Chicago Schools Old and New
on the Efficacy of Monetary Policy

The exegesis of a Chicago monetaty heritage by Friedman (1956,
reprinted in Friedman 1969) where  money mattered” and which
forms a direct link to his modern version of the quantity theory has
recently been challenged by several writers. In a series of articles,
Don Patinkin (1969, 1972a, 1972b, 1972¢) contrasts the variable-
velocity approach to the Fisherine equation adopted by former Chica-
goans with Friedman’s stable portfolio-demand function for money.
The conclusion dtawn by Patinkin is that Friedman’s monetary frame-
work can more accurately be described as an extension of Keynesian
liquidity preference theory rather than as a diréct outgrowth of an
carliet Chicago quantity-theory tradition. Subsequent papers by
Johnson (1971) and by Moggridge and Howson (1974, p. 227),
relying on Patinkin’s work as their soutce, take a more extreme view
denying the validity of a unique Chicago monetary heritage and
categorizing the delineation of such a heritage by Friedman as a
mythical invention. Despite these criticisms, however, Friedman
continues to view his monetary contributions as primarily an exten-
sion of the pre-Keynesian quantity-theory tradition, particularly as
formulated by his mentors at Chicago during the 1930’s and 1940’s
(Friedman 1972, pp. 932-45). '

The failure to reach agreement concerning the possible existence
and relevance of an earlier Chicago School of monetary economics is
due in part to shortcomings in previous doctrinal-historical studies.
In particular previous studies have not dealt adequately with the
relationship between the monetary-policy otientations of earlier and
modern Chicagoans. The purpose of this paper is to trace the evolve-
ment of monetary-policy proposals at Chicago from the early 1930’
up until the appearance of Friedman’s classic “ Restatement” of the
quantity theory in 1956. It is divided into three sections. The first
section examines the pragmatic nature of Chicagoan monetary econo-
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mics during the depression-dominated 1930’s, Contrary to recent
interpretation, these Chicagoans had little faith in the efficacy of
(raditional monetary measures -—— Openl market operations and varia-
tions in the discount rate —— as means to combat the depression.!
Nevertheless, theit advocacy of fiscal prescriptions in light of the
effects of deficit budgets upon the stock of money suggests a unique
approach to the Fisherine equation not shared by other American
quantity theorists during the 1930’s.

The second section describes the emergence of the Chicagoan
affirmation in the efficacy of traditional monetary policy. This process
entails extensions to the quantity theory by Chicago economists during
the 1940’s and eatly 1950, especially by Frank Knight, Lloyd Mints,
and Friedman. Following Patinkin {1969, 1972c), Friedman’s  Resta-
tement ” is considered a pivotal contribution to conteiporary mone-
tarist thought, But Patinkin’s implication — which is carried over
into the work by Johnson, and Moggridge and Howson — that neo-
Chicagoan monetaty cconomics is Jargely a derivative of Keynesian
monetary theory as integrated in the “ Restatement " and stands in
isolation of eatlier Chicago views is shown to be in error. This paper
argues that rather than representing a transmoggification of the mone-
tary views. of his predecessors, Triedman’s “«Restatement” more
accurately reflects a calmination of post-Keynesian Chicago contribu-
tions on money, In addition, a common link binding Chicagoans
throughout the period under study, is shown to be theit interpretation
of deficit budgets financed by money creation as the implementation
of monetary — as opposed 10 fiscal — policy.? Concluding remarks
are provided in the third section of the paper.

1. The Message from Chicago: 1930-1936

Professor Patinkin (1969, 1972a) has accurately described the
theoretical nature of the monetary economics of the 1930’s Chicago
School in terms of Fisher’s MV =PT, where velocity was consideted

{ The Federal Reserve’s power 1o alter resetve tequirements did not come
into effect until 1935.

2 §J. Ronnie Davis has stated that Chicago economists * argued throughout the
eatly 1930 for the use of large and continuous deficit budgets to combat the mass
unemployment and deflation of the times” {Davis 1968, p. 476), Davis, however,
interprets the Chicagoans desire for deficit budgets as the advocacy of fiscal policy.
Thli_s papet shows ¢hat Chicagoans argued for deficits as means to conduct monetary
policy.
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ﬁstable and rels)ponslible for initiating. movements in economic activity
oreover, as Patinkin rightl hi :
y notes, the elder Chica h
Mo: ‘ wtinki . , goans thought
hat gropel..sﬁablhzat}on po-hcy required that fluctuations in velocity
; seg with c’)ppos}te variations in the stock of money. Unfortu-
Ezze gé natml«:mds ;ahd generalization concerning countercyclical policy
s been extended to an invalid generalizati i
alization concerning the vi
bas : ! g the views
monczizer Chlcggoans with respect to the effectiveness of traditional
monts y inc:;sures. Thus: — perhaps the consequence of the failure
prior studies to examine adequately the monetary-policy content

emanating from Chi : ,
states: 5 icago during the 1930’s — Joseph Aschheim

While contemporary Monetarists under Friedman’s leadership are
gem?rally regarded as exponents of the efficacy of monetar Elic

earlier adherents of the quantity theory even of the Chica 3(; gchoyi
have been quite eclectic as to the preferable way in fnrhich ;n

increase in the t
1975, p. 227).quan ity of money was to be engendered (Aschheim

A review .of the relevant literature, however, does not lend support
to Aschheim’s contention. On the contrary, an investigation o?pthe
W?rks of those Chicagoans who wrote in the fields of monetary econ
mics and stabilization policy during the 1930’s — 1'1otably ]ac(i;
Viner, Paul Douglas, Henry Simons, A, G, Hart and Harry Cgideonz,e
.I_n_o ;:tgiifttso ;\1 Eigiioogroup ;ha_racterized by its lack of conviction in
monetary tools wh banﬁie;gt:y;tré; t‘he borrowing and lending activities
Depr;l'slz?osn\”fzzfi{; mda 1933 speech on “ Inflation as a Remedy for
o elivere before th.e Institute of Public Affaits at Athens
a., explored possible alternative methods of expanding the mone’
isfl;p{;ly. The‘ most efficient means to this end, he argued, was thz
: plementation of bgdget deficits of the federal government., Next
e analyzed the possible use of open matket purchases: ’

,'Thlsh .method is inferior to the preceding one [budget deficits]
1tr; }t) is respect: the p}‘eceding one. gives more immediate stimulus
b usiness. What this does is to increase the cash resetves of the
dan.kmg system, aJ‘ad therefore, it is hoped, to give the banks. the
I::rlredt(') put their idle funds to work. But the bankers have
: ned in recent years not how to make money without lendin
ut that under certain circumstances the tate at which they losge’:
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money is less if they stop lending, so it is co.nce.iv_able :ihat il;(el
banking system would welcome the addxtmna‘l hquldltg{ 'iln \1;:) !
not increase its loans or investunents [italics supplied] (Vine

1933, p. 131).

