A Modest Step Towards Fixed Parities™

1. The experience of the last ten years has keenly disap-
pointed those, including myself, who thought that {foating rates
would have lessened inflation, unemployment and balunce of pav-
ments disequilibria.  In addition, daily fluctuations of exchange
rates have recently become too sharp, imposing unwelcome risks
on business enterprises, Whether the failure of the tloating systein
was due to continued intervention in the marketr by national mo-
netary authorities, to mismanagement, to external eveuts such as
the oil explosion or to the differential rates of inflation, all this
does not greatly matter.

Some may think that part of the explanation is w be found
in the near absence of concerted action at the international level
and in the lack of political will to manage floating by inrernational
decisions and by a better coordination of exchange rate and inrerest
rate policies.

It has always been realized that freely floating rates could
not solve simultaneously the problems of liquidity, arisine from
temporary and reversible extennal imbalances, and those of adjust
ment arising from fundameatal disequilibria. Private speculation
did not iperform the stabilizing role we all expecied of it. On the
other hand, depreciation of a cutrency as an instrument of adjustment
proved inadequate owing to its feed-back effects and to the existence
in some countries of a large measure of indexation. The appreciation
of a cutrency has proved in many cases successful in keeping down
external inflationary pressure but has not helped so much in restoring
balance of payments equilibrium.

This sense of dissatisfaction with the functioning of the float-
ing rate system has been one of the reasons for the move in Europe
towards regional monetary integration, starting in the early Seven-
des and leading o the creation of the Furopean Monetary System.

* Paper presentsd to the * Securizes Group,” MNew York, ist March 1987



70 Banca Nuzionale Jded Lavoro

2. The urge towards more stable exchange rates, even to fixed
patities, is becoming more intense. In particular, fixed parities are
viewed as a betier instrument than fluctuating rates in compelling
national authorities to follow correct economic policies and to abide
by monetary discipline.

Some people may think that a return to gold, ie. to an inter-
national standard over which individual national authorities have no
control, would solve the problem after ten vears of mistakes and
misgivings. Others may think that gold will never be on the mo-
netary agenda again and that a reconsideration of the problem along
these lines betrays a failure to appreciate present -realities, The
price of gold has been too volatile to become once again a stable
measute of values to which currencies could be linked and in which
they coutd be made convertible with some enduring confidence.

Some people would ook at SDR, or even better at an improved
SDR, as the appropriate standard for such purposes. But this is a

long term perspective, because SDR still forms a small fraction of -

international liquidity and because the “ substitution account ” —
which would have gone a long way towards enhancing the instru-
ment -— has been shelved.

Whatever the standard — gold or SDRs — we must not
again overlook the fact that it has to be not only a common denomi-
nator of currencies, but also an insttument for the conservation of
value. A not insignificant cause of the break down of the Bretton
Woods gold-dollar standard was the refusal to implement the IMF
Articles of agreement concerning uniform changes in par values.

3. In view of the uncertainties as to the future approach
to a possible return to a par value system based on an inter-
national standard, we might envisage a number of intermediate
steps which would not prejudge the final choice. We must recognize
that:

_ the aim to be attained is convertibility at fixed rates of national
currencies held by non-residents into an acceptable international
monetary standard and that this aim can be attained only
gradually;

_ the choice of the standard should for the time being be left
open for future decisions;
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— (tihe fiholce has to be made only when inflation has been re-
: quﬂ to manag-eable. proportions and when differential rates
of inflation between industrial countries have disappeared;

bl

— in the meantime we have to enhance both the role of SDR and

gold;

If we accept these ass i { i
I we ssumptions, the intermediate aims
identified as the following: could be

— gradual stabilization of exchange rates;
— gradual stabilization of the price of gold; and

— mﬁl?ihzzno]n of go}ld, which is now a very illiquid asset, to be
achieved along with its increasing monetary rol i
’ ary role and the increas-
ing role of SDRs. e

T"h'e attainment of such intermediate aims is desirable in it-
self, independently of the above-mentioned final aim, because it
woul.d introduce into the system a degree of stability ]’aen‘eﬁ‘cia'l to
the improvement of economic relations between countries.

