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The "Monetarist Revolution" in 
Monetary Theory 

By 

Karl Brunner 

Contents: I. The Changing Intellectual Climate. - II. Some Defining 
Characteristics of the Monetarist Position: i. The Nature of the Trans- 
mission Mechanism; 2. The Relative Stability of the Private Sector; 
3. Dominance and Nature of Monetary Impulse; 4. Approximate Separation 
between Aggregative and Allocative Forces; 5. And what about the Endo- 
gene ity of the Money Stock? - III. Some Issues Bearing on the Monetarist 
Analysis: 1. The Changing Role of Fiscal Policy; 2. The "Key Industry 
Idea" and Okun's Puzzle; 3. Empirical Studies in the Light of the Borrowing 
Cost Interpretation; 4. The Dilemmas of Inflation. - IV. Concluding Remarks. 

I. The Changing Intellectual Climate 

Radcliffe Report1 published in 1959 offered little encouragement 
or scope to the development of monetary analysis. This intellectual 
climate subtly changed within a few years. The Conference in 

Pittsburgh (1962) organized by the National Bureau of Economic Research 
initiated a new phase. This development was stimulated by a gradual 
intrusion of empirical science into monetary analysis. There emerged a 
growing recognition that the monetary theory cultivated in textbooks 
or learned monographs yielded little relevant information about our 
environment. It was also recognized that discussions of monetary policy 
were quite deficient analytically. Most important was however the growing 
awareness that the major Keynesian propositions had never been systemat- 
ically assessed by discriminating evidence. 

The critical reconsideration of the paradigm governing monetary 
analysis over the earlier postwar period raised many new questions and 

Remark: The paper is based on the work pursued in long association with Allan H. 
Meltzer. Financial support by the National Science Foundation is gratefully acknowledged. 

1 Committee on the Working of the Monetary System, Report, Presented to Parliament 
by the Chancellor of the Exchequer by Command of Her Majesty, August 1959, Cmnd. 827, 
London. 

Weltwirtschaftliches Archiv Bd. CV. i 

This content downloaded from 132.248.9.8 on Sun, 16 Feb 2014 17:31:16 PM
All use subject to JSTOR Terms and Conditions

http://www.jstor.org/page/info/about/policies/terms.jsp


2 Karl Brunner 

gave fresh impetus to unresolved problems which had been thoroughly 
neglected. Research in monetary analysis and the analysis of monetar}- 
policy expanded rapidly. The cumulative effect of this intellectual activity 
modified the major issues over the 1960's. At the end of the 1950's one 
discussed whether or not money did matter and whether or not monetary 
policy could be effectively exploited for purposes of economic stabilization. 
This issue has been settled by the research accumulated over the 1960's. 
The professional consensus acknowledges that money does matter indeed 
and that monetary policy can be effectively applied to influence the pace 
of economic activity. 

At the end of the 1960's one discusses how much monetary processes 
affect economic activity. Samuelson argued at a conference that "mone- 
tarism" has become the central issue in monetary theory1. The monetarist 
position reformulated over the past decade some ideas of the older quantity 
theory and advanced a hypothesis which assigns to monetary impulses 
a dominant role in the evolution of economic fluctuations. This position 
involves some radical departures from the Keynesian paradigm. It also 
integrates ideas of Wicksell, Keynes and Irving Fisher with a reformulated 
price theory which acknowledges the relevant operation of information 
costs and readjustment costs. Monetarist ideas have become almost 
respectable in recent years and the central propositions about the role 
of money and monetary policy have been increasingly accepted or at least 
seriously pondered. Still, the monetarist position remains an unsettled 
issue with respect to both its degree of confirmation and its analytic 
formulation. The subsequent section attends therefore to clarify some 
major aspects of the monetarist analysis of economic fluctuations and 
monetary mechanisms2. 

n. Some Defining Characteristics of the Monetarist Position 

The major propositions characterizing the monetarist view can be 
organized into four groups. These groups bear on descriptions of the 
transmission mechanism, the dynamic properties of the private sector, 
the dominance and nature of the monetary impulses and the separation 
of aggregate and allocative forces. The following sections elaborate the 
major aspects. 

1 "The central issue that is debated these days in connection with macro-economics 
is the doctrine of monetarism. " Paul Samuelson, "The Role of Money in National Economic 
Policy", in: Controlling Monetary Aggregates, Monetary Conference, June 1969, The Federal 
Reserve Bank of Boston, p. 7. 

1 The reader may find a more detailed and analytic development in the papers by Karl 
Brunner and Allan H. Meltzer, Fiscal and Monetary Policy in a Non-Keynesian World, and 
A Monetarist Hypothesis of Economic Fluctuations. Both papers are available on request. 
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The "Monetarist Revolution" in Monetary Theory 3 

1. The Nature of the Transmission Mechanism 

The Keynesian view of the transmission mechanism has been represented 
by the standard income-expenditure model canonized in textbooks. It 
has also dominated the construction of most econometric models. This view 
centered the transmission of monetary impulses on two interest elasticities, 
the interest elasticity of money demand and the interest elasticity of 
aggregate demand for output. The first was explained in the context 
of the liquidity preference theory of money demand and the second was 
explained in terms of relative borrowing costs, i.e. borrowing costs relative 
to total investment costs. The numerical magnitude of the second interest 
elasticity was positively associated with the magnitude of expenditure 
categories in the national accounts exhibiting substantial relative borrow- 
ing costs. This interpretation yielded initially assertions which denied the 
relevance of the second interest elasticity. The transmission of monetary 
impulses appeared thus to be quite unreliable and very indirect. Monetary 
policy could not be expected under the circumstances to offer a useful 
instrument of economic stabilization. 

The monetarist analysis rejects the Keynesian view of the transmission 
mechanism. It exploits on the other hand suggestions from Keynes, 
Wicksell and Fisher. There is no trace of a borrowing cost interpretation 
in Keynes' analysis. Keynes argued essentially in the context of a relative 
price process. For simplicity he identified bonds and real capital. This 
meant that every change of the interest rate necessarily involved a 
change in the price of real capital relative to consumables (or output). 
A change in interest rates was then equivalent in Keynes' analysis to a 
change in the relative price of existing real capital. This relative price 
change either lowered the relative market price of newly produced capital 
goods or lowered the marginal cost of new production relative to its 
market price governed by the price on existing real capital. It follows 
therefore that in Keynes' analysis the transmission of monetary impulses 
was not related, and needs not to be related, to the magnitude of relative 
borrowing costs. 

The heuristic simplification used by Keynes was later abandoned. 
This would have required an appropriate modification of the price- 
theoretical analysis. This was, however, not accomplished and the borrow- 
ing cost interpretation replaced the required price-theoretical analysis 
of the interaction between money, interest bearing financial assets and 
real capital. This dismissal of relative price theory was probably associated 
with a fundamental flaw of price theory clearly recognized by Keynes. 
Inherited price theory cannot explain short-run variations in the utilization 
of existing resources, whether such resources consist of labor or houses. An 
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4 Karl Brunner 

alternative to the borrowing cost interpretation of the transmission 
mechanism thus involved a reformulation of price theory which yields 
propositions immediately applicable to Keynes' problem. This reformula- 
tion was initiated with the recognition of the role of information costs and 
of the cost associated with the readjustment of inherited patterns of 
resource utilization. We obtain in this manner a price theory capable 
of explaining short-run variations in the utilization of existing resources. 
It explains in particular the occurrence of unused resources as a conse- 
quence of wealth maximizing behavior without appeal to analytically 
extraneous sociological or psychological convolutions1. With this new 
price theory at our disposal the borrowing cost interpretation of the 
linkage became otiose. 

