Lecture Seventeen:
The Monetarist Model

{Introduction to Monetarism, Reformulation of the Quantity Theory, Monetarist Aggregate Demand Curve, Monetarist YD-YS Equilibrium}

Monetarism I

2
Monetarist Economics developed as an attack of Neo-Keynesian economics.

1.
The monetarists reassert that the Supply of Money is the critical determinate of nominal income (PY).


i.
In the short run, changing money supply can affect real output (Y), but in the long run, when prices and wage rates are perfectly flexible, money supply only effects the price level.


ii.
Unlike the Keynesians, Monetarists believe that the private sector is inherently stable, and that the actions of the government sector causes instability.

2.
Since the causation runs from money determining nominal output, instability in the rate of money growth causes instability in output.


i.
Recall the equation of exchange from the Quantity Theory of Money: M=kPY or MV=PY.


ii.
If the velocity of money and the Cambridge k parameter are stable and the central bank has absolute control over, then changes in M lead to changes in PY.


iii.
In the short run, when prices and money wages have rigidities, Y can change.  Thus, volatility in M or in the growth rate of M leads to short run volatility in Y.


iv.
In the long run, when all prices are flexible, real factors determine Y and the level and growth rate of M determines the price level and the rate of inflation.


v.
This leads to the policy conclusion of removing restrictions on the flexibility of prices and adopting a money growth rule.
3.
The monetarists also, effectively, re-establish Say’s law and the role of the interest rate adjustments in providing private sector stability in aggregate demand.

4.
On the supply-side, monetarists accept the price information asymmetries, but return to an auction view of the labor market.

5.
The monetarists differ from the classicals in terms of the effect of money supply in the short run.  In long run, however, the level of real output is determined by supply-side factors in the monetarist model.
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The Reformulation of the Quantity Theory of Money

1.
In the Keynesian view of money demand, the level of money demand for a given level of nominal income is not stable.


i.
it is also depends on the interest rate since Keynes stressed the role of money as an asset.


ii.
in terms of the Cambridge quantity theory, MD=kPY, Keynesians believe that the interest rate determines k ( thus, k is not stable.  At higher r, k and MD decrease.  Thus, the equation of exchange does not provide a theory for the determination PY.
2.
The Monetarist View does not neglect the asset role of money (like the classical view does), but can be thought of as a theory of the Cambridge k and its stability.

3.
Friedman’s money demand function:  MD=L(P,Y,rB,rE,rD)=k(rB,rE,rD)PY

i.
The demand for money depends on nominal income, PY

ii.
For a given level of nominal income, the demand for money depends on the rate of return for alternative assets.


iii.
Unlike Keynes, Friedman does not group all other assets together as bonds: rB

iv.
But also the rate of return of equities is considered: rE

v.
and the rate of return of consumer durables, 
(land, and houses): rD

vi.
an increase in the rate of return for any of these other assets decreases the demand for money.  
4.
Friedman vs. Keynes on money demand


i.
Where Keynes thought the demand for money is unstable due to changes in the interest elasticity of money demand and autonomous shifts in liquidity preference, Friedman views the money demand function as stable.


ii.
Where Keynes separated the uses of money into the transactions demand, the precautionary demand, and the speculative demand for money, Friedman does not.


iii.
Where Keynes pays attention only to bonds as an alternative to holding money, Friedman explicitly considers other assets.

iv.
Only the first of these has obvious substantive theoretical consequences.
5.
MD=k(rB,rE,rD)PY; Monetarists explicitly model the Cambridge k.  So, a modern quantity theorist differs from a Keynesian not in ignoring the potential for money to serve as an asset, but in believing the money demand function is stable:


i.
infrequent changes in autonomous liquidity preference; and 


ii.
highly interest-inelastic money demand.the money.
6.
Stable Money Demand Function in equilibrium: M=MD=k(rB,rE,rD)PY
i.
The claim for a stable Money Demand Function asserts that changes in the money supply, M, will affect PY.  

ii.
That is, a change in the money supply will have little effect on what proportion of nominal income is held as money, but will mainly effect nominal income.  

iii.
Thus, the stable money demand function along with short run stickiness in prices leads directly to believing money plays an important role in determining short run real output.
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The Monetarist Position

1.
Monetarists vs. Neo-Keynesians in the Money Market


i.
The Neo-Keynesians also believe money to be an important role in determining the level of economic activity, however, they generally believe the interest elasticity of money demand to be higher than the monetarists.


ii.
Thus, the Monetarist LM schedule is steeper than the Neo-Keynesian LM schedule.

2.
Monetarists vs. Neo-Keynesians in the Product Market


i.
A second very important difference, is that the Monetarist IS schedule is flatter than the Neo-Keynesian IS schedule. 

ii.
Reflecting the Monetarist position that components of aggregate demand are very responsive to interest rate changes.

3.
The Monetarist AD curve.


i.
The monetarist AD curve is very similar to the classical AD curve.


ii.
With a stable money demand function, money market equilibrium determines the level of nominal income:




 M=MD=k(rB,rE,rD)PY

iii.
with a stable k, the quantity equation determines what PY is.


iv.
since the IS is quite flat, the product market does not play a significant role in determine the level of aggregate demand and money is the only significant influence on aggregate demand.

4.
Monetarist YD-YS equilibrium in the short run


i.
Monetarists accept short-run rigidities in money wages and asymmetries in prices, thus the YS curve is not vertical.


ii.
However, in comparison to Neo-Keynesians, money wage rigidities will be short-lived.


iii.
The YS curve is upward sloping since money wages and labor suppliers will not respond immediately to price changes.


iv.
For a given YS curve, the money market determines the level of real output.


































