monetarist economics definition

monetarist economics definition refers to a macroeconomic theory that emphasizes the
role of governments in controlling the amount of money in circulation. This school of
thought, primarily associated with economist Milton Friedman, posits that variations in
the money supply have major influences on national output in the short run and the price
level over longer periods. Monetarism stands in contrast to Keynesian economics, which
prioritizes fiscal policy over monetary policy for managing economic stability. In this
article, we will explore the core principles of monetarist economics, its historical context,
its applications in policy-making, and the criticisms it faces. By understanding the
monetarist economics definition, we can better appreciate its significance in contemporary
economic debates.
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Core Principles of Monetarist Economics

The foundation of monetarist economics rests on several key principles that delineate its
approach to understanding economic phenomena. These principles inform how
monetarists view the relationship between money supply, inflation, and economic output.

The Quantity Theory of Money

At the core of monetarist theory is the Quantity Theory of Money, which can be
summarized by the equation MV = PY. In this equation:

e M represents the money supply.

e V symbolizes the velocity of money, or the rate at which money circulates in the
economy.

e P stands for the price level.



¢ Y denotes real output or GDP.

This equation suggests that changes in the money supply can lead to proportional changes
in price levels, assuming velocity and output remain constant. Monetarists argue that
controlling the money supply is essential for managing inflation and stabilizing the
economy.

Long-Run Neutrality of Money

Another significant tenet of monetarism is the concept of the long-run neutrality of money.
Monetarists contend that while changes in the money supply can affect real economic
variables (like output and employment) in the short term, they do not have lasting effects
in the long term. In the long run, the economy adjusts, and any increase in money supply
merely results in higher price levels without influencing real output.

Policy Rule for Money Supply

Monetarists advocate for a fixed annual increase in the money supply, reflecting their
belief that such a rule can help avoid the instability caused by discretionary monetary
policy. They argue that central banks should follow a predictable policy, allowing
individuals and businesses to make informed decisions based on stable expectations of
future economic conditions.

Historical Context and Development

Monetarist economics gained prominence in the 1970s, particularly through the work of
Milton Friedman and his associates. This period was marked by stagflation—a combination
of stagnation and inflation—which challenged the prevailing Keynesian models that
dominated post-World War II economic thought.

The Rise of Monetarism

Friedman's critique of Keynesian economics was pivotal in the shift towards monetarist
principles. He argued that Keynesian policies failed to address the importance of money
supply and its direct impact on inflation. This was particularly relevant during the 1970s
when many economies experienced rising prices alongside stagnant growth.



Key Events Influencing Monetarism

Several key events helped to solidify the monetarist perspective within economic
discourse:

e The Oil Crisis of the 1970s, which led to soaring inflation rates.

e The Federal Reserve's response to inflation under Chairman Paul Volcker in the late
1970s and early 1980s, which included tight monetary policies.

e The success of monetarist policies in stabilizing economies during periods of high
inflation.

Monetarist Policy Implications

The implications of monetarist economics extend into both fiscal and monetary policy,
particularly in how governments and central banks manage economic fluctuations.

Monetary Policy Implementation

Monetarists advocate for a monetary policy that prioritizes money supply control over
interest rate manipulation. This approach involves the following:

e Setting a predetermined growth rate for the money supply.
e Monitoring the money supply closely to adjust policies as necessary.

e Reducing reliance on interest rate adjustments as a primary tool for economic
intervention.

Fiscal Policy Considerations

While monetarists primarily focus on monetary policy, they also address fiscal policy. They
caution against excessive government spending and advocate for balanced budgets,
positing that fiscal policy can lead to inflationary pressures if not managed carefully.



Critiques of Monetarism



