
T h e  M o n e y  S u p p l y  C o n t r o v e r s y

The present controversy over the importance of 
money and monetary policy is by no means un
precedented—economists have pondered and ar
gued about money for decades. There is never
theless a new element in the current controversy 
over the money supply: The debate has heated 
up substantially enough to move from the pro
fessional economic journals into the popular 
press. Fundamentally at issue is the influence of 
money on spending, prices, employment, and eco
nomic growth—matters that certainly concern us 
all.

This article cannot pretend to describe the 
money supply debate comprehensively, since the 
arguments involved are numerous, extensive, and 
in some cases quite technical. Fortunately, how
ever, the basic positions in the debate are straight
forward enough to permit a simplified description 
that captures the flavor of the controversy be
tween the “Keynesians” and the “Monetarists.” 
The following synopsis presents an idea of what 
the money supply controversy is all about.
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Historical Perspective

Some notion of history will help us place the cur
rent money dispute in perspective, and the period 
just before the Depression is a good place to be
gin. At that time, many economists thought the 
quantity of money (currency plus private demand 
deposits) had a strong impact on prices, but had 
little or no influence on jobs or business activity. 
In its crudest form, the pre-Depression theory 
was simple: The amount of money, in relation to 
the supply of goods and services produced, deter
mined prices. An increase in the money supply 
encouraged spending and raised prices; a decrease 
in the money supply lowered prices. A crude form 
of the quantity-of-money theory predicted that a 
50-percent increase in the money supply would 
raise prices by 50 percent as long as there were 
no changes in the physical quantity of goods 
available. The amount of goods produced and 
number of jobs available, on the other hand, were 
expected to be untouched by changes in the 
quantity of money since the economy’s productive 
resources—labor and nonlabor alike—were as
sumed to be fully employed, guided by the un
seen hand of market forces.

In the more refined versions of pre-Depres
sion quantity-of-money theory, the velocity, or
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turnover of money (the speed at which money 
circulates through the economy), was also recog
nized as an important determinant of the price 
level. But velocity, like the physical amount of 
goods produced, was thought to be relatively 
stable, so these more refined theories also con
cluded that changes in the quantity of money 
were primarily a cause of price changes, and of 
little else.

This is not to say that every economist writing 
before the Depression looked at the world in quite 
this way. But our generalizations still form a 
reasonably accurate description of pre-Depression 
economic views: automatic full employment to
gether with a price level set by the quantity of 
money. Not too surprisingly, this approach pro
duced few debates about what the Federal Re
serve System should do to stabilize spending and 
production, for the economy was expected to take 
care of itself automatically.

The Keynesian View

Then came the Depression, bringing serious ques
tions about the prevailing economic doctrines and 
shaking the pre-Depression assumption of auto
matic full employment. Controversy flared as 
millions of people remained out of work and out
put fell far below the economy’s capacity to pro
duce. Something obviously was wrong, but pre- 
Depression economic theory was unable to ex
plain what it was.

Keynesian Economics. The basic difficulty of the 
Depression was obvious: Why were people eager 
to work and spend but unable to find jobs when 
businessmen were eager to produce but unable 
to find customers? The English economist John 
Maynard Keynes offered both an explanation and 
a remedy. The problem, he said, was that the 
amount of goods and services demanded by con
sumers, investors, and the Government was not 
sufficient to keep the economy producing at full 
capacity. Businessmen could not be expected to 
produce what they could not sell. If private de
mand was not strong enough to pull the economy 
out of depression, then the Government should 
step in and stimulate spending enough to provide 
buyers for the nation’s full-capacity output. This

" Pre-Depression economic views produced few 
debates about w hat the Federal Reserve 
should do to stabilize th e  econom y."

If private dem and was not strong enough to  
pull the economy out of depression, then the  
Government should step in. This was th e  es
sence of th e  'Keynesian' prescription."

was the essence of the “Keynesian” prescription, 
and the beginning of the broad concept of Gov
ernment responsibility for economic stabilization 
which was eventually written into the Employ
ment Act of 1946.

