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ACRONYMS' 

B = Base money or high powered money 

cd = currency to deposit ratio 

cpr = Consumer Price Index 

DC = Domestic Credit (a summation ofDCP and NDCG, claim by the banking system) 

DCP = Domestic Credit to the Private sector (claim by the banking system) 

DR = Deposit interest Rate (nominal) 

EX = Exchange rate (nominal) 

FX = Foreign Exchange receipts 

GDP = Gross Domestic Product 

LR = Lending interest Rate (nominal) 

m = money-multiplier 

NDCG =Net Domestic Credit to the Government (claim by the banking system) 

NFA = Net Foreign Asset (claim by the banking system) 

NGDP = Nominal Gross Domestic Product 

OIN = Other Items Net (of the banking system) 

rd = reserve to deposit ratio 

TOT = Terms of Trade 

·Refers to abbreviations that are used in the study 



Abstract 

This paper has aimed to examine three important things: i) to identify the determinants of 

money supply in Ethiopia over the period 1964/65QI-2003/04Q4, ii) to review the stability of 

the money-multiplier so as to respond to the question of whether money suppl y can be 

controlled and be correctly predicted using the money multiplier approach. And iii) to see the 

effectiveness of monetary po licy after the reform period of 1992 with regards to given targets. 

Based on these objectives, the study used the money-multiplier approach of money supply 

determination and found that money supply is related significantly with base money through the 

money-multiplier. However, the money-multiplier is found unstable and moved inversely with 

the movements of base money indicating that the control of money suppl y and correctly 

predicting its changes is questionable. Also from actual versus target comparison, the target for 

domestic credit to the government was not able to be achieved although money supply and total 

domestic credit were near their respective targets suggesting that monetary policy wasn' t able 

to achieve its objectives effect ively. After identifying the inappropriateness of the money­

multiplier model of money supply determination, the paper used the disaggregated counter parts 

approach of money supply determination and found that money supply is determined by 

nominal income, price level, foreign exchange receipts, lending interest rate, nominal exchange 

rate and overall domestic credit expansion. Moreover, money supply is found to be influenced 

by seasonal fluctuations and political instabilities. This indicates that factors such as foreign 

exchange receipts might limit the control monetary authorities have over money supply. 

Especiall y, the nonexistence of a well developed secondary market and the non-monetization of 

the economy might impose serious constraints on the implementation of monetary policy in 

Ethiopia. 

Key words: Money suppl y, Money-Multiplier, Asset Counterparts, Stability, Ethiopia 



Chapter One: Introduction 

1.1 Background of the Study 

When the Derg regime came into power in 1973/74, one part of the move to the centrally 

planned economy was nationalizing the emerging private banks and insurance companies 

(Eshetu & Mekonen 1992, Gebrehiwot 1999). Monetary policy was designed to serve the target 

of the central plan I (pMGE, 1974, 1984) and hence the largest portion of bank credit was 

diverted to the public sector (Gebrehiwot 1999, PMGE 1984). As the main objective was 

socialization, the private sector was marginalized from getting bank loan and the bulk of 

investment decisions were made within the public sector (Tsegaye, 1992) as was asserted in the 

ten year perspective plan of the then government in 1984: 

"Prior to the revolution, the activities of financial institutions were urban-biased and 

largely served the private sector of the economy . ... The granting of loans and credit by 

banks depended upon the size and quality of collateral, ... rather than the impact of the 

activities on productivity and economic growth.... After the revolution, ... . The 

condition for credit is no longer the availabi lity and quality of collateral but the 

justification of the activity for which credit is sought that it will promote economic 

growth. Priority in allocation is accorded to the state and cooperatives sectors." (PMGE, 

1984,p.1 87) 

In consequence, a large part of production remained in the hands of state enterprises and the 

private sector development, which had started flourishing in the previous regime, was greatly 

hindered (Tsegaye 1992, Admit & Getachew 1996). All private enterprises at medium and large 

scale levels and all industrial activities were nationalized. Monetization2 of the budget deficit 

was rationalized as being resource supplement for plan implementation, which is for example, 

indicated in the ten-year plan: 

