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Preface

This book is meant to be a general introduction into monetary economics and
contributed to its scientific formulation. As a branch of modern economics, monetary
economics came into being by the end of the Second World War, and is the result of
the development in monetary theory for more than one century. Before Wicksell, the
dominant proposition of monetary theory was that monetary changes would not alter the
real equilibrium of the economy-relative prices and the interest rate, and therefore
would have no real influence on the employment and output, which implies that money
will be “neutral” and simply act as a “veil” over the workings of the “real” economy.
It is Wicksell who, for the first time in the history of economic analysis, made a
challenge to the traditional separation or “ classical dichotomy” ( following Don
Patinkin) of monetary and value theory, and set up a monetary economic theory
through his analysis of cumulative process, which combined monetary theory with value
theory.

Following Wicksell, many outstanding monetary theorists, among whom are
Schumpeter, Keynes and Patinkin, brought about a great advance in the theory of
money and the economy. What is worth mentioning is Schumpeter’s theory of “abnormal
credit” , which initiated bank credit, one of the monetary factors, into the analysis of
economic development, and accordingly has exerted a great influence upon the
evolution of modern monetary economic theory. Nevertheless, a general system of
monetary economics had not existed until the publication of Keynes’ monumental work ,
The General Theory of Employment , Interest and Money , which, I believe, formulated a
theoretical framework for monetary approach, although there is no such a term as
“monetary economics” in the whole book. As for Patinkin, he contributed much to
monetary economic theory by integrating monetary and value theory through the
introduction of real balances as a determinant of the demand for goods. Thus with

Patinkin’s real balance effect, which, he claimed, would eliminate the dichotomy and
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reconstitute classical theory, the demand and supply functions depend not only on
relative prices but on the value of real balances as well.

Together with the mentioned theorists, many other economists have put forward
their monetary economic theories, which have formed the materials of monetary
economics. So far, there have come out many books titled Monetary Economics in
English as well as in some other languages including Chinese, and a large number of
economists in various countries have majored in the subject. Some of them have even
made an effort to formulate the framework of monetary economics. Unfortunately the
books have hardly satisfied readers with their frameworks and contents, which failed to
make us find out the distinctive characterisitcs of manetary economics and the difference
between this and the other branches of modern economics, especially its substantial
difference from money and banking. In the opinion of some monetary theorists, among
whom is Robert E. Weintraub®, there is essentially no difference between monetary
economics and money and banking.

However, it seems to me that there is the existing difference between the two
subjects. Monetary economics is devoted to the relationships that are thought to exist
between the monetary factors and such real economic variables as the level and change
of employment, income and economic growth, and in other words, to the influence
that monetary changes exert on the real economic variables, while money and banking
is focused on the theories and performance in the monetary aspect of the economy.
Certainly , monetary economics also deals with monetary problems, which, however, is
only for the purpose of attaining its primary object just mentioned. And the same is the
case with money and banking, which is involved in some matters of the real economy,
though occasionally. It is this standard that I think the books, especially text books,
of monetary economics should be in accordance with. Unfortunately, so far, no such a
book has appeared. Terefore, it is required to reconstitute monetary economics,
including its framework and contents. And it is one of our purposes in writing this book
to make a contribution to the scientific formulation of monetary economics.

Now we consider issues relating to the influences that monetary changes would

(D See Robert E. Weintraub, [Introduction to Monetary Economics; Money, Banking, and Economic
Activity, Ronald Press Company, 1970, Preface. Unfortunately, at present, there is no way of my knowing
whether there has been the latest edition of the book.
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Preface

exert over the economy. Firstly, monetary changes may lead to economic equilibrium
or disequilibrium; secondly, monetory changes would bring an inerease or decrease in
the rate of employment, output and national income; thirdly, monetary changes in the
long run would cause economic growth or decline; and lastly, monetary changes usually
have a great influence over the economic relationships with other countries, and in
particular, over the situation of the balance of payments. These monetary influences
make the general objectives of monetary policy-price and economic stability, minimum
unemployment, maximum ( stable) growth, and statisfactory balance of payments-
attainable, only if the monetary authorities adopt an appropriate manetary policy.

From the above analysis, we can draw a conclusion that monetary economics
should be devoted to the theories of money and economic equilibrium, money and
employment, output and national income, money and economic growth, money and
international economic equilibrium, money and inflation, and the theories of monetary
policy. And meanwhile, as the primary knowledge for monetary analysis, the theories
of definition of money, demand for and supply of money, and interest rate should be
expounded in detail at the beginning of monetary economics. The framework adopted
here is different from that of money and banking and other branches of economics, and
reflects the distinctive characteristics of monetary economics. It is a pity that the
theories of money and international economic equilibrium are not included in the present
edition for lack of data, which will be added in the next edition.

