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The Achilles’ Heel of Prof. Fricdman's
Counter-Revolution

COMMENT

In a recent issue of this review,! Professor Gambino takes issue with
Milton Friedman’s advocacy of automatic increases in the money supply — (by
some steady and known amount in line with the growth rate of real income) —
as being an insufficient condition for price stabilization. Whilst one may readily
endorse such a conclusion, or at least question the relevance of such simple
mechanical rules of monetary authorities operating within an international
trading environment,2 it is not so clear that Professor Gambino has effectively
penetrated the weak link in Friedman’s armour — if indeed such a link exists.
In particular, it is suggested here that resort to the “fundamental equations ”
of Keynes T'reatise on Money could cqually well be invoked in defence of the
Chicago School.

Professor Gambino's essential point is that merely to increase the money
supply at a predetermined rate is insufficient to ensure price stability because it
ignores the savings-investment mechanism. In support of this contention,
reference is made to Keynes famous equation for the general price level as it
was portrayed in the Treatise. There, it will be recalled, the price level is
given by

where — refers to the ratio of factor earnings to output and is the ratio

of investment minus savings to output. Of the two ratios, the later is

1 Amrpee Gamewo, “The Achilles’ Heel of Prof. Friedman's Counter-Revolution ”,
this Resiews, December 1gyr.

2 Where the important variable may not be the quantity of moncy but rather the
extent of domestic credit creation with the latter being the more difficult to control.
Cf. D, Kzux, “The Implications of D.C.E.”, National Westminster Bank Quarierly Review,
November 1970.
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undeniably the most important.? TIn describing the causal direction of change,
Keynes insists that it is the excess of investment over savings which generates
inflationary tendencies which may then be magnified by feedback effects upon

the —E— ratio as employers bid up the prices of factor inputs.4
0 .

It is easy to see why such *fundamental equations” appeal to modern
critics of the quantity theory. The equation outlined above does not contain
money as an argument. However, it would be false to conclude that the
price level is independent of the money stock. Changes in the monetary
variable exert a very profound effect upon the all important savings-investment
relationship. In large measure Professor Gambino concedes this point but he
then views the crux of the matter in terms of how current investment decisions
are to be financed. Financing by the transfer of existing savings is held to
be altogether different from financing by “self-generation ”  Moreover, current
institutional developments and the growth of financial intermediaries have
rendered the process of “self-generation” more and more important in relation
to the transfer .of actual savings.” Clearly, Professor Gambino sees this as a
major reason why savings and investment may diverge and why equal changes
in' the supply of motiey may generate differing disequilibria in the savings-
investment mechanism, Accordingly, it is insufficient to “maintain the paral-
lelism between growths of real income and growths of money, considering
these growths solely from their quantity aspects” for * though they may meet
the conditions of parellelism, as is inferred from the equation of exchange,
they cannot meet the condition of equilibrium between savings and invest-
ments as inferred from the “fundamental equations’ of the Treatise”.

This is surely an unusual view of the savings-investment - process and
one which may be judged inappropriate in the light of Keynes later work.
An interpretation more in keeping with the General Theory would view the
inflationary process as being the consequence of ex anfe investment exceeding
ex ante savings. In the context of the Treatise such a situation would occur
when the market rate of interest falls below the natural rate — with the latter
being defined as the rate of interest which equates saving and investment
ex ante5 If this is the case, the all important question which arises when

"3 In the article under discussion the equation is presented in its alternative form,
P=1+41-8
E

where P is the price level and E represents the equilibrium level of income, Such a
formulation highlights the overriding importance of the savings-investment process in
initiating inflation. .
4 1. M. Keyves, 4 Treatise on Money, Macmillan, 1930, Vol. 1, pp. 156-150. !
5 Or as Keynes recognised in the Gemeral T'heory, (when discussing the tole of the
natutal rate in the Treafise) it is the rate of interest which maintains the status guo.
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analysing the inflationary process concerns the immediate cause of the diver-
gence between natural and market interest rates, It follows that the precise
channels through which the investment decision is actually financed and
implemented becomes irrelevant to the issue of inflation. Once this viewpoint
is conceded the monetary variable immediately regains the limelight.. An
excessive issue of the money stock will force the market rate of interest below
the natural rate with planned inflationary investment expenditures- occurring
in consequence,