"The operation of banks and insurance services are expected to generate the necessary 

funds for domestic credit expansion envisaged in the ten year plan .. . . Regarding the use 

of these resources, the plan envisages that close to 73 per cent of the cumulative credit 

I Can be also referred from Negarit Gazeta No.99/1976 
2 Monetization o f the budget deficit refers to a situation where a central bank gives money to the government either 
in the form of di rec t advances or by buying bonds so that the government finances its deficit by the additional 
money supply inj ected into the system. 



expansion would be allocated to stale, cU~!Je!at!ves, and pri va(p.c{,teJpris,cs" .. The 

remaining 27,3 per cent is expected 1.0 be extendcJ te tlie centrol government, in the 

form of direct advances, T-bills and bO.ld !Jurchas~s," (pMGE, 198/l, pp, 192-193) 

And the impact of this monetization on the price level wl!s ignored, and hence giving priority to 

achieve plalmed growth targets by considering inflation only as a secondary matter that can be 

managed with increased production as a result of plan implementation, and price controls, For 

example from 1989/90-1990/91, broad money grew significantly by 18,1 percent as a result of 

bank financing of the fi scal deficit (TGE, 1992), From 1974175 to 1989/90, the increase in 

broad money supply was 5,8 fold, and its share in GDP rose from 20,7 per cent to 53,3 per cent. 

During the same period the components of broad money, quasi money and narrow money 

showed an increase of 5.4 fold and 6,0 fold respectively, The major factor for this growth was 

the dramatic expansion of domestic bank credit that increased almost eleven fold during the 

same period, rising from 13.4 per cent ofGDP at the beginning of the period to 63,3 per cent at 

the end of the seventeen years where its share over broad money increased from 62,7 per cent 

to 112,2 per cent. And this expansion was in tum largely influenced by a 24-fold increase in 

government's share of total domestic credit. This share increased from 28,3 per cent in 1974175 

to 63,1 per cent in 1989/90, which is inconsistent with the growth rate of production (Eshetu & 

Mekonen, 1992), 

At this period, all prices (to mean interest rate, exchange rates, and prices of commodities) were 

administratively fixed. Moreover, salaries of civil servants earning more than Birr 636 a month 

and employees of public enterprises earning more than Birr 650 a month were frozen (PMGE, 

1984), As a result of these income and price policies, and due to good performance of 

agriculture in certain years, although a stagnant economy, with growing monetization of budget 

deficit would be expected to generate inflationary pressure, Ethiopia had been a low inflation 

country. The inflation rate during the seventeen years ending 1990/91 averaged about 9 per cent 

(TGE, 1992). The average annual rate of inflation for Sub Saharan Africa was 19 per cent 

during 1980-89 while for Latin American and the Caribbean inflation rate was 160.7 per cent 

during the same period (Eshetu & Mekonen, 1992). 
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In general in this period economIc sectors l o~t the:r 1T::m~.gemfnt alJt,o)n'lmy and the 

development of financial markets and institutions was cl'.rtaileG. TI,i, I:; if\ ag~eement wjth 

Fumess' (1975) observation regarding financi al ins t itutiol18 al)d financial markets developm.::nt 

in different economies. Furness argues that in centrally plarllled economies, financial assets, 

markets and banks or intennediaries have very minimal role than in market oriented free 

economies. This res ulted from the mechanism of resource allocation in those planned 

economies in that in these economies it is in relation to state plan and not in relation to 

profitability is scarce resources allocated. (Furness, 1975) 

These policy actions together with recurrent draughts and intensified civil war were held 

responsible for the sluggish economic performance and macro economic instability observed 

during the period (Eshetu & Mekonen 1992, GE 1998). Real GDP growth averaged about 1.9 

per cent, from 1974/75-1990/91, while the population grew by 2.9 per cent per annum. The 

current account deficit deteriorated, whi le the stock of external debt amounted to SDR 6.4 

billion, 127 per cent of GDP by the end of 1990/91 (TGE, 1992). However, sluggish economic 

performance and macro economic instability was not a peculiar phenomenon that occurred only 

in Ethiopia, other developing countries too had faced increasing BOP deficit, inflationary 

pressure and sluggish economic growth during the 1970's and 1980's (World bank, 1994). 