Fiscal Policy. Most Keynesians believed that fis
cal policy—the use of the Government’s power to 
spend and tax—offered the best way to bridge the 
gap between insufficient spending and full-capac
ity output. The Government, by increasing its 
own spending, could contribute directly to the 
total demand for goods and services. Alterna
tively, it could reduce taxes, giving the private 
sector more disposable income to spend. Although 
Keynesians disagreed on the dosage of fiscal pol
icy and on the details of how it should be oper
ated, their confidence in fiscal action was virtually 
universal.

Many Keynesians, recommending the use of 
fiscal policy, doubted whether monetary policy 
could do much by itself to stimulate spending 
and economic activity. Still, monetary action did 
occupy a prominent place in the Keynesian theo
retical scheme, which described how an increase 
in the money supply might lower interest rates 
and thereby induce businessmen to spend more 
for plant and equipment. Unlike the pre-Depres
sion economists, then, the Keynesians did think 
monetary action might affect employment and 
production as well as prices. But in practice 
they were afraid that bank reserves pumped into 
the economy by the Federal Reserve System 
would pile up unused instead of generating new 
spending. A favorite homily of the forties and 
early fifties, “You can’t  push on a string,” suc- 
cintly captured the prevalent scepticism about 
the effectiveness of monetary policy.

By the late 1950’s, the Keynesian fiscal policy 
prescription had won the acceptance of most 
economists, and of many policymakers as well. 
Congress enacted a tax cut in 1964 for the spe
cific purpose of stimulating the economy, and 
subsequently passed the tax increase of 1968 with 
a restrictive objective in mind. Although the effec
tiveness of these fiscal actions is still in dispute,
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their existence illustrates how much the Keyne
sian view has been accepted.

Monetary Policy Becomes More Appealing. But
even as fiscal policy came to be deliberately ad
ministered in the sixties, fresh controversy arose 
about its superiority over monetary policy as a 
tool of economic stabilization. Monetary policy 
began to look increasingly appealing. One reason 
is that enactment of fiscal legislation takes time 
—it took 18 months to pass the 1968 tax sur
charge. Monetary policy decisions can be imple
mented much more quickly.

A changed economic environment also helped 
to bring monetary policy back into favor. Mone
tary economics is a pragmatic business, one where 
researchers are prone to concentrate on current 
policy problems. In the thirties and forties, when 
the main problem of unemployment clearly called 
for stimulative action, theorists focused on the 
problem of economic stimulation. But the 1950’s 
brought an additional headache—inflation—and 
the 1960’s brought unprecedented difficulties in 
our balance of payments. These new problems 
both called for policy measures that were restric
tive, not expansionary. Consequently, many Key
nesians who had said “you can’t push on a string” 
began to take the position that monetary policy 
could indeed pull on the string—could pull down 
total spending. Monetary policy offered a method 
of restricting spending that was easy to imple
ment, even if it could not stimulate spending.

Policy Mix. For these and other reasons, most 
Keynesians today believe stabilization of the eco
nomy requires an appropriate “mix” of both fiscal 
and monetary actions. The recommended policy 
mix is likely to be one in which flexible monetary 
actions by the Federal Reserve are combined 
with occasional but more massive shifts in fiscal 
policy.

Keynesian economists still disagree on exactly 
how the Federal Reserve exerts its influence on 
aggregate spending. Generally speaking, they say 
changes in bank reserves initiated by the Federal 
Reserve affect the prices (interest rates) of di
verse financial assets such as money market in
struments and bonds. These price changes then 
produce adjustments in financial portfolios and

"M ost Keynesians believe stabilization re
quires an appropriate 'mix' of fiscal and  
m onetary actions."

" M onetarists believe changes in th e  money 
supply are  the crucial d eterm inants of prices, 
spending, production, and em ploym ent. They 
downgrade the im portance of Keynesian fiscal 
policy."

changes in spending. Elaborate statistical models 
are now being used to trace responses to mone
tary actions through specific financial markets. 
The basic thesis underlying these studies is that 
Federal Reserve actions operate through the cost 
and availability of credit.

