would necessarily

have to analyze the relationships that may exist between the different

components of measured income. For the purpose at hand. however. it

is only important to know that. by definition. permanent income is

liable to fluctuate less than measured income. In the following.

we will take up the case in which measured income exceeds permanent

income at cyclical peaks. and falls short of permanent income at

1 This leads us to consider the question of thecyclical troughs.

demand for money in relation to permanent income. and the implications

of this relationship for the cyclical behaviour of the economic system.

 —.1

l Let us recall that the “permanent income hypothesis” has been for-

mulated to explain the behaviour of the long-run consumption function

which. in contrast to the short-run function developed by Keynes.

is relatively stable. The ”permanent” component of income is the

variable to which people. according to the new hypothesis. adjust

their reactions. See It. Friedman.WW

Eunctlnn.



CHAPTER X

PEiIIANENT NONE. THE DUAND FOR MONEY. IN“! AND .mm

The 'penmanent income hypothesis“ found its way out of

the relation between aggregate consumption and aggregate income into

the Theory of the Demand for Money. that is the relation between the

demand for money and aggregate income. in the latter theory. the

hypothesis was used to explain an apparent conflict between empirical

findings for short periods and long periods. concerning the behaviour

of the income velocity of money. These findings showed that ”income

velocity rises during cyclical expansion as real income rises and

falls during cyclical contractions as real income falls". whereas it

declines secularly. at least for the period extending from 1870 to

l954.l '

The equation that has been used to compute the permanent

component of income in order to relate the latter and the demand for

real balances. is similar to the one that were used by Friedman in

his study on the consumption function. namely:

T (IS-at) ( t - T)

yp (T) :Lif 5 y(t)dt
J

which tells us that expected income (a substitute for permanent in-

come) at time T is given by a weighted average of past incomes.

 

l See I. Friedman. ”The Demand for Money: Some Theoretical and au-

Piflfll “GNU". Wessex. LXYli 0959). PP-

327-351. henceforth referred to as ”Friedman (1959)”. -it is clear

that. by the Theory of the Demand for Money. we refer to the

Quantity Theory of honey. which Friedman. in a restatement. de-

signated as a theory of the demand for money. Soc D. Friedman.

"The Quantity Theory of Money -- A Restatement”. in D. Friedman

(ed.)W.P- m.
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adjusted for secular growth at the rate of ‘per cent per year: at

time "t". the weights are equal to gen.” and. thereafter. they do-

cline exponentially.l The findings adduced strong support for the

view that ”cyclical movements in velocity largely reflect movements

along a ”stable” demand curve for money. and that the apparent dis-

crepancy between the secular and the cyclical results reflects a di-

vergence between measures of income and prices constructed by the

statisticians for short periods and the magnitudes which holders of

money adjust their cash balances."2

To express the demand function for money. we can make use

of the ”cash-balances” equation in which we now write YP. instead of

Y. in conformity with the assumption that people adjust their demand

for money to permanent rather than to measured income. Thus we have.

% :. KY9

in which I stands for the stock of money. P for the general price

level. and K for the proportion of permanent income people desire to

keep in the form of real balances - Y'. 1.1.. permanent income. is

expressed in real terms. Thus. if we assume that actual real balances

are always equal to desired real balances. any fluctuation in the

level of these balances will reflect 'a_lnxement_alnng_a_nnlxaxiate

demand curve in response to a cyclical movement in permanent income."a

Figure 8 (p. 158) illustrates such a demand function for

money drawn through the origin.4 Real money balances are measured

 

1 See I. Friedman. ”Friedman (l959)". p. 337.

2 Ii. Friedman. M” p. 342. .

3 italics are mine. See ii. Fried-and. m. p. 345.

4 i have drawn a straight line to represent the stable demand function
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along the vertical axis: permanent income along the horizontal axis

extending from point D. to the right: and measured income along the

horisontal axis which begins at the paint of origin 9, to the right.

in what follows. i will assume a given stock of money equal to h. .

and a constant price level P. : hence real balances are constant and

equal to %:' t it will also be useful to distinguish between actual

reelibalances ( % ). . and desired real balances ( 5P )d : and also

between the proportion of permanent income people desire to keep in

the form of real balances. K (defined as ( !P )(l / Yp ). and the pro-

portion they are actually keeping on the basis of their measured in-

come. k. (defined as ( %'). /'Y ). Full equilibrium obtains when

m r" m r

o

'w) (5)-(9i

hence. (3) K a x

that is. when permanent income is equal to measured income. and that

desired real money balances are equal to actual real money balances.

it now remains to show how an inequality between permanent income

and measured income induces. through changes in liquidity preference.

for money. But this need not be so. and was done only to simplify

the matter and facilitate the demonstration. The slope of the

function may become steeper as permanent income rises. Friedman.

for instance. remarked that ”Over long periods. real income and

velocity tend to move in opposite directions: over reference

cycles. in the same direction." (Ibid.. p. 329). Then. if we put

V 3 j.. where V stands for the income velocity of money. and K for

K .

the proportion of real income people desire to hold in the form of

real balances. it will follow that people desire to hold larger

and larger real balances as income rises. This implies a non-

linear demand function for money. -- The function was drawn through

the origin because. according to my main assumption. people do not

want to hold real balances when permanent income is equal to zero.
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fluctuations in the level of expenditures. ‘

Let us start from situation in which real balances are

constant at the level, $2.: the stable demand function for money 3':
o _

pemmanent income Yop : and measured income at the full employment

level Yf- he need not be preoccupied with the manner in which measured

income succeeded in rising above Yp : since our objective is to show

how the cycle arises. it is natural to start from a state of affairs

in which there is no cycle.

Let us now assume that people adjust permanent income to

measured income. so that the former rises to Y? (Cf. Fig. 8. p. 158).

This change calls forth an increase in the demand for real money

balances. Thus desired real money balances are now equal to 9;.

larger than %: 0 the former equilibrium level when permanent income

was at Y.P . Therefore. people will seek to build up their cash ble.

lances: in the aggregate. however. they will not succeed in doing so.

since the quantity of money is constant at the level I. . Neverthe-

less. their efforts to improve their liquidity position will take the

form of an over-all decrease in total money expenditures. This will

in turn lead to a decline in aggregate real income -- given constant

prices. 0n the contrary. had the quantity of money increased. or had

prices fallen. or both. the decline in income could have been either

partially or totally averted.l in the present example. the level of

income would have not been affected if real balances had risen to

an as people demanded larger money balances. it is. therefore. the
P

' failure of real money balances to rise which generated the variation

 

1 See the demonstration that has been given on pages 92-96 above.
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Fig. 8
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in measured income from Y: to Y. - the latter level being determined

by the point of intersection between the horizontal line which indi-

cates the actual real balances and a function drawn through the ori-

gin and the point which relates the new desired real money balances

and the level of measured income at the time of the change in per-

manent income. The lines e1. e2. ... e.. eu are such functions.1

The decline in measured income will in turn induce people to revise

downwards their estimates of permanent income. in the present case.

this occurs with a lag: permanent income decreases. say from Y? to

Y: which shows desired real money balances equal to $3" still larger

than actual real balances ( %: )° As a result. expenditures will be

cut down further. and hence measured income will continue to fall.

Thus the gap between %a (desired real balances and ‘71: (actual real

balances) will cause measured income to decline from Y. to Y‘_-- Y.

being determined by the point of intersection between the horisontal

line which indicates actual real balances. and a function drawn

through the origin and the point which relates the new desired level

of real balances (5:33) and the level of measured income at the time

of the change in Yp . that is. Y, . This is shown by the function e2 .