Following this negative development, these countries in distress had to revise their economic 

policies and consider the adjustment programs of the IMF and the WB Structural adjustment 

program (SAP) (World bank, 1994). 

According to the adjustment program, those countries have to revise their economic policy to , 

reduce the misaligrunent between aggregate demand and supply using both demand side and 

supply side policies. Supply side policies emphasize on removing structural rigidities on 

production that triggers supply response, while the demand side policies are aimed at reducing 

excess demand by affecting expenditure. Excess demand can be managed by following tight 

monetary policy, among others (Khan, 1987). Hence these economies at crisis, according to the 

program, have to follow tight monetary policy as a controlling element of monetary expansion 

through monetary targeting. 

3 
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So the first step of the new government, which took power in 1990/91, was to adopt a market 

based economy and begin the implementation of a comprehensive macro-economic and 

structural reform in October 1992 with the support of the IMF and WE as well as other 

multilateral and bilateral donors (TGE, 1992). Adjusting the macro economic imbalance and 

fostering sustainable economic growth was the main age~da of the liberalization process (TGE, 

1992). Policy measures were taken to improve the external sector imbalance, to liberalize trade 

and financial sector, and to remove fiscal and real sector constraints (GE, 1998). New monetary 

and banking law was promulgated in 19943
, which allowed private participation for nationals. 

And following this proclamation six private banks, twenty three Micro Financial Institutions 

and eight insurance companies have emerged which work with the existing two public 

commercial banks, one specialized bank and a government owned insurance company.4 

The new monetary policy took net domestic assets and government credit as a major target to 

achieve the twin objectives of growth and price stability. As put in the policy framework paper 

of October, 1992: 

'The objective of monetary policy will be to ensure domestic liquidity expansion 

that allows for reasonable credit growth to meet the needs of the productive 

sectors, particularly the private sector, while reducing domestic inflation and 

pressures on the balance of payments. Attainment of this objective will require a 

significant cut back in credit to the government." (TGE, 1992, p.7) 

Growth in money supply is aimed to be consistent with nominal GDP growth. And the control 

of money and credit is assumed to be achieved through direct control of domestic credit to the 

government and Open market type operations5 (OMO) (TGE, 1992). However, ceiling on credit 

to the government is programmed to be replaced by indirect control methods such as, OMO 

with public securities. Although the instrument OMO is not used in its standard sense, steps are 

taken to lay foundation by developing T-bills market which is operational biweekly with 

maturities of 28,91, and 180 days. Yet OMO type operations didn't develop so as to replace 

J Can be referred from Negarit Gazeta, No, 8311994 
• Can be referred from the National Bank of Ethiopia quarterly and annual bulletins 
'OMO refers to the purchase and sale of bonds and bills by the central bank to the public and other financial 
inst itutions 

4 



direct controls; and no other feasible indirect control substitute existed, mainly due to the under 

development of secondary markets6 Efforts are taken to facilitate the transition from direct 

monetary instrument to indirect ones and to develop financial markets; the introductions of 

Treasury bill auction (OMO), inter bank money market and discount window facility are some 

examples. 

Discriminatory interest rate between sectors is abandoned while differentiation is to be based on 

only maturity. Ceiling on lending interest rate is fully liberalized while the minimum deposit 

rate is sti ll under control of the National Bank of Ethiopia (TG, 1998). The major emphasis of 

interest rate policy has shifted into increasing saving mobilization, controlling inflation, 

maintaining positive real.interest rate and increasing productive efficiency (TG, 1998). Another 

IT\onetary policy shift is pursuing the obj ective of reducing monetization of budget deficit in 

order to lower inflation pressure. This is supposed to be achieved by depending on non­

inflationary sources of finance such as the non-bank public through sale of T -bills. In general 

those policy measures have been trusted to bring macro economic stability and to end the 

sluggish growth of the economy by improving the workings of the private sector (TG, 1998). 

1.2 Statement of the Problem 

There is now a general consensus that monetary authorities in developing countries should 

control the supply of money. This is especially strengthened by the fact that in those countries 

the Keynesian transmission fails to work due to the thinness of financial markets (Khan and 

Knight, .1981). This makes the quantity theory of money attractive. However, monetarism as a 

tool of monetary policy rests on two preconditions in that the demand for money function 

should be stable and the money supply controllable (Bolnick, 1975). There are a number of 

literatures done in many countties emphasizing on the money demand function and its stability 

assuming the money supply as an exogenous policy variable, which can effectively be 

controlled by the monetary authorities. There is, however, an ongoing debate among 

monetari sts and non-monetarists regarding the monetary authorities' ability to control the 

money supply. 