The consequences were even more far reaching however. In the 
context of the Keynesian analysis the transmission of monetary impulses 
was essentially governed by the slopes of the two curves in the paradigmatic 
IS-LM apparatus. The slopes contained all the information necessary for 
the analysis of the transmission process. This position was modified by 
the Pigou effect which supplemented the slope properties with a shift of 
the IS curve. But the subsequent adjustments of the Pigou effect obliterat- 
ed its significance and essentially reasserted the initial Keynesian position. 
The real balance effect was lowered by the inside-outside money classi- 
fication and the financial asset effect was attenuated by considerations of 
anticipated tax liabilities offsetting the wealth effect of the public's 
claims against the government sector. The relative price approach radi- 
cally changed the outline of the transmission process. The slopes of the 
two curves in the IS-LM diagram are not sufficient to summarize the 
relevant information. The relative price process involving the whole 
spectrum of assets and liabilities, connecting the production of new assets 
and liabilities with the existing assets and liabilities, introduced substitu- 
tion and wealth adjustment channels which operate independently of the 
slope of the two curves and occur as shifts of the IS and LM curves. These 
shift properties supplement the slope properties in the transmission of 
monetary impulses. The relative price theory thus describes important 
channels of monetary influences which could not be subsumed under a 

1 The price-theoretical issues were discussed in my paper A Reconsideration of the Quan- 
tity Theory of Money, P. I : The Relative Price Theory of Output and Employment. A German 
version of this paper was published in Kredit und Kapital, Vol. Ill, Hamburg, 1970, No. 1. 
The reader should also consult the textbook by Armen A. Alchian and William R. Allan, 
University Economics, Belmont, Cal., 1964. The first description of this price- theoretical 
approach to the transmission mechanism was made almost simultaneously by P. Cagan, 
Milton Friedman, James Tobin and myself as the reader may find in: Harry G. Johnson, 
"Monetary Theory and Policy'*, The American Economic Review,V6i. LII,Menasha,Wisc, 
1962, p. 364. 
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The "Monetarist Revolution" in Monetary Theory 5 

Keynesian analysis. The heavy emphasis on the shift properties of the 
IS-LM curves reflecting the substitution processes and the wealth adjust- 
ments set in motion by a monetary impulse converts the traditional 
IS-LM diagram into a rather inconvenient description. The major reliance 
of the transmission process on properties not summarized by the slopes 
and to be represented by arbitrary shifts actually tends to obscure the 
relevant substitution and wealth adjustment processes conveying 
monetary impulses to the pace of economic activity1. 

The relative price approach also developed a capital theoretical 
extension bearing on intertemporal aspects. This extension yielded three 
major modifications of the analytical heritage concerning real balance 
effects and financial asset effects. The capital theoretic analysis of the 
value of liabilities initiated by Pesek-Saving yielded a substantial clarifica- 
tion of the conditions governing the monetary system's and the government 
sector's contribution to the private sector's wealth. This capital theoretic 
analysis exposed the fallacy in the traditional rationale for the distinction 
between inside and outside money and constrained the relevance of the 
anticipated tax liability effect to a world with a single uniformly propor- 
tional tax. And lastly, it also removed the real balance effect from the 
central position assigned by Patinkin's analysis. The dominant portion of 
the wealth adjustment induced by a monetary impulse occurs beyond a 
real balance effect and depends on the relative price change of existing real 
capital. The monetarist analysis of the transmission mechanism determines 
that this portion of the total wealth effect thoroughly swamps the real 
balance or even the financial asset effects2. 

2. The Relative Stability of the Private Sector 

Two major strands in the explanation of economic fluctuations empha- 
size the volatility of the IS curve. This variability dominates according 
to these views the observed fluctuations of economic activity. One strand 
attributes the volatility of the IS curve to the internal dynamics of the 
private real sector. The dynamic process generated by the interactions 
of the private sector is highly unstable in this view, at least over some 
ranges of the relevant variables. The internal dynamics of the private 
real sector thus perpetuates economic fluctuations and explains also the 
occasional economic disasters. Another strand attributes the variability 

1 The problem was discussed in more detail in my paper "A Survey of Selected Issues of 
Monetary Theory", to be published in the Schweizerische Zeitschrift für Volkswirtschaft und 
Statistik, Jg. 106, Bern, 1970. This paper also contains an explicit analytic description of 
the substitution and wealth adjustment processes alluded to in the text. 

2 These assertions are based on our papers mentioned in footnote 2, p. 2. 
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6 Karl Brunner 

of the Ic Surve to the exogeneous changes in the business community's 
longer-run anticipations which are not systematically related to the 
internal dynamics of the real sector. Both strands can of course be com- 
bined into a unified explanation. Such explanations are frequently 
encountered in the documents published by Central Banks. Authorities 
responsible for monetary policy find such theories highly attractive. They 
justify claims of innocence and achievement. In case of comparatively 
small fluctuations the monetary authorities will claim that their intelligent 
adjustment of the LM curve moderated the impact of a volatile IS curve 
on the pace of economic activity. In the face of serious and large fluctua- 
tions such theories enable the authorities to assure the public that all 
appropriate measures have been tried in valiant efforts to moderate the 
economy's evolution. A tidal wave engulfed the economy which became 
intractable to monetary impulses. This theory obviously maximizes the 
political survival probabilities of a Central Bank's bureaucracy. The theory 
has a venerable history, however, beyond the range of Central Bank 
rationalizations. 

The monetarist thesis rejects this view of the internal dynamics of 
the private real sector. The position is reversed quite radically. It is 
asserted that the dynamics of the private sector is basically very stable. 
It is particularly denied that this dynamics can explain the major portion 
of the observed fluctuations. The monetarist position thus denies the 
proposition that the dynamic process governed by the private real sector 
is unstable over some major ranges, or that anticipations of the business 
community are subject to large swings independent of major policy events 
or actions pursued by the authorities. The private sector absorbs shocks 
and transforms them into a stabilizing motion. This basic stability property 
of the internal dynamics offers probably a better explication of Say's 
law than the interpretations offered either by Keynes or by Lange. 
The monetarist position argues further that the major instabilities and 
uncertainties of the economic process result from the behavior of the 
government sector1. The uncertainties pertain in particular to the tax 
and expenditure programs to be pursued and the actions of regulating 
agencies. The instability refers mostly to monetary, credit and fiscal policy. 

It is noteworthy that the stability thesis of the monetarist hypothesis 
actually yields testable implications. Pigou already noted that an economic 
mechanism converting external shocks into stabilizing motions would 
generate a time series of resource utilization which closely parallel in 

1 It is noteworthy that Arthur Okun admits in his recent The Political Economy of 
Prosperity, New York, 1969, that the policies of the U-S. government imposed serious un- 
certainties on the private sector. 
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The "Monetarist Revolution" in Monetary Theory 7 

the longer-run the time series of actual resources. And this is exactly 
what we observe. Friedman demonstrated some additional implication of 
the stability thesis. He noted that it implies a positive correlation between 
the amplitude of a cyclic expansion and the amplitude of the preceding 
cyclic contraction and a vanishing correlation between the amplitude 
of a cyclic expansion and the amplitude of the succeeding contraction. 
These implications were substantially confirmed1. 

3. Dominance and Nature of Monetary Impulse 
Two important analytic elements of the monetarist analysis have 

been introduced thus far. The transmission mechanism has been described 
as a relative price process bearing on the interaction between money, 
financial assets, real capital, yields on real capital, liabilities, new produc- 
tion of real capital or consumables. A stability constraint was also imposed 
on the economic mechanism. This constraint precludes the generation 
of major fluctuations in economic activity or the emergence of long and 
persistent phases of economic retardation or economic expansion as a 
necessary consequence of the system's dynamic structure. The mone- 
tarist hypothesis requires consequently a third element in order to explain 
observable economic fluctuations. This element provides the necessary 
impulse force which determines the major contours of evolving economic 
fluctuations. 

There is little doubt that the pace of aggregative economic activity 
is shaped by many different influences. And so are most phenomena. 
Such admission is, however, cognitively quite uninformative and prag- 
matically useless. Systematic comprehension would suffer and pragmatic 
control become impossible in case our environment were governed more 
or less uniformly by a vast array of conditions. But the history of our 
cognitive efforts progressed successfully with a systematic denial of the 
thesis that "everything depends more or less uniformly on everything 
else/1 

Successful cognition selected comparatively small subsets of factors 
which effectively explain the major outline of a given phenomenon. In 
this manner emerged for instance the tobacco hypothesis of lung cancer. 
It asserts that the frequency of tobacco use significantly raises the in- 
cidence rate of lung cancer. In a similar vein the monetarist analysis 
assigns the monetary forces a dominant position among all the impulses 
working on the economic process. The monetarist hypothesis thus rejects 
the non-monetary impulse hypothesis of Keynes centered on the volatility 
of the marginal efficiency of capital. 