Thus the first chapter shows and analysis of the theoretical definitions that have
been used to identify money in modern economy, which is the “hot point” among
economists, and is much concerned with the role of money and monetary policy in the
workings of the macroeconomy. The emphasis is given to two of the various methods of
defining money, viz. defining money as a medium of exchange and as a store of value,
and we hold the view that the essence and feature of money is the medium of exchange.
Chapter 2 and 3 are devoted respectively to the demand for and supply of money. In
Chapter 2, the focus is put on the theories of demand for money including mico —
economic foundations and macro economic analysis of the demand for money, and the
empirical research for the demand for money, while in Chapter 3, the emphasis is laid
on the proximate determinants of the money stock, specifically the multiple relationship

between the money stock and high — powered money, 1i. e. , the monetary multiplier.
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Chapter 4 is concerned with interest rate, mainly the level and structure of interest
rates, in which many theories are involved, such as liquidity preference theory,
loanable funds theory, IS—LM analyisis and Patinkin’s theory of equilibrium rate of
interest.

After our introduction of the essential knowledge for monetary analysis, we turn to
researching into the influence of monetary changes on the real economy. And therefore
in Chapter 5, economic equilibrium and disequilibrium brought about by monetary
changes are discussed. A monetary change may lead to economic equilibrium or
disequilibrium, which aroused much interest of economists in history. Consequently
there have been many theories describing the monetary impact on the equilibrium of
economy and making suggestions of how to avoid disequilibrium and to maintain
equilibrium, for example, Wicksell’s theory of cumulative process, Hayek’s theory of
neutral money, and Friedman and Schwartz’s theory of money and business cycle. In
Chapter 5, we make a thorough description and constructive criticism of such theories.

Chapter 6 deals with monetary effect on the rate of employment, output and
national income, which almost always move in the same direction. This is the most
important influence of monetory changes on the real sector of the economy, because in
the short run, the condition of employment, output and income usually reflects the
economic situation of a country, and people are much concerned with that condition.
However, there has been no agreement among economists about how and how greatly a
monetary change affects the three variables. From T. R. Malthus to R. W. Clower and
A. Leijonhufvud, many theorists have been involved in the case. Their theories are
restated and assessed in Chapter 6.

Another influence that monetary changes exert on the real issue of the economic
process is related to the growth of the economy, which did not draw much attention of
economists until the mid-fifties, when J. Tobin made an attempt to insert monetary

factors into theoretical discussions about economic growth®., Thus the two

decades the 60’s and 70’s witnessed the emergence and evolution of the monetory
growth theory, according to which, money is not neutral not only in the short run but

also in the long run, and of which there are two main approaches, i. e. the neo —

@ J. Tobin, A Dynamic Aggregative Model, Journal of political Eonomy, April, 1995.
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classical monetary growth theory and the Keynes — Wicksell monetary growth theory.
Having studied the influence of monetary changes in the short run, we begin to deal
with the monetary influence in the long run, and accordingly, Chapter 7 gives a sound
presentation of monetary growth theory for the first time in economic publications by
Chinese theorists.

Chapter 8 approaches the problems of inflation, analysing the causes and effects of
inflation, and anti-inflation policy by government. In the chapter many theories are
involved, such as demand-pull and cost-push approaches, the structural inflation
hypothesis, the simple Phillips curve model and expectations-augmented Phillips curve
mondels, etc.. Particular attention is given to inflation in monetary economics,
because it is one of the most serious problems that face modern paper currency
economy, and it does affect the economic process.

The final chapter is concerned with the issues relating to monetary policy, such as
the objectives, instruments and transmission mechanism of monetary policy. The aim of
monetary policy is, in the final analysis, to decrease the negative influence, and
increase the positive influence, of monetary changes over the real economy. It is also
the purpose of studying monetary economics. That is why the final chapter in monetary
economics is the right place for diseussion about monetary policy.

With a change from a “planned product economy” to a “Planned commodity
economy” in China, the market forces, and accordingly the banking system, have
begun to play a more important role in the economic development, which makes the
monetary factors exert a greater influence on the economy. Therefore, not only in
market economy countries, but also in China, a thorough understanding of the
influence of monetary changes on the real economic variables is equally important, both
for analysts and policymakers. However, in China, research in this field has just
begun, although a great number of works on other economic problems were devoted by
theorists in the past decades. Economists at home and abroad pay much attention to the
real factors in the economic fluctuations and development, nevertheless, as a matter of
fact, the role played by monetary factors has never been examined systematically and
completely, which would be a great help to resolving some economic problems like
inflation facing China at present, and achieving a satisfactory rate of economic growth.

They are now the most important targets of the economic policy.
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I sincerely hope that the book will be helpful, both to Chinese economists and
university students, by the introduction of western monetary economics, and to the
formulation of Chinese monetary economics. As mentioned above, the change of
Chinese economy from a * planned product economy” to a “ planned commodity
economy” enables monetary changes to exert a greater influence on the economy, and
therefore, enables the role played by monetary factors in the workings of Chinese
economy to bear some similarities to that in a market economy. However, as the
market has not fully developed, the role of monetary factors in Chinese economy is
somewhat different from that in a market economy. Accordingly, for speeding up
formulation of Chinese monetary economics, we should research for three objectives:
first, to investigate intensively the role played by monetary factors and the influence that
monetary changes exert on the real sector of the economy in China; second, to acquire
a knowledge of similarities and differences between the role of monetary factors in
Chinese economy and that in a fully developed market economy; and third, to
recognize what can be reasonably absorbed in Chinese monetary economics from western
monetary economics. I am sure that many Chinese theorists, including the authors of

the book, will be engaged in such research.

December 1991 Song cheng Sheng
Shanghai University of
Finance and Economics

Shanghai
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