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“One of the purposes of economic theory is to look through  

the veil of money to the realities behind it”�
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�“Over the last two decades work on the Post Keynesian theory of endogenous money has 

been flourishing, and has prompted a rethinking of the complex nature of money in modern 

economies. … But the Post Keynesian theory of endogenous money has largely been 
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dismissed by most economists and practitioners as too scholastic or philosophical, and of 

little relevance for theoretical and empirical developments in monetary economics.”���
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2. Theoretical and Empirical Discussion of the EMP 
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“The central bank’s commitment to system liquidity and financial stability overrides its 

ability to control of the rate of growth of the money supply”�/7����������1���0���
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3. The Monetarist Legacy of Exogenous Money 
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“The money supply can be described as a multiple of the monetary base, called the money 

supply multiplier. The idea behind the money supply multiplier is that the ratio of currency to 

deposits and the ratio of reserves to deposits are relatively stable. If we view these ratios as 

constants, the money supply multiplier is a constant, and the money supply is exogenously 

controlled by the Federal Reserve System”�/:�����������1���0��

�

3)��,����#��
&�
�&
��-�	
''�	�	��)���������#��
�)��
�
�	�)������$)���(� �����&��� )��
	��

��� 
�%&
�� �� �)�� &���&� �%� ��
 �	� ���� �
��
��� *�� ������	� ��� %�&&�+� �)��� +
�)� �������
����

� ����
 � ���
 ��� ������ %���� �)�� �!
	��� �� �%� ���
��&�� &�'	�� ��&�� ���� �&���� �������#�

�
�)��
�
�	�	)�
&�������&���������
���)�
��	���
&
>��
�����?� �
��	��9	�
���)��*;�B7�����&���)��

J
���
�#�62
��
���������� kPYYP
V

M ≡⋅⋅







≡

�
�
	�'��
���������)�����	
���
����)����)��I
')�

��+�����.�	��
	��!�'���
	&#�
������.� �����&��	���)���
�� �
����%� �
	�&
�#����+��������#��

��
 �	�����
� ����
���)��2
���
�#�
����
�#��
�	�%�����)����	���������#������
 �	����
� ����

/&�%������
')�0���

�

.
��
�����	�����&�'
 �&&#�%�&&�+��)����� �
	��	����)
�'� ������ �����&&���in theory,�
��
	��&	��

 �����&&��� in practice�� 9&&� �.	� )���� 
���%
�
��&#� ����� ���		
�'� 	)���� �
��  �� ���	� �)���

���'��
�'��)��������%�'��+�)��%��)������#�	
��&#��3)�
����
���#�
����&#
�'���?� �
��	�+)
 )�

�
	�� ���  ���
�
�&&#� ���� � �
��&#� �
�	
��� ���� ��� ��
���
�� �� &
2

�� ���� ���%
���&�� ���"
�'�

	#	����� ��� ��	
��� �)�� � ����#� ����
�	� ���)� &
2

�� ���� )��&�)#� /��
 �� 	���
&
�#0�� ���� ���

����'�����C���	
�������)���! )��'��������

�

3)�� 2
���
�#� �)���#� 
	� ���
���� %���� �)�� :
	)��� 
����
�#� YPVM ⋅≡⋅ �� +)���� �)�� ����#�

	
��&#�/70��
��	��)����&� 
�#��%�����#�/=0�
	��2
�&�����)����
 ��
���!�/�0��
��	����&�
� ����

/K0��3)������#�	
��&#�
	��		
�����!�'���
	������=�
	��		
����	���&������� �)��	)�����
���

;
� ����������	�
���)������#�	
��&#� )����&�'
 �&&#���� ������������	�
����
 �	�/�0�����



� ��

�
��
�� /K0�� %&
 �
��
��	� 
�� �)�� ����#� 	
��&#� ���� ��&
����� �)�� ��
� 
��&�  �
	�� �%�

�� ��� ����
 �%&
 �
��
��	���

3)��,����#��
&�
�&
��-� 
	����
���'��&� ����������%��)���!�'���
	�����#�)#���)�	
	��3)��

����#��
&�
�&
���/m0�������	��)�����
���%��)������#�	
��&#�/70�����)��)
')���+���������#�

��	��/.0�������)����	�� ��	
	�	��%� 
���� #��&
	����"���	����	��3)������#��
&�
�&
���
����
�#�


	�	
��&# 
B

M
m ≡ ��*���)���������
	���
	
�����)���
�� �
����%� �
	�&
�#�
���)��2
���
�#�
����
�#�

�
�	�%�����
')�� ��� &�%��� %��������#����
� ������)��'�	�
�� �)��������%�'��+�)��%� �)��,)
')�

��+����-���	��������
��� )��'�	� 
�� �)�� ������%�'��+�)��%� �)������#�	
��&#� ���� �)����
 ��

&���&���

�

F����� �)�� ,����#��
&�
�&
��-� ��� �		� �)�� �.� 
	� ��&
����� ��&�� ��� 
� ���	�� ��� ���
 �� �)��

����#�	
��&#����
�	��
	 ���
����#���������"���������
��	��+)
 )��
�� �&#� )��'���)��,I
')�

��+�����.�	��-� *�� 
	�+
��&#���&
������#����)� �)���
�&
 ����� �)��� ����
 	����%�		
��� �)���

�)��.�	��
	� �����&&����#��)���.��)��
')���������"���������
��	��	���)��)
')���+�������	��

 ��������&��'������ ����� �������
�	��
	 ���
����9��#�
 �&���!����"�	����������%��)���������
	��

�����
'��
	1�

�

The stock of money is determined by the Fed through its control of the monetary base (high


powered money); by the public through its preferred currency
deposit ratio; and by the 

banks through their preferred reserve
holding behaviour.  ...  The Fed creates high
powered 

money in open market purchases when it buys assets by creating liabilities on its balance 

sheet.”���������@����
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"Depositors can affect the level of money stock through changing their preference to hold 

currency relative to demand deposits. A change in depositors’ preference may occur when 

the economy experiences either bank runs or bank panics. Depositors might incur substantial 

losses on deposits, and would thus have an incentive to have a greater preference for 

currency and less preference for deposits. Furthermore, when depositors subjectively 

anticipate a surge in inflation, the relative attractiveness of currency to deposits will rise, 

because depositors will increase their consumption of goods. Consequently, the money 

supply will shrink when depositors exhibit a greater preference for holding currency relative 

to demand deposits”.�B�
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“You will recall that when the central bank buys assets for example, the accompanying 

increase in the money supply is generally larger than the initial asset purchase because of 

multiple deposit creation within the private banking system. This money multiplier effect …. 

magnifies the impact of central bank transactions on the money supply”
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“Our analysis of monetary policy has been based on the assumption that the Fed influences 

the economy by controlling the money supply. By contrast, when the media report on 

changes in Fed policy, they often simply say that the Fed has raised or lowered interest 

rates. Which is right?…�Why has the Fed chosen to use an interest rate, rather than the 

money stock, as its short
term policy instrument? One possible answer is that shocks to the 

LM curve are more prevalent than shocks to the IS curve. If so, a policy of targeting the 

interest rate leads to greater macro
economic stability than a policy of targeting the money 

supply.... Another possible answer is that interest rates are easier to measure than the money 

supply. The Fed has several different measures of money 
 M1, M2, and so on 
 which 

sometimes move in different directions. Rather than deciding which measure is best, the Fed 

avoids the question by using the federal funds rate as its short
term policy instrument.”
18

 

 

4. The Legacy of Macroeconomic Textbooks 
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“Traditional economics is the set of concepts and theories articulated in undergraduate and 

intermediate graduate
level textbooks. It includes the concepts and theories that peer


reviewed surveys claim or assume the field generally agrees on. Textbooks represent a 

consensus view of the profession, and include basic ideas that anyone being introduced to the 

field needs to know. But textbooks inevitably omit more
advanced material… the limitation of 

both textbooks and surveys, of course, is that they typically focus on the conventional rather 

than the cutting edge.”  /.�
�)� "��������1��4.0���

�

8���	)�
&�������
�������
 )�+�
')������)��truth value��%���!����"����	�����
��	��	
� ����!�	�

������#��)��, ������
���&�+
	���-����)����)����)�� 
��
�'���'���%����%�		
���&���
�
�����

.
��+��������+���
���
&#� �� ������+
�)�,�������
���&�D
	����-��

�



� ���

7�	�� 
�����
 ���#� �� ���� ����
 � ��!�	� %
�	�� ��%
��� �)�� ����#� 	
��&#� ���� �)��� �
�� �&#�

�		����� ��'��“the nominal stock of money is controlled by the Fed”� /@����
	 )�A�:
	 )����

���40� 9�� ����+)�&�
�'� )
'�� ��?��
�#� /��� �
�� �%� ��0� �%� 
����'���
���� ��!�	� ��
')�� �)��

�������
	���
�+��)����)��	
��&#��%�����#�
	��!�'���
	&#�
������)���
�� �� �����&��%��)���.�

�)��
')� �)�� )
')���+�����.�	�� ,����#��
&�
�&
��-� �����
'��� 9&�)�
')� �)���� ��!�	�

����
������)����)��7;�+�	�	����
��	�����'���
	����� �� &
�����)������#�	
��&#�+�	�	���

�!�'���
	&#��#��)���.��8�&#����
���%����
����'���
������ �����!�	����������)��67����)��

/����0�����GL������/����0���

M39.B6���I6�6N�

3)��	����&��'����?��
�#�/����
���%���0����������)��*;�B7�����&����������	��������#�	)
%�
�'�

�)�� 	)����������	
�
����%� �)��B7� 
����)�+� )��'�	� 
�� �)������#�	
��&#�  ��� 
��� ����� �)��

&���&� �%� 
�����	�� ����	� ���� 
� ����� 9%���� �		���
�'� �)�� ����#� 	
��&#� +�	� �)�� �.(	�  )
�%�

�!�'���
	���&
 #�
�	��
���������
���%������!�	�� "��+&��'���/	���������	���		��0� �)��� 
�� �)��

 �	���%� %
!����! )��'������	� �)������#�	
��&#�+�	�
� �����&&��&���3)�� �#�
 �&� ����������+�	�

	
��&#�����		���
������'�1��

,An economy’s money supply is controlled by its central bank. The central bank regulates the 

amount of currency in existence and has indirect control over the amount of checking deposits 

issued by private banks. The procedures through which the central bank controls the money 

supply are complex and we assume for now that the central bank simply sets the size of the 

money supply at the level it desires”�/5�
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“The money supply is an exogenous policy variable chosen by the central bank”�������������
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9���)��� �		�����1� “We assume that there is an existing quantity (supply) of money 

circulating in the economy, and the government has complete freedom to increase or 

decrease that total money supply.” 9
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“The theory that the only important determinant of the demand for money is the flow of 

spending is … the quantity theory of money:   PY
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�“Perhaps the greatest moment of triumph for the elementary economics teacher is his exposition of the multiple 

creation of bank credit and bank deposits. Before the admiring eyes of freshmen he puts to route the practical 

banker who is so sure he”lends only the money depositors entrust to him”. The banker is shown to have a worm’s 

eye view, and his error stands as an introductory objectlesson in the fallacy of composition. From the Olympian 

vantage of the teacher and the textbook it appears that the banker’s dictum must be reversed: depositors entrust to 

bankers whatever amounts the bankers lend.”�3��
����������
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“Monetary policy as usually conducted is ineffectual under fixed exchange rates”�����������������
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“The Fed cannot then completely control the money supply, and commercial banks and the 

public also play crucial roles in determining the level of money supply”�/B�
�����&�����40���
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“The money supply is endogenous, that is, outside government or central bank control”�
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“If the money supply increased via the purchase of domestic bonds by the central bank, the 

LM curve shifts to the right ... and the increased liquidity tends to drive interest rates down ...  