The downward movement in the level of measured income will not cease

until actual real balances are equal to desired real balances. which

occurs when permanent income comes back to its former level Y.p

4

l The lines e1. e-. etc. differ in slope. Thus. as we move leftwards.

their slope is increasing which means that the proportion of their

measured income people actually keep in the form of real balances

is rising: actual real balances are constant while measured income

declines. in other words. actual income velocity is decreasing.

This is in accordance with Friedman's remarks about the cyclical

behaviour of velocity: ”... income velocity tends to rise during

cyclical contractions when real income is falling -- that is. to

conform positively.” M. Friedman. ”Friedman (1959)”. p. 329.
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(Cf. Fig. 8. p. 158). But. this point does not represent a full equi-

librium situation as we will now see.

Let us assume that permanent income reaches the level Y.p

and that measured income has finally declined to Y. as a result. in

this case. a situation of temporary equilibrium is achieved in the

sense that actual real balances are equal to desired real balances.

This equilibrium is temporary because of the inequality which still

exists between measured income and permanent income: therefore. the

latter will be adjusted downwards. say. from'Y.‘p to Y“p . as will be

p. are equal to $13. Now that de-desired real balances which. at Y.

sired real balances are lower than actual real balances. people will

find themselves with excess liquidity. 'Therefore. they will attempt

to get rid of that excess by increasing their expenditures. The rise

in aggregate demand will in turn lead to an increase in income. output

and employment. in Fig. 8. as permanent income falls from Y.p to Yap .

a gap is created between actual and desired real balances to an ex-

tent represented by the difference 1;: ' %3: so that the resulting

increase in spending brings the level of measured income up from Y.

to Yu (Yu is determined by the function 'u ). The system has then

departed automatically from the through and now tends back towards

full employment equilibrium. This has taken place in the absence of

any fall in wages or prices‘i_Lg Patinkin. The types of adjustments

which have just been described will continue to take place during the

phase of expansion until equality is again restored between ( 9'1, )'I

' and ( % )..

Thus far. it has been established that the system will not

remain stable so long as any two of our set of three equations are
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not satisfied: measured income will keep on changing. as will perma-

nent incume. with the result that both variables will mutually affect

themselves through induced variations in liquidity preference. This

is the essential idea of the application of the concept of permanent

income to the demand function for money. Much more would have to be

said. however. if one had to consider all the possible combinations

of forces which may be relevant at one time or another in the study

of the relationships between the ”permanent” and the ”transitory”

components of measured income. he do not intend to draw a 11st of

these forces. On account of their large number. chances are that

the list would be incomplete. Nevertheless. it may be useful to point

out the main factors which mirror the play of these forces and which

may be contradicted by empirical observations. They are:

l) the rate of change in permanent income. and

2) the elasticity of the demand for real balances with

respect to permanent income.

Taking the equation %: KY9 . we can compute the elasticity

of the demand for real balances as being equal to

J “ Y"

E : :JFEi—- ° -————

where.7_'_’,__ is equal to K. and measures the slope of the Demand

Y .

Function (which has been assumed constant to simplify the matter).

Similarly. we can express the rate of change in permanent income. per

unit of time. as equal toflg. he can think. therefore. of a proper

combination of forces acting through K and/3 which would yield re-

gular cyclical fluctuations in measured income and also in permanent

income. the latter lagging the former. This is illustrated in Fig.

9 (p. 162) where both Y and Y9 are measured along the vertical axis.
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Fig. 9
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and time t. along the horisontal axis: real money balances are constant

as the level 9%,: . rs. line ”rs" is a ceiling which indicates its

highest level attainable by measured income -- that is. the maximum

permitted by the resources available in the economy: the line 'EE'

represents the equilibrium path of permanent income. or the highest

level to which permanent income can rise in the light of the stable

demand function for money and of the existing amount of real money

balances in the economy. On the other hand. the line ”CG" is the

floor below which measured income is not permitted to fall. given the

stable demand function for money and the amount of real money balances

available: this line simply means that. in the event measured income

drops below permanent income after a cyclical contraction. there will

occur a time where measured income will stop falling -- namely once

equality is restored between ( 1‘: )(I and ( § ). : it will then remain

unchanged at that level. provided that permanent income stays on its

equilibrium path.1 in Fig. 9. measured income reaches the floor when

permanent income attains its equilibrium path at point A. during a

cyclical contraction. Similarly. measured income reaches the ceiling

when permanent income is on its equilibrium path at point 8. during

2
a cyclical expansion. in other words. if Yp were to remain on its

 

1 See what has been said on pages 156-160 above. in short. if. during

a cyclical contraction. the system reaches a position in which ac-

tual real money balances are equal to desired real money balances.

then measured income will stop falling. The latter will not start

rising until permanent income is revised further downwards. which

will create a positive difference between actual and desired real

money balances -- other things being equal.

2 it has been assumed that measured income exceeds permanent income

at peaks. and falls short of it as troughs. These characteristics

of measured income are consistent with the assumption that the

latter fluctuates more than permanent income. See page 151ff. above.
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equilibrium path once it had reached point A. measured income would

stay at the level indicated by the line ”66": whereas if Yp were to

stay on its equilibrium path once it had reached point 8. measured

income would remain at the level which is indicated by the line "FF”.

Therefore. given actual real money balances. it is the failure of

permanent income to remain on its equilibrium path which generates.

cyclical fluctuations in the system. through the process which we

have previously described. As Fig. 9 shows. measured income starts

rising as permanent income falls below its equilibrium path (the case

of a positive gap between actual and desired real balances): whereas

it starts falling when permanent income rises above its equilibrium

path (the Jase of a negative gap between actual and desired real

balances). ’iThese opposite changes in the two variables start respec-

tively from the coordinate points A and C. and 8 and D. in Fig. 9.

A A similar analysis applicable in the case where the economy

as well as real money balances are permitted to grow at a certain rate

per unit of time. Under these conditions. the lines ”FF” and ”66"

slope upwards. To simplify the matter. we have assumed that the rate

of growth is constant and that it is the same for both the productive

capacity of the economy and the amount of real balances made available

in the system (Cf. Fig. 10. p. 162). Given that proper combinationa

of forces. we will still get regular cyclical fluctuations. Never-

theless. on account of the rate of growth that has been allowed for.

cyclical peaks occur at higher and higher levels as the analysis is

pursued further and further over time. The same remarks apply to

cyclical troughs.

All the preceding argument can be briefly stated as follows:
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given people's liquidity preference and the amount of real money

balances available in the economy. the maximum level of permanent

income that can be supported. without adverse effects upon the level

of measured income. is indicated by the line 'EE'. if permanent in-

come rises above this line. an increase in real money balances will

be necessary to satisfy the increase in people's demand for such be-

lances. generated by the rise in permanent income. Otherwise. that

is. if prices are not flexible or if there is no net addition to the

nominal stock of money. actual real money balances will be insufficient

in order to satisfy people's increased liquidity preference. There-

fore. gete;11_gezihns. measured income will decline. As this decline

takes place. permanent income will be adjusted downwards. and hence

desired real money balances also. As we have seen in earlier parts

of our study. total expenditures. and hence measured income. will

not stop falling until equality is restored between actual and desired

real money balances. Conversely. if permanent income falls below its

equilibrium path. a positive difference will arise between actual real

balances and desired real balances. As a result. expenditures will

rise as people attempt to get rid of their excess liquidity. and

measured income will follow up until equality is again restored bet-

ween actual and desired real money balances. But. this type of ”equi-

librium”.is partial only. since none of the other two conditions for

full equilibrium :- mums. namely 11". r. and x as.