The M onetarist View

While Keynesians stress the importance of both 
fiscal and monetary policy, other modem econ
omists take a quite different position. These so- 
called Monetarists believe that changes in the 
money supply are the crucial determinants not 
only of prices, but also of spending, production, 
and employment. They downgrade the importance 
of Keynesian fiscal policy and are decidedly un
sympathetic to the notion of “fine-tuning” the 
economy.

Just as Keynesian economics is associated with 
Keynes, Monetarist economics is often linked to 
Professor Milton Friedman of the University of 
Chicago. The contemporary money supply con
troversy now raging in the popular press is es
sentially a debate between the Keynesians and 
the Monetarists.

Though the Monetarists are not of one mind, 
they agree that money exercises a dominant in
fluence on business activity, and they go on to 
draw definite policy recommendations from this 
thesis. Monetarists feel the economy is inher
ently stable, tending toward full employment and 
sustainable growth. In these circumstances, the 
best thing the Government can do to help the 
economy realize its full-employment potential is 
to allow the money supply to grow at the 
same rate as the economy’s capacity to produce 
(roughly 3 to 5 percent annually). This is the 
“money supply rule.”

The Federal reserve has the power to stabilize 
the economy, or at least to let the economy 
stabilize itself, through its ability to control bank 
reserves and the money supply. Unfortunately, 
say the Monetarists, this power has been misused. 
They feel Keynesians have intensified rather
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" M onetarists base their argum ents on theory  
as well as history

than mitigated business fluctuations with their 
well-meaning attempts to manage the economy. 
Money supply growth, as a consequence of discre
tionary efforts to stabilize the economy, has 
fluctuated. A boom has followed whenever the 
Federal Reserve System has quickened the rate 
of money growth. Recessions, they allege, have 
resulted when money growth has slowed.

Empirical Support. Considerable empirical work 
has been presented to support the Monetarist 
opinion. Most prominent is a study by Milton 
Friedman and Anna Schwartz, in which they ana
lyzed data on the behavior of money in the Unit
ed States all the way back to the Civil W ar.1 
Changes in money supply growth have been very 
closely associated with changes in income, eco
nomic activity, and prices, they found. From 
their analysis, they and other Monetarists con
clude that changes in the money supply cause 
swings in the business cycle.

Monetarist Theory. Monetarists base their argu
ments on theory as well as history, describing 
the way in which they think changes in the money 
supply produce adjustments affecting output, em
ployment, and prices. The amount of money 
people wish to have is tied closely to the level of 
income, they say. If the supply of money expands 
faster than the amount people wish to have, they 
will try to spend away the unwanted portion of 
their money balances. Inflation results. If the 
money supply expands more slowly than income, 
rising less rapidly than the amount of money 
people want to have, people will try to build up 
their money balances by cutting back their spend
ing. In this case, the result is unemployment, 
according to the Monetarist theory.

We should point out that the Monetarists do 
not regard the cause-and-effect relationship be
tween money and income as absolutely tight. 
Monetarists recognize, just as Keynesians do, 
that the economy will always be subject to un
expected shocks from changes in expectations 
and from adjustments to imperfections and struc
tural changes in our economy. They also realize

XA Monetary History of the United States—1867-
1960. National Bureau of Economic Research, Prince
ton, N.J.: Princeton University Press, 1963.

that the Federal Reserve’s control over the money 
supply is not perfect. Monetarists do not argue 
that adherence to the money supply rule would 
produce perfect economic stablization; they 
simply say that it would yield much better results 
than the flexible policy mix approach now in 
vogue.

Monetarists, incidentally, take a non-Key- 
nesian view of interest rates, doubting that they 
exert much influence on total spending and 
business activity. Monetarists are inclined to feel 
instead that interest rate changes result from the 
allocation of funds by market forces. Changes 
in both spending and interest rates, they feel, are 
mutual responses to changes in the money supply.