‘ 4. The gradual stabilization of exchange rates, given the
existence of three main distinct monetary zones (EEC’ dollar and
yen) whose currencies fluctuate freely against each othéar could be
pursued iin the framework of a tripartite monetary agree;nent

Flex-rble. bands of fluctuation could be agreed upon bet.ween
the three main currencies (ECU, dollar and yen), possibly after the
entry of the UK into the EMS, Margins could be fixed at plus-
minus, say, 10 percent above and below a central “ equilibrium ”
rate. Margins could be progressively restricted. Margins should
be defended by interventions in the market using, in addition t.o
currency reserves, the proceeds of central banks’ =s“;a-ps IMF draw-
ings, proceeds of SDRs and/or gold sales and so on. ,The central
rate could be ghmg‘ec.i by common agreement in the presence of a
;i.ln{:tlarlz?ntal dIlfseql}.;ﬂl'brium and possibly within the margins of

uctuations. In this contex i i '
O oo b -Con:sideredf’ a divergence threshold of the FEMS

Stabi.lizatiovn of exchange rates, to be successful, has to be
accompanied by close coordination of interest-rate p’oli‘cies In
1980, tl?e US prime rate swung from 20 petcent in Aprilx ’to 10
percent in July and to above 20 percent at the vear end. Such a
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high rate is clearly depressing for the world econolm{; '?t lvfarége ;]I(J)i
production represents around 40 percent of the glo al product] ;
of the industrial world), not so much becafus;e of its lev'el 1-nh_u:10rm1-
nal terms, but because of a very significant dw‘er;gen‘ce th'h the ?te
of inflation, US has at present a real rate of interest h;gh_er 4 a;ﬁ
in most industrial countries.  As Germany and oth?r §I0§ntr1es W
presumably follow the same course by testricting liquidity, the de-
essing influence of high real rates will spread.
pressing iniue g

5 Stabilizagion of the price of gold is a necessary pre-
requisite of a remonetizaiion of gol-d_, i-f. %su:ch a development is
deemed desirable.  But it has some value in :Lnseif.' ‘

The experience of the gold pool in the Si.xties is a model off it{;e
iind of stabilization to be avoided. Anyhow, it cannot Now be _..0 (zé
wed because entirely different conditiots (there is no Oﬁfl'cléi; l‘pru:-el.tn
gold) make it impossible to operate the. same fxray.f 3516(1 ;ﬁim
ciple of that model was to consider the official price of 1 0
an ounce as the © true 7 price to be defended on the mar ket.

Any methed of stabilization has to 'avoid, a-tlJlealst :nm;]gg;
the pitfall which consists in ‘predetermining the 'cfveji 1:a‘ \:z) &
the price of goid will be pegged. One of the procedures
iollowed could be the following:

4) the BIS, acting as agent for a numpber of central 'ban‘gs:,
derlares itself ready to buy and sell gold against dollars d;it marg;gz
respectively below and above a central price corre;:ponf. ng zo
average of the market prices in, say, the previous three IXIngs;

b) the average of three fixings should be progress;vlfiﬂy 3;1
larged to some 30 fixings or more in the course of the tollowing
months;

¢) gold putchased and sold shpulzi be aﬂ"slf}ﬁaﬁed to orl ISTE-
plied by the central banks participating in tne stabilization programme
in proportion to their gold reserves. . il

Any rising or declining trend of the market price of. g\: ;{W‘ 'n.
thus ber‘pr-;wgressi-veiy stowed down. .In.the course ;jf 't1$;\;e;ﬁign.
apptopriate level of the price of gold is identified, E{ e mk vendion
price, could be modified away from the averages of market prl
indicated above.
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6. Gold is at present a largely illiquid asset. In case of
need, central banks cannot sell gold in the market withour heavily
depressing its price, except for very modest amounis, in order to
finance balance-of-payments deficits. As in the case of ltaly in the
past, it can be used as collateral to obtain loans, although at the cost
of to some extent impaiting external standing and dmage. An at-
tempt to make gold more usable for monetary puiposes has been
made in the EEC through the creation of ECUs, which are issued
against the deposit, at three months’ maturity, of a certain percen-
tage of gold and dollar reserves of member countries.

Working on similar lines, gold could be made to re-enter the
international monetary circuit. Some of the aims of the now de-
funct “ substitution account ” could also be achieved in the process
by injecting dollars in addition to gold into ihe mechanism. One
possible line of action could be the following.

Fach future allocation of SDRs could be made available o
IMF members in proportion to their quotas on the condition
that the receiving member accept from the Fund an additional
amount of SDRs, equal — say ~— to the double of the allocation
as a counterpart of gold and dollars (hali and half) deposited
with the Fund at a renewable three months’ maturitv. At the
matunity of the deposit, the amount of gold and dollars deposited
with the Fund against SDRs will be adjusted to the prevailing
market prices of the two assets.

Some IMY members -— but this does not seem lkely to
happen — may not agree to swap gold and dollars against the
additional distribution of SDRs; in that case, they would not be
entitled to receive their basic allocation. The unaliceated imounts
of SDRs would be apportioned to those temaining IMF members
in proportion to their quotas, on the same condition, ie. that they
swap gold and dollars for the double of the allocated amount.