The regularity obtained thus far in the cyclical fluctuations

is due to the presence of a proper combination of forces acting

through . that is. the rate of change in permanent income -- given K.

that is. the proportion of permanent income people desire to keep in
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the form of real money balances.1 in other words. given K. the

magnitude of the cyclical fluctuations in the level of measured in-

come will depend essentially on the values taken bylgduring cyclical

expansions and cyclical contractions. The proper combination of

forces which thus far gave us regular fluctuations was an assumption

designed to facilitate the demonstration. Thus. in the absence of

such conditions. we might get irregular fluctuations within the area

comprised between the ceiling FF and the floor 66. inclusive of these

upper and lower limits (Cf. Fig. 9). in other words. measured income

might oscillate at a less than full employment level. in this respect.

our conclusion resembles Keynes' underemployment equilibrium. if the

latter is interpreted not as a position of equilibrium in the strict

sense of the word. but rather as a situation in which the system os-

cillates ”round an intermediate position appreciably below full em-

ployment and appreciably above the minimum employment a decline below

which would endanger life.”2 Nevertheless. we differ from Keynes

inasmuch as forces exist within our system which can restore full

employment. For. we already know that.1getngs_pn;jbns. the existing

real money balances do warrant a maximum level of measured income

which appropriate values for make it quite possible to reach.

Similarly. these balances fix a minimum level below which. getgxig

smulhus. measured income will not fall. in this respect. our argument.

therefore. is less restrictive than the Keynesian conclusion. Nore-

 

1 Notice. however. that the assumption of a stable demand function

for money does not necessarily imply a constant K. The value of

K may differ along a stable demand function. viz.. if the latter

is non-linear.

2 J.M. Keynes.W. P- 254-
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over. it does not inp‘ese any assueption as to whether prices and

wages are flexible or not. As a matter of fact. we have conducted

our analysis without having assumed perfect flexibility of wages and

prices. Thus. to demonstrate that income can fluctuate or that the

system can move back to full employment after a disturbance has arisen.

oneecan rely upon the ”Keynes effect” only. 1.3.. upon one of the

two components of Patinkin's ”real balance effect”. the other one

being the ”Pigou effect”.~ Nevertheless. the considerations made

above with respect to the value of K6. during both cyclical expansions

and cyclical contractions. force us to recognize that the ”real-ba-

lance effect" -- that is. the.effect which ”measures the influence

on demand of a change in real balances. other things being held cons-

tant” -- could play a major role in helping the system out of e si-

tuation in which actual real money balances would be equal to desired

balances. and permanent income to measured income. and hence K to k.

at a less than full employment level. Under these conditions. only

a fall in prices or an increase in the quantity of money in circulation

could raise real money balances above their desired level and generate.

therefore. what Patinkin called a ”real-balance effect”. Finally.

without having the pretense of covering all possible cases. we will

push our analysis a little further and point at a few more intricate

relationships between changes in permanent income. variations in the

demand formoney balances. and variations in the level of measured in-

come.

he start by modifying our equation in which we now intro-

duce time. Let us write then:

(1) (%)‘ : KYtp
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. _ I

which expresses the demand for real balances at time 't' as a function

of permanent income at time 't'. As to permanent income. we now do-

fine it as being equal to

(a) v.’ : v.31 + Act...

This equation tells us that permanent income at time 't' is equal to

permanent income at time 't - 1' plus Btimes the change in measured

income at time 't - 1' -- this second part of the right side of the

equation expresses the rate of change in permanent income as a per-

centage of the absolute change in measured income at time 't - 1'.

Equation (1) can be rewritten as follows:

it _ P '

after substituting the value of Yp . in equation (2). into equation

(1). Thus. the increase in the demand for real balances from time

't - l' to time-'t' is given by the second term on the right-hand side

of equation (3). i.e.. KBAY._1 . This allows us to draw certain con-

clusions regarding the direction of the effects of the size of the

product Kfl upon the level of measured income in the following periods.

while taking into account the variations of permanent income either

above or below the latter's equilibrium path.

Let us assume that K cannot exceed 1: in other words. we

assume that people do not want to hold more than 100%.of their per-

manent income in the form of real money balances.l Thus. given the

postulate that permanent income fluctuates less than measured income.

 

1 This assumption does not weaken the argument. since the some con-

clusions will apply even if K has a value that is above 1. it has

been made to facilitate the exposition. so that we can use 1 as a

basis for comparison.
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we may eliminate at once all values of K)! in excess of unity. on the

ground that they are inconsistent with our fundamental postulate.

Otherwise. fluctuations in Yp . induced by variations in measured

income. would be proportionately larger than fluctuations in the

latter variable. Moreover. if Kflis equal to unity at all points over

the cycle. or on the average only. the distinction between permanent

and measured income would be of no avail. since. under these con-

ditions. permanent income would fluctuate as much as measured income.

Therefore. must be less than unity.1

To carry our analysis. we must first divide the cycle into

a certain number of stages or phases. The division that has been

suggested by J.A. Schumpeter appears to be the most appropriate in the

present case. to wit: (1) prosperity. (2) recession. (3) depression.

and (4) recovery. in addition. Schumpeter believed. unlike Burns

and Mitchell. that the critical mark-off points are found. not in

the peaks and troughs of the cycle. but at or near what he called the

”neighbourhoods of equilibrium".2 This amounts to say that the cycle

 

i This assumption has also been made by M. Friedman. See I.J. Farrell.

M]... p. 689ff.: ii. Friedman. ”Friedman (1959)”.W

W. LKYii (1959). p. 333 where one reads: "Measured

income presumably exceeds permanent income at cyclical peaks and

falls short of permanent income at cyclical troughs.”

2 See J.A. Schumpeter. unslng;;_§xglg1. Hc-Graw Hill Book Cb.. New-'

York. 1939. Vol. 1. pp. 207-209. -The division that has been

suggested by A. Burns and H.C. Mitchell is the following: revival.

expansion. recession and contraction. The peaks and the troughs

are regarded as the critical mark-off points in the cycle. Each

cycle. measured frOm trough to trough. is further divided into nine

stages. See A. Burns and u.c. ultcbell. ueasnxing_flnsiness_£¥sle1.

National Bureau of Economic Research (New-York. 1946): also see

WC. Mitchell.W. A Pronto"

Report. National Bureau of Economic Research (Studies in Business

Cycles. No. 5). p. l4ff. -
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is a movement around some equilibrium path (Cf. Fig. 11. p. 170).

In fact. our explanation of the cyclical movements in measured and

permanent incomes does not materially differ from Sehumpeter's basic

interpretation of cyclical movements. Figures 9 and 10 above describe

the same movements as Fig. 11. namely oscillations round an equilibrium

path. consequently. we can draw Fig. 12 (p. 170). which is a partial

reproduction of Fig. 9 and describes the movement of permanent income

around its equilibrium path EE (as defined above). Following

Schumpeter. we call the phase extending from A to B..g;gspexjty: the

one going from B to C. recession: the one from C to D. depression:

and the one from D to F. 13:21:11. The area located within the bor-

der formed by the points ABC is called "Above Normal”: while the area

located within the border formed by the points GDP is referred to as

”Below Normal”. All this is consistent with the postulate that the

line ”BE” represents an equilibrium path for permanent income. on the

basis of the existing amount of real money balances in the economy.