. \ ‘o the

Viner, in addition, supplemented his observano;l.s cclrll]cerm;gly e
’ . " . Su

i i licles aimed at expanding the

fime-consuming nature of po : R

{ the banking system to ho
bank reserves and the tendency 0 ‘ n o e
i [t ‘0. with a reflection on the dem .

ceserves idle during depression, :

ceserves. In times of low confidence, he thought, whefre 11::6 .Eut;z:s

was filled with uncertainty, there would ]c;e' no reasor;\ Orrd;lrf;?; "

lower rate of interest. ACCO ,
to want to borrow even at 2 ate ; :
the business community gets scared, if it does not acquire confidence,

it is powerful enough to more than counteract expansionist activities
Viner 1933, p. 130). _ . |
( Viner perceived depression in terms of a malad]ustmentdbetwefzr;
prices and costs. Once velocity moved sharply d‘ownwar d—.—_ o
whatever reason — product prices would fall, and with costs a ]'}J; : eg
rigidly, the cesult would be a decline in proﬁts}.1 and .producuoix;.n i ethe
< i less there is expans
fore, « there will not be recovery... un ion In I
’ ” (Vi . 133). Implicit 1n tnis
of means of payment (Viner 1.933,.p . in t
\\Jr?:w is the assumption that costs are inflexible in an 1‘1p.w.a1:d_ chrec:tmrrx1
as well, so that monetary expansion would }ﬁavel its 111:11t1f=3.l 1m§§(c::tti sn
ices 4 i lead to higher levels of pro .
rices and profits which would ; . ) _
ETheoreticaﬂy, that is not inevitable, argued Viner, bu; prgcgfg}ilz
an inflation has always worked out that way... Thf:. costs .a%l e ind”
(1933, p. 122). Because of his strong resec:lrvaglo:ls Wltl 150 i{cil;g
i king system — indeed, central ban
operating through the ban cd, * central bRt
e frequently fed booms and depressions
izi;iﬁtigh?;em 7 ?1933? p. 123} — Viner opted instead for CU(;‘I‘EI‘L.CY
expansion via deficit budgets. But he was careful to note that de c_Ltrs1
were expansionary only when financed by creating money. Dlialpr:i;(;d
i i locity contraction. Il€
required money expansion to offset ve : . He sta
ti?s explicitly in his 1933 speech, and remained ﬁ.rm_n.l_tlln.s v;ez
well after Keynes’ General Theory (1936) h'ad made its initia m:ip re.
Thus. in a 1942 paper, Vinet argued: It is government experlx’1 .1';1;1 ¢
[of I;ewly created moneyl and not government botr.own.lg whic -
inflationary; and given the expenditures, the borrowing is anti-n
tionary ” (1942, p. 696). . , _
gaul Douglas’ monetary views during the 1930’s were ID accord
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with those of Viner. As with Viner, he saw the necessity of increasing
product prices faster than costs through monetary expansion in order
to escape depression. And he also shared Viner’s disenchantment of
achieving such expansion by way of traditional monetary measures.
Douglas reasoned that “ it is not enough to give the banks the power
to create more credit. It is necessary that the loans should actually
be made in large quantities” (1933b, p. 10). During depressions,
however, open market purchases would likely result in failure as
“business does not want to borrow to build more factories and install
new machines when those they already own arc sa largely idle. Nor
do they want to bortow on short-time in order to produce more
current goods since it is more than doubtful whether those goods
could be sold at a profit to a public whose monetary purchasing
power has so dried up” (1934, p. 14). Nor are the banks anxious
to lend during contractions. For the banks are “ afraid that they will
not be repaid for their loans ”. Hence, stated Douglas, “ the combined
result has been a stalemate ” (1933a, p. 129). The same, he argued,

applies to manipulations of the discount rate duting a depression:

At such times the volume of credit... shrinks and the banks have
large accumulations of idle reserves. The banks, therefore, do not
need to resort to re-discounting in order to make loans and hence
a reduction in the re-discount rate offers no further bait... It is,
therefore, an idle gesture for the Resetve System at such times to
lower the re-discount rate (Douglas 1935, p. 116).

Since depression required expansion of the supply of money, and
because of © this failure to obtain credit [ through banking measures],”
Douglas declared that “the problem must be attacked directly”
(1933a, p. 129). Like Viner, he advocated the use of deficit budgets.
Furthermore, Douglas called for the financing of such deficits through
money creation as he argued that bondfinanced and tas-financed
deficits would have offsetting effects (Douglas 1935, pp. 136-138).

