
High hopes 
High hopes for interferon, the 

body's own first-line defence against 
disease, have also been dented be­
cause of disappointing results in cli­
nical trials on solid tumour cancers. 
The proliferation of new cancer treat­
ments remains high, however, because 
of the continuing spread of the disease 
world-wide. 

Cancer research is also somewhat 
less affected by side-effect problems, 
as terminally ill cancer patients- are 
less likely to complain about com­
plications with a new drug if it offers 
some hope of recovery, In other 
areas, however, the concern over 
side-effects has been increasing. 

In Britain alone, some five new 
drugs have been withdrawn or pre­
vented from entering the market 
because of side-effect problems over 
the last 12 months. Many European, 
governments are now considering 
ways to strengthen their monitoring 
systems for side-effects on new drugs. 

For the future, both the consu­
mers and manufacturers are becoming 
increasingly hopeful about the benefits 
of genetic engineering for the world's 
health. Already, deals in the licensing 
of biotechnology products are prolife­
rating. According to IMS World 
Pharmaceutical Marketletter, biotech­
nology agreements involved nearly 
20 percent of world-wide licensing 
agreements in 1981- by 1982, that 
percentage had shot up to SO per 
cent. 

Manv newly formed biotechno­
logy venture firms have recently 
signed agreements with large drug 
companies for the commercialisation 

, of their recombinant DNA products. 
Thg, most .actjye areas of research 
are in .flew' means of energy pro­
duction, genetics and human growth, 
prevention of disease as opposed to 
treatment and plant genetics and 
vaccines.' 

Researchers forecast that these 
innovations are still some 10 to 20 
years away from chemists' shops. 
Until that time, the drug industry 
and its consumers face the challen­
ging task of improving the world's 
health with the means at hand. 

THE FAILURE OF MONETARISM 

Nicholas Kaldor 

I must not spend any more time on 
reminiscences as there would be no time left 
for the intended subject matter of my lec­
ture, of how the discarded and discredited 
ideas of 60 years ago became the official 
policies of the most important central 
bank of the world, the Federal Reserve 
System of the United States. Fortunately 
the American Constitution, based on the 
principles of Montesquieu, provides for 
the division of powers which ensures at 
present that while monetary policy conduc­
ted by the Federal Reserve and the United 
States Treasury pulls in one direction, 
taxation and fiscal policy, as determined by 
Acts of Congress, pulls in the opposite 
direction. Hence, in contrast to the pre­
war situation when the contraction of the 
US economy created the world dollar shor­
tage, and was the main cause of world­
wide deflation, there is no world dollar 
shortage.at present; the United States ba­
lance of payments on current account is 
in .the red to the tune of over $ 30 billion 
which is expected to reach '$ 60 or 70 
billions by 1986. Together with the dis­
appearance of the petrodollar surplus 
of the OPEC countries this will greatly ease, 
if not altogether remove, the balance of 
payment constraint on the economies 
of the rest of the world — though .given 
the foolishness of many political leaders 
of the West, there is no telling whet 
might happen. 

I-think I had best begin by making 
my own position clear - I regard 'mone­
tarism' as e terrible curse, a visitation of 

evil spirits, with particularly unfortunate, 
one could almost say devastating, effects 
on my own country. Britain. The biolo­
gical process of natural selection should 
make for the development of favourable 
traits in the human character — and that 
includes the acceptance, of ideas and be­
liefs that promote progress and the re­
jection of ideas that have the opposite 
effect, As we all know this is not, unfor­
tunately,.either a smooth or a continuous 
process - it proceeds by fits and starts. 
The religion of most societies contains 
the basic dualism between good and evil 
Spirits, between angles and devils, between 
the purveyors of good advice and the pur­
veyors of bad. advice. The choice between 
them is often represented: as a moral issue 
whereas it is more truly a matter Of flair 
and intuition which *' sometimes works 
and' sometimes does not. Decadence, 
according to Nietzsche, Is a* state In which 
the* individual intuitively • goes for the 
bad .solutions for getting'out of difficult 
situations, and fails tor pick out the' good ' 
ones. 

The alarming thing is not that some 
people should hold crackpot ideas - the 
alarming thing is when crackpot ideas 
sweep the board - when they capture 
the minds of a wide selection of Impor­
tant and influential people. This has been 
the case with the rapid spread of mone­
tarism among academics, journalists, ban­
kers and politicians in the ten years follow­
ing the first "oil shock" in 1973. Ultima­
tely the devil fails - at least this has been 
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Kaldor also argues that contrary to Friedman's frequent assertions the demand for 
money as a proportion of incomes (i.e. the reciprocal of the velocity of circulation) is 
neither "stable" between countries not stable over time, except in some countries. 

The American monetarist experiment was a terrible failure. He asserts that the 
primary function of the Central Bank Is to ensure that the expansion of bank credit 
proceeds fast enough to exploit an economy's true potential for growth, without allo­
wing the economic mechanism from being clogged up through excessive credit creation. 