6 Secondary market refers to the sa le of bonds and securities (T-biIIs) already issued for a second time. 
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According to monetarists, monetary authorities can have effective control over the supply of 

money. They argue that the behavioral pattern of the public and the banking system are stable 

and predictable enough to allow the monetary authorities control the stock of money. Others, on 

the other hand, argue that. the determination of the stock of money is part of the simultaneous 

solution for all variables in the financial and real sectors <!fthe economy. 

Brunner and Meltzer (1972), for example, while criticizing Friedman's monetary theory, argued 

that the stock of money can be expressed as a function of a few variables such as income and 

interest rate and hence money supply is an endogenously determined variable in macro 

economic models of nominal income. Shetty (1990) describes this development as follows: 

"New fluctuating relationships between monetary and real variables have given rise to 

fresh debate regarding the causality between money, output and prices, that causality is 

not uni-directional, that money stock does adjust to price changes, that bi-directional 

causality does exist between money and nominal income." (p.355) 

Specifically, some authors also have doubted the ability of monetary authorities control on 

money supply in developing countries under conditions of limited capital markets, fixed 

exchange rate regime, large non-monetized sector, fluctuating exports and exchange inflows 

(Furness, 1975, Shetty, 1990). For example, Yohannes (1996) indicated in his study of "Foreign 

Exchange Inflow as a challenge to Monetary policy---" that foreign exchange inflows can have 

impact on the ability of monetary control in Ethiopia taking the 1994/95 -coffee boom as an 

example. The significant rise of export proceeds challenged the monetary authorities control 

over money supply and in consequence to this the general price level rose dramatically. 

Hence, apart from checking the demand for money and its stability, there should be studies on 

the behavior of money supply to identify its determinants and its controllability. Although the 

monetary authorities ' ability to control money supply in developing countries is doubtful, so far 

research focus in developing countries including Ethiopia has been placed only on analyzing 

money demand taking money supply as exogenously given variable that does not affect the 

effectiveness of monetary policy. Alemayehu (1995), in an attempt to study the determinants of 

money supply empirically estimated the money supply function in Ethiopia using Engle-

6 



Granger two-stage procedure. He used the two approaches of money supply determination, the 

money-multiplier and the counterparts approach, and concluded that. although the counterparts 

approach seems appropriate; both approaches can b~ employed for Ethio ia. However, the 

annual data set he used (l960-1991) doesn't include the reform program, which started on 

October 1~9}.The significant shift in monetary poli7y objectives, targets and monetary 

developments after the refom1 program {I 992-2004), makes his findings dQJIbtful to_ be 

employed for the cUl!ent period. What is more, the Johansen methodology is superior to be 

used especially for the counter parts approach where the number of v!lriables is more than two 

(Enders, 1995). Although these infom1ation and methodological problems should be addressed, 

so far, no recent study is undertaken on money. supply past the reform period. And for this 

reason, the conduct of money supply, its determinants and its controllability, is an open 

research agenda that requests to be filled . So in general the purpose of this paper is to study the 

behavior of money supply by extending the previous work in three important ways. First, 

money supply and its determinants are formulated as an error correction V AR model and 

estimated by the maximum likelihood procedure proposed by Johansen (l988) and Johansen 

and Juselius (l990) in a multivariate setting. Second, the reform period where an important 

shi ft in monetary policy has occurred is incorporated. Third, large observations, 160 

observations of quarterly series, are used in this study to increase the reliability of results while 

in the previous study only 31 observations are used. 

1.3 Significance of the Study 

In the policy reform the objective of monetary policy for stabilization has targeted money 

supply as a policy tool. Due to this objective, controlling the growth of money supply to be 

consistent with growth in nominal GDP gives the money stock a significant role in the effort of 

the growth process, which demands controlling as well as identifYing the major determinants of 

money supply. So, this study tries to identify the major determinants of money supply in 

Ethiopia using the two broad approaches. And more importantly the study tries to investigate to 

what extent the objectives, set under the monetary reform program, are achieved in the given 

period of time. And in general the study reviews the behavior of money supply in Ethiopia and 

can motivate further research analysis in the area. 