Analogous interpretations of deptession and required depression
policy were shared by A.G. Hart and Harry G. Gideonse. Both
Hart and Gideonse wete on the Chicago faculty during the 19307,
but their monetary writings have been overlooked in recent studies
of the Chicago tradition, Thus Hart, in a neglected 1936 paper
significantly titled “The  Chicago Plan’ of Banking Reform ” argued
against combating depression through expansion of bank reserves.
“ Expansion requires not only the basis of an increased amount of
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reserve funds but the acquisition by member banks ofheaxgung az;f:tsa :
(Hart 1936, p. 108). Hart, howeve‘:‘r‘, doubted v.]; et e;e c?urecem‘
acquisition would actually materialize “if — as h?s ap%esatisfactow
ly — the banks are unable to find a S}lﬂiclent vo.lume 0 tistactory
chort-term assets and hesitate to acquire further oglg-g;r'tr; ssets Lo
fear of capital Josses ” (1936, p..lDS). He shared the t1c 19; N
that depression required o‘ﬁsettu]l?)g tdo?i:aﬁsm‘;z:i?; ;‘tment ety
monetary expansion, Dbut glv  dis .
;}tlife(:);i};ing such prair)lsion throu.gh th'e banl'qng fyslfletm, he :ikirc;;;
«1ow are the funds to be put into c}tculapon? is answ r e
that, “ideally we might propose mampulatlon by .ta}‘( reniss on o]
increase of pgovernment expenditures fmancec‘i by pr}z}ntmgthfzz Viej:,v
[italics supplied] (1936, p. 108). Here again, we gve the » ami
that during depressions, fscal measures be used in ordet p
the Slgiilgogieiofjgtﬂbution to the 1930’s .Chicag”o monetary 11ter:(;
rare was his 1934 article on Néoglley (f:x}r:d Fmanﬁee a.guI;ﬁ ’K?Tﬁeﬁisk
entirely consistent with those of his Chicago colleagues. » —
‘tion therefore — but for the sake of historical documen
Saftis(?;n ?—reiet;f;‘; be noted that Gideonse 1ikexyise ischhewid tlhe” uliz
of traditional monetary tools during de[:zr‘esslc'm. The Zn <sf,act0r
stated, © are already provided with ample * idle 1ri:selrvesf alz) ! f?dence”
explaining thelr idleness seems to be a general lacic ot ©
(1934, p. 751). Furthermore,

bankers are at present the victims of a group P]‘.‘G]L}dlﬁ; that leic;z
to pronounced conservatism. Speculative l'endmg in the pasf oo
contributed to the present impasse. While the s‘iiigmla 3. o
losses of the past is still upon them, new qL}est%n;f{:a le e:ri1 1:eglop
urged... Under the circumstances expansion is difficult to de

(1934, p. 754).

In accord with the Chicagoan interpretation of the depres.sion, Gll
Jeonse observed that “ many of our difficulties are due to differentia
rigidities in prices” and require upward movement of producc;t.dpriczz
induced through money expansion (19134,(:;;1.‘ 756). Butthe 1-111 eeots}t;at
ici ns, a
tated, perhaps more explicitly than other Chicagoans, . t
;:s ebeeg emel?rging from the present study. [ Public] expendif;‘:ll’rles,]
he argued, “ are an essential part of a monetary }j_n:ograrp.(.f.l [ 1963}’4
are definitely part of monetary policy” italics supplied] ( ,
p. 750).

g
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Fipally we come to Henry Simons, whose views on fractional-
reserve banking have been dealt with previously by Friedman
(1967, reprinted in Friedman 1969). Briefly, according to Simons,
the character of a fractional reserve system was marked by its insta-
bility and acted to further impede the effectiveness of monetary
policy? Under a fractional reserve system, the velocities of both
currency and deposits — V and V' —- are influenced by the volume
of near-money substitutes. Thetefore, during periods of low levels
of confidence when the public moved to increase their cash hoards,
banks would find their depositors turning deposits into cash. As a
result, the fraction of reserves held against the withdrawn deposits
would provide a small cushion against further withdrawals. Hence
the banks would be forced to sell their earning assets in otder to
maintain the statutory reserve proportions. But the conversion process
is self-defeating, for while any individual bank can turn its assets
into cash, the economy as a whole cannot, Said Simons:

No real stability of production and employment is possible when
shott-term lenders are continuously in a position to demand con-
version of their investments, amounting in the aggregate to a large
multiple of the total available circulating media, into such medjia...
Short-term obligations provide abundant money substitutes during
booms, thus releasing money from cash reserves; and they preci-
pitate hopeless efforts at liquidation during depressions (1936,
teprinted in Simons 1948, p. 166).

The ineptitude of a fractional-reserve banking system as the basis for

expansionary monetary policy was stated succinctly by Douglas.
Successful implementation of the expansionary policy requires that
new loans and investments actually be made, But, said Douglas,

if only a few banks start such a policy and the others do not
follow suit, then the checks drawn on the newly cteated accounts
will mostly find their way into other banks. The expanding banks
will therefore have large adverse balances to meet which will drain
their resources and force them to call a sufficient quantity of
loans to preserve their balances. The expansion of credit by a

fraction of the banks during such periods of depression is therefore
self-defeating (1932, p. 79).

3 This view was shared by the other Chicagoans as well. See, for example,

Douglas (1935, pp. 163-177), Gideonse (1933, p. 734), Hart (1936), and Viner
(1936, p. 106).
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Additional evidence concerning the attitude of 1930’s Chicago
cconomists towards policies aimed directly at expanding bank reserves
is provided in a joint memorandum dealing with possible depression
remedies which was sent 10 Congressman Samuel B. Pettengill of
Indiana on April 26, 1932. The memorandum was signed by twelve
University of Chicago cconomists — including Douglas, Gideonse,
Knight, Mints, Simons and Viner4 A much discussed depression
proposal during the early 1930’s was the Glass-Steagall bill of 1932,
which aimed at expanding bank reserves by permitting the banks to
receive federal reserve notes in return for governiment bonds. The

(Smoot, 1933, p. 1010).

We agree entirely... as to the inadequacy of the Glass-Steagall bill
and similar expedients. Little is 10 be gained merely by easing the
circumstances of banks, in a situation where, by virtue of cost-
price relatiops, everyone, including the banks, is anxious to get out
of debt. Such measures may cetard deflation and prepare the way
{or recovery; but they can not much mitigate the fundamental
maladjustments between ptices and costs [italics supplied]
(Pettengil, 1932, p. 824).

A year later in 1933, another Chicago memotandum was prepared
and sent to Senator Reed Smoot, the chairman of the Senate Finance
Committee. Titled Balancing the Budget, signees included Douglas,
Simons and Viner Here Chicagoans argued that combating depres-
sion required  fiscal policies [which] can and should be controlled
with reference to the monetary and credit situation of the nation ”
(Bane, et al. 1933, p. 1010).