1 44th Annual Report of the National Bureau of Economic Research, New York, 1964. 
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8 Karl Brunner 

This is not the place to develop a monetarist hypothesis with the 
necessary analytic detail1. It will be sufficient to use some broad implica- 
tions of the complete analysis in order to clarify the meaning of the 
dominance of the monetary impulse and also its nature. We telescope for 
this purpose the underlying analysis into three relations. The first associates 
the relative change in output with proximate determinants, the second 
associates the relative change in the output price level with proximate 
determinants, and the third associates the non-monetary proximate deter- 
minants of output and price changes with suitable explanatory variables. 

The first relation asserts that relative output changes dy/y depend 
on monetary growth 

dy 1 [dM dF d* dS dK d<o n ìtw;t W'VT'W 

dM/M over the recent past, an expression dF/F summarizing fiscal 
forces, the relative change dnjn of the anticipated inflation rate, the 
relative change dS/S of the government sector's stock supply of securities, 
the anticipated inflation rate ir, the relative accumulation rate of real 
capital dK/K, and the relative change dw/w of an index summarizing the 
suppliers' assessment of short-to intermediate-run modification of market 
conditions. The first four arguments possess a positive derivative whereas 
the last three arguments possess a negative derivative. It should be 
noted that dF/F forms a linear combination of relative changes in govern- 
ment expenditures and of relevant tax parameters. The underlying 
hypothesis implies that the coefficient of relative changes in government 
expenditures is unity whereas the coefficient for the tax parameters is 
substantially less than unity and dependent on specific boundary conditions. 
This circumstance makes tax policy a relatively unreliable instrument of 
aggregative stabilization policy. Under specificable boundary conditions 
which actually did occur probably in 1968 the underlying analysis implies 
that the major tax coefficients become negligible. This analysis also 
implies that the derivative of h1 with respect to the first argument, i.e. 
dM/M is at least five times larger than the derivative with respect to 
dF/F. It is also a large multiple of the derivative with respect to dS/S. 
The relation can be usefully represented for our discussion in a two- 
dimensional diagram. The dependence of dy/y on dM/M is explicitly 
shown. It should be stressed however that the time relations between 
dy/y and dM/M are not developed for our present discussive purposes. 

1 The reader is again referred to the papers mentioned in footnote 2, p. 2. 
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The "Monetarist Revolution" in Monetary Theory 9 

Graph 1 

dM/M 

 /  ~7  dy/y 

The line is necessarily non-linear. The slope of the line reflects the response 
of dy/y to monetary accelerations in the context of a given state of 
resources and anticipations summarized by 0, 7t, and K. The remaining 
arguments of the ̂ -function govern the position of the line expressed 
by the horizontal intercept. An increase in the anticipated inflation rate n 
or the anticipated rate of market evolutions dco/to shifts the line upwards 
along the vertical. Furthermore, an increase in the utilization rate of 
existing resources twists the line around into a steeper position. 

The second relation describes the behavior of the output price level. 
This behavior 

dp Jdy dK dco 1 

p l_y K w J 

is reduced to the movement of output, the accumulation rate of capital 
and the anticipation pattern. The first and the last two arguments possess 
a positive derivative and the second argument has a negative derivative. 
The relation can again be represented by a graph (Graph 2). 

The slope of the line expresses the elasticity of output prices with respect 
to the output level. This elasticity rises as the utilization rate increases 
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Graph 2 

dy/y 

7 / 
 

7 
 

dp/P 

and thus explains the curvature of the line. The position measured by 
the horizontal intercept is governed by the state of the remaining argu- 
ments of the h2-function. An increase of the anticipation variables pushes 
the line to the right, whereas a larger capital accumulation rate shifts the 
line to the left. 

Lastly, the anticipation patterns dco/o, and the capital accumulation 
rate dK/K are reduced to the past evolution of the economy expressed 
by output and prices and supplementary conditions o left unspecified at 
this stage. We obtain thus 

/dco' 
6) 

« =v[^(6),^(e),o(0)J 
dK 

where v is a vector functional of time paths of dy/y and dp/p. 
The properties of the relations specified reflect the nature of the sub- 

stitution and wealth adjustment process characterizing the transmission 
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The "Monetarist Revolution" in Monetary Theory 1 1 

mechanism. Our general outline is still incomplete, however. Some con- 
straints must be imposed on the operation of the unspecified item o. 
Three distinct patterns are recognized in the evolution of w , do>/<o, and 
dK/K over time under the impact of o. We distinguish first anticipatory 
effects of the government's financial policy. Secondly, non-financial 
forces operate on capital-accumulation and the anticipation variables 
in two distinct ways. One pertains to essentially short-run influences with 
a rapid decay factor, and the other to gradual or longer-run changes in 
environmental conditions. The operation of the unspecified conditions 
o thus contributes to shape the longer-run path of the economy. These 
conditions also contribute to the short-run irregularities occurring in an 
economy's motion. The monetarist thesis denies however that they 
occur relevantly in the type of economic fluctuations which characterize 
the cyclic phenomenon. It follows that the intermediate-run variabilities 
of tu, d(o/to and dK/K are governed by the government's financial policies 
and inherited monetary impulses. And lastly, it also follows that the major 
shifts in the position of the two curves result from the consequences of 
past monetary accelerations or decelerations or from current accelerations 
(or decelerations). 

Graph 3 

dM/M / a 

/ / Bx dp/p 
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12 Karl Brunner 

Consider now the effect of a persistent change in monetary growth. 
The initial state of growth equlibrium is represented by the two curves 
labelled ̂ and bx in Graphs 3 and 4. 

Graph 4 

dy/y y bx 

-J-A- 7 7 cx dp/p 7 7 cx dp/p 

It is also assumed that anticipated and actual inflation is zero, i. e. n = 
dp/p = o. The initial position of the two curves thus reflects essentially 
the role of capital accumulation and in Graph 3 also the (minor) impact 
of dF/F. The reader should note that the growth rate Bx associated with 
the monetary growth Ax occurs also on the vertical of Graph 4. Suppose 
now that the system experiences a monetary acceleration to A2. The 
growth rate dy/y expands according to curve ax in Graph 3. We ob- 
serve a gradual movement along ̂  towards a point associated with A2. 
This implies that a corresponding movement occurs along bx in Graph 4. 
The expansion of economic activity induced by monetary acceleration 
gradually induces a rise in the price-level. The persistence of this experi- 
ence will induce revisions of o> and «. A pronounced acceleration thus 
sets in motion a train of events which modify the curves in the two 
graphs. The curve in Graph 3 consequently moves from ax to a2 and the 
curve in Graph 4 shifts to the right from bx to b2. They move into positions 
which reflect the longer-run response of 7u and dK/K to the monetary 
acceleration from Ax to A2. Eventually, the system settles down again 
to a growth equilibrium with approximately unchanged dy/y but a positive 
7T equal to dp/p, corresponding to the larger growth rate dM/M. The 
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The "Monetarist Revolution" in Monetary Theory 13 

economy's anticipation adjustment to the higher monetary growth is 
expressed by the new position of the curves in the two graphs. It is actually 
measured by the horizontal shift of the curve in Graph 4. Every persistent 
change in monetary growth thus induces a general revision of anticipation 
patterns. This sequential process of anticipation revisions, expressed by 
the to index and the anticipated inflation velocity 7r , forms a center- 
piece of the mechanism which links monetary growth with price move- 
ments. 

This sketchy outline is sufficient to distinguish the radically different 
role of monetary growth and monetary acceleration (or deceleration) 
in our analysis. The growth rate dM/M exerts relatively little influence 
on the growth rate dy/y of output. Monetary growth affects dominantly 
the price-level. Monetary accelerations or decelerations on the other hand 
operate essentially on output and employment. It is therefore not possible 
to state whether a 10% annual rate of increase of the money stock is 
expansionary or not with respect to output. Additional information is 
required. We must know what happened to monetary growth previously. 
If monetary growth was 20% in the previous years, then the decline 
from 20% to 10% is contractive with respect to output and employment. 
If on the other hand the previous growth rate was 5%, then 10% becomes 
expansive with respect to output and employment. And in case the 10% 
rate prevailed for several years, the economy has adjusted the anticipation 
patterns sufficiently for price movements to absorbe fully the prevailing 
monetary growth. 