Furthermore. given our assumption that the value of K does not exceed

unity. and the postulate thatABis smaller than 1. we may. therefore.

compare the value of the product K£3to 1. As we do this. we notice

that the closer KA3is to 1. the greater is the variation that is in-

duced in the demand for real money balances and hence in measured

income. provided that actual real money balances do not change cor-

respondingly. This is due to the fact that a large Kegives rise to

a large variation in the demand for real balances. as permanent income

changes: if actual real balances remain unchanged. then the inducement

to cut down expenditures in order to satisfy an increase in the de-

mand for money balances. or to increase expenditures in order to get
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rid of excess liquidity. will be-the stronger.l Thus. there is no

lack of symmetry between a situation which is defined as ”above normal”

and one which is regarded as "below normal”. when it is question of

the value of the product K13.

Suppose. however. that we ought to consider the direction

of the changes in the level measured income in relation to the ceiling

FF. a restraint imposed by the availability of limited resources in

the economy. consequently. any variation in the level of permanent

income which causes measured income to move away from the line FF

in a downward direction. will be regarded as "destabilizing”. On

the other hand. we will speak of‘a ”stimulating” change in permanent

income whenever a given variation in the latter gives rise to a change

in measured income in the direction of the line FF. Thus. when per- .

manent income rises above its equilibrium path. this represents a

change which is destabilizing. because of the ensuing decline in the

level of measured income. 0n the other hand. when permanent income-

falls below its equilibrium path. we will speak of a change which is

stimulating. because such a change generates excess real money be-

lances. which will lead to an increase in total expenditures. and

hence in measured income. This distinction can be pushed further by

taking into account not only the proportion of permanent income people

desire to keep in the form of real money balances. but also the mag-

nitude of the change in permanent income itself: in other words. we

ought to consider the value of the product Kflh,while using_l as a

basis for comparison. Then we can set up the following table:

 

1 See what has been said on pages 156-160 above.)
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Phase Location of Y9 i Value of Effects of change

in relation to . KB compared in Y9 upon the level

the line ”BE”. to i of Y

1 Prosperity above the closer to l . the more destabilizing

2 Recession above the closer to 1 the less destabilizing

3 Depression below the closer to l the more stimulating

4 Recovery below the closer to 1. the less stimulating

There is only an apparent lack of symmetry between the

results contained in this table. which comes from the fact that we are

using a different criterion than in our former analysis of the im-

plications of the value of MB.1 Let it then be recalled that. in

setting this table. we were concerned with the direction of the changes

in the level of measured income (Y) in relation to the line FF which .

marks full employment (Cf. Fig. 9. p. 162). while these changes were

induced by variations in the demand for real money balances generated

by fluctuations in the level of permanent income.

Now. since this study deals essentially with underemploy-

ment equilibrium. phases 3 and 4 -- that is. the depression and the

recovery respectively -- are the ones that matter here. Actually.

there is a close connection between those two phases. since the re-

covery will be the stronger. the greater the decline in permanent

income below the equilibrium path EE. As we have seen above. the fall

in permanent income below the line EE generates a positive gap between

 

l Sou page 172 above.
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the existing amount of real money balances and the amount people do-

siro to hold in the light of the new level of their permanent income.l

Thus. given the value of K (which expresses the demand for money ba-

lances). this gap will be the larger. the more permanent income will

have fallen below the equilibrium path EE. Now. the gap between ac-

tual and desired real money balances measure the extent to which

excess liquidity exists. He can conclude. therefore. that the greater

the fall in permanent income below EE. the larger will be the excess

liquidity thus created. and hence the stronger the inducement for

people to decrease their cash balances in order to bring them down to

their new desired level in the light of the lower level of permanent

income. The attempts to decrease these money balances will take the

form of an increase in total expenditures. which will stimulate out-

put and employment. in summary. the strength of the upturn in the

level of actual output and employment will depend upon the magnitude

of the increase in total spending generated by the presence of excess

liquidity the dimensions of which depends in turn on the extent to

which permanent income deviates downwards from the equilibrium path EE.

The application of these theoretical findings to the effects

of a change in the quantity of money upon the level of prices is

straightforward. Given the assumption that the demand for money is

a function. not a measured income. but of permanent income. it follows

that account must be taken of the variations in the latter variable

 

l J.A. Schumpeter remarked that the further away from the ”normal”

level goes the level of economic activity. during the period of

prosperity. the more pronounced will be the subsequent fluctuations. .

or the deeper the ensuing contraction. All the phases of the cycle

are closely related to one another. Qna_£Ll.. See also A. Hansen.

WWW.Nee-York. 1951. p. 81:.
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as the quantity of money is increased. This is obvious. since a

rise in permanent income means that people now desire to hold a

larger quantity of money. If we assume that people are free of money

illusion. then the price level cannot rise in proportion to the in-

crease in the quantity of money as permanent income rises: otherwise.

that is. if prices rose proportionately to the increase in the money

supply. real money balances would remain the same as before. and hence

the increase in the demand for real money balances would not be so-

tisfied. Thus. given the assumption that people do not suffer from

money illusion. the question is whether an increase in the money

supply will affect the level of permanent income. or not. and hence

the demand for money. Moreover. it is necessary to know in what di-

‘roction will these variables be affected before a conclusion can be

drawn as to the effects of the increase in the quantity of money

upon the level of prices. Actually. the matter is much more compli-

cated than it is usually thought. In the present case. for instance.

it is relevant to ask whether a change in permanent income will be

accompanied by a change in people's pattern of expenditures. Such

a change would probably lead to a reallocation of resources between

uses. and this might have some effects upon the efficiency of the

factors of production with probable consequences for the future levels

of output. employment. real income and prices. We shall not. however.

pursue this discussion any further. for lack of purpose in the pre-

sent context.

Fundamentally speaking. the above considerations do not

differ from the argument which has been advanced by the Cambridge

school and which was embodied into what is referred to as the "cash-
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balances” equation. For. what is being emphsized in people's desire

to hold money. or. what amounts to the same thing. the demand for

money to hold. Nevertheless. the distinction between permanent in-

come and measured income. and the formulation of the demand for money

as a function of permanent income give a wider coverage to the approach

which is based upon the permanent income hypothesis. The use of the

latter approach makes it possible to analyze the effects of variations

in the demand for money in a more effective way.' Furthermore. it

provides us with an explanation for the apparent conflict between the

cyclical and the secular behaviour of the income-velocity of money.

through the introduction of a stable demand function for money.1

with this. we have said all that need be said in order to

argue that Patinkin's ”real-balance effect” is neither a necessary

condition for the automatic restoration of full employment. nor a

sufficient demonstration of the validity of the propositions of the

Quantity Theory of Money. in other words. we can theoretically rely

solely upon variations in the demand for money. induced by fluctuations

in permanent income. in order to show that the economic system can

generate forces which push it back towards full employment after a

disturbance had set in. it is therefore unnecessary to assume per-

fectly flexible wages and prices and to have recourse to the ”Pigou

effect”. as Patinkin did. to demonstrate the possibility for the

system to move automatically back to full employment. when in dis-

equilibrium.

 

1 See ”Friedman (1959)”.MW.LXVii (1959).

pp. 327-351 and pp. 157-161 above. especially p. 159. n. 1.



SUMMARY AND CDNCLDSION

This study has given us the opportunity to follow the

evolution of early classical monetary theory in its broad lines. it

has also put in evidence two different approaches to the theory of-

money and prices. each one emphasizing a particular function of money.

to wit: Fisher's transactions-velocity approach. and the ”cash-

balances” approach of the Cambridge school. However. there was left

the question of establishing a connection between the theory of money

and prices and the theory of value and output. a question which

bothered the younger Cambridge generation. g.gb. R.G. Hawtrey. D.H.