Thus the picture which emetrges from all of this is of a group
of Chicago cconomists closely united in their views of depression
and necessary depression policy. Chicago economists were arguing
during the 1930’s that depressions were caused by downward move-
ments in velocity and that proper depression policy required expansion
of the money supply to cortect the “fundamental maladjustments
between prices and costs ™. They were not, howevet, “ eclectic” as
to the proper means by which to implement monctary policy. Open

4 Other signers of the memorandum were Professors Garfield V. Cox, Aaronl
Director, Hatty A. Millis, Henty Schultz, Chester W. Wright, and Theodore O. Yntema.
5 QOther signets were Trank Bane, Paul Betters, Carl Chatters, Simeon E.
Leland, Clarence E. Ridley, Donal Slesigner, and L.D. White. The credit for the
discovery of both this and the Pettengill memorandums belongs to J. Ronnie Davis

{1968).

N
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marl.(et operatior..ls and rediscounting were considered: (1) time-con-
:iszgnmg(i b(Z)ksub]ect to the offsetting influence of confidence which
Sub?gft toartlh z 1111(: ttobivar:nlt) to lend, nor bu{siness to borrow; (3) further
subi e unstable character of fractional-reserve banking which
th e expansion by a small number of banks “ self-defeating ”. Hence
? opted for fiscal measures and delegated traditional monetar
%2 IC)(fl Po‘ an accommodating role, But they were careful to notz
inaihee ﬁéjiudgets \ivere ];1 means of attaining the necessary variations
offsetting f:fffz:i:t;uEE r?ilr.ldeegndc-lflilta rflin:d {'md t{mzﬁi£1 e e
: , -financing of defici i
contractionary — and therefore, fiscal 1ne§sures \x:z:: amci;gjit:teven b?
conducting monetary policy.® e
. T-he consistency with which Chicago economists clung to the
views is evidenced with refetence to Simons, Ina 1934 bof);k revie .
he .called for the “recognition of the decisive importance of ‘;iswi
policy for monetary policy” (1934, p. 788). In his 1934 “A Po itica
Pr'ogram for‘ Laissez Faire ” he diagnosed the depression as a ot
price malad]“ustment * (1934, reprinted in Simons 1948, p 74)(:2:12]
argued that “ monetary policy must ultimately be impleme;te;:] through
fiscal arrangements” (1948, p. 321). In a 1942 review articl '
the fiscal proposals of Alvin Hansen, Simons observed: “ The: s
never any excuse for borrowing save to prevent expansi.on Ifewl::
\(,\7111911;26xpan§1on, Fhe way to get it is by noninterest-bearing issues”
, reprlmted in Simons 1948, p. 196). Moreover, in his review of
Hansen, Simons advanced an obsetvation most 1’3ertinent to tl?
present study. Discussing Hansen’s eatlier conversion from a s:wing;-3

investment cycle theorist to his 1 i
\ . s later adoption of Keynesi
mics, Simons reflected: ynesian seoner

[A] dlstinctiqn conceals the conversion, namely the distinction
between monetary and fiscal measures, Hansen, advocating th
latter, thus d%sassociates himself nominally from rn,onetary thf:ig)riste
by'represer'ltmg such people as advocates of mere central b Ii
action, This provides a lonely category for Mr. Hawtre inl
denymg.dassiﬁcation to those for whom central' bank ::wtct};r’ar:xr i e
feeble, inadequate and anomalous implementation of monet:r;

6 Though the Chica;

. . goans wete appatently ad ing “ T I ,

pertai y advocating “ Keynesian

dm.in;stglelgV;(l)t’h Eespect to money-financed deficits. Keynesiajrzls were gﬁsgogi’ utihnls

advocates of ﬁscals po(l)ircyta}ggg 5;uncfmlil anc? debefinanced deficits and were thus gtruls
" X . uller discussion, includin, ; e

paradigms of Chicagoans and Keynesians, ses (TAVLAl; llg;g; snalysis of the differing




60 Ranca Nazionale del Lavoro

policy. [The] name at issue [must] be granted to those advocating .
schemes of monetary... stabilization which would employ all the
borrowing, spending, taxing and issue powets of the’ central
government (Simons, 1948, p. 190).

Il. Post-Keynesian Chicago Innovations: Frank Knigth (1941}

The preceding discussion has explicated the Chicagoan distine-
tion, during the 19307 depression, between the efficacy of expan-
sionary monetary policy when implemented through fiscal measures
and the impotence of such policy when instituted by way of the
commercial banking system. A corollary manifestation of the former
Chicago tradition was its approach to the quantity theory — 2
fluctuating velocity variant of the Fisherine equation. During the
1940's and early 1950’s, however, 2 transformation took place in
Chicago monetary €conomics. The transformation was marked by
several pertinent contributions, the eatliest being Trank Knight’s
article on “ The Business Cycle, Interest, and Money: A Methodolo-
gical Approach” (1941, reprinted in Knight, 1956). ‘

Knight's article in some frespects represents a direct continuation
of eatlier Chicago views. Thus, though the depression was now part
of the past, Knight continued to argue that traditional monetary
policy was ineffectual, As his colleagues had argued beforc him,
Knight stated that such policy was hampered by the nature of
fractional-teserve banking which could create and destroy money
substitutes at will. Hence, “ the consequences ” of such a banking
system for the implementation of monetary policy “are peculiarly
serious ” (Knight 1956, pp. 211-212). But Knight added a further
rwist to the catlier Chicagoan view. In order to be effective, open
matket purchases and discount rate variations tequired stimulation
of investment spending, induced through reductions in the cost of
borrowing. Since © the borrowing rate on money, including the rate
of yield at which bonds can be sold and the bank rate, is relatively
quite unimportant » in the overall cost computations facing a firm,
in the real wotld successful implementation of tradition monetary
measures might require extraordinaty low — perhaps even negative —
cates of interest (1956, p. 215). Knight considered attainment of such
Jow or negative rates unrealistic. Therefore, “any action operating
through interest rates can only be effective for moderate fluctuations...