Shortcomings

The Monetarists offer a persuasive case for their 
prescription, and efforts to promote their view 
have won varying degrees of support. The money 
supply controversy received extensive hearings 
before the Joint Economic Committee of Con
gress last year. The hearings culminated in a 
recommendation by the JE C  that the Monetarist 
prescription of steady money supply growth be 
followed—with qualifications.

Yet, a great many economists still have re
servations about the Monetarist scheme. These 
reservations involve fundamental disagreements 
about monetary theory. Whereas Monetarists 
think the influence of money supply on economic 
activity is important enough to neglect virtually 
everything else, other economists feel such neglect 
would be unwarranted and dangerous.

Is Money All That Matters? The issue is whether 
money is nearly all that matters, or merely one of 
many things that matter, as far as stabilization 
policy is concerned. Spending, and hence produc
tion and incomes, may change when businessmen 
alter their expenditures for plant and equipment 
because of inflationary expectations. Consumers 
may decide to cut back their spending and 
increase their saving for reasons unrelated to the 
money supply—such as in anticipation of higher 
taxes. Shifts in Government spending may affect 
total spending. Strikes may interrupt the course

" M any economists still have reservations 
about the M onetarist scheme. These involve 
fundam ental disagreem ents about m onetary  
theory."
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" The issue is whether money is nearly all th a t  
m atters, or merely one of many things th a t  
m a tte r."

of business activity. Such things may be equally 
important as changes in the money supply, or 
even more important.

Do changes in money cause changes in income 
and production? Probably. But the causal in
fluence may run the other way too. An increase 
in spending and business activity may itself 
stimulate additional demands for money which, 
if accommodated by the Federal Reserve, result 
in an increased money supply. An increase in 
spending calls for greater amounts of money for 
use in the channels of trade. When this happens, 
a change in the money supply is a response to, 
rather than a cause of, a change in business ac
tivity. To the extent that this happens, the Mone
tarists have the tail wagging the dog.

Velocity. Another unresolved aspect of the con
troversy is the question of velocity. Velocity, the 
ratio of income to money, describes the speed 
with which money changes hands as it flows 
through the economy. Increases in velocity may 
affect spending decisions, because spenders then 
have more money available than they want to 
hold—not because there is more of it, but be
cause it is circulating faster. Although Monetar
ists think velocity is relatively stable, this re
mains an unsettled question. If velocity is not 
stable, then a reduction in the money supply 
would not reduce spending, since the money al
ready in the economy would change hands more 
quickly. The decrease in money might be offset 
substantially by an increase in velocity. Whether 
this happens or not is an open question.

What Is Money? Generally rising interest rates 
in the postwar period have made interest-bearing 
financial assets, such as certificates of deposit, 
more attractive than they used to be relative to 
money. Corporations in particular have econo
mized on their money balances, substituting in- 
terest-bearing assets for demand deposits. As 
these kinds of substitutes for conventionally de
fined money have become more and more appeal
ing, considerable controversy has developed about 
the proper definition of “money.”

Professor Friedman, for instance, prefers to 
include time deposits at commercial banks in 
his definition, along with currency and private 
demand deposits. His historical investigation 
mentioned earlier suggested to him that changes 
in time deposits have much the same influence on 
income as do changes in demand deposits and 
currency. Yet the period Friedman examined in 
his study preceded the evolution of the large 
denomination certificate of deposit, a unique fi
nancial instrument that now comprises an impor
tant part of time deposit balances. Today’s time 
deposits, in other words, are different from the 
time deposits Friedman studied. For this and 
other reasons, Friedman himself agrees that this 
is not an ideal measure of money since there is 
actually a spectrum of financial assets possessing 
varying degrees of “moneyness.”

The basic problem is that the significance of 
changes in any particular group of financial as
sets can be deceptive. Movements may simply 
represent investor substitution between, say, time 
deposits and marketable securities such as Trea
sury bills. Many other financial assets, such as 
accounts at savings and loan associations, may be 
close substitutes for demand deposits. Is it proper 
to include one kind of financial asset in the all- 
important definition of money while excluding 
other close substitutes? This definitional question 
has not been satisfactorily resolved.