In the course of time, as exchange rates and gold prices be-
come more stable thanks to the proposed tripartite agreement and
to the interventions of the BIS, the SDR.gold/dnliar transactions
on a deposit basis could be transformed into direct sales of SDRs
trom the IMF to member countries against gold and dollars, Mo-
reover, the 1 to 2 proportion of SDR allocations t¢ SDR sales
could be maodified in favour of rhe latter.
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difficult to foresee. The evolution
ystem could either move {tumzhe-r
his stage for a lengthy period.
1ts would have been achieved:
ation of the price of gold,
d enhancement of

Subsequent steps afe DOW
of the international monetary s
towards fixed patities or stop at t
Even in that event, considerable resu
more stable exchange rates, stabiliz
mobilization of gold for monetary purposes an

he role of SDRs. ' |
e r(l)rf ::)he meanwhile, a better coordination between EEC and

US would be worked out, particularly in the field of interest rate
policy.

Rome
RmaLpo OssoLA

The Chicago Monetary Growth-Rate Rule:

Friedman on Simons Reconsidered

I. At lssue

In their monumental A Mownetary History ofA the United States,

- 1867-1960, (1963) Milton FPriedman and Anna Schwartz (F & $)

expound the causal role of the Federal Resetve System in unleashing
the Ameriocan depression of the 1930s. In particular, F & § argue
that despite official pronouncements to the contraty, the Fed had
been pursuing contractionary monetary policies priot to and duting
the Great Depression. F & S also find that ® Many professional
economists as well as others viewed the depression as a desirable
and necessary economic development tequired to eliminate ineffi-
ciency and weakness... and interpreted monetary changes as an inci-
dental result rather than a contributing cause ™ (1963, pp. 408-09).

In a further essay (1967), Friedman identifies his Chicago
mentor, Henry C. Simons, as one who “ quite cleatly accepted the
official apologia of the Federal Resetve System — it had done its
best, but was powerless to stop the collapse...” (1967, p. 6). Fried-
man goes so far as to categorize Simons’s proposals for monetary
reform as “ largely irrelevant and wrong” and links these proposals
to Simons's intetpretation of the events precipitating the Great
Depression (1967, p. 2). Specifically, Simons perceived that the
depression was caused by an unstable velocity of circulation. For
this reason, according to Friedman, Simons opted for a policy rule
in terms of pricedevel stabilization, wheteby fluctuations in velocity
would be offset by opposite vaniations in the supply of money.
Friedman concludes his essay with the observation: “Had Simons
known the facts as we now know them, he would, I believe,
have been confirmed in his eatlier persuasion as to the merits of
the tule of a fixed quantity of money... rather than have accepted,
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albeit with great reluctance, stabilization of a price level ” (1967,
pp. 12-13)}

In what.follows we take. up a series of issues pertaining to
the monetary interpretation of the Great Depression as set forth
by F & S. Our point of departure is Friedman’s view that Simons’s
propagation of a rule in terms of a price level was largely a result
of the latter’s misinterpretation of the Federal Reserve’s perfor-
mance during the depression. Briefly to anticipate, we find that
espousal of a monetary rule involves, foremost, confidence in the
extrapolability of long-term statistical trends, particularly with
respect to velocity. Simons, as well as several of his Chicago collea-
gues who shared an interest in monetary economics during the
1930s, displayed a marked aversion to statistical extrapolation.
We also link the dnitial formulation of the monetary hypothesis
of the Great Depression to an entirely ovenlooked original con-
tribution by the American quantity theorists William Foster and
Waddill Catchings. Their contribution, published in July 1929 before
the initial downtunn in economic activity had actually set in — and
prophetically entitled, “Is the Resetve Board Keeping Faith? "
essentially anticipates views set forth by F & S. Additionally, the
monetary economics of Foster and Catchings are shown to have
included the formulation of the monetary growth-rate rule.

Il. Empirical Economics and the Chicago School

The proposition that Henry Simons would have advocated a
rule in terms of the quantity of money, in light of the evidence
presented by F & §, tequires an exposition of the eatlier Chicago
School’s perspective with regard to empiricism. The association
of Chicago with a rule formulated in terms of the quantity of

' In a recent paper, PATINKIN refers to the statement by Friedman quoted
in the text and argues: “1 must confess that I have always found it . difficult
to understand the operational meaning of such statements: to understand how
they can be subjected to empirical test® (1979, p. 222). Patinkin also provides
evidence showing that Simons did have at his disposal data that revealed that
the Fed had been pursuing a contractionary policy after 1929, Nevertheless, as
Patinkin notes, Simons continued to espouse a rule in terms of price-level stabilization
(1979, pp. 222-24).
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money, or its rate of growth, reflects the emergence of the metho-
dology of empinical verification among Chicago monetarists, Thus,
a consideration of the earlier Chicago School’s position on empi-
rical economics ds in order. .