Chicago Schools Old and New on the Efficacy of Monetary Policy 61

g; _%2 1a5-c12e;21)1. in connection with those of major proportion” (1956,
. Ad@ltional lines of continuity bridging earlier Chicago thought
“.“th Knight’s “Business Cycle” article included similar inter regta-
tions of the 1930°s depression in terms of price-cost maladiustrrlients
a'nalago'us sFock—ﬂow monetary transmission mechanisms, and iden’
tical.Flsherlhe, MV =PT, macro models. Knight’s coxitinued us—
of Fisher’s equation is particulatly noteworthy, not only because ﬁve
yeats had passed since the appeatance of Keynes' General T/Jeore
E;ltth elzeciuse I;le continued to define velocity in transactions terrrj:s,
s than i ily d
ravier than etpz more easily measurable (and hence easily defined)
Despite.the foregoing similarities between the views of Knight
ai:ld the eatlier views of his colleagues, there were also im ortgnt
differences. Thus, for the first time, the significance of lag effeEts was
brqught home to the Chicago School. Successive implementations of
a given econqmic policy, argued Knight, should be expected to produ
variations with respect to both “timing and magnitude” 131 on Cz
proposefi target variable. Hence, he stated that, “ variations I:;ln an
economic cause can never be expected to produce strictly simulta-
neous variations in effect” (1956, p. 203). More importantly — from
the st_andpoint of the anticipatory natute of his lag analysis Z— Knigh
perceived tlllat “this phenomenon of *disturbance’ {between cagst
j‘ﬁd effect] is especially important in monetary theoty ” (1956, p 20111;
di;(‘) fqr tI};: first time, Knight b.rougbt to Chicago the ’Fisherine
inction between real and nominal interest rates. He compared
two rates of'return — the real rate of return on capital [i.e. the
gmrglnal efficiency of capital] and the loan rate of interest on contracts
; E;;vg:xﬁf;;rowers amil) lenders. Calculation of the loan rate requires
e (19r;(:63 mustzlf’:)_ maf}e... for forescen changes in the value of
money (1936, p. 215). “In long-term contracts involving any
iy fil) ed exchange ratlo,.thls contractual price will of course be
m:ﬁ;;ii(jﬂlgf? mathetpaucally siliaplle way, by the general market
B u;}ure Ifafnce change:s ‘ [italics supplied] (1956, p. 218).
ocognition of t eble dect (?f anticipated price changes on the loan
o monetar.ena e1 Knight to make a distinction which contem-
porayy, moneta 1st§ make between real and nominal rates of interest.
o the s t};::: ated rate in loan contracts becomes a monetary phenom-
enon... to y extent [of] prospective changes in the value of the
which such contracts are drawn” (1956, p. 221).
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“The Business Cycle” introduced another factot which was to
attain prominence in subsequent Chicago economics. Capital, which
is part of wealth, according to Knight, is analagous to “ the present
worth of a future income stream” (1956, p. 217} The relevant
« future income stream ”, however, is not merely “ the rate of return
on [physical] capital”, tyut should include the return on buman
capital as well:

In all essentials, the training or retraining of a laborer.. is a
matter of investment of the transfer of investment; and the
economically rational management of such activity involves the

same kind of investment yield calculation as the production of
any material insttument or the replacement of such instrument by

another (1956, p. 217).

A well-known aspect of Professor Friedman’s work is his all-inclusive
concept of wealth.

Finally, we come to Knight's treatment of the demand for
money. Tor though the formal cyclical analysis of “The Business
Cycle” was couched in terms of Tisher’s MV =PT, Knight made
several pertinent observations on the factors affecting money demand.
Unlike most of his Keynesian contemporaries who included income
along with the interest tate as the proper variables in the demand
function for money, Knight argued that the relevant constraint upon

total money holdings is wealth. Thus,

The economic process in a pecuniaty economy involves the holding
or owning, by somebody, of wealth — all the wealth of the
economy — and also the entire stock of money. Hence every
property owner has the alternative either of holding money up
1o the amount of his fortune or of choosing the concrete kind of
wealth other than money that he will hold (1956, p. 210).

As to the relevant opportunity cost of holding cash balances, Knight
was critical of Keynes’ notjon that the rate of interest on long-term
bonds be used to represent this cost. Here he was essentially repeat-
ing an argument he had originally advanced in a 1937 review O

the General Theory:

The things equilibrated are the desirability of holding cash and
the desitability of holding wealth in any other form, the relation

between the two being dependent upon the relative quantities of

e
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cash and other forms of wealth and upon other factors, among
¥

which the money prices of oth i
ignored (1937, p. 112). ot wealth items can hardly be

Hence,

LAn‘yone] can consume or hold wealth, and if he holds wealth
Ie can hold it in 'the form of money or real things — and the
atter, of course, in innumerable forms {1937, p. 113},

'fl;l';ese statements are suggestive of a portfolio analysis of the demand
fo r?(}rlley,! the importance of which is heightened when coupled with
he ollowing remark from his “ Business Cycle” article concernin

the effects of an expanded money supply: ;

Of course if created currency is used exclusively to buy bonds
or to construct new equipment, it can temporarily raise the relativé
fmce which the p{:mmpal, or source, will yield. Such an occurtrence
s a temporary disturbance only. As a monetary change diffuse:
through the economy, it comes to affect all classes of prices in thS
same way... {1941, p. 223). )

Af]i)pa?ently Knight visualized a monetary transmission mechanism
f.ectlf;ng a broad spectrum of assets — “ bonds or new equipment” —
101‘1;7: CE sanlm zvay . ‘Such a perception of the monetary process fol-
rectly from his 1937 suggestion of a portfolio demand fo

mone%r encompassing assets in “ innumerable forms ”. '
WhiCht can be seen, then, that there is much in Knight’s earlier work
which v.vasl to anticipate later Chicagoan views. Knight’s contributions
oy delus(m)1 ési:oitfntg)l: Olf; the import?nce of lags for monetary theory;
the loan rate o interest for anticipated price

?::fg::é‘t}grflzﬁ dzls.tl.ngulshmg t}{e monetary (or loan} ra}ge fronf the
compone,mS. a4 e h1v1slon o.f capital into human as well as physical
o nents; f) the co?stramt on the. der‘nand for money is wealth;
e ;ncnon ot monf:y_whlch included a broad spectrum
i Or,l o8 ﬁz;lzt;?g at;znsrmfslon mecilanism incorporating direct
_ _ eal assets. In many respects, Knight’s
Slﬁrl:l‘;lclli?s fc:lr:;ﬂgjcéorll]s of these afo'rernentioned contributions \gvere
v f.ramewori( % succesfully integrate them into a consistent
they convey deﬁn'i l:;{t th‘ey remain significant nonetheless, for
oy convey a de te indication of the flavor of the ideas that must

ed the air at Chicago during the eatly 1940%.
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 Lloyd Mints (1946, 1950)