7 



1.4 Objective of the Study 

The broad obj ective of the study is to look at the behavior of money supply in Ethiopia. And in 

line with this broad objective, the study tri es to: 

I) identify the major determinants of money supply 

2) test the controllability of money supply by checking t!le stability of the Money -Multiplier 

3) assess the effectiveness of the reform program regarding monetary targeting. 

1.5 Data source 

The study uses secondary data, which covers periods from the first quarter of 1964/65 up to the 

fourth quarter of 2003/04 that will be collected from Ministry of Finance and Economic 

Development (MOFED), National Bank of Ethiopia (NBE), Central Statistics Authority (CSA) 

and the Intemational financial statistics database of the IMF. 

1.6 Organization of the Study 

The study has six chapters; the opening chapter is Introduction and then follows the literature 

review. The third chapter reviews major monetary developments in the country from 1964/65-

2003/04; what is more, the effectiveness of monetary targeting will be discussed in this section. 

The fourth chapter is allocated for model specification and methodology while the fifth chapter 

reveals the estimation results and the last chapter concludes the empirical results . 

8 



Chapter Two: Literature Review 

2.1 Theoretical Literature 

2.1.1 Theories of Money7 

Although how money affects the economy is a matter of debate among economists, there is a 

general consensus that money, by serving its three uses: a medium of exchange, a unit of 

account, and a store of wealth, plays a major role in an economy (Brunner & Meltzer 1971, 

Friedman 1968, and Sachs & Larrain 1993). For example, regarding the uses of money, 

Friedman (1968), argues that: 

"" ., money is only a machine, but it is extraordinarily efficient machine. Without it, we 

could not have begun to attain the astounding growth in output and level of living we 

have experienced in the past two centuries-any more than we could have done so 

without those other marvelous machines ... " (p.12) 

There are various views regarding the transmission mechanism of monetary policy in its effect 

on the economy and hence recommendations vary from one school of thought to the other. 

Although there are many classifications of theories on money supply, the next section tries to 

review the major developments of monetary theories classified on broader base. 

Neutrality Theory of MOlley 

This theory, which is traceable to David Hume, is the origin of the quantity theory of money, 

and the basis of monetarist school. In Hume's view the quantity theory of money represents 

only a state of equilibrium. Money was merely a medium for rating labor and commodities with 

no long-run influence on the stability of an economy, employment and out put even when it is 

in greater abundance than that necessary for rating of available labor and commodities. 

However the term in greater abundance is used in a more restrictive manner. Hume also 

expressed his fright that a flow of gold and silver in greater quantity might have an effect on the 

situation of neutrality of money and the long-tenn equilibrium. He observed that in states where 

the go ld flow was large, labor and industry were activated and the price of labor and 

commodities rose by degrees in proportion to the new quantity of money. His conclusion was 

7 For detail reading refer Friedman (1969 & 1970), Dennis (1981),Keynes (1936), Onoh (1982), Fischer(1975) and 
Laidler (2003) 

9 



Chapter Two: Literature Review 

2.1 Theoretical Literature 

2.1.1 Theories of Money7 

Although how money affects the economy is a matter of debate among economists, there is a 

general consensus that money, by serving its three us'es: a medium of exchange, a unit of 

account, and a store of wealth, plays a major role in an economy (Brunner & Meltzer 1971 , 

Friedman 1968, and Sachs & Larrain 1993), For example, regarding the uses of money, 

Friedman (1968), argues that: 

", .. , money is only a machine, but it is extraordinarily efficient machine, Without it, we 

could not have begun to attain the astounding growth in output and level of living we 

have experienced in the past two centuries-any more than we could have done so 

without those other marvelous machines . .. " (P,12) 

There are various views regarding the transmission mechanism of monetary policy in its effect 

on the economy and hence recommendations vary from one school of thought to the other. 