Robertson and J.N. Keynes whose I:egtise_glgngney,represents one of

the first attempts towards a systematic integration of monetary and

value theory. The effects of change in the money supply upon the le-

vels of output and employment had to be taken into account. which

Keynes intended to demonstrate more conclusively in his fiegexgl

Theory after he became dissatisfied with the tangled web of his

W However. the monetary propositions expressed in them

Theory lacked generality. because. according to Don Patinkin. they do

not record the more direct effect of falling prices (or of a falling

wage-unit) upon the level of aggregate spending. 11. the demand for 1

money to hold. This effect constitutes what Patinkin called the

”real-balance effect“. consequently. the validity of Keynes' under-

employment equilibrium theory must be questioned. since Keynes' liqui-

dity trap. which was used as a counter-argument against the classical

belief that flexible wages would eventually restore full employment.

ignores the more direct effects of.a fall in the wage-unit upon the

177
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level of expenditures: in other words. it ignores the ”real-balance

effect”.-

However. even on the purely theoretical level. there are

the problem of how much price flexibility should we have in order to

make sure that the ”real-balance effect” will effectively work. and

also the more important question relative to the effect of sizable

or continuous price declines upon people's willingness to hold money.

in short. there is the possibility that a ”real-balance trap" develOps.

which would have the same consequences as Keynes' liquidity trap: in

other words. should a persistent and noticeable decline in prices --

i.e.. creeping deflation -- lead to a continuously growing demand for

.moncy. there might come a time where liquidity preference becomes it-

self a function of the decline in prices. in which case any increase

in the real value of the nominal stock of money would not give rise

to an excess of actual cash balances over desired balances. but would

be absorbed. instead. by.a corresponding increase in the demand for

cash balances. with no effect at all upon the level of aggregate ex-

penditures. Moreover. there is the risk that people do not react to

small price changes. 0n the other hand. it is precisely the adverse

effects of substantial changes in prices which must be feared. There-

fore. the prerequisites for the "real-balance effect” to operate.

namely perfect price flexibility. finally turn out to be probably not

the most favourable conditions for it to be really effective. Another

factor might do as well as would perhaps the ”real-balance effect”

under proper conditions. This factor is permanent income. to which

we finally related the demand for money.

Given the postulate that permanent income fluctuates less
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than measured income -- the difference between the two being defined

an the transitory component -- i took the case in which permanent

income exceeds measured income at cyclical troughs and falls below

the letter at cyclical peahs. Then. expressing the demand fer money

as a function of permanent income. I obtained cyclical fluctuations

in measured income as permanent income varied and thus generated in-

creases in the demand for money. which could not be satisfied by the

quantity of money on hand at an unchanged price level. This now de-

mand function for money is a stable one and is represented by the

factor ”K". that is. the proportion of permanent income people desire

to hold in the form of money. In contrast to it”. or the proportion

of measured income hept in the form of money. Therefore. full equi-

librium obtains when: a) actual money balances are equal to desired

money balances. b) permanent income is equal to measured income. and'

hence c) h is equal te‘h. however. changes in permanent income will

not necessarily provehe fluctuations in the level of measured income.

unless the resulting effects of an increase or a decrease in the de-

mand for money are not offset by a corresponding increase or decrease.

respectively. in the quantity of money or by changes in the price le-

vel in the right direction. in conclusion. given the stock of money

and the level of prices. there is a maximum level or permanent income.

and hence of measured income. that can be sustained. These levels

are determined by liquidity preference which is a function of per-

manent income. if permanent income should rise above that level.’

measured income would fall as a result. but not'belew a certain mi-

nimum level determined by the stock of money on hand in comparison

to the demand for money: in other words. measured income will step
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falling once permanent income has returned to its equilibrium level

- the latter being defined as the one at which. the price level being

given. actual money balances are equal to desired money balances.

Therefore. given the stable demand function for money. the rate of

change in permanent income is the critical factor. because it do-

termines the extent to which the amount of money demanded will vary.

Essentially speaking. all the preceding argument. being

based upon the cash-balances equation (ii: KPY). follows the line of

reasoning which was laid down by the Cambridge school. Nevertheless.

the distinction between permanent income and measured income. on the

one hand. and the formulation of a stable demand function for money.

on the other. make it possible to exploit further the potentialities

of the notion of the demand for money. Thus. 1 have been able to

describe cyclical fluctuations not only in measured income but in

neasured income-velocity (defined as the ratio of measured incone to

the stoch of money. 1.1.. t l. My approach seems to promise more

than Patinkin's “real-balance effect”. One of the reasons for this

is that we actually experience little price flexibility. besides the

fact that price changes seem to occur mostly in one direction only.

that is. upwards. horeever. wages are not flexible either and tend

to move upwards only. There are also other intricate problems which.

must be dealt with in the Patinkinian model. particularly with res-

pect to the debtor-creditor relationship as prices change. the elas-

ticity of price-expectations. shifts in the liquidity preference

schedule induced by frequent unidirectional changes in prices. etc.

This summarises the argument which has been developed in

this thesis. it now remains to draw some conclusions with a view on
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policy applications.s

' Liquidity preference undoubtedly plays an important part

in determining the level of economic activity. ~For. on account of

its being essentially a psychological phenomenon like the propensity

to consume or to invest. it reflects. through its variations. the

changes that occur in the individuals' attitudes towards spending

more or less now than in the future. Furthermore. as we move more

and more from a barter exchange economy to a monetary economy. or

else as people attach more and more importance to the store of value.

function of money. the demand for money inevitably becomes a variable

to which one must pay increasing attention. it should be added also

that the development of new types of financial institutions as well

as the creation of new kinds of financial assets which. at least in

some cases. are close substitutes for money. represent ethe important

factors which have to be taken into account in analysing variations

in the demand for money. This is to say that. in the real world.

the matter is actually more complicated than I have presented it in

this study. Nevertheless. my simplifying assumptions do not harm the

fundamental message which this study is intended to convey. namely.

the importance of monetary factors in an economy which not only uses

money to facilitate exchanges but regards it as a form of holding '

wealth. that is. as a store of value. From this. it results that

people will desire to hold a certain proportion of their total re-

sources in the form of money. Difficulties arise. however. once we

try to determine all those assets which add up to an individual's

total resources or wealth. Friedman. for instance. has suggested

that total wealth includes all sources of “income” or consumable
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services. which means that we should count botht human and non-human

assets in measuring total wealth.l But this concept. however inte-

resting it may be. is difficult to handle when we come to empirical

investigations. On the other hand. the concept of permanent income

is a more workable one. which can be estimated statistically. although

it lacks precision.2 Nevertheless. it has already been applied to

monetary theory and is likely to stimulate further research in other

fields.3

In connection with the problem of the demand for money is

the problem of the rate of growth of the economy. .Ny simplified model

in Chapter X (Cf. Fig. 10. p. 162) described a situation in which

real money balances were permitted to grow at a rate equal to the rate

of growth of the economy. the latter being determined by the availa-

bility of productive resources. The growth in real money balances

may come either from genuine increases in the quantity of money or

from falling prices: there is also the possibility that favourable

changes in one of these variables will more than compensate adverse

changes in the other. For all practical purposes. hosever. falling

prices should be excluded as a means of raising the real value of

l has I. Friedusn. “The Quantity Theory of Money - A Restatement”.

in u. Friedman M.)WPisa-21.