Another important aspect is associated with this distinction be- 
tween the role of monetary growth and monetary acceleration. The impact 
of monetary accelerations (or decelerations) on output and employment 
is essentially temporary. An increase in the growth rate expands initially 
dy/y. But this expansion cannot persist. Similarly, a sharp reduction 
of dM/M lowers dy/y, but again this contraction does not persist. Both 
increases and decreases of dM/M induce feedbacks via the capital accumula- 
tion and anticipation patterns which offset the initial effect on output 
and employment. Monetary acceleration (or deceleration) would have to 
continue and probably continue at a gradually increasing rate in order 
to compensate for the mounting feedback effect. 

The analysis outlined provides an explanation of several phenomena 
difficult to subsume under the old quantity theory or standard income- 
expenditure theory. We note first that the coexistence of permanent price 
inflation and fluctuations in real variables becomes intelligible. It results 
from the interaction between the effects associated with a high average 
monetary growth and large monetary accelerations or decelerations. 
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14 Karl Brunner 

Secondly, the analysis reconciles propositions concerning the dominance 
of monetary impulses with the observation that onsets of downswings or 
upswings occurred at very different levels of monetary growth. The 
monetarist analysis clarifies this pattern in terms of the distinct roles 
of monetary growth and monetary acceleration. Changes in the pace 
of economic activity are not associated with any particular monetary 
growth and occur independently of the level of monetary growth. They 
only depend on the previous changes in monetary growth, whatever 
its inherited level. Thirdly, the analysis explains the nature and the length 
of the Friedman lag, i.e. the lag of the turning point in economic activity 
behind the turning point in monetary growth. The lag increases in case a 
gradual deceleration follows a rapid acceleration relative to the case where 
a rapid deceleration follows a gradual acceleration. Other elements also 
affect the lag in a predictable manner according to the analysis developed. 
It should also be noted that the analysis justifies Friedman's formulation 
of the lag. Lastly, we obtain an explanation for the differences between 
short-run and longer-run effects of monetary impulses on output, prices 
and interest rates. Monetary impulses affect in the short run essentially 
output, and in the longer run essentially prices. This follows immediately 
from the distinctive role of monetary growth and monetary acceleration. 
And with respect to interest rates one obtains the result that the short-run 
effects of monetary impulses are negative in the accustomed way, but 
both intermediate-run and long-run effects of monetary impulses are 
positive. 

4. Approximate Separation between Aggregative and Allo- 
cative Forces 

The three ideas discussed in previous sections do not completely 
describe the monetarist hypothesis. One more building block must be 
assembled for the reader. This building block involves a specific constraint 
on economic processes. The nature of this constraint can best be under- 
stood by considering first its denial. This denial occurs typically in large- 
scale econometric models. According to a recent paper by Lawrence Klein 
it actually motivates the construction of ever larger models with more 
and more equations. Klein asserted that economic fluctuations are con- 
ditioned and on occasion generated by various events in many parts of the 
system. In order to explain therefore the aggregative motion of the system 
we must explicitly interrelate the multitude of parts by means of a vast 
equational system. The pursuit of large scale econometric models thus 
reflects a belief that detailed allocative patterns significantly influence 
the aggregative behavior of the economic process. This belief denies that 
aggregative forces and allocative forces are approximately separated. 
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Such separation is asserted on the other hand by the monetarist 
analysis. This involves a type of dichotomization radically different 
from the problem initially formulated by Patinkin. The dichotomy be- 
tween aggregative and allocative forces can be explicated by means of a 
frequency distribution. Such a distribution is formulated for relative price 
changes or output changes of an economy's various branches. The mone- 
tarist position asserts that there is comparatively negligible overlap 
among the sets of forces which shape the position of the distribution 
and the location of the individual elements relative to the mean. In terms 
of our previous section it is asserted in particular that the position of the 
relative price distribution is determined by the monetary growth dM/M. 
Moreover, the position of the distribution of output changes is determined 
by the prevailing monetary acceleration modified by the feedbacks from 
previous accelerations or decelerations. Neither monetary growth nor 
monetary acceleration affect on the other hand systematically the 
location of particular occurrences relative to a given mean. 

The hypothesis of an approximate separation between aggregative 
and allocative forces determines the manifest preference for manageable 
smaller scale models. The monetarist position does not deny that possibly 
some improvements can be achieved by more detail. The separation is 
not maintained as a total principle but as a matter of dominant first order 
approximation. The monetarist position maintains however that sub- 
stantial allocative detail is peripheral and yields a marginal gain and 
obscures ultimately the crucial patterns of interrelations. The place of 
financial institutions and of financial markets in monetarist analysis 
offers an excellent example of the separation hypothesis under examina- 
tion. "Radcliffe and Yale" would argue that the allocative detail of credit 
markets and the array of diverse financial institutions must be explicitly 
recognized for an adequate analysis of the relation between monetary 
impulses and economic activity. The monetarist analysis certainly con- 
siders such allocative detail, provided one's problem is directed towards 
the behavior of relative interest rates and the allocation pattern of credit 
flows. The monetarist disregards however the allocative detail of credit 
markets when examining patterns of aggregative behavior. Surely some 
minor spillover from the allocative detail is acknowledged, but it is not 
sufficient to warrant explicit incorporation in the analysis. The monetarist 
analysis does not ' 'overlook*' the interrelations within the financial 
system. Such detail is simply asserted, rightly or wrongly, to be irrelevant 
for aggregative explanation. Fortunately, these issues do involve testable 
propositions and the monetarist separation thesis would become dubious 
indeed in case hypotheses with substantial allocative detail are repeatedly 
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better confirmed. At this stage however, the opposite approximation is 
more nearly the case1. 

5. And what about the Endogeneity of the Money Stock? 

It is frequently argued that the money stock is an endogeneous magni- 
tude subject to pronounced influences from the real sector. Several 
distinct issues were associated with the endogeneity of the money supply. 
We select three and introduce them by means of the following questions : 
(a) Does it impair the causal relation from money to economic activity 
asserted by the monetarist view; (b) does it impair the interpretation of 
the tests executed by Friedman-Meiselman and Anderson- Jordan, and 
lastly (c) does it impair the time series evidence discussed by Friedman- 
Schwartz. These questions will be examined in the order presented. 

Does the endogeneity of the money supply affect the central pro- 
position about the causal role of money with respect to economic activity ? 
The answer is of course no. The two propositions are logically consistent 
and acceptance of the endogeneity proposition does not imply abandon- 
ment of the causal proposition discussed. An example may be appropriate 
in view of some confused discussions bearing on this issue. Let the adjust- 
ment of y be dominated by a condition x, such that a greater part of the 

y = f (y, x, z) 

motion of y is reducible to the time path of x. We also acknowledge that 
x is partly shaped in return by y, as for instance 

x = g (y, x, z) 

Even with a pronounced feedback effect from y to x the causal proposition 
pertaining to the first statement still holds. The magnitude x dominates 
according to the first equation the immediate behavior of y. 

