
Topic:-Patinkin’s monetary model-Real Balance Effect 

Don Patinkin presented his monetary model in his monumental work “Money ,interest and prices”. 

Patinkin criticized Cambridge economists for the homogeneity postulate and dichotomization of 

goods and money markets and then reconciles the two markets through the real balance effect. 

Criticism of neo-classical assumptions The homogeneity postulate states that the demand and 

supply of goods are affected only by relative prices which means that if money prices doubles it 

will have no effect on demand and supply of goods. Mathematically, the demand and supply 

functions for goods are homogeneous of degree zero in prices alone. The homogeneity postulate 

precludes the price level from affecting the goods market as well as the money market. Patinkin 

criticizes this postulate for its failure to have any determinate theory of money and prices. The 

dichotomization of goods and money markets means that the relative price level is determined by 

the demand and supply of goods, whereas absolute price level is determined by the demand and 

supply of money. This implies that the price level has absolutely no effect on the monetary sector 

of the economy, and the level of monetary prices has no effect on the real sector of the economy. 

The Real Balance Effect Patinkin integrates the money market and the goods market of the 

economy which depend not only on relative prices but also on Real balances. Real balances mean 

the real purchasing power of the stock of cash holdings of the people. When the price level 

changes, it affects the purchasing power of people’s cash holdings which ,in turn, affects the 

demand and supply of goods. This is the Real balance effect. Patinkin introduces the stock of real 

balances( M/P) held by community as an influence on their demand for goods. Thus the demand 

for a commodity depends upon real balance as well as relative prices. Now if the price level rises 

, this will reduce the real balances (purchasing power) of the people who will spend less than 

before. This implies a fall in the demand for goods and the consequent fall in prices and wages. 

The price decline increases the value of money balances held by the people which, in turn, 

increases the demand for goods directly. The initial decrease in commodity demand creates a state 

of involuntary unemployment. The unemployment will not last indefinitely because as wages and 

prices fall, the real balance effect tends to increase commodity demand directly and indirectly 

through the interest rate. With sufficiently large fall in wages and prices, the full employment level 

of output and income will be restored. Finally, even if there is the “Liquidity Trap”, the expansion 

of the money supply will increase money balances, and full employment can be restored through 

the operation of the real balance effect. According to Patinkin “The dynamic grouping of the 



absolute price-level towards its equilibrium value will----through the real balance effect-----react 

on the commodity markets and hence on relative prices”.Thus absolute prices play a crucial role 

not only in the money market but also in the real sector of the economy. Patinkin further says 

“once the real, and monetary data of an economy with outside money are specified, the equilibrium 

values of relative prices, the rate of interest and the absolute price level are simultaneously 

determined by all the markets of the economy”. Thus Patinkin also introduces the real balance 

effect in the general equilibrium analysis. Patinkin also validates the quantity theory conclusion 

.He says, the real balance effect implies that people do not suffer from “money illusion” .They are 

interested only in the real value of their cash holdings. This means doubling of the quantity of 

money will lead to a doubling of the price level, but relative prices and the real balance will remain 

constant and the equilibrium of the economy will not be changed. 