Problems of Aggregation. One further important 
shortcoming of the Monetarist view deserves our 
attention. Monetarists are prone to take an ag
gregated view of the economy, and to leave the 
distribution of money and income to competitive 
forces. Such an aggregated approach seems un
satisfactory, partly because it neglects the dis
proportionate impact of monetary actions. A case 
in point is the homebuilding industry where 
market imperfections have at times impeded the 
flow of funds through savings institutions into 
home mortgages. Monetary policy must recognize 
and adapt to situations like this.

Concluding Comments

It would be nice if we could project ourselves 20 
years into the future and look back to see how

"Is  a simple m onetary rule th e  answer? We 
have to be prepared to adm it th a t  a  simple 
answer does not ex ist."
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the money supply controversy had been resolved. 
Perhaps we could also see what new controversies 
had moved into the spotlight by that time. But 
since this is impossible, we shall conclude in
stead with several comments on the present sta
tus of the money supply debate.

The arguments are heated, but the fervor of 
the parties involved should not obscure the sub
stantial amount of agreement that exists. Almost 
all economists today share the goals of high em
ployment, orderly economic growth, stable price 
levels, and long-run balance in our international 
payments. They generally agree, too, that the 
Government should do what it can to influence 
total spending in such a way as to achieve these 
goals. The basic question is not if, but how, these 
things can best be accomplished.

At first glance, the Monetarists argue per
suasively that money is the crucial determinant 
of economic activity. But as we have examined 
the Monetarist scheme more closely, we have 
noted a number of serious shortcomings.

Even aside from these, the Monetarist theme, 
by attaching so much importance to the behavior 
of a single economic variable, tends to downgrade 
the complexity of our economy. Monetarists are 
less inclined to appreciate the consequences of 
this complexity, partly because they have as
sumed them away in their theorizing. But accept
ance of the Monetarist arguments, in the sense 
of basing policy on them, requires a reasonable 
acceptance of the assumptions on which their ar
guments are based. This is a strong requirement. 
Our economy’s wages, prices, and interest rates, 
for instance, do not allocate labor services, prod
ucts, and credit nearly as neatly as the Monetar
ists hope they do and, therefore, may be incap
able of acceptably providing “automatic” econom
ic stability. Whether balance of payments prob
lems might be solved by allowing the exchange

"W e can expect a synthesis (in this contro
versy) to emerge. Indeed, there are already  
some signs of th is ."

rates between currencies to move freely, as the 
Monetarists suggest, is debatable.

Is a simple monetary rule the final answer? 
Economists have long sought to find such a simple 
answer. Some, for example, thought fiscal policy 
was a panacea, but disillusion followed. We have 
to be prepared to admit that a simple answer 
does not exist. But even if a simple rule could 
be found, discretionary policy would still offer 
an important advantage that could not be 
matched by rigid adherence to a rule. Flexible 
policy permits learning from mistakes, offering 
a built-in capability for improving the efficiency 
of policy actions. Policy performance can con
tinue to adapt and improve by preserving its 
flexibility.

Judging from the way in which other economic 
controversies have been resolved in the past, we 
can expect a synthesis to emerge. Indeed, there 
are already some signs of this. Monetarist at
tacks have caused Keynesians to pay much more 
attention than they previously did to the behavior 
of money. Monetarists, on the other side, are 
increasingly recognizing that the economy devi
ates from their theoretical assumptions, and are 
consequently qualifying the rigidity of their 
money supply rule. When we look back on the 
money supply controversy 20  years from now, 
we shall probably find that these synthesizing ten
dencies have produced considerably more agree
ment than now exists in the controversy over the 
money supply.

W i l l i a m  N. Cox, III

R eprints of this article are available on request to the Research D epartm ent, Federal Reserve  
Bank of A tlanta, A tlanta, Georgia 30303.
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