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A RESUME OF DON PATINKIN'S “MONEY, INTEREST, AND PRICES”;
THE REAL BALANCE THEORY IS RESTATED

Chao Ching-hsi

1. In June, 1964, the present author published an article on “The Real Balance Theory and Its
Applicability” in this Journal in which he finds that the part concerning the real equilibrium
rate of interest was not very satisfactory and also that he could not have the whole view of
this Real Balance theory, as he was then unable to obtain Don Patinkin’s “Money, Interest,
and Prices”.

2. Since the book is now in the library, it seems to the present author worth his while to
write a resumé of it to make this Real Balance theory more complete and up-to-date. This
book is the second edition, published in 1965. The first edition was published in 1956. In the
second edition we can find many revisions and even recastings, especially in Chapters 3, 5-7,
and 12. ’

3. There are four points in this book which deserve our attention in connection with the Real
Balance Theory. Patinkin defines wealth as nothing but past accumulations and cash balances
on hand. Secondly, he formulates the theory that if the quantity of money changes, it can
not only affect the relative prices in the commodity market, but the absolute price level in
the monetary market. In addition, it can also affect the level of the interest rate. All thesc
can be realized through the real balance effect, not necessarily through the homogeneity
postulate or the artificiality of the dichotomy of pricing processes as expounded by the
classical theorists. Furthermore, Patinkin refutes the idea that the absolute price level under -
Walras’ Law is indeterminate. Thirdly, full employment can be recovered by the real balance
effect. Finally, Patinkin points out that Keynes’ Liquidity Preference theory is only applicable
to a circumstance where money illusion exists and prices are rigid. It is not applicable to a
circumstance where full employment prevails and prices are flexible. In the past, Keynes’
Liquidity Preference theory was quite workable, but now it is not so. What we are now
concerned with is not depression but inflation. That prices and interest rates are ascending is
inevitable in a full employment economy. We should not think that low interest rates can
remove these stumbling blocks. We should warn ourselves that these stumbling blocks are
the signs that the real side of the economy must be out of equilibrium.

4. The great contribution of this book, in addition to formulating the Real Balance Theory, is
to bring these two monetary theories, the classical Quantity Theory and the Keynesian
Liquidity Preference together. Patinkin feels that these two theories are not contradictory.
Instead they are interdependent with each other. The quantity of money can affect the price
level, which, in turn, will reduce the value of real balances. In order to make up the value
of thesce real talences it is necessary for the bond holders to zell their bonds, thus bringing

down their prices and forcing up their interest rates. So we cannot think that money,
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interest and prices are separated from each other. Instead they are interrelated and can be
balanced only when the commodity market and the money market are in equilibrium. This
is known as the General Equilibrium Theory. Patinkin, in addition, suggests that static
analysis is not enough in analyzing the monetary theory: the dynamic one should be
included. These ways of study will make the monetary theory more appealing now to

economists and policy-makers.
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