Consider now the second question. Does endogeneity affect the inter- 
pretations of the Friedman-Meiselman or the Anderson- Jordan correlation 
and regression results ? It is frequently asserted that endogeneity of the 
money supply biases its coefficient in these regressions upwards. Such 
endogeneity is also said to exaggerate the sample correlation beyond the 
level corresponding to the causal influence from money to income. The 

1 The discussion of the credit market is based on the explicit analysis developed in the 
second paper mentioned in footnote 2, p. 2. It is noteworthy that Harry G. Johnson was 
quite aware of the issue discussed in the text. I refer to p. 105 of his paper "Recent Devel- 
opments of Monetary Theory", in : Money in Britain 1959 - 1969, Oxford, 1970. 
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sample correlation was thus asserted to reflect at least partly the "reverse 
causation" from income to the money supply. The regression argument 
poses essentially a purely analytic issue, viz. whether or not endogeneity 
of a variable is a sufficient condition for a positive bias. Once again, simple 
counter-examples exhibit that the answer is negative. On a more adequate 
level of argument one finds the assertion that correlation between random 
disturbance and variable biases the OLS (Ordinary Least Squares) 
coefficient estimate. It is noteworthy that many objections to Friedman- 
Meiselman and Anderson- Jordan asserted that the correlation between 
money stock and disturbance term biases the coefficient positively, 
whereas a similar correlation involving government expenditures biases the 
latter's coefficient negatively. These assertions reveal a pervasive applica- 
tion of an essentially impressionistic econometric folklore. Recent work 
by Robert Basman and Richardson- Wong provides however an analytic 
foundation for propositions about the simultaneous equation (finite sample) 
bias. This work establishes that the bias cannot be removed by replacing 
OLS with TSLS (Two-stage Least Squares) . It also determines the conditions 
which govern the sign of the bias. These results from econometric theory 
effectively discard the standard objection. However, they simultaneously 
establish that the interpretation of the Friedman-Meiselman and Anderson- 
Jordan regressions require supplementary hypotheses bearing on the 
covariance of the random disturbances occurring in the reduced form 
equations for the variables correlated with the random disturbance 
of the equation investigated. It emerges thus that the alternative classes 
of hypotheses assessed by Friedman-Meiselman or Anderson- Jordan 
require more constraints than originally thought at the time. Once these 
supplementary constraints are introduced the regressions under investiga- 
tion permit an unambiguous interpretation as suitable test statements in 
support of the monetarist thesis, even with the admitted endogeneity of 
the money supply. 

But what about the time series evidence assembled by Friedman- 
Schwartz? James Tobin has effectively demonstrated that these time 
series patterns can be generated by an economic process which is inconsis- 
tent with the monetarist thesis and centered on the dominant operation 
of the "reverse causation." No doubt, appropriately construed endo- 
geneity can explain the time series pattern observed by Friedman-Schwartz. 
It should be noted however that endogeneity as such is much too vague 
and uninformative for this purpose. It has already been emphasized that 
it is possible to construct endogeneity patterns consistent with the mone- 
tarist thesis. Still, Tobin's analysis establishes that the time series patterns 
mentioned provide no evidence in support of the monetarist thesis. This 
must be clearly recognized. It is for this very reason that these time 

Weltwirtschaftliches Archiv Bd. CV. a 
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series observation were supplemented by detailed investigations of money 
supply processes. The relevant evidence thus comprises, and this ob- 
viously needs some emphasis, both the time series observation and ob- 
servations bearing on money supply processes. And these joint observations 
provide crucial information for our purposes. It is particularly important 
to cover a large range of different experiences with respect to the money 
supply process. This yields episodes in different countries and different 
time periods showing substantial changes in dM/M which can be unambig- 
uously traced to policy factors and other factors operating independently 
of the current economic situation. The persistence of the Friedman- 
Schwartz time series or the sequential arrangements of monetary accelera- 
tions and expanded economic activity over radically different institutional 
arrangements governing the money supply process removes any weight 
from the endogeneity argument. The time patterns connecting money 
and economic activity persist whether the reverse causation is substantial 
or negligible, or whether changes in dM/M were influenced by feedback 
loops via the private sector or dominated by policy actions pushing 
monetary growth in the very opposite direction of the influence emitted 
by the real sector. The same observations also bear on the objections 
to the correlation results mentioned previously. The persistence of the 
correlation patterns in the context of radically different institutional 
arrangements governing the money supply process yields evidence in 
support of the dominance of a "direct causation"1. 

An examination of money supply processes contributed thus important- 
ly both to the cognitive status and the clarification of the monetarist 
thesis. Substantial results have been accumulated over the past decade 
both with respect to analytic formulation and empirical patterns. The 
role of feedbacks and the weight of reverse causation has been examined 
with particular care. Three main channels convey the effects of the real 
sector to the money supply. Wicksell-Keynes emphasized the public's 
loan demand and the banks' adjustments of reserve and borrowing 
positions. Another idea, stressed by Gramley-Chase in the United States, 
attributed to the substitution relation between time deposits and securi- 
ties a crucial role. The responses of investors to changing market condi- 
tions induce modifications in the time deposit ratio and corresponding 

1 One frequently encounters the objection that "causation cannot be inferred from 
correlation." Indeed, this proposition seems the major achievement of a limited exposure 
to statistical theory. More extensive exposure also teaches that statements about sample 
correlation yield test statements for causal statements. The latter frequently imply (logically) 
specific correlation patterns. Such implications can be exploited for appropriate tests by 
means of correlations. These issues will be discussed in another paper which examines the 
empirical evidence. 
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changes in monetary growth. Lastly, the Federal Reserve System empha- 
sized on many occasions the influence of money demand. Changes in money 
demand induce changes in the money stock via the banks' adjustment 
of reserve and borrowing position mediated by changes in credit market 
conditions. 

It is noteworthy that no detailed examination has yet been forth- 
coming from advocates of a dominant or even pronounced reverse causa- 
tion effect on the money stock's behavior. In many cases the emphasis 
on the endogeneity argument does not even clarify the nature of the chan- 
nels conveying a reverse causation effect. The monetarist analysis yielded 
some detailed information in this respect. The experiences from all 
countries examined thus far show a pronounced predominance of the 
authorities' behavior, in the longer-run or in cases of substantial shorter- 
run changes of the money stock. The authorities' behavior is expressed 
for our purposes by the monetary base. This predominance increases with 
the magnitude of the monetary change considered. In the United States 
the predominance is clearly visible for the half-cycle movements of 
the money stock. Still, reverse causation effects do occur, mostly channeled 
via the time deposit ratio and the currency ratio. But substantially more 
than 50% of the variation in monthly changes observed over the postwar 
period in the United States can be explained in terms of concurrent and 
one-month lagged changes of the base and the concurrent or one-month 
lagged changes in Treasury deposits at commercial banks. The net result 
of the extensive studies of money supply processes thus confirms the 
existence of a reverse causation from the private sector to the money 
stock. It also establishes however the limited order of this feedback. 
Its importance vanishes with the magnitude of the monetary change. 
The major contours of the money supply's behavior are governed by the 
behavior of the monetary authorities. It follows from these results that 
monetary authorities can control the money stock within adequate 
limits. The existing obstacles obstructing effective control do not pertain 
therefore to the inherent properties of the process. They result from 
the Central Banks' pervasive misconceptions of money supply processes. 

III. Some Issues Bearing on the Monetarist Analysis 
Four issues have been selected for discussion in this sector. Their 

examination elaborates the major differences between the monetarist 
analysis and the inherited paradigm expressed by the income-expenditure 
theory. The analysis outlined reverses completely the role assigned to 
fiscal policy by Keynesian analysis, denies the "key industry approach" 
implicit in Keynesian analysis, rejects the relevance of the observations 

2* 

This content downloaded from 132.248.9.8 on Sun, 16 Feb 2014 17:31:16 PM
All use subject to JSTOR Terms and Conditions

http://www.jstor.org/page/info/about/policies/terms.jsp


2C Karl Brunner 

diligently assembled by Irwin Friend on the impact of monetary policy 
on investment plans in 1966, and lastly, it yields new insight into the policy 
makers' dilemma when attempting to terminate an inherited inflation. 

1. The Changing Role of Fiscal Policy 
Two of the four building blocks constituting the monetarist thesis 

substantially affect the assessment of fiscal policy for purposes of aggre- 
gative stabilization. The monetarist view of the transmission mechanism 
and the impulse force seriously impairs the usefulness of fiscal policy. The 
borrowing cost interpretation of the Keynesian analysis governed both 
the old and the new rationale of assigning to fiscal policy the central 
task of economic stabilization. This interpretation originally guided the 
idea of a very steep IS curve. It followed that monetary policy was 
deemed ineffectual, whereas fiscal policy appeared to operate with greater 
certainty and "more directly." The Keynesian view of the transmission 
mechanism naturall}' determined the predominance of fiscal operations 
in stabilization policy. 