2 See I. Fried-an.WWand his

”The Concept of “Horizon" in the Permanent Income Hypothesis”

(Nimeographed); also see R. Eisner. nIL_&11ut and H.S. Houthakker.

Ink—Idle.

8 See M. Friedman. “The Demand for honey: Some Theoretical and

Empirical Results”. Jaurnal_of_£ollsfoal_§saaaax. LXVII (1959).

PPo $27-$51: and hisWW
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money balances in order to satisfy the increase in the demand for

money which accompanies the growth in population and in the produc-

tivc capacity of the economy. Therefore. the increase in real money

balances will be expected mainly from genuine additions to the total

supply of money. The question remains. however. as to the rate at

which the supply of money should be increased.

This question cannot be given a prcise answer unless we

know to what extent peeple suffer from money illusion. Thus in a

mature monetary economy where peeple are fully aware of the relation-

ship that exists between the level of prices and the value of money.

it will be easier to predict their behaviour when the quantity of

money or prices change than in an economy in which people are not

sufficiently familiar with these notions. This is not to say. however.

that an individual should automatically be said to suffer from money

illusion. if he does not react to a change in the real value of his

cash balances. As 1 pointed out in this study. there may be a certain

range over which the average individual will permit his real money

balances to fluctuate without necessarily taking steps to adjust them

to their desired level. common experience tells us. for instance.

that people often compare the real value of money. not between short

periods of time. over which prices have changed very little or not

at all. but rather over long periods. viz. people of older generations

often compare what money is worth to-day to what it could have pur-

chased twenty. thirty or fifty years ago. On the other hand. we

seldom hear people compare the value of money between years or months.

or weeks: this is probably due to the fact that price changes between

these relatively short periods are not significant enough to attract
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attention. Obviously. people would behave in a different manner if

1 Furthermore. we must also appraise thethere was hyperinflation.

effects of the growth of financial institutions and of other kinds of

financial assets such as insurance-policies. short-term bonds. etc..

upon people's attitude towards money. For. if these innovations

contribute to reduce the gap between money and other types of assets.

then monetary management will become more difficult and at the same

time probably less reliable.2 All these considerations point at the

difficulties which are inherent in monetary policy. Thus. according

to the “real-balance effect”. inflationary pressures generate forces

which will ultimately bring about the disappearance of these pressures-

as individuals decrease expenditures in order to build up their cash

balances up to the desired level after prices had risen as a result

of an increase in the quantity of money: so that. in the end. real

money balances have the same value as before.3 But. this assumes

that individuals are completely free of money illusion. Otherwise.

they will continue to spend either too much. thereby adding fuel to

the already existing inflationary pressures. or too little. thereby

preventing a rise in prices in proportion to the increase in the

quantity of money -- other things being equal.

The matter becomes even more complicated when expectations

 

1 See. for instance. the study which has been done by Phillip Cagan

on hyperinflation in six European countries. 23.—ILL. pp. 25—ll7.

2 See E.C. Simmons. ”Thad Relative Liquidity of Money and Other

Things”. reprinted in the American Economic Association Beading;

Wu(ed. by F.A. Data and LN. Mints). pp. 33-37.

a See Don Patinkin. Muss-t pp. 159-160.
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are introduced. in fact. an exact definition of the concept of

”money illusion” must take expectations into account. This becomes

obvious once it is recalled that money has a store of value function:

hence. expectations count among the most critical factors which de-

termine the demand for money and. therefore. complicate the task of

monetary management. it should be added. however. that. in a period

of relative stability of prices. expectations may not raise serious

difficulties. most probably because the human nature is such that it

will react only to changes which it considers as abnormal or unusual

in comparison to what it recalls from past experience.

In conclusion. I want to stress the necessity for con-

ducting more research in order to improve our understanding of con-

cepts such as permanent income. or to build other meaningful theore-

tical constructs which are capable of being measured statistically.

The future of monetary policy may rest upon the refinement or the

discovery of more reliable variables which carry enough information

about people's demand for money.



APPENDIX A

The purpose of this Appendix is to deal with the distinction

between points that are gn,and points that are off supply curves.

Patinkin made that distinction when he spoke of the market for labor

services and of the quantities of commodities entrepreneurs would be

willing to produce under different conditions.1 In the following.

we will recall briefly Patinkin's argument with respect to the market

for labor services. before suggesting one other alternative.

First. let us briefly recall the argument that has been

brought against the so-called Keynesian labor supply function. which

may be expressed by the equation

w. : stun + Air"! (N)?

where N represents aggregate employment: N. the money wage rate: P.

the price level: No. the historically ruling wage rate -. that is.

the rate at which the labor supply curve is thought to be infinitely

elastic: if.l (NlP. the inverse form of the function MIN )1; l which

shows the supply of labor as a function of the real wage rate. As

to of and lgthey are functions of N. W. P. characterised by the

following properties:

et=1. Azo for new,

ilk=0. 3:1 for N>NO

where N. represents “full employment”. The above equation tells us

that the wage rate (N) is equal to N. until ”full employment” is

reached: and after this point. N becomes a variable to be determined

 

1 See Don Patinkin. honor. fink—ELL.. pp. 220-224. 238-239.
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by the system.1 This is illustrated in Fig. A-l (p. 188).

Patinkin criticized this labor supply function on the

ground that it reflects an inhibition against seeing points gff the

supply curve. an inhibition that we must free ourselves of in order

that ”we recognize that the essence of involuntary unemployment is.

indeed. being off this curve..."2

Patinkin's conclusion is not generally valid. There is

at least one other alternative with respect to the shape of the

supply curve of labor. The latter need not be single-valued. and it

is permissible to represent it. instead. as specifying more than one

wage-rate at which a given amount of labor services is supplied. it

is preferable. I think. to argue that once a worker enters the labor

market. he stands willing to supply his sevices not only at the current

wage-rate which induced him to enter the market. but also at all wage-

rates above this minimum which. given the level of prices. represents

the marginal disutility of employment for the marginal worker -- the

latter being defined as a worker who earns only his transfer price.

that is. the minimum income necessary to retain him in his present

occupation. If this is true. then the labor supply function will

not be single-valued: but. instead. it will correspond to a "thick

curve” or to a whole area the base of which is the locus of the mini-

mum wage-rates which are necessary to attract an increasing number

of workers on the market (or. the traditional supply curve of labor

as we knew it). Fig. A-2 on page l88 describes this function (Cf.

A A4

1 See F. Ilodigliani. M. p. 188“. or pages ll9-120 of this

study.

2 Don Patinkin. lam. M" p. 239.
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the shaded area STV).

Therefore. one should speak of points that are within or

off the area: to be off the area implies that workers. or just some

of them. are receiving a wage-rate which is below the marginal dis-

utility of employment for them. On the other hand. to be within the

area does not necessarily mean equilibrium in the sense that neither

the wage-rate. nor the level of employment are subject to change.

There may be a gap between the existing amount of employment and the

amount workers would like to get in the light of the prevailing wage-

rate: such a gap is. indeed. the essence of involuntary unemployment.

' As a matter of fact. Patinkin's argument involves a contradiction

about the shape of the supply curve of labor. Patinkin said that

the shape of this curve does not matter. since the essence of in-

voluntary unemployment is being off this curve. But. if such is the

essence of involuntary unemployment. than the shape of the supply

curve does matter. since the latter cannot be drawn horisontal between

any two points. via. the curve which hedigliani's equation describes

and which is usually drawn to represent the Keynesian supply curve

of labor. (Cf. Fig. A-l). At the current wage-rate N0 . workers are

willing to provide an amount of services designated by N.: but. this

does not mean that they will succeed in selling all these services.