The Chicago version of the quantity theory underwent further
evolvement as a result of the contributions of Mints, As with Knight,
however, much of Mints™ monetary economics is repetitive of earlier
Chicago views. This is especially so with respect to Mints’ evaluation
of the ineffectiveness of open matrket operations and discounting as
policy insttuments. Thus in a 1946 paper on * Monetary Policy ”
and in a subsequent volume Monetary Policy for a Competitive Society
(1950), Mints was arguing against stabilizing aggregate demand
through traditional monetary measures.] Tt takes time”, he said,
« gor the central bank to make its rates policy effective in the market
and in the short-run the demand for funds, particularly short-ferm
funds, is inelastic” (1946, p. 63} Therefore, “ it is unlikely that there
would be much, if any, immediate effect on aggregate demand in
consequence of open market operations [or discount rate manipula-
tons]” (1950, p. 202). Nevertheless, stabilization, according to
Mints, requited offsetting changes in aggregate demand (MV) with
countercyclical variations in the money stock. Such necessary vatia-
fions in money could in turn be achieved through use of fiscal
measures. As his colleagues were arguing duting the 1930’s, Mints
was arguing a decade {ater that “fiscal operations of the national
government have monetary consequences ”. They are a way by which
to “carry through monetary policy ” (1946, p. 63). And, “budget
deficits and sarpluses... and the borrowing and redemption opetations
of the Treasury, all have monetary significance ” (1946, p. 63). In
periods of contracting aggregate demand, deficits should be created
for the purpose of expanding the monetary stock. However, deficits
financed by selling government bonds were thought, by Mints, to be
contractionary: “To finance federal expenditures... the need is for

money, and that being the case, money, not bonds, should be issued;
and when inflation is imminent, money should be withdrawn” (1946,
p. 66} The preceding views are entirely consistent with those
emanating from Chicago during the 1930’s.

But there wete also extensions of former Chicagoan thought in
Mints’ writings. Recall that while Knight had made some important
insights into the demand for money, his formal cyclical analysis was

7 In addition to the reasons advanced in the text, Mints also eschewed traditional
monetaty tools due to the unstable character of fractional-reserve banking (MINTS

1950, p. 7).

— g

g T T
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cou . . -
o “;:i};:;ir Ini I::]:;ls c;)f vel9c1t511. Mints’ formal analysis of depressions
, ved a simultaneous juxtaposition of veloci ith
money demand — symbolic of i e
the gradual Chica |
the former conce i e ot
pt with the latter. Said Mints: “
. . : s: “ Unemployment
growing out of a rise in the i momctar
ropensity to hoard i
iy ; P y is a monetar
E)h eenorilen.on... in 'the sense that the proximate cause is a change ir};
the Vf ocity Ef circulation of money” (1950, p. 29). And while
oci i . .
functioj; (2; Ehz derlnand f?r money) was still considered an unstable
volume of near moneys and pric i i
confidence) it by no me i R A
ans was definite that de i
solely to downward shifts i i D e
ts in velocity as had b i
i ot & een previously argued
. For “ though a depression [m initi
: oans, Fo ay be initiated] b
increase in liquidity preferences” i e
¢ in ces” it may also “be caused b
: a
rziuicﬁon hln Fhe quantity of money ” (1946, p. 60). “It is qﬂite
1}; 8 }f that in some instances a decline in the stock of money has
I\EEE t ehlmtflatlng factor in bringing on depressions ” (1950, p 37)‘
s, therefore, was on the road to the modern Chicagf),an vie“;

which adduces business fl i i
s fluctuations primaril i
A p y to movements in the

» thind::l MdOf;emry Polz'c.y for a Competitive Society Mints discuss-
ed the dem a;r; thoerdren;:;)é 1{11 detail. Keynlecsl, he argued, assumed that

. . 'or money would raise the level of interest
rates, But said Mints, “ we have three factors to be kept i i
blzlum: the quantity of money [demanded], the rate of il:i’lte;siqiﬂ::l
(t:he gene'ral price level” (1950, p. 34). Keynes’ view wasjthat
o ;nizi H:nbthz clema.nd for money primarily affect the demand for
p n%and f on, sl.‘l Mints, however, stated that “an increase... in the
deman or cash may be at the expense of any one or more of
ot ways [an 1‘nd1v1dual] might have disposed of income”

, p. 30). He listed the following possibilities:

{1} Purchase of consumers’ goods.

(2) Purchase of producers’ goods.

{3} Lend on short-term.

(4) Purchase of long-term bonds.

{5) Purchase of corporation shares (1950, p. 30).

Mint i i

" thz argued that an increase in the demand for money is primarily

L ine ﬁexpense of consumers’ and producers’ goods though it probably
ects the demand for long-term bonds. Hence “the rate of
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interest [is] a matter of decidedly ”minor importance . tmc ail?b ; t:;ti
demand of the community for cash 7 & (19_5‘0, p. 35). e
then, that Mints stated in 2 morg <£axphc1t ré?nngni; ha:;ls porgtfdio
o approach to the demand fof mMOREy. &Y . tio
Ez:l:;ﬂ;owazpheightened when presen'ted. in conjunction w’?ﬁea Szlrtrrlle
plistic, but broad monetary transmission mf:c]'nan{srn,h e sams
applie; to Mints who — though be had little faith in the ethcacy

open market operations — observed:

in
The effect of changes in cash balances on ailggregate. d(]:Drlnand i
i i ivably co
_market operations might conce
consequence of open-ma . : <o
cither indirectly, through changes in the rate of interest, or dlfe(:t z;
through an immediate offect on the demand for consumers

producers’ goods (1950, p. 198).