In addition to Simons, other Chicago economists who shared,
at least in part, an interest in monetary economics during the
1930s included Frank Knight, Jacob Viner, Lloyd Mints, and Paul
Douglas.” In contrast to Mints — who expressed some interest
in statistical work during the late 1940s and early 1950s — and
to Douglas, the Chicago monetarists shated a distrust of empiricism.
Consider, for example, Frank Knight, whose well-known approach
to economics was an abstract and philosophical one. In a 1940
essay (reprinted in Knighr, 1956), “ What is Truth in Economics? "
Knight reflected as follows on the role of measurement in eco-
fomios;

A fundsmental weakness in inductive ptediction in economics is that
empirical (ie.) statistical data never present anything lke an exhaustive
analysis of phenomenal sequences down to really elementary -components,
and the correlation of an extrapolation from composite magnitudes or
seties never can be very reliable.. [thus] studies of * fotecasting™ make

it doubtful whether .the results (so far} are much better than random
guesses (1956, p. 176).

Knight's distrust of empiticism influenced his particular fot-
mulation of proper stabilization policy. For example, in a 1941
article on “ The Business Cycle, Interest, and Money " (reprinted
in Knight, 1956), he argued that the business cycle was caused by
independent variations in the velocity of circulation of money which,
in turn, were due to changing expectations with regard to the
general price level. Any tendency of prices to fall generates an
impression of yet further declines and thus causes the velocity
of circulation to fall in a cumulative fashion. Stabilization policy,
therefore, required that changes in velocity be offset. But since
previous variations in velocity could not be extrapolated for pur-
poses of forecasting, Knight opted for discretionary pricelevel sta-
bilization to control the cycle. He stated, “ An approximate constancy

"2 The nature of the carlier Chicago tonetary tradition has been the subject

‘of considerable discussion, including work by Frieoman {1967; 1972); Dawvis

(1968; 1971; 1979); Parmvxiv (1969; 1972a; 1972b; 1973; 1979); Humrurey
{1971; 1973); Tavias (1976; 1977a; 1977b; 1979; 1981); and AscuuEiM and
Taveas (1979).
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in general prmices, or in the relation between product prices and
wages, can in the nature of the case be achieved. by deliberate
action, based on constant attention, cotrecting or offsetting incipient
tendencies to expansion ot contraction” (1956, pp. 224-25).

Jacob Viner shared Knight’s distrust of erhpiricism. For exam-
ple, in a 1928 paper® he echoed a view remarkably similar to the
preceding statement on empiricism by Knight and bearing directly
upon the question of a rule based on past trends. Said Viner:

I do not believe that thete are many economic time series which
forecast their own trend with sufficient accuracy to be much supetior
to the random guess as to future trends. That there is a law of the
growth of population, which can be expressed in a simple algebraic
equation; that there is a law of the growth of capital, namely that
it grows at the rate of three percent a year; ..that there is a fixed
law governing the distribution of income which can be stated in arith-

metical terms or shown graphically; such - propositions... seem to me to
be purely fantastic (1928, reprinted in Viner 1958).

Viner never did espouse a policy rule, not even one formulated
in terms of a price level. On the contrary, he consistently favored
discretionary monetary policy. He made this point clear in a 1936
paper* in which he stressed his objection t6 policy rules on the
grounds that they were incapable of being reduced to a “statisti-
cally definable objective ” (1936, p. 116).

The eatly Chicago aversion to empiricism does not, of course,
logically preciude the possibility that Chicagoans might have been
so vonvinced by the F & S evidence, had they been aware of it,
that they would have opted for a monetary rule. The case of
Viner, however, belies this possibility for two reasons. First, as
Friedman (1972) has documented, during the 1930s Viner was
cognizant of the fact that the Federal Reserve System was pursuing
deflationary policies and, as a result, Viner strongly criticized the
System’s practices, Nevertheless, as already noted, he favored di-
scretionary monetary policy rather than a rule’ Second, consider
the argument which Viner presented in a 1964 essay:®

3 % The Present Status and Furdre Prospects of Quantitative Economics " (1928).
4 # Recent Legislation and the Banking Situation” (1936).
8 As demonstrated in note 1 to this paper, PATINKIN {1979) argues that Simons

also recognized that the Fed had been pursuing contractionary policies. Hence, -

the remarks made in the text with reference to Viner also pertain. to Simons.
8 Problems in Monetary Control (1964). .
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They [economic forecasters] are attempting 2 performance for which
there is no logical justification.. [their] techniques are suitable only
tor physical phenomena determined by a great number of variables which
are substantially homogenous and coordinate in weight, and when the
universe as a whole is a stable one. This is not what the economy is

like (1964, p. 9).

Hence,

There is no simple formula which can be discoveted which provides
in advance a guide to the decisions to be made or a code of working
rules by which to govern the execution of these decisions (1964, p. 7).

It is significant that these remarks were made affer the pu-
blication of the F & S evidence. Viner was skeptical as to the
feasibility of rules in monetary policy not because of a misinterpre-
tation of the facts of the Great Depression, but, as the afore-
mentioned evidence substantiates, because of a strong distrust of
empirical economics.