If the avtual level of employment is N., involuntary unemployment

to the extent N. - N, will then be said to exist. while workers re.

main on their supply curve. in this case. the essence of involuntary

unemployment could not be said to being off the supply curve. it

follows. therefore. that. if one accepts Patinkin’s views as to what

constitutes the essence of involuntary unemployment. one must reject
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the supply curve represented in Fig. A-l. At the same time. however.

the supply curve of labor need not have the shape which the Keynesians

usually attribute it. According to our own proposition. this curve

need be neither single-valued. nor multi-valued in the sense that it

specifies more than one amount of employment at a given wageorate

(the Keynesian labor supply curve): it may be regarded. instead. as

specifying more than one wage-rate at which a given amount of employ-

ment is supplied. on the ground that any worker who enters the labor

market is willing to supply his services at all wage-rates above the

one he considers as the minimum to induce him to offer his sevices.

in which case. it would rather correspond to an area.

But. in order to show that a point within the area does

not necessarily imply that a position of equilibrium has been reached.

we need consider the demand side of the market.

Given a fixed stock of capital and constant prices. the

usual demand curve for labor is the curve which shows the marginal

value product of labor services as more and more labor is applied to

an unchanged stock of capital. if it is assumed that we are operating

under diminishing returns. this curve will be downward sloping. there-

by indicating a larger and larger quantity of labor demanded as the

money wage-rate diminishes. However. the quantity of labor demanded

need not correspond to the quantity actually employed. for the latter

depends on the level of effective demand: in other words. entrepreneurs

will hire that quantity of labor the output of which will be entirely

sold on the market. On the other hand. they will not hire labor be-

yond the point at which the wage-rate is equal to the marginal value

product of labor. This amount to say that each point on the curve
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which expresses the marginal value product of labor is equivalent

to a restraint upon the amount of employment that will be given in

the light of the prevailing wage rate: then the demand curve for

labor is made of a series of such points and constitutes. as a whole.

an additional restraint which. besides the marginal disutility of

employment. must be taken into account when one speaks of the maximum

level of employment that may at any time prevail in the economy. As

in the case of labor. we can argue that. once an entrepreneur hires

a worker at the current wage—rate. this means that this entrepreneur

will continue to buy the services of that worker at any wage-rate be-

low the latter‘s marginal value product. if all the entrepreneurs

behave in that way. then the demand curve for labor will not be single-

valued: it will specify. instead. more than one wage-rate at which

a given amount of employment is offered and will correspond. there-

fore. to an area the upper limit of which is the marginal value pro-

duct of labor (i.e.. the usual single-valued demand curve for labor).

Thus. in both cases (supply of and demand for labor). we obtain what

may be called a ”thick” curve: and. since the limit of this ”thick

curve” is upward sloping in one case (supply). and downward sloping

in the other case (demand). it follows that. by drawing both ”thick”

curves on a diagram. we will get an area which will be common to the

demand and the supply sides in the labor serVices market: this area

is the one that is formed by the usual single-valued demand and supply

curves for labor to the left of the point of intersection between

these two curves (Cf. the area AEB in Fig. A-3. p. 188). Under these

conditions. the essence of perfect competition in the labor services

market will be to determine which wage-rate will prevail at a given



192 ' ‘ :

level of employment. subject to the two restraints imposed by the

marginal value product of labor. on the one hand. and by the marginal

disutility of employment. on the other. Put differently. a point

within the common area will indicate a given amount of employment

provided at a certain money wage-rate: since the level of employment

depends on the level of effective demand. then given the latter. fluc-

tuations in the wage-rate will not lead to changes in the level of

employment but will reflect. instead. the efforts of entrepreneurs.

on the one side. and of workers. on the other. to push the wage-rate

to the most profitable limit in the light of their own individual

interests. in other words. given the level of employment. entre-

preneurs will be induced to pay the minimum wages acceptable to wor-

hers. that is. to reduce the wage-rate until it comes into equality

with the marginal disutility of employment: whereas workers will seek

to obtain the maximum wages acceptable to entrepreneurs. that is. they

will ask to be paid a wage-rate that is equal to the marginal value

product of labor. Equilibrium obtains. therefore. when both entre-

preneurs and workers are both satisfied: that is. when entrepreneurs

are actually paying the minimum wages acceptable to workers and that

these minimum wages are in turn equal to the highest wages entre-

preneurs would be willing to pay under the prevailing conditions in

the market. Such a situation exists only at the point at which the

area common to the demand and the supply sides of the labor market

comes to an end (Cf. point E in Fig. A-3). At this point. there is

no further inducement to increase or to decrease the wage-rate on the

part of either the entrepreneurs or the workers. For. given the

current wage-rate. entrepreneurs will be the more induced to decrease
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money wages. the larger the existing excess supply of labor (that

is. the larger the difference between the total quantity of labor

supplied at a given wage-rate and the quantity actually employed).

Similarly. the inducement for workers to demand higher money wages

will be the stronger. the larger the excess demand for labor (that

is. the greater the difference between the quantity of labor services

demanded and the quantity actually employed at the prevailing wage-

rate). The net effect upon the wage-rate will depend. of course.

on the respective magnitudes of these excesses: money wages will go

up if the excess demand is greater than the excess supply. and yige

verse. if the excess demand is equal to the excess supply. then

the wage-rate will have reached an ”equilibrium" position since.

under these conditions. there will be no forces to push it nLngLLxgly

either upwards or downwards. in this case. however. involuntary un-

employment will be said to exist to the extent of the excess supply

of labor. or of its equivalent. i.e.. the excess demand for labor.

Thus. the essence of involuntary unemployment is not being off a

single-valued supply curve. but rather the fact that both the aggre-

gate supply of labor willing to work for the current money-wage and

the aggregate demand for it at that wage are.greater than the existing

volume of employment. Another definition of involuntary unemployment

would be the following: men are involuntarily unemployed as long as

there is room either for entrepreneurs or for workers to improve their

position. the former by reducing the wage-rate until the minimum

acceptable to workers. and the latter by raising it until the highest

level acceptable to entrepreneurs. This is the definition that can

be drawn from the approach which we have suggested in this Appendix.



APPENDIX B

This Appendix will deal with a third indictment which has

been launched against Keynes' figngzaL_Iheozy. by Patinkin. namely

that Keynes overlooked the Supply side of the market in his analysis

of the fluctuations in the levels of employment and income. According

to Patinkin. the Keynesian ”diagonal-cross” diagram has to be a-

bandoned. because it "takes account neither of the supply side of

the commodity market nor of the real-balance effect which its excess

”1 in analyzing this charge. two pointsover the demand side generates.

will be considered: in the first place. a comprehensive survey of the

controversy surrounding the Supply side of the Keynesian theory will

be made: secondly. we will attempt to demonstrate that Keynes did

not fail to consider the possibility of an excess of supply over de-

mand in the commodity market.

The controversy around the Supply side of the Keynesian

theory is not yet over. In his ”Involuntary Unemployment and the

Keynesian Supply Function”.2 Patinkin complained that Keynes failed

to take into account the supply side of the market. which prompted

F.D. do long. a Dutch economist. to reply in.a paper in which he for-

mulated three main propositions. to wit:

Proposition 11:WW

WWW-

WWW

l a. Patinkin. nun... p. 231. ~ ' .