In both his 1946 paper on “ Monetaty Policy ” and in his 1950

' sitive Sociery Mints advanced
volume on Monetary Policy for a Competitive ¥y i

i ich i jated with contem
her view which is currently associa . :
i:;ta eThis had to do with Federal Reserve behavmr' during flhe e;a}l]rz
. ’ i According to Mints, ratner
tages of the 1930’s depression. in :
:)eiig characterized by expansionary mon%tiary ;;ohc.:les, theagfgi?d
i i k of “sufficiently vigorous
as instead characterized by a 1ac.
jZlken by central banks, and particulatly... by the Federal Reserve

System ” (1946, p. 62). Thus,

Our mistakes ate to be found... in our fa_iluredto E?ﬂo?rnan iggg;
icy 1 immediately follow

ned policy in the months and yeats im |

Zutumlil ofy 1929. Neither the Reserve System not the. Ijiedcle'ral

government made any significant effort to prevent a draSt: ec 523

in the quantity of money, to say nothing of the much nee

increase, from 1929 to 1932. This is where we blundered (1930,
p. 129).

In his 1930 work, Mints supplied empirical data confirming the

ine i i current
correlation between the decline in the money stock with the con

drops in wholesale prices and industrial production during the depres-

—————

8 Friedman states; “1 tao tend to minimize changes In matket

the primary channel thsou,
ziltput, and prices " (1972a, p. 9453,

jnterest rates
gh which changes in the quantity of money affect spending,
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sion. Some years later Friedman and Schwartz (1963) validated
Mints’ insight concerning the Federal Reserve’s behavior during the
petiod, 1929.1933°

To avoid depressions in the first place, Mints thought that the
general (wholesale) price level should be kept stable. Because he
viewed velocity as variable, he thought price stability might best be
attained through the necessary variations in the supply of money.
Nevertheless, in his 1946 article he considered the possibility of
increasing “the quantity of money at some constant rate, roughly
equivalent to the rate of increase in output” (1946, p. 61). Mints

* thought this growth-rate rule an “ acceptable ” alternative, but opted

instead for discretionary price stabilization. A growth-rate rule was
not suited to take account of fluctuations in velocity, He maintained
his preference for direct price-level stability in his 1950 work, but
with less conviction. There were, he recognized, “ difficulties ” which
wete associated with such a policy:

The possible difficulties that might be encountered in price-level
stabilization are two: (1) the lag in the effect of the monetary
action, and (2} the discretionary power that would have to be
given to some administrative official in regard to the amount of
open-matket opetations (1950, pp. 171-172).

Friedman has advanced similar arguments against discretionary stabil-
ization. Thus he states that “monetary changes take time to affect
the economy, and the time delay is itself highly variable ”. Further-
more, he prefers a monetary rule because, for one thing, it “ would
insulate monetary policy... from the arbitraty power of a small group
of men not subject to control by the electorate ” (1972b, p. 66).
Moreover, from the standpoint of the overall philosophy of the
role of monetary policy in economic life, there is striking similarity
between Friedman’s view and that of Mints. In his important 1967
Presidential address before the Ametican Economics Association,
Friedman’s theme was partly “ what monetary policy cannot do”,
As to what monetary policy can accomplish, Friedman states that it
can “ provide a monetary climate favorable to the effective operation
of those basic forces of enterprise, ingenuity, invention, hard work
and thrift that are the true springs of economic growth. That is

. % During the 1930’s Viner was critical of the Federal Reserves’ behavior during
_the initial years of the depression, But Viner's view was not shared by other
Chicagoans and therefore nat part of Chicage’s “ mainstream ® economics,
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the most that we can ask from monetary policy at our present stage
of knowledge ” {1968, reprinted in Friedman 1969, p. 110). Similarly,

Mints observed:

n and employment are not amendable to
control by monetary measures, except in the sense that monetatry
stability will provide the conditions in which a high level of
output and employment will be maintained (1930, p. 117).
Monetary policy is no panacea for the ills of society; but it can
be of powerful, even though indirect, aid in dealing with them

(1950, p. 229).

The level of productio

Thus as in the case of Knight, the Chicago quantity theory
continued to undergo improvement at the hands of Mints. The latter’s
contributions include: (1) incorporating the concept of the demand

1 setting with velocity into his formal cyclical

for money on an equa
analysis; (2) recognition that teductions in the quantity of money

—. independently of velocity — could initiate a depression; (3) the
development of 4 more dearly stated portfolio demand for money than
had eatlier been formed by Knight; (4) an associated broad monetary
transmission mechanism resulting from open market operations;
(5) criticism of the Fed's failure “ to prevent 4 drastic decline in the
quantity of money » during the early yeats of the depression; (6) em-
pirical validation of the decline in the money stock from 1929-1932;
(7) consideration of a monetaty growth-rate rule as an “acceptable”
policy guide; (8) recognition of lag effects and problems of discretion-
ary power involved with direct price-leve] stabilization; (9) the view
licy should be considered an indirect, yet powetful,

that monetary po
instrument from which to putsue economic expansion.

Milton Friedman (1948, 1951, 1952}

Friedman’s eatly monetary work is in m

dion of the views of his Chicago mentors and colleagues. Thus in
« A Monetary and Fiscal Pramework for Fconomic
he shares the Chicagoan
Fractional reserve
have large

destruction of the money

Hence, Friedman calls for the adoption of Simons’ plan of
dman goes further. Noting that the

a 1948 paper,
Stability ” (reprinted in Friedman 1933),
disenchantment towards traditional monetary tools.
banking, he argues, allows the monetary authorities to
discretionaty powets over the creation and

supply.
100 pet cent reserves. But Frie

any respects 4 continua-
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adopti
" “E)er:n cf)f ]1100 per cent reserves would “reduce the discretionary
of the reserve system by eliminati i .
we y eliminating re-discounti
existing powers over rese i ey
ist rve requirements”, he al 11 “
elimination of... the existi , e e
xistin i
P Y }gi powers to engage in open-market opera-
tons ' (1953, p. ). As a result, monetary policy should be
with reference to the government’s fiscal operations:

f{)jlfli;ts:ﬁ_ (:)r 3ui:1plus.;es iﬁ the government budget would be reflected
r dollar in changes in the quantit
i v of money; and con-
zirszgéi tt:she 1quantity of rr;sozey would change only as a gonsequeml:le
or surpluses. eficit means an increase i i
e in th
of money, a sutplus a decrease (1953, p, 140).  quanty