Although there are many classifications of theories on money supply, the next section tries to 

review the major developments of monetary theories classified on broader base, 

Neutrality Theory of Malley 

This theory, which is traceable to David Hume, is the origin of the quantity theory of money, 

and the basis of monetarist school. In Hume's view the quantity theory of money represents 

only a state of equilibrium. Money was merely a medium for rating labor and commodities with 

no long-run influence on the stability of an economy, employment and out put even when it is 

in greater abundance than that necessary for rating of available labor and commodities, 

However the term in gre:ater abundance is used in a more restrictive manner. Hume also 

expressed his fright that a flow of gold and silver in greater quantity might have an effect on the 

situation of neutrality of money and the long-tem1 equilibrium, He observed that in states where 

the gold flow was large, labor and industry were activated and the price of labor and 

commodities rose by degrees in proportion to the new quantity of money, His conclusion was 

7 For detail reading refer Friedman (1969 & 1970), Dennis (198 1 ),Keynes (1936), Onoh (1982), Fischer( 1975) and 
Laidler (2003) 
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that the outcome of new money in an economy is constructive only during the time of 

adjustment from one-long term equilibrium to another. 

However the perception of money was based on the rigid "full-bodied" concept of money at the 

time where transaction media was based on metal or g?ld, and due to its scarcity, there was 

little fear that gold become in excess so as to upset monetmy equilibrium and to cause 

instability. Although the credit system existed at the time, metallic money dominated the 

economy. And due to this restrictive concept of money, and the absence of financial institutions 

which could create expansive credit, monetary evils were unknown. Therefore Hume couldn't 

develop a long-term monetary theory and money was given no long-term role in the economy. 

The extensive credit system, made possible by the modem concept of money, raises a no of 

stability problems to Hume's long term equilibrium. 

Later, Wicks ell and Koopmans made further contributions in the area of the neutral theory of 

money. Money is supposed neutralS if a state of monetary equilibrium is achieved in which the 

market and the natural rates9 are equal in a market economy. At the point of neutrality of 

money, economic variables are believed to behave rationallylO. This recent view rejects the 

earlier rigid theory of neutral money and considers money as neutral if economic variables are 

restored to their original values after a state of monetary disturbance caused by extra money 

injection. At the equilibrium point, when real money balances equal desired money balances, 

money is supposed to be neutral, however, with the introduction of credit money and deficit 

financing policies, the amount of money available exceeds the amount of money required for 

transaction purposes ll and disturbs the monetary equilibrium. 

Classical Theories of MOlley 

Heruy Thornton acknowledged the role of the credit system 111 an economy. Unlike Hume, 

whose theory was based on long-term equilibrium and on restricted metal concept of money, 

8 When money is neutral it has no effect on prices and no influence on economic variables and it only serves as a 
medium for the rating of labour and conm10dities. 
9 The natural rate is a rate which makes the demand for Loan able funds equal with the supply of savings 
10 Rationality in the behavior of variables implies ideal economic decisions and processes with no errors of 
decision and operations 
" The concept of money balances no longer represents the classical transactions balances rather it includes the 
concept of speculative balances of the Keynesian type as will be discussed below. 

10 
,~ , 
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Thornton's was a short-term theory and his monetary concept takes into account the expanding 

credit system at the time which could no longer be overlooked. He agreed with Hume that the 

expansion of money has real effects in the short-term, especially in a metal-based currency 

economy, while he expressed the long-run effect unknown. He argued, however, in an 

expanding economy, the credit system also expands particularly when the return on capital is 

positive. Further, he expressed that an economy that can be stimulated through credit expansion 

can also be contracted if the economy's demand structure is altered and this causes 

unemployment. Therefore he advocated monetary authorities to pursue a credit management 

system through the use of monetary instrument of interest rate to control any excessive credit 

expansion, which can lead to boom and then to slump. He found an indirect link between 

money supply and prices through the rate of interest in that the rate of interest affects money 

supply which in tum affects the price level. This linkage between prices, money and interest 

rates was the basis for Keynes's later work on the general theory of employment, interest and 

money. 