2 Want. LIX (1949). so. coo-es.

l9!



 

£unntinn2_n_1fil: and their point of intersection -- which is the

point at which the entrepreneurs' expectation of profits will be

maximized -- is the point of effective demand. giving the volume of

employment.

Proposition XI: ' - ’

WWW

WWW

E19._1.

Proposition XII: Kayngg' General Theory 1m311g1_;hg

.

one 1: g: i'- i so . s‘ s i. :s 0.: .. g' :1. 0..”

Sir R.G. Hawtrey. for his part. remarked that ”Keynes”

Supply Function. in terms of effective demand. does not differ materially

2
from the ”familiar” supply function in terms of price. This state-

ment also met the approval of Sir D.H. Robertson who. in addition.

 

l F.G. de Jong. ”Supply Functions in Keynesian Economics”..£gongm15

.Jnnznnl. LXIV (1954). pp. 3-24. especially pp. 9. 19-24. henceforth

referred to as ”do Jong (1954)". -lt is surprising. indeed. that

not a greater place has been reserved in Patinkin's book. to de

Jong's article. but the last part of a note at the end of the book:

and to crown it all. Patinkin warns us that he is going to refer

”briefly” to the article. Yet. the conclusions of the latter may

seriously impair the argument of the Patinkinian model. and. for

this reason. it should have been allocated a much proper place.

particularly in theW.

2 ”Keynes and Supply Functions". Eggngm13_19nrnnl. LXIV (1954). p.837:

also see. P. Nelle. ”he nes' Aggregate Supply Function". Eggngmig

Journal..Vol. LXX (1960 . pp. 536-38.
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offered further evidence based upon Keynes' own writings: 1D is the

sale-proceeds for which it is expected that the output from employing

.3 men can be sold. .D1 is the sale-proceeds the expectation of which

will cause the output from employing.fl men to be produced. It is :i

simply the age-old Supply Function. "And a little farther on Keynes

spoke again of‘n; as "only a re-conooction of our friend the Supply

Function."l

These interpretations are surely in accordance with Keynes'

own definition of the Aggregate Supply price for a given amount of

employment. to wit: ”... the aggregate supply price of the output of

a given amount of employment is the expectation of proceeds‘nhigh

ad11.Juat.uakn_itauarth_tha_uh11a_af_natrnazsnsuss_ta.ufsa_thatauu-

W“:

Furthermore. if we take into account the point made by

Keynes to the effect that "For the nation as a whole. leaving on one

side transactions with foreigners. its income is exactly equal to its

expenditures (including in expenditure both consumption-expenditure

and new capital-expenditure. but excluding intermediate exchanges from

one hand to another): the two being simply different names for the

 

i D.H. Robertson. "Keynes and Supply Functions”..Eggngnig_lonxnal.

LXV (1955). p. 474.

2 Italics are mine. See the fignex31_1heox1. p. 24. This is in fact

what D.H. Robertson wants to stress when. upon commenting de Jung's

article. he notices: ”first. he (de Jong) surely leads us astray

in saying that for any given volume of output the intercept between

the 45° line and the curve of aggregate factor costs "indicates

entrepreneurs expected profits”: what it indicates is the profits

which. if they.nexg (italics his) expected. would suffice to.gligj;

(itallécs mine that volume of output.” D.H. Robertson. M.

p. 4 . i -
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same thing. my expenditure being your incomei".l the fact is that.

as Robertson rightly pointed out. we have three choices as to what

to plot along the horizontal axis -(i) real output. (11) the money

value of real output. (iii) numbers employed: and two choices as to

what to plot along the vertical axis. (a) money sales proceeds. (b)

the real value of money proceeds."2

Thus the shape of the Supply Function depends on which of

the preceding combinations we choose: under (ii) (a) and (i) (b) --

respectively Dillard's and do Jong's combinations -- we get in each

case a mere 45‘ line expressing the Supply Function: whereas under

(ill) (b). the function will be concave to the horizontal axis (e.g..

Fig. 4. quadrant ii. p. 107). The shape of the Function then depends

on the manner in which one envisages the conditions under which va-

rious levels of output will be marketed. we usually think in terms

of price and output. thus we say that at higher prices. more will be

supplied (combination (1) (a)). so that we get a positively sloping

curve. However. we could also say that larger quantities are supplied

for larger proceeds. viewing the phenomenon from the seller's stand-

point. Both statements describe the same thing. since they both

describe the same movement along a given supply curve. This is what

Keynes meant in the figngxa1_1hggxy when he wrote:

 

l J.M. Keynes. Ihg_Means_jg_£rgspgxitx. (1933). p. 12: also the

figne;al_1hgnry. Chapter VI. especially p. 62ff.: and R.G. Hawtrey.

Moo p. 838.

2 See D. h. Robertson. jgg._git.. p. 475: and also Dillard's

of John Maynard Keynes. pp. 30. 34: and de Jong. op. cit.. Fig.7. p.13.

3 J.M. Keynes.W. p. 44.
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that is. the price level. p. is equal to the expectation of proceeds.

2;. “which will just make it worth while for entrepreneurs to give"

the amount of employment Nr. divided by the total output. or. re-

sulting from that amount of employment. 2.- m?r(Nr) is the Aggregate

Supply Function. and Dr asyrmr) the expression of the relationship

between employment and output. This explains why Keynes pointed out

that the sale proceeds the expectation of which will cause the output

from the employment of N men to be produced is ”only a reconcoction

of our friend the Supply Function."l

It seems equally unrealistic to contend that the 459 line

does not take into account the limitations of the productive capacity

of the economy. The falsity of this assertion is demonstrated when

the line is properly interpreted. and still further when we recognise

that Keynes did not altogether throw over the sedond classical postu-

late -- "only."WW

WM

“ma Thus he said:

(5) Hence the volume of employment in equilibrium

depends on (i) the aggregate supply’function. (ii) the

 

1 D.ii. Robertson. M. p. 474.

2 W. p. 5. and pp. 30. 284. - Keynes was in fact defining

full employment in the sense that workers are on their behaviour

equations. or their supply curves. when he spoke of the equality

between real wage and the marginal disutility of a given amount of

employment. However. at an other place in his book. Keynes offered

another definition for full employment: ”An alternative. though

equivalent. criterion is that at which we have now arrived. namely

a situation in which aggregate employment inelastic in response to

an increase in the effective demand for its output.” .figngxal_1hgnx:.

p. 26. he may say that the latter definition corresponds rather

to a 'quantitative' definition: whereas the former. in terms of

labor. is rather 'qualitative' . that is. it helps distinguish

between.1glnntaxy and‘inxglnntary unemployment.
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propensity to consume. and (iii) the volume of in-

vestment. D. This is the essence of the General

Theory of Employment.

(6) For every value of N there is a corresponding

marginal productivity of labour in the wage-goods

industries: and it is this which determines the real

wage (the first fundamental classical postulate).

(5) is. therefore. subject to the condition that N

cannot exceed (italics his) the value which.;3dnggg

WILMI-

Thus what seems to have spread confusion is the fact that

Keynes did not express his Supply Function in terms of a relationship

between output and price. as it is familiar to us. but rather in terms

of effective demand. Therefore. we cannot agree with Patinkin when

he says that Keynes overlooked the supply side of the market. at least

until he shows - as indeed he hopes to do -- that do Jong's prepo-

sitions are irrelevant to his argument.2

 

l Italics are mine. main—111m P- 29.

2 See what has also been said about the consistency between Keynes'

assumptions and his conclusions. on page 127 ff. above.
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