In Friedman’s reformulation of the quantity theory it is fuily allowed
that variations in the money supply may influence the market rate of interest
— as indeed it may influence any real variable — -in the short-term. It is
equally a tenet of the monetarist doctrine, however, that the market rate of
interest will ultimately return to its long run -equilibrium level.¢ Hence,
Friedman’s policy proposal is perfectly reconciliable with the underlying
message. of the T'reatise. Fluctuations in the growth rate of the money supply
are to be avoided because they generate disequilibria between planned saving
and planned investment. Aleernatively, a steady increase in the quantity of
money in line with the growth of real output will further price stability by
promoting the coincidence of market and natural rates of interest. Parallelism
between the growth of real income and the money supply may thus be
considered a normal precondition of maintaining the required equilibrium
between savings and investment essential to price stability. '

Keynes, of course, was perfectly aware that the market rate of interest
could diverge from the natural rate for reasons other than variations in the
tmoney supply. In particular, the T'reatise was noteworthy for the emphasis
given to the importance of speculative altivity on the stock exchange and its
ability to influence bond prices and market yields, It is for this reason that
one would agree with Professor Gambino’s conclusion that conformity with
the conditions of parallelism as inferred from the equation of exchange would
be an insufficient guarantee for price stability. Nonetheless, one may persuasively
argue that adoption of the simple rule to increase the money supply at a
steady and krown rate will generate far less speculative activity than frequent
variations in the rate of monetary growth undertaken as a countercyclical
device. And this is really the essence of the controversy for in the last analysis
Friedman’s proposal rests not upon the claim that it wili guarantee perfect
price stability but rather that it will result in a greater degree of price stability
than discretionary variations in the rate of monetary growth, The resolution

Reynes discussion here is surely justification enough for applying the ex amse concept to
the argument of the Treatise. Cfr. J.M. Keynes, The General Theory of Employment
Interest and Money, Macmillan, 1936, pp. 242-243.

6 Cf. Mirow Furepman, “The Role of Monetary Policy ®, dmerican Economic
Review, March 3g69. Reprinted in The Optimum Quantity of Money and Other Essays
Maemillan, 1969,




110 Banca Nazionale del Lavoro

of this conflict between the claims of passive automatic and active discretionary
monetary - policy. must .ultimately be decided by reference to the available
evidence. - The issue is primary an empirical one and the Chicago School’s
position cannot be vitiated by appealing to the tautological equations of Keynes
Treative on Money. :
G. K. Suaw
St. Andrews
REPLY

I am very pleased to read that Professor G K. Shaw “ would agree with..,
[my] conclusion that conformity with the conditions of parallelism as inferred
from the equation of exchange would be an insufficient guarantee for price
stability ”. And it seems to me superfluous to add that I am well aware:

(a) that “Friedman’s proposal rests not upon the claim that it will
guarantee perféct price stability..” as Friedman himself decidedly reaffirmed
in his “conclusions” of the lecture to which I referred;

(b) that “the resolution of the conflict between the claims of passive
automatic and active discretionary monetary policy must altimately be decided
by reference to the available evidence™.

- T would like in addition to emphasize that while the conflict between the
opposing claims of monetary policy cannot be resolved “by appealing to the
tautological equation of Keynes Treatise on Money™, from which is derived
the condition of equilibrium between savings and investment, least of all can
it be resolved by appealing to the equally tautological equation of exchange
from which is derived the condition of parallelism between the growth of real
income and that of the quantity of money. My view is that if there is to be
a tendency towards price stability, then both of these conditions must be met
simultaneously. It is for this reason  that I described as the © Achille’s Heel of
Professor Friedman’s Counter-Revolution ™ his contention that inflation ®... can
be determined only by an increase in the quantity of money more rapid than
that in production ™ (as stressed in section 4, footnote 17 of my article), for in
this way he did not take into account the condition of equilibrium between
savings and investment.

Amepro GaMriNg
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