David Ricardo ignored the expanding credit and interest rate systems under his monetary 

theory. Since he based his theory on metallic money, as Hume did, he did not acknowledge 

monetary management. In his view, the quantity of money alone determines the level of prices, 

and has no importance overtime in an economy. Hence, he fixed his theory to the earliest 

version of the quantity theory while revision was required. Due to his application of the static 

equilibrium12 concept, he ignored the short term effect of money on economic activity. He 

opposed monetary contraction for fear that it would lead to a fall in prices which might slow 

down business activities. So his recommendation was that any serious fa ll in transactions 

money that significantly influences the general price level and in tum profits and employment 

should be avo ided. However, hi s advice is in contrast to his monetary theory which says only 

the quantity of money affects the level of price which is not of real importance over time. 

John Stuart Mill, like Thornton, considered credit money on a short term basis. For him growth 

in credi t is attached to expansion of trade credit. The expansion of trade calls for a more reliable 

form of credit and at this point bank credits would serve the expanding trade. However, to 
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avoid excess expansion of credit and its consequences, like Thornton, he recommended 

monetary management 

Irving Fischer developed his exchange equation on the basis of the quantity theory of the 

earliest period and although it is not a pure classical qual\tity theory, it is a version of it which is 

expressed as follows: 

PT= MV 

T = Demand for money in a period (volume of trade) 

P= Average price of commodities and factors in a period 

M= Average quantity of money in a period 

V= Average velocity of money in a period 

MV= Supply of money in a period 

P is considered as a passive and a dependent variable, V is assumed stableiJ The demand for 

moneyl4 is taken as stable and outside the influence of monetary factors. Money supply (MV) 

and demand for money (T) detern1ine the level of P. The general price level varies 

proportionately with the supply of money and inversely with the demand for money. This 

proportional relation-ship between general price level and money supply was also the main 

substance of the older quantity theory, what is original here is the inverse proportional variation 

of the general price level and the demand for money. 

Another version of the quantity theory of money, led by Marshall and Pigou, is the Cambridge 

equation lS, which is in some respect alike with Fischer's exchange equation. It is specified as 

follows : 

M = KOP 

M = Average supply of money in a period 

o = Real income 

P = Average price level 

K = A fraction of cash balances out of real income 

12 The static equilibrium jumps from one equilibrium point to another without consideration of movements 
between two equilibria. 
13 A variable is said 10 be stable if it changes only gradually over time. 
14 It depends on real factors of production. 
IS This equation is also called the cash balance Iheory. 
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KO = Demand for real cash balances in a period 

For both the Fischer and the Cambridge equations, equilibrium is attained only when supply of 

money is equal to the demand for money. Both conclude that prices vary directly and inversely 

proportional to money supply and money demand respectively. The Cambridge theory assumes 

that K is constant in a fu lly employed economy and r~al income changes only very slowly. 

Hence the two working variables remain P and M and when M increases P will continue to rise 

until the demand for money equates the supply of money. 

The constancy of this fract ion K, analogous to the V of the Fischer equation l6
, is questioned by 

some economists who argue that this fraction varies depending on the level of employment or 

unemployment. This theory argues that an increase in money supply will result in excess money 

balances which itself depends on the values of K and M. Not all the excess money balances are 

paid out on consumer and capital goods; they could also be held as financial assets . When the 

demand for financial assets rises, their prices increase and interest rate falls. 

These quantity theories of money regard the role of money as a decisive factor of the absolute 

price level with no role on output or income. Under the transmission mechanism of money in 

the classical version, long- run equilibrium is disturbed during an injection of additional money 

where the actual real money balances exceed the desired one.17 Real wage rises, assuming the 

price level remains stable in the short run. The excess real money balance holding will be spent 

on consumer durables or invested in financial assets. Under the assumption of stable money 

demand in the short run, the general price level continuously goes up till it ensures a long-run 

equilibrium. And prices mount proportionally with the rise in money supply between the two 

equilibriums. In the short run, money is not neutral to the economy as it has impact on the real 

wage rate and consecutively on employment and out put. However, at the long-run equilibrium, 

where the price level has risen in the same proportion to equate actual and desired real money 

balance, money is neutral. Real wage and interest rates are not influenced by monetary 

expansion in the long-run. Although the rate of interest falls in the short run, due to a boost in 

money supply and its outcome of ri sing bond prices, it will take its previous equilibrium 

16 K is Ihe reciprocal of velocity (MfGNP) where GNP=PT=MV from the Fischer equation and hence 
V=(GNPIM), from the Cambridge, M =KOP=>MV=OP=>MV=PT which implies the two equations are the same 
17 Long-run equilibrium is assumed where actual real money balances are equal to desired real money balances. 
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position as the issue of bonds increases to match the excess demand induced by the incremental 

money supply. 