Lloyd Mints also displayed a lack of interest in empirical
work.” Although in favor of rules, Mints argued consistently during
the 1930s in favor of a rule to be stated in terms of price-level
stabilization rather than in terms of the quantity of money. Yet,
notably by the ilate 1940s, Mints began to evince some Interest
in empirical work, Specifically, in his Monetary Policy for a Com-
petitive Society (1950) Mints adduced empirical dara confirming
a simple correlation between the initial decline in the money stock
and the subsequent drop in both wholesale prices and industrial
production during the Great Depression. At the same time, Mints
showed less skepticism towards a monetary rule.”

The only Chicagoan who during the 1930s advocated a rule
in terms of the growth-rate of the money stock was Paul Douglas.”
Thus, on numetous occasions during the late 1920s and throughout

T This point is made by Patinkiv (1573},

® The simple statistical test used by Mints led him to interpret the early
1930s as a period chatactenized by a lack of sufficiently vigorous action on the
part of the Federal Resetve System. Furthermore, MINTs had, in a 1946 article,
% Monetary Policy,” given consideration to the possibility of increasing * the
quantity of money at some constant rate, roughly equivalent to the increase in
output 7 {1946, p. 61). However, he opted instead for price-level stabilization and
adhered to this option in his 1950 volume, albeit with less intense conviction. There
were, he argued, two * difficulties ™ associated with a pricelevel rule; *{1) the
lag in the effect of the monetary action, and {2} the discretionary power that would
have to be given to some administrative agency in regard to the volume of open-
market operation ” (1950, pp. 171-72).

® Douglas’s monetaty views are discussed in Tavias (1977b).
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the 1930s, Douglas argued thar the annual increase in the st‘ock
of money should cotrespond to the anpual increase in production.
Bur much of Donglay’ work during this #ime consisted of the de-
rivation of siatistical series.  Indeed, his pioneering studies on the
relative effects of labor and capital upon production are recognized
gt seminal conteibutious. Therefore, it should not be surprising
that Douglas favored a rule based on the extrapoiation (?f past trends
in production. For example, in a 1933 parnphlet, enn;t-led Colla"r;se
or Cycle Douglas ssated, ™ Since the long-time advance in production
tends to be somewhere between 3 and 4 percent a year... it follows
that the monetary purchasing power in the hands of consumers
must pormally be increased in approximately that rate” (1933,
p. 19"

Turting to Herry Simons, and bearing in mind the views ‘Gf
his Chicago colleagues Knight and Viner, it appears to us questio-
aable thar Simons would have become a proponent of a g‘rowt'h
rule for the money supply in light of the F & S analysis. He d'ld
not have the benefit of longevity that would have afforded him
the opportunity to be impressed with the F & ‘S evidenlce, as
Knight and Viner did have while apparenily stitl ci.mosmg to
adhere to their pre-1963 ideas. But in at least two instances a
decade apart, Simons displaved skepticism regarding empmca% esti-
mation in general, and the measurement of velocity in particular.
In the earliet instance," Simons stated:

The difficulties of deafting satisfactory rules based on elaborate

statistical measures of velocity seems decisive (1936, reprinted in Simons,
1948, p. 331).

Tn the latter instance ¥ Simons argued:

Fmpitical evidence 85 to the secelar increase in the demand for
money or liquidity (Le., secalar decrease in yelociry) i, however, o

W For additional teferences to Flouglas's wdvocacy of a muneiary peowth-rate
inle see Tavias (1977 h).  Iu is aiso noteworthy that one of Dougiass students ,a.t
Chicago during the late 1930s, Martin Rranfeabrenner likewise evinced an mseﬂ:}r;;g
in empirical woerk. Indeed, BroarensrENNTR and DOUGLAS’mauthorgd afpa_pegf_( 193¢
dealing with the statistical estimation of production funcrions. lt_xs of significance,
therefore, that during the sarly 1960= Bronfenbrenner also espoused a mcng:.tlaryl
growthrate rale.  Bur this espousal itself, was Ibased o a series ‘(‘)i empirica
tests of alternaté policy morms — including discresionary podicy —— which Bronren-
srennek had devised in two separate papers (196] 2;, 1961 b).

Ui - Rules versus Authorities in Monetary Policy ™ (1936).

2 v Deht Policy and Banking Policy ™ (19461
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precarious asis for longterm policy. Trends in such demands cannot
confidently be extrapolated from periods of extreme monetary instabiiiry
and uncertainty into a long futere of [proposed] highly stable moaney
value {1946, reprinted in Simons, 1948, p. 340).