Moreov i i7
Creationeri,S F;iedman recognized that financing deficits through money
ore expansionary than eithe i
_ | ar r levying taxe issui
1.ntere(s;t‘-bear1ng securities (1933, p. 140). e T o e
; .
Particul:fr:;hattdeﬁclts should be financed by the issue of money, what
onetary transmission mechanism did Fri ,'
barti . i s nism did Friedman envisage?
> aSS}; t(:)nzf: 151 \Ehlch a§1d1t1ons to the money stock represent additiins
to aseets fa;:n tt e‘l‘rﬁrz}'ay increase the average propensity to consume via
weath o ic s‘1 fhe rf:sulltant increase in the aggregate stock of
Valuey L ﬂ:zu (1::0]-;1 ntlhi .('::lejﬁclt]”,khe fsays, “must further raise the real
unity’s stock of assets and h
alue o A ence the avera
E] ‘ r;:;nzl{t]y I\t{o consume ‘(19”53, p. 152}, It was not until his “ Cor%f
e Friedma{;ﬂf;tg;y Ptohcy in 1951 (reprinted in Friedman 1953)
an to envisage a broader tr issi i
that _ . ansmission mechanism
oo ge f;l;:t lmefs prefuously sl;rll_lggested by Knight and Mints. Discussing
s of a rise in the rate of int \
erest — brought ab
e el . ght about b
p arket sales — on investment expenditure, Friedman stated ’
b

L4 n r I3 v +
p{a l;rtestrgent in thlsbcontext includes not only expenditures on
and equipment but also busines i
: s expenditures on i i
and goods in process and able soods
consumer expenditutes on dur
and houses (1953, pp. 269-270). wble goods

In addition ©
m ?ﬁ;gzilén’SC2§2ments oh Monetary Policy " included a turnabout
oty s h xf;sr c;:ncernmg the mllplementation of monetary
e hg o %e.y“i& result of his desire to halt inflation.
thel [’Of - : : t the present time and under existing
e ation], monetary policy... must take the form
y of open-market operations in government securities ” (1953
,

e e T
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p. 265). Once inflation was controlled, however, Friedman reiterated
his belief that 100 per cent reserve banking be instituted and
discretionary monetary policies be abolished. But such reform was
now delegated to the * long-run ” (1953, p. 263). Finally, © Comments
on Monetary Policy” contained explicit reference to the “ two alter-
native languages” through which the monetaty process could be
discussed -— © that of the quantity theory or that of Keynesian
analysis” (1953, p. 268). Friedman implied his preference for the
former and then proceeded to present his broad view of investment
spending. :

Friedman’s demarcation between the quantity theory approach
and that of Keynesian income-expenditure analysis was carried over
into his  Price, Income and Monetary Changes in Three Wartime
Periods ” (1952, reptinted in Friedman 1969). But Friedman here
presented the two approaches -— perhaps for the first time in the
literature — as two altetnative, empirically testable hypotheses. The
empirical results of the article are important because they led Fried-
man to conclude that ¢ the velocity of circulation of money is [an]
empirical variable that behaves in a stable or consistent fashion”
and that changes in the money stock are primarily responsible for
changes in nominal income and prices (1969, pp. 166-170). Friedman
continued to assert, however, — in the tradition of Chicago — that:
“The level of expenditures and of taxation... [are important] because
of their effects on the stoclk of money pet unit of output, and they
are only important :qsofar as they have such effects ” (1969, p. 170).

Concluding Remarks

The 1930’s Chicago School is especially notable for its unique
variable-velocity approach to the quantity theory and the consensus
of its members that depression should be combated by expanding the
money supply. The consensus among the Chicagoans extended to
the view concerning the inefficacy of traditional monetary policy in
correcting price-cost maladjustments and to the efficacy of monetaty
policy when conducted through variations in government expenditutes
and receipts. These views continued to be representative of Chicagoan
monetaty economics during the 1940’s and early 1950’s. Moreover,

contributions by Knight, Mints, and Friedman extended the quantity-

theory foundations at Chicago throughout these latter years. The

ey

=
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current Chicagoan view that deficits financed solely by m
creation are a means of conducting monetary policy (Friedm);n 1(;":’?
p. 715} d'ates back to the Chicago tradition of the 1930’s. ,
o FIn i]lght of th‘f‘: aforementioned contributions by Knight, Mints
ond ricdman, thF: Restatement ” of the quantity theory by F;:iedmar;
ilsad?jsnm ?;Eorc‘l‘nf{gly a culminatic};n of the evolvement of the Chicago
. ¢ “Restatement ” should not, however, be vi
% (f:ﬂ:stxri‘)n' ?jf the then e:xisting state of Chicago monetary £§$rflic§
For a0 I‘tt:) man has rightly gcknowledged: “ After all, I am not
unwill g(1972;:cept some credit for ‘the theoretical analysis in that
ariice” (177 2a, bp. 941). 'But Friedman’s contributions in the
iy should be viewed as a sequential extension of the
“hicagoan approa(':h rather than reflecting the adoption of Keynesian
?;:n;t:gyeic:rg:ncs -by E‘rif:dn;an. If Friedman’s portfolio demand
/ ynesian, it is also Chicagoan i
of portfolio analysis by Knight and Mingts. &%ie?véiletg: bctl);sglons
me(?tF O.f a broagl monetary transmission mechanism by JKnight Micr)li
an L rledm:fm, in cop]unction with the latter’s empirically—dete,rmined
stable veloc:lt_y function in 1953, led to the affirmation of traditional
n;lo_netary pt?hcy at Chicago during the mid and late 1950%s. At al:?:l?t
tle sz}a)me time, the Keynesian monetary tradition bred Radcliffism
elsewhere, For these reasons, and from the additional vantage of th
hereditable nature of his entire monetary framework, Fr%ed(rjnan’z

monetary economics forms a direct bti i
. . ridge to the quantity- i
of his Chicago mentors. ’ auantoy theory views

New York
Grorge S. TavLrAs
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