It [the central bank] is required to take any excess liquidity out of the market which the 

market does not want to hold. This reduces the money supply and continues until the money 

supply is back at its original level. The LM curve is back in its original position and nothing 

has changed” /GL�����������1���0���
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“Keynes  ... made a spirited departure from the classical tradition by assuming monetary 

influences determine the rate of interest”(�����1��0����
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“The Fed cannot control both interest rate and the money stock exactly. It can choose 

combinations of the interest rate and money stock that are consistent with the demand
for


money function. ... The Fed cannot simultaneously set both the interest rate and the stock of 

money” and in recent years the Fed has pursued a ‘more eclectic approach towards 

monetary policy.’”/@����
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“Money may be endogenous in the business cycle, either because central banks pursue 

accommodating policies, or because most of the money stock is inside money, who’s real 

volume adjusts to the level of economic activity”. /.&�� )����A�:
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“Money is endogenous, and the money
to
output correlation that we observe are evidence of 

reverse causation”�/����1����0�
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“The endogenous
money approach provides a warning that the correlation between money 

and output is likely to reflect part of the causality from output to money (...) the approach 

may imply that real volume of inside money is more closely linked to the cycle than the 

volume of outside money. This indeed seems to be the case empirically”.� /.&�� )���� A�
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"Changes in both the macro
economy and in macro
economics suggest the IS
LM
AS model 

is no longer the best baseline model of short
run fluctuations for teaching and policy 

analysis. This paper presents an alternative model, which replaces the assumption that the 

central bank targets the money supply with an assumption that it follows a simple interest 

rate rule... Most central banks pay little attention to monetary aggregates ...  one of the IS


LM model's basic assumptions is that the central bank targets the money supply ... Recent 

developments work to the disadvantage of IS
LM ... Replace the LM curve with its 

assumption that the central bank targets the money supply, with an assumption that the 

central bank follows a real interest rate rule. This new approach turns out to have many 

advantages, besides the obvious one of addressing the weakness of IS
LM that it assumes 

money stock targeting ... It avoids the complications that arise with IS
LM involving the real 
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versus the nominal interest rate, and inflation versus the price level; it simplifies the analysis 

by making the treatment of monetary policy easier, by reducing the amount of simultaneity, 

and by giving rise to dynamics that are simple and reasonable; and it provides 

straightforward and realistic ways of modelling both floating and fixed exchange rates ... " 
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�����(	��� ������!���		���	1 “The central bank can control the real interest rate by adjusting 
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 )� �	�� “Suppose the Federal 

Reserve reduces the interest rate,” /�����������<����0��“The Federal Reserve typically has 

a target level of a specific interest rate”�/����������������0�
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“It is time to down weight the LM curve and return the teaching of intermediate 

macroeconomics to a closer relationship with reality, by focusing on (1) the IS curve, and (2) 

the fact that central banks target interest rates and not money stocks ... Its  (exogenous 

money’s) motivating assumption, that central banks fix money stocks is simply false… adds 

significant complexity to the algebra of determining the economy's short
run output
interest 

rate equilibrium, and produces no corresponding benefit. False to reality, unconnected with 

the flow of news, needlessly complex, and leading to problems in discussing the dynamic 

evolution of the economy

these four reasons to downplay the LM curve are not balanced by 

any offsetting advantages.                          

You can see the contortions that people get themselves into by examining how modern 

textbooks attempt to convince students of the applicability of the IS
LM framework for 

understanding macroeconomic events  ...  one major textbook has a long discussion of the 

relevance of IS
LM

all of it discussing the effects of changes in central bank
controlled 

interest rates. There is no discussion at all of shifts in or movements along the LM curve. 

Smart students notice this incongruity and wonder what is going on. Other students don't 

wonder, but ... have a very hard time understanding the newspaper: ‘why’ they ask, ‘does the 

newspaper talk about interest rate changes instead of shifts in the LM curve?’ I believe 
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major reason for giving the LM curve a central place is historical: it allows you to present 

the Keynesian
monetarist debate of the 1970s as a debate about the relative slopes of IS and 

LM curves. Steep LM curve or shallow IS curves and the monetarists are right

the money 

stock is the principal determinant of output, unemployment, and inflation. Shallow LM or 

steep IS curves and the Keynesians are right. But it has been a long time since 

macroeconomics courses focused on the Keynesians vs. monetarist debates of the 1960s.��
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 “I return to the paradox with which I began. Most people believe that economics is about 

money. Yet most economists hold conversations in which the word ‘money’ appears hardly at 

all. Surprisingly, that appears true even of central bankers.”  7���#��5
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