Had Simons known the facts of the 1930s depression as we
now know them, would he have abandoned his espousal of price-
level stabilization? It is doubtful that he would have. He might
have been convinced that the monetary authorities — and not
independent changes in velocity — were to blame for the de-
pression. But in accordance with the methodology of Knight, Viner
and Mints (during the 1930s), he would have lacked conviction in
the statistical extrapolation of velocity. In turn, the emergence
of a monetary rule at Chicago is related to the concurrent emergence
of Chicago as a center of monetary empiricism, as the writings of
Mints, during the late 1940s, and of Friedman illustrate, Simons

-did not partake of the empirical orientation that evidently did un-
detlie the Chicago espousal of a monetary rule in the case of each of
its exponents.

In short, the foregoing evidence points to the existence at
Chicago of a link between empirical otientation and espousal of a
monetary growth-rate rule, as well as a concurrent link between non-
empiricism and @ skeptical view towards a quantitative growth-rate
norm, Of no less relevance is the circumstance that the non-Chicago
pioneers of the monetary growth-rate rule who have been acknowled-
ged in the recent literature — William Foster and Waddill Cat-
chings, Carl Snyder, Lionel Edie, and Clark Warburton ** all were em-
pirically inclined. Even more notable is the fact that Foster and
Catchings — two non-academic joint authors — not only proposed
a (4%) monetary growth-rate rule based on their empirical work
but used that policy norm to predict the contraction of 1929, In so
doing, Foster and Catchings essentially anticipated the F & S mone-
tary hypothesis of the Great Depression.

1* For evidence with tegard to Foster and Catchings, see Tavias (1976). The
work of Snyder, Edie, and Warburton is discussed by Humprrey (1971). See also
CarGILL’s recens paper (1979) on Warburton,
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1. The Monetary .Hypothesis of the Great Depression: The Foster
and Catchings Anticipation

As previously noted, in their Monetary History, F & S state
the prevailing conventional wisdom during the 1930s was that the
monetary authorities had done their best to prevent the depression
from occurring. F & S do, however, identify several economists who
criticized the Federal Reserve Board for failure to mitigate the ban-
king and liquidity crisis of 1930 and 1931, thereby permitting the
depression to worsen. Among the economists mentioned in the latter
context are quantity theorists James Angell, Irving Fisher, Harold
Reed, and James Harvey Rogers (1963, p. 410).

Subsequent to the publication of the F & § volume, several
other doctrinal antecedents of the monetary interpretation of the
Great Depression have been noted in the literature. Thus, Thomas
Humphrey ™ cites the writings of quantity theorist Lauchlin Currie
during the mid-1930s and links Curtie to the * current Chicago
interpretation of American financial history ? (1971, p. 14). Fried-
man (1972)," in turn, cites the views of Jacob Viner during the
1930s. In an exchange concerning the relevance of the eatlier Chi-
cago quantity-theory tradition,” Friedman documents Viner’s posi-
tion that the severity of the depression was caused by the Federal
Reserve’s inaction. Friedman conchudes his presentation of Viner’s
view as follows:

Can anyone who knows my work read Vinet's comments and not
see the direct links between them and Anna Schwartz’s and my Mosnetary
History? ... Indeed, as T have read Vinet's talk for the purposes of this
paper, 1 have been amazed to discover how precisely it foreshadows the
main thesis of out Monetary History for the depression petiod and have
been embarassed that we made no reference to it in our account {1972,

pp. 940-41).

As we have noted, an even more striking — though entirely
neglected — anticipation of the monetary hypothesis of the Great
Depression is due to Foster and Catchings.” The most remarkable

14 4« Rale of Non-Chicage Feonomists in the Evolution of the Quantity-Theory
in America: 1930-19507 (1971).

15 % (omments on the Critics™ (1972}

18 The exchange was with PaTmkm (1972b).

" The monetary doctrines of Foster and Catchings, and their relation to
monetarism. are discussed in Tavias (1976).
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aspect of their depression thesis is that — unlike other antecedents
of the monetary hypothesis that were formulated during the 1930s
— theirs was written before the initial downturn in economic
activity had occurred in 1929. In their eritique of contemporaneous
American monetary policy (“ Is the Reserve Board Keeping Faith? ”
Atlantic Monthly, July 1929), Foster and Catchings, propounded
the debacle of Federal Reserve policy in the genesis of the Great
Depression. In order to convey the significance of the Foster and
Catchings thesis of 1929, it is useful 1o juxtapose to it the F & S
interpretation of the depression as set forth in 1963.