Fiscal policy maintained its predominant role even with the growing 
admission that the IS curve was probably not so terribly steep. The borrow- 
ing cost interpretation of the crucial interest elasticity implied that mone- 
tary policy impulses were channeled to a major extent via the housing 
industry. The use of monetary policy thus imposes a special burden on 
this industry. The use of fiscal policy on the other hand involves no such 
concentration of the burden. More important probably is the consideration 
that fiscal policy permits apparently an assignment of the burden according 
to the wisdom of the policy maker. Moreover, policy makers became 
very reluctant in the United States for essentially political reasons to 
use an instrument for stabilization purposes which imposes a special 
burden on housing. This new rationale for the predominance of fiscal 
policy emerged in the discussions of the economic advisors to the Kennedy- 
Johnson Administration. 

It is important to understand that monetarist analysis of the trans- 
mission mechanism rejects both old and new rationale of fiscal predomi- 
nance in stabilization policy. Rejection of the old rationale follows from 
two considerations. The IS curve is not as steep as the Keynesians origi- 
nally asserted. Moreover, the slope properties of the IS-LM curves do not 
exhaust the channels governing and conveying monetary impulses. 
The substitution and wealth adjustment process set in train by a mone- 
tary impulse operates beyond the slope properties and involves simul- 
taneous shifts of both curves. In the context of monetarist analysis the 
use of the IS-LM apparatus tends more to obscure than to clarify the 
nature of the transmission mechanism. 
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Additional considerations bear on the new rationale. The price- 
theoretical approach to the transmission mechanism denies the borrowing 
cost interpretation and thus rejects also its major implication, viz. that the 
housing industry forms the crucial vehicle conveying monetary impulses. 
The monetarist analysis does not deny on the other hand the special 
burden actually imposed on housing in the United States during the later 
sixties. But this burden resulted not from inherent properties of the 
transmission mechanism but from the variability of monetary policy 
superimposed on a price fixation arrangement which obstructed the ad- 
justment of yields offered by thrift institutions or commercial banks. 

The price-theoretical analysis of the transmission mechanism thus erodes 
the case against the use of monetary policy for purposes of economic 
stabilization. This result is reenforced by a price-theoretical analysis of 
fiscal mechanisms. The detailed results are reported at another occasion 
and only a few major results are summarized in this context. It emerges 
that the substitution and wealth adjustment process set in motion by 
fiscal impulses generates in many cases a variety of cross currents which 
severly dampen the net effect of tax policies and government expendi- 
tures. All the response patterns of output with respect to any fiscal policy 
variable can be represented as a sum of two components, a pure fiscal 
effect and a financial effect. The latter component depends on the operation 
of the government sector's budget constraint. It expresses the portion 
of the total fiscal effect which is due to the financial arrangements con- 
cerning deficit or surplus. The analytical results indicate that the total 
effect measured by the sum is dominated by the second component. 
The pure fiscal effect is comparatively small and under various condi- 
tions vanishes or becomes perverse. One concludes from this analysis 
that fiscal policy is an unreliable and tenuous mode of achieving economic 
stabilization1. 

2. The ''Key Industry Idea" and Okun's Puzzle 

Arthur Okun commented in a recently published volume exploring 
the economic scene of the 1960's that the private sector's behavior in 
response to public policy in 1966 and 1968/69 is difficult to explain2. 
The surge in private demand observed in the latter period irrespective 
of the tax change, and the primary response of consumer expenditures 
to the pronounced monetary deceleration initiated in May 1966 do indeed 
pose a puzzle to the faithful Keynesian. The standard paradigm implies 

1 The detailed analysis is developed in the papers mentioned in footnote 2, p. 2. 
2 The reader should consult Arthur Okun's The Political Economy of Prosperity, op. cit. 
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that a fiscal turnaround of the order experienced in 1968/69 decisively decel- 
erates private demand by a large margin. And of course these were the 
predictions made by the econometric models cast in a Keynesian mould. 
Moreover, according to the same paradigm the results of a monetary 
deceleration are first exhibited by investment expenditures and only 
subsequently via the operation of the multiplier mechanism by consumers 
expenditures. In the face of these puzzling experiences Okun notes that 
we still have much to learn. Indeed, we do. But Okun immediately pro- 
poses "unexpected strength' 

' of the economy or "shifting attitudes 
of the public" as an explanation1. Such stratagems may save the paradigm, 
but they also convert it into an empty formula which becomes easily 
applicable ex post facto to any observations made. It should be explicitly 
noted that the price-theoretical approach of monetarist analysis yields 
a good explanation of the tax policy problem of 1968/69 and actually 
resolves Okun's puzzle. In particular, the analysis implies that under 
the boundary conditions partly imposed by the policy makers the sur- 
charge on income taxes would be ineffectual and induce no substantial 
deceleration of inflation. 

The price theoretical approach also resolves Okun's first puzzle, the 
retardation of consumers expenditures after a monetary deceleration. 
Such observations are certainly a problem for the Keynesian paradigm. 
They do provide disconfirming evidence. The price-theoretical approach 
denies this systematic temporal sequence of monetary effects. The analysis 
of the substitution and wealth adjustment processes set in motion by 
monetary impulses yields no systematic priorities with respect to invest- 
ment and consumers expenditures. This depends on a host of specific 
circumstances. Monetarist analysis would however not expect that in- 
vestment expenditures lead in the average the impact of monetary impulses. 
More generally, monetarist analysis rejects the wide spread use of a "key 
industry approach." Investment expenditures may be a "key magnitude" 
with respect to selected goals, but investment expenditures certainly 
do not form a "key magnitude" with respect to aggregative activity. 
Similarly, the variety of "key industries" asserted by many financial 
analysts are denied this role by monetarist analysis. According to this 
analysis, they fail to separate adequately the aggregative forces operating 
on the position of the distribution and the allocative forces operating on 
the internal structure of the distribution of output changes. 

1 Okun, op. cit., pp. 92 sqq. 
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3. Empirical Studies in the Light of the Borrowing Cost 
Interpretation 

The borrowing cost interpretation of the interest elasticity of aggregate 
demand exerted almost from the beginning a substantial influence on the 
procedures applied to assess the Keynesian analysis. The study prepared 
by Crockett, Friend and Shavell in 1967 for the Department of Commerce 
in the United States of America forms the last example of a species repeti- 
tively encountered over the last decades1. Friend and co-authors examined 
by means of detailed questionnaires mailed to many business firms the 
response of firms' investment plans to the shift in monetary policy which 
occurred in the spring 1966. Such an investigation might be very useful 
in the context of a Keynesian paradigm in order to account for Okun's 
puzzle in a manner consistent with the paradigm and without loss of 
empirical content. One would contend that the measurement procedures 
introduce a systematic bias into the timing relation between investment 
expenditures and consumers expenditures. The first entity is based on 
delivery data and the second on sales data. This discrepancy could shift 
the response of measured investment expenditures to a monetary impulse 
forward in time relative to the response of investment demand or of con- 
sumers expenditures. Friend's study was designed to yield information 
about investment demand. It is however very important to understand 
that the arrangements governing the information collection were com- 
pletely determined by the borrowing cost interpretation. The respondents 
were requested to assess the effect of higher interest rates on their invest- 
ment plans. I do not wish to examine the detail of the procedure or ponder 
the results obtained. Our interest centers on the basic approach alone. 
One should note that the very procedure testifies to the existence of 
the borrowing cost interpretation of interest elasticity and a strongly 
held view that the slope properties of the IS-LM diagram exhaust the 
relevant monetary mechanisms. The relative price theory of the trans- 
mission mechanism would never suggest such a procedure. It actually 
denies its adequacy with respect to the proposed purpose. Such studies 
are moreover inherently incapable to yield observations bearing on the 
alternative views of the transmission mechanism. The observations 
obtained are responses to questions which were framed according to one 
particular view, viz. the borrowing cost interpretation. One will thus 
either conclude that investment plans were responsive or not responsive 
in the aggregate to changes in interest rates. But this conclusion holds 
onlv relative to the theory which determined how the questions were 

1 The Study of the three authors "The Impact of Monetary Stringency on Business In- 
vestment" was published in the Survey of Current Business, Vol. XL VI I, Washington, D. C, 
1967, No. 8, pp. 10 sqq. 
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framed. The observations made yield on the other hand no evidence 
for the governing paradigm. Such studies yield consequently not much 
information with respect to our major issues, but they do reveal the power- 
ful hold of the inherited paradigm1. 