Classicalists divide the economy into two sectors lS
, the real and the monetary sectors. In the 

real sector, which is associated with the short-run m0!letary theory, real wages, output and 

employment are influenced and money is not neutral to the economy. While in the monetary 

sector, which is associated with the long-run theory, the interest rate plays no role and money is 

neutral to real variables but affects nominal variables such as absolute prices and the money 

wage rate. In general, the classical version of the quantity theory of money discusses about an 

increase or decrease in money supply without explaining how the increase or decrease can be 

achieved. 

The KeYllesiall Revolutioll 

In Keynesian monetary theory, an increase or decrease in money supply is attributed to the 

open market purchase or sale of government debt instruments by the central bank. And 

government purchase of securities, which is strongly based on the prices of those securities, 

results in increased money supply. Unlike the classicist's demand for money theory, which 

made no distinction between the various motives for holding money, Keynes made a clear 

distinction between the three motives of holding money, the demand for transaction, 

precautionary and speculative balances. The demand for money as a medium of exchange or 

demand for active balances is motivated by transactions and precautionary needs. The demand 

for money as a store of wealth or the demand for idle balances is motivated by the speCUlative 

motive. This speCUlative motive is the key element of Keynes's liquidity theory and 

distinguishes Keynes from the classical school of thought, in which money is considered 

neutral to the economy in the long run. Similar to the Cambridge equation, Keynes considered 

investment in financial assets as an alternative investment if money rose. Financial assets are 

replaced for money because money has nil return. The return of a financial asset is the sum of 

the capital gain 19 and the interest yield of the asset. Owners of wealth look at both capital gain 

and the interest yield to make a decision on whether to buy financial assets or to hold 

18 The division of the economy into real and monetary sectors is called classical dichotomy 
19 Capital ga in is the difference between the current price of a financial asset, and its expected new value. Capital 
ga in occurs if the difference between the original price and the new value of the financial asset is greater than zero 
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speculative or idle balances. This demand for idle balances is reliant on the rate of interest. At a 

higher interest rate wealth owners hold less idle balances since a larger share of idle balances is 

changed to bonds in the anticipation that the rate of interest will fall and capital gain will rise. 

From his notion of idle balance theory, Keynes concl~ded that, contrasting the ideas of the 

quantity theori sts, a rise in money supply does not result in a direct proportionate increase in 

prices since part of it is held as idle balances. For Keynes, the general price level is determined 

by labor costs. Keynesians also differ from the classical monetary school in their view of the 

transmission mechanisms in the monetary sector. For the classicists the level of money supply 

determines prices, wages and employment. A cut in the money wage rate or the money stock 

will increase the employment level. For Keynes, on the other hand, those variables are 

determined through the rate of interest. An increment in money supply will augment the 

quantity of idle balances that will reduce the rate of interest, consequently increasing borrowing 

for investment purposes. An increase in investment, in tum, wi ll raise the level of income and 

boosts demand that will cut unemployment. The class ical school doesn't state a thing about the 

sources of extra money in an economy, while Keynes identified sources such as open market 

operations by the authorities, increased exports and deficit expenditure. Unlike classicists who 

believed in wage cuts to diminish unemployment, Keynes recommended an increase in prices 

which he believed will shrink the real wage rate and increases the demand for labor. 

Keynes's theory traced the source of the difficulties of the depression years to the private 

sector. For Keynes deficit fiscal policies and demand management policies re-establish stability 

by drawing into use idle resources, capital and labor. This suggestion worked during the 

depression years of the 1930's. Public expenditure induced demand and reduced unemployment 

while increased prices, as is in the recommendation of Keynes, reduced unemployment initially. 

However, after some time, unemployment, which was expected to move inversely with price 

increases, began to move in a similar direction. Contrary to expectation, the cheap-money 

policy of Keynesians could not mop up unemployment, rather created monetary instabilities 

caused by inflation. 
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