‘ F & S distinguish between the initial decline in economic acti-
vity of 1929-30 and the subsequent collapse beginning in late
1930. The source of the former was the tight monetary posture
ad(‘)pt'ed bv the Federal Reserve System in mid-1928 as a result
of its concern with stock-market speculation. When the Fed commen-
ced its policy of testraint, the economy was experiencing stable
economic growth. In consequence of the Fed’s policy, * The stock
of money failed to rise and even fell slightly during most of the
cyclical expansion from November, 1927 to August, 1929 " (Fried-
man, 1967, p. 9). The Federal Reserve could have prevented this
decline in the money stock had it desired to do so, but was preoc-
cupied, instead, with controlling the qualitative side of credit. The
concern with security speculation, in particular, reflected a funda-
mental shift of power within the Fed. Prior to his death in October,
1928, Benjamin Strong, Governor of the Federal Reserve Bank
of New York, had been the dominating force within the Federal
Reserve System (1963, pp. 411-14). But following Strong’s death,
the center of power shifted from New York to the Federal Reserve
Board. The latter was preoccupied with controlling the specific
uses of credit, and accordingly, was following a policy of mone-
tary restraint. F & S argue that the System’s actions directed at the
stock-market boom not only failed to stem the boom, but, additio-
nally, exerted a “steady deflationary pressure on the economy ™
(1963, p. 290). Had Strong remained in office, according to
F & S, the Board would not have been precccupied with stock-
market speculation. They conclude, ™ In our view, the Board should
not have made itself as “ arbiter of security speculation or values
and should have paid no direct  attention to the stock-market
boom * (1963, pp. 290-91).
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Consider now the thesis advanced by Foster and Catchings in
July, 1929. * During the past two years,” they argue, “ the Federal
Reserve Board has shifted its position so many times... that the
whole world of commerce and finance has been kept in a state of
nervous apprehension” (1929, p. 93). Foster and Catchings ob-
serve that “ when the Federal Reserve Board entered upon this
vacillating course, economic conditions in the United States wete
remarkably sound. Real prosperity was high — never higher...
prosperity was not illusory, as it always is when accompanied by
inflation of commodity prices.” (Ibid.}) During such periods of
prosperity “ sudden treversals of monetary policy are sure to be
injurious, They cut to the heart of commetce and industry.” (15id.)

- The particular change in Federal Resetve policy that Foster
and Catchings were concerned with, was the Board’s request to its
member banks during the spring of 1929 that the banks reduce
loans on stock-exchange collateral. The Board informed the banks
that unless it was satisfied with the extent of their cooperation,
the banks would suffer the penaliy of being cut off from the
resources of the System, Foster and Catchings argue that this was
" another complete reversal of policy. From the beginning of the
Federal Reserve System, bankers and businessmen generally have
understood that the control of the volume of credit is a proper
function of the Board, but control of the uses is not™ (original
italics) (1929, p. 97).

As previously noted, F & S argue that the reversal in the
System’s 1928-29 policy was largely due to the death of Benjamin
Strong in October 1928. Foster and Catchings implicitly argue
likewise. Characterizing their case that the function of the System
_is to control the volume — and not the uses — of credit, they
state;

This was the position also taken by the late Benjamin Strong,
Governor of the Federa! Bank of New York: and Governor Strong was
the outstanding leader in the whole Federal Resetve System. Indeed,

this was the position fitmly held by the Federal Resetve Board itself
until the past yvear. It has now executed a right-about-face {1929, p. 98).

Foster and Catchings argue that the stock market boom of
1929 was a reflection of the unprecedented prosperity of the 1920s.
In any event, they question how the Reserve can determine whether
stock prices are too high. This is a * quantitative ™ question and
such questions “ cannot be answered by opindons ™ (1929, p. 98).
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Moreover, “the Board has also reversed its policy in connection
with the purchase and sale of securities in the open market ”
(1929, p. 99). And in accordance with its policy of controlling
the uses of credit” the Board “has reversed its policy regarding
bankers’ acceptances* and engaged in open-matket sales (1529,
p- 99). Foster and Catchings infer that * the facts of the present
sound situation, however, do not warrant such action " (1929,
p. 29). In their view, the Fed is inflicting on * the business world
the very evils which the System was designed to prevent” (1929,
p. 100).

During the 1920s, Foster and Catchings had expressed their
misgivings concerning discretionary changes in the money supply.
These misgivings were based on empirical findings and derived
from their recognition of the variability of lagged effects of chan-
ges in the money stock upon the level of economic activity. Thus,
they recommended the use of a monetary growth-rate rule whereby
the stock of money would be increased at the rate of 4 percent
a year, in accordance with the average rate of increase in output.”
This recognition of the destabilizing effects of sudden changes in
Reserve policy is repeated in their * Is the Reserve Board Keeping
Faith? ™. If there is any one quotation that conveys the thrust of
Foster and Catchings policy critique of Fed complicity in the “de-
pression genesis it is the following: s

By lack of consistent policy, by undertaking the new task of contmll- St
ing the uses of credit, by employing open market operations’ for - that
purpose, the Board has kept businessmen in a state of nervous appre:
hension,.. Indubitably, the Board has injured business. How severely,;
nobody can yet tell; for not all of the depressing effects of arbitrary

restrictions of credit supply appear promptly. Usually, there is. a.lag of
severa!l months (1929, p. 101}, i

Foster and Catchings conclude with the warning: “In’ shor
the Board has created u staie of mind which breeds. business
pression” (italics supplied) (1929, p. 102). .