4. The Dilemmas of Inflation 
The monetary analysis outlined differentiates explicitly between 

real magnitudes and nominal magnitudes. This includes an explicit 
recognition of the difference between actual price changes and the antic- 
ipated rate of inflation tt. These differences were rarely, if ever, recognized 
in Keynesian analysis. The monetary analysis developed in recent years 
assigns to these magnitudes and their interaction a crucial role. This is 
particularly the case for an adequate analysis of inflationary experiences 
which abound in recent years beyond the endemic cases in Latin America. 
Two aspects of the inflation problem are selected for our examination, 
viz. the relation between inflation and output or employment, and the 
conditions governing the social cost of terminating inflation. Neither 
of the two problems can be successfully investigated by an analytic 
apparatus which blurs the distinction between nominal and real rate of 
interest. It is noteworthy that no econometric model so far constructed 
incorporates this distinction. 

We consider first the relation between inflation and output. Two dis- 
tinct aspects of inflation are relevant in our analysis, the anticipated 
acceleration expressed by dn/n and the anticipated velocity expressed by 
the anticipated rate of inflation n. The role of * and dn/it can be recognized 
by following the progress of an inflationary episode of the type experienced 
in the United States from 1965 until 1970. Monetary growth is increased 
at a time point with no inherited inflationary anticipation. This acceleration 
of the money stock raises according to Graph 1 the growth rate of output 
and the utilization rate of available resources. But prices are gradually 
revised upwards according to Graph 2. The persistent effect of the large 
increase in monetary growth on price revisions eventually induces also 
a revision of the anticipated rate of inflation. The value of n becomes 
positive and gradually increases. At this stage the effect exerted by dn/n 
probably exceeds the effect of w. The anticipated acceleration pushes the 
line in Graph 1 to the right, whereas the anticipated velocity pushes the 
line to the left. The adjustment of inflationary anticipations to the actual 
evolution thus reenforces for some time the effect of the initial monetary 

1 The reader may find an excellent analysis of this problem in a paper by William White, 
"The True Finding of the Commerce Department - Wharton Survey", The Journal of Money, 
Credit and Banking, Vol. II, Columbus/Ohio, August 1970. 
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acceleration on output and employment. But the larger this reenforcement, 
the quicker it will be spent. Once acceleration is constant or even declining, 
the 7u effect dominates unambiguously. With dn/n still positive however, 
7t continues to rise and the line in Graph 1 moves to the left. In case 
monetary acceleration terminates with a high growth rate dM/M, antic- 
ipated inflation velocity eventually approaches an equilibrium value 
associated with the prevailing monetary growth. At this equilibrium value 
of 7t the line in Graph 1 has shifted sufficiently to the left so that the 
higher dM/M just induces approximately the initial growth rate dy/y. 
In Graph 2 the line has been moved to the right by an increasing 
7t- value until the actual dp/p associated with the old dy/y coincides with 
the 7ü-value. Our analysis of a given monetary acceleration thus shows 
that output and employment are stimulated first by monetary acceleration 
and subsequently by anticipated inflationary acceleration. With the latter 
effect subsiding, after monetary growth has been stabilized at a much 
higher rate, output and employment gradually retard and the utilization 
rate declines, even with a continued increase in the actual and the antic- 
ipated rate of inflation. This retardation of output and employment is 
the unavoidable consequence of the initial monetary acceleration. In 
case the government attempts to block the decline in the utilization rate 
of resources a new round of monetary acceleration must be initiated. 
But every acceleration eventually induces via the adjustment of infla- 
tionary anticipations a retardation of output and employment. Main- 
tenance of a utilization rate of resources beyond the longer-run equilib- 
rium level determined essentially by non-monetary cost and yield factors 
thus requires a continued and uninterrupted acceleration of the money 
stock and consequently a continued increase in the actual rate of inflation. 
The traditional trade-off between inflation and lower unemployment 
introduced by the Philipps curve analysis is thus replaced by two different 
types of trade-off. The Philipps type trade-off remains relevant for the 
short run, because adjustments of anticipated inflation velocity are not 
immediate. For the longer run however the trade-off between lower 
unemployment and a higher inflation velocity is replaced by a trade-off 
between a lower unemployment rate and a higher inflation acceleration. 
But this trade-off tends to vanish with the length or extent of inflation- 
ary experiences. The cumulative effect of inflationary experiences acceler- 
ates the adjustment of the anticipated to the actual inflation velocity 
so that the margin between n and dp/p declines. This development implies 
that the longer-run trade-off between lower unemployment and inflation 
acceleration worsens with the cumulative effect of inflationary experiences. 

Recent discussions of inflation problems by newspapers, legislators 
or policy makers in the United States or Germany frequently convey 
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a peculiar idea. It appears that it should be possible to terminate inflation 
rapidly and without social cost. This is unfortunately a delusion. The be- 
havior of anticipated inflation velocity and inflation acceleration form 
the crucial conditions bearing on the termination of inflation. In case 
the anticipated inflation velocity responds immediately to the monetary 
deceleration required to terminate inflation we obtain a simultaneous 
reduction of dM/M on the vertical and of the ascending line's intercept in 
Graph i. The net effect on dy/y would thus be dominated by the antic- 
ipated acceleration dn/iz of inflation. This would fall initially and then 
remain constant (assuming a constant monetary deceleration). The 
initial fall in diz/n moves the ascending line in Graph i to the left. This 
shift measures the extent of the social cost incurred by terminating 
inflation in case the anticipated inflation velocity is revised immediately 
in response to a monetary deceleration. 

This possible state of immediate response of anticipated inflation 
velocity describes the minimal cost solution of terminating inflation. 
Delays in the response of n raise the social cost of termination. A pro- 
nounced delay associated with a large anticipated inflation velocity means 
that the ascending line in Graph i stays for some time in a high position 
measured by a vertical intercept. A rapid decline in dM/M thus lowers 
dy/y into the negative range. The output level is consequently lowered 
and unemployment rises. The larger the monetary deceleration relative 
to the speed at which the anticipated inflation velocity is revised down- 
wards the greater is the social cost. The actual adjustment speed of in- 
flation velocity thus assumes a crucial importance. Both Irving Fisher 
and Milton Friedman suggest an exceedingly slow adjustment distrib- 
uted over decades. A study recently published by William Yohe and 
Denis Karnosky1 suggests that the anticipated inflation velocity ab- 
sorbs most of the relevant information offered by actual price movements 
within two years. It seems probable that the information assessment 
process governing the anticipated inflation velocity is not confined to 
actual price movements. This adaptive behavior absorbs much infor- 
mation bearing on the government sector's financial behavior and the 
political constraints imposed on this behavior. Experiences beyond the 
past evolution of prices are probably quite important for any useful 
analysis of the anticipated inflation velocity. Unfortunately we know 
very little about the detail of these important information processes. 
Some experiences suggest however that length of inflation experience 
and variability of the government's financial policy tend to retard the 
adjustment of the anticipated inflation velocity to a monetary decelera- 

1 William P. Yohe and Denis S. Karnosky, "Interest Rates and Price Level Changes, 
1952-69", Review of the Federal Reserve Bank of St. Louis, Vol. LI, December 1969, pp. i8sqq. 
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tion. The social cost of terminating inflation would thus increase with 
the variability of the deficit and of its mode of financing observed over the 
past. In the context of such experiences concerning the government 
sector's financial behavior the public tends to believe that a monetary 
deceleration is soon replaced by a pronounced acceleration designed to 
lower rapidly the unemployment rate. The prevalence of such anticipa- 
tions attenuate the impact of short-run events on the anticipated inflation 
velocity and thus delay its response to monetary deceleration. These 
considerations also suggest that the termination of inflation at politically 
acceptable social cost requires probably a long time. Such a course of 
action requires a comparatively gradual monetary deceleration. It follows 
that inflations of the magnitude inherited by many Latin American 
countries cannot be terminated within a few years. It could easily require 
a decade. Any attempt to shorten the process only raises the social cost 
of termination to an extent which induces within two years a renewed 
monetary acceleration. 