Foster and Carchings completed their joint work 'in
In 1932 Foster separately appearcd before the U.S: Semate Co

8 See Tavias (1974).

¥ The case of Foster and Catchings is also relevant hecause of :thi
of their monetary economics with the cotresponding monetary economics.
of the 1930s. In particulsr, their monetary doctrines in general; ds Wwa
formulation of a monetary growth-rate rule, greatly influenced PaulPouglas
Doueras’s generous acknowledgement of their “ brilliant and suggestivi
indicates the derivative nature of hiz own monetary analysis (1927
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mittee on Banking and Currency. During his testimony, he argued
that the causes of the depression were * wholly monetary” and
again placed the blame for the depression on the Federal Reserve:
They {consumers] lack the currency and credit [to buy geods]

mainly because it has been driven out of circulation.  The driving
campaign has been deliberately carried out, with the “liguidation ™

hounds all the while barking at the heels of frightened business. So far

as the United States had any public banking policy in 1930 and in

1931, it was a policy of deflation.., Those in command piously accepted

defeat, convinced apperently that the suffering was good for wus, and

that, in any event, it was foreordained and nothing could be done
about it. They fervently believed in the economics of original sin

(1932, p. 63).

Foster’s criticism of the policy pursued by the Federal Reserve
during 1930 and 1931 foreshadows the F & § argument that the
Fed’s failure to provide liguidity to the banking system during
these years caused the depression to worsen.

V. Summary and Conclusions

In the vein of the influential interpretation of the Gueat
Depression by Milton Friedman and Anna J. Schwartz, Friedman
has subsequently analyzed the monetary economics of Henry C.
Simons, a pioneeting contributor to the Chicago School. Friedman
maintains that if Simons had had before him the evidence marshalled
by F & S, Simons would have embraced a monetaty growth-rate
rule in place of the pricelevel rule that Simons expressly proposed
as a norm for monetary policy. _

This paper, while acknowledging the influential role of the
F & S interpretation of the Great Depression, takes issue with
Friedman’s analysis of Simons. Espousal of a monetary growth-rate
rule stems from an empirically oriented approach to economic
research that Simons explicitly rejected as a reliable basis for the
derivation of long-term statistical trends. Simons, as well as several
of his contemporaneous Chicago colleagues, did not share the
conviction in the soundness of empiricism that Friedman’s impu-
tation to Simons logically requires. In contrast, those Chicagoans
who did partake of this conviction in empiricism, such as Paul
Douglas, Martin Bronfenbrenner, and Milton Friedman, have also
been exponents of a monetary growth-rate rule.
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Concomitantly with reaffirming Simons’s nonconcutrence in a
monetary growth-rate rule, we identify William Foster and Waddill
Catchings as the original formulators of the monetary interpretation
.of the Great Depression, Many of the arguments that are contained
in F & §’s Monetary History of the United States had already been
anticipated by Foster and Catchings in July 1929 — prior to the
initial downtrsn in economic activity. Foster and Catchings argued
that (1) the Federal Reserve was wrongly pursuing a contractionary
monetary policy based on an unwarranted concern with stock-
market speculation while the economy was fundamentally sound;
(2) hence, the Fed had become preoccupied with the uses of credi;
rather than the proper policy of controlling the volume of mosney;
(3) such a restrictive policy probably would not have followed but
for the death of Governor Benjamin Strong in October 1928: and
(4) the Fed’s actions were threatening to cause an economic de-
pression. In turn, Foster separately criticized the Fed’s failure to
provide liquidity during 1930 and 1931.

In light of the afotementioned evidence, Foster and Catchings
merit recognition as having set forth the initial monetary interpre-
tation of the Great Depression including a monetary growth-rate
rule. It has been aptly observed that “ Scientifically, the Keynesian
failure of the 1970s has resulted in a new openness... increased
attention and respect are accorded to the theoretical casualties of
the Keynesian Revolution, to the ideas of Keynes's contemporaries
and of earlier economists whose thinking has been regarded for
yeats as outmoded.” (Lucas and Sargent, 1978, p. 57). The work
of Keynes’s contemporaries Foster and Catchings is a case in point.
Their seminal contribution deserves increased attention and respect
— the more so in light of the implicit validation of its essen-
tials at the hands of Friedman and Schwartz a generation later.
The fact that Simons did not, while Friedman and Schwartz do,
reaffirm a monetary growth-rdte rule renders the contribution of
Foster and Catchings, as amohg the initial rule formulators, all
the more worthy of the new scientific openness. They were non-
Chicago progenitors of what has since become acknowledged as a
scientifically important Chicago monetary tradition.

Paris

Washington
G.S. Tavias - J. AscHHEIM
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