This examination of inflation bears of course immediately on the 
current U. S. scene. A substantial monetary deceleration initiated in 
early 1969 retarded economic activity and carried the economy into 
the first recession since 1960/61. The unemployment rose from a 
low of 3.3% last year to 4.8% in April 1970. Inflation continues at 
the moment however at almost the same rate as last year. It appears 
that the anticipated acceleration of inflation increased until the end of 
1969 after the fiasco of the tax surcharge became visible. Doubt and 
reservations concerning the efficacy of monetary deceleration initiated 
last year prevailed until the spring of 1970. The anticipated acceleration 
of inflation offset somewhat the effect of monetary deceleration by moving 
the ascending line in Graph 1 to the right. It also contributed to the 
acceleration of the actual price movements. The behavior of inflationary 
anticipations in 1968/69 thus reenforced the inflation problem to be 
controlled by monetary deceleration. Such control can be achieved, 
but not without social cost already revealed in part by the current re- 
cession. In order to confine the magnitude of these costs deceleration 
need not continue. It is sufficient to prevent an exaggerated acceleration. 
This course seems to have been initiated in February. If monetary expan- 
sion is held on a moderate course, inflation will be dissipated eventually 
but not before the end of 1972 (more probably by the end of 1973). 

Once policy makers inherite an inflation as a result of their past errors, 
they face a difficult dilemma. Either they follow a strategy which curbs 
inflation within one or two years and bear the political consequences 
associated with a high social cost of termination, or they lower social 
cost by distributing the process over three to four years (in the case 
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of the United States) and bear the political consequences of accusa- 
tions that nothing really is done to fight inflation. The escape for many 
governments from this dilemma was a return to more inflation. This at 
least delayed the problems for a short while - and with a sufficiently 
high discount rate this solution emerges quite naturally. 

IV. Concluding Remarks 

The monetarist analysis of economic fluctuations which emerges 
now on the scene has been influenced by many different strands of ideas. 
The ideas assembled or developed were organized in four major building 
blocks which jointly constitute a monetarist hypothesis. These building 
blocks are : 

(i) the price theoretical approach to the transmission mechanism, 
(ii) the stability of the private sector's internal dynamics, 
(iii) the dominance of monetary impulses, and 

(iv) the approximate separation of allocative and aggregative forces. 

All four conditions yield strong implications with respect to the choice of 
appropriate policy. The view of the transmission mechanism rejects 
the Keynesian emphasis of fiscal policy as the master instrument of eco- 
nomic stabilization. The stability conception directs the policy makers 
attention to the behavior of the government sector. The Keynesian view 
of the private sector's dynamic behavior naturally emphasized the need 
for large swings, flexible changes and "overshoots" in policy. A volatile 
and unstable private sector requires this compensating behavior by 
the authorities. The monetarist view directs on the other hand the policy 
maker to stabilize his own behavior and stop the persistent destabiliza- 
tion of the economy. 

The third building block yields in conjunction with the previous 
conditions two major implications for policy. The stabilization of govern- 
ment policy is particularly required for monetary policy specified in terms 
of money supply behavior. Moreover, credit controls in various forms 
and shapes are shown to be ineffectual instruments of economic stabili- 
zation. This conclusion is reenforced by the last building block. Most of 
the credit policies yield allocative consequences with negligible spillover 
into aggregative effects. This applies also to a host of measures applied 
or proposed by the policy makers for purpose of aggregative stabiliza- 
tions. 

The array of important implications bearing on stabilization policy 
yields of course no assurance about the cognitive quality of the mone- 
tarist hypothesis. The contentious dispute in learned journals attests to 
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the unsettled nature of important issues. The monetarist analysis still 
requires both analytic development in some respect and particularly 
more empirical work. It should be noted however that the case is sub- 
stantially more validated by observations than the Keynesian position 
at the end of the 1950's. Still, a systematic survey of inflationary experi- 
ences and episodes of divergent monetary and fiscal pressures covering 
many different countries and periods would be exceedingly useful for our 
cognitive progress in monetary analysis. 

* ♦ * 

Zusammenfassung: Die »monetaristische Revolution« in der Geldtheorie. - 
Vier Hauptgedanken konstituieren die monetaristische Hypothese: (a) die preis- 
theoretische Erklärung des Transmissionsmechanismus, (b) die dynamische Stabili- 
tät des privaten Sektors, (c) das Vorherrschen der monetären Impulse im Bereich der 
Impulsfaktoren und (d) eine ungefähre Trennung zwischen Bestimmungsgrößen mit 
allokativen und aggregativen Auswirkungen. Diese Konzeption beeinflußt entschei- 
dend die Beurteilung des geld- und finanzpolitischen Instrumentariums. Vor allem 
verschwindet die zentrale Rolle der Finanzpolitik. Es verschwindet auch die Recht- 
fertigung für prononcierte Variationen der Geldpolitik. Es erweist sich auch, daß 
angelaufene inflatorische Prozesse nur sehr allmählich oder nur mit sehr hohen Sozial- 
kosten beendet werden können. Eine rasche Beendigung von inflatorischen Prozessen 
wird im allgemeinen hohe Sozialkosten erfordern. Versuche zur raschen Beendigung 
sind deshalb mit großer Wahrscheinlichkeit zum Scheitern verurteilt. 

* 

Résumé: La révolution monétariste dans la théorie de l'argent. - Quatre propo- 
sitions cardinales constituent l'hypothèse monétariste: a. l'explication du mécanisme 
de transmission au moyen de la théorie du prix, b. la stabilité dynamique du secteur 
privé, c. la dominance parmi les forces impulsives des impulsions monétaires, d. une 
séparation approximative des quantités déterminantes aux effets allocatifs de celles 
aux effets agrégatifs. Cette conception est d'une importance décisive dès qu'on veut 
juger des instruments de politique monétaire et financière. Surtout n'existe plus le 
rôle central de la politique financière. De même, n'existe plus de justification pour 
des variations prononcées de politique monétaire. Il apparaît en outre qu'un processus 
inflationniste une fois commencé ne peut être arrêté que très graduellement, ou bien 
avec des coûts sociaux très élevés. Pour arrêter vite un tel processus il faudra en 
général des coûts sociaux élevés. Il est donc extrêmement probable que tout effort 
de couper court à ces processus ne réussira pas. 

* 

Resumen: La «revolución monetarista» en la teoría monetaria. - Cuatro son los 
pilares de la hipótesis monetarista, a saber: (a) la explicación en conceptos de la teoría de 
precios del mecanismo de transmisión ; (b) la estabilidad dinámica del sector privado ; (e) 
la preponderancia de los impulsos monetarios en una economía dinámica; (d) una 
identificación aproximada de las variables determinantes con efectos alocativos y 
agregativos. Este concepto influye de una manera tajante en la apreciación del instru- 
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mentano monetario y fiscal. Más que nada, desaparece el papel central desempeñado 
por la política fiscal. Y desaparece también la justificación para alteraciones pronun- 
ciadas en la política monetaria. Queda evidenciado que con un proceso de inflación 
prolongado puede acabarse o bien paulatinamente o bien adoptando un procedi- 
miento drástico que sin embargo entrañaría un costo económico y social muy elevado. 
Debido a ello, cabe esperar que todo intento de poner fin rápidamente a la inflación 
fracasará. 

* 

Riassunto: La «rivoluzione monetaria» nella teoria della moneta. - Quattro 
idee principali costituiscono l'ipotesi monetaria: a) la spiegazione teorica dei -prezzi 
del meccanismo di trasmissione, b) la stabilità dinamica del settore privato, e) il 
predominare degli impulsi monetari nell'ambito dei fattori d'impulso e d) una separa- 
zione approssimativa tra grandezze determinanti con ripercussioni allocative e 
aggregative. Questa concezione influenza decisamente il giudizio dell'istrumentario 
monetario e politico finanziario. Soprattutto scompare il ruolo centrale della politica 
finanziaria. Scompare anche la giustificazione per variazioni pronunciate della politica 
monetaria. Risulta anche che ad avviati processi inflazionistici può essere posto 
termine soltanto assai gradualmente o solamente con altissimi costi sociali. Una 
rapida fine di processi inflazionistici richiederà in generale alti costi sociali. Tentativi 
per la rapida fine sono condannati perciò con grande probabilità all'insuccesso. 
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