His final conclusion is that bank credit should expand at the right rate, neither 
more nor less); and this Is neither ensured nor prevented by the attempts to control 
the vagaries of the money supply. 
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the case hitherto, otherwise we should 
not fee here. But the cost is sometimes 
horrendous - whether through wars, revo­
lutions or the misery and agony inflicted 
by mass unemployment, loss of opportuni­
ties, loss of skills or even loss of knowledge 
and know-how. 

than once, recently and most effectively 
in a paper by Professor D. F. Hendry 
(who is professor of econometrics at Ox­
ford) and published by the Benk of England. 

an essential part of my scheme was a large reduction in the rates 
of taxation - with a maximum marginal rate of income tax of 45 percent 
- so that the part of the recommendations confined to the introduction 
of new taxes was contrary to the 'concept and spirit'of my scheme". 

Function of Central Bank 

Perhaps I ought to make explicit 
the obvious point that the term "mone­
tarism" does not mean "monetary poliEy'7 
as ordinarily understood. The latter term 
relates to the policy of policies Conducted 
by the Central Bank. Monetary policy 
can be of numerous kinds. It could* be 
Keynesian or orthodox, it could also be 
"monetarist" in the .special sense used here, 
except, as I shall attempt to show, the latter 
is not likely to be a viable policy in terms 
of its own objectives. However, as Adam 
Smith has shown in the Wealth of Nations, 
banks form a most important institution 

for economic development, since it is the 
availability of bank credit which alone 
makes possible the exploitation of new 
investment opportunities as they accrue 
and before the savings generated by the 
exploitation of the enlarged economic 
potential come into existence. It is the 
primary 'function of the central bank 
to ensure that the expansion of bank 
credit proceeds fast enought to exploit 
an economy's true potential for growth, 
without allowing the economic mechanism 
from being clogged up through excessive 
credit creation. The art of central banking, 
as Hawtrey explained, was to make sure 
that the right amount of new credit is 
generated, neither more nor less. 

The rise of the new monetarism is 
mainly associated with the work of a 
single pioneer, Milton Friedman, a man 
of unusual ingenuity and powers of per­
suasion, but also an impish character of 
whom one can never be sure whether he 
is serious or just kidding — how far he is 
genuinely convinced of the things he 
says and how far he just enjoys the specta­
cle of parrying the intellectual blows of 
his opponents by a rich variety of counter-
thrusts in unexpected directions — so that 
he need never acknowledge defeat. The 
charge-of intellectual dishonesty is a serious 
one and should not be made lightly. How­
ever, in connection with Friedman's empiri­
cal investigations it has been made more 

9 

Friedman's work as an economist can 
be mainly characterised as a counter-refor­
mation - the reaction against the new 
economics of the 1930's and the return 
to 19th century orthodoxies. This involved 
both a denial of the theories of imperfect 
competition which were destructive of the 
neoclassical Walrasian general equilibirum 
value theory and of Keyensian macro­
economics which replaced the orthodox 
ideas on money and inflation. 

Three assumptions 

The more modern monetarism is cha­
racterised by three particular assumptions 
- all of which are part of the credo of 
the (originel) Chicago School. 

1. Prices in all markets are completely 
flexible - they rise in response to 
excess demand and fall in response 
to excess supply. Since prices in a 
perfect market must settle at the point 
where supply and demand are equal 
neither commodities nor services can 
be in a state of "excess supply" more 
than momentarily. (This comes to 
the same as the assumption that a 
market economy, left to itself, is self-
regularating — it functions so as to 

sense that they can be exchanged 
into other forms of debt. (A bank 
cheque can be converted into bank 
notes; a bank note into other bank 
notes and so on). 

3. Effective, control over the "money 
supply" will have a direct influence 
on the level of demand, and hence 
of prices; successful control of the 
money supply is both a necessary and 
a sufficient condition for moderating 
the rate of inflation — and indeed 
bringing it to an end, if the control is 
maintained long enough. 

All three of these propositions are 
based on false premises and are the main 
sources of error in monetarist thinking. 

1. The first assumption leads to a failure 
to recognise the all important 
difference between a demand inflation 
and a cost inflation. In the 'Walra­
sian' model of the economy which 
is at the bottom of all Friedmanite 
thinking, a rise in prices can occur only 
as a result of excess demand isnsome 
or all the markets. Costs (or incomes 
generated in the process of produc­
tion) in that model of the economy 
are derived from prices, hence they 
cannot exert an autonomous influence 
on prices. In the real world.however,, 
except in special circumstances where 
there is an excessive pressure on re­
sources (this generally happens as a 
result of a major war on its aftermath, 
but it can also happen as a result of 
failure of a government to cover an 
adequate proportion of its expenditure 
by normal revenues), prices of good! 
and services rise in consequence of 
a rise in costs — whether material, 

It is the primary function of the central bank to ensure that the expan­
sion of bank credit proceeds fast enough to exploit an economy's true po­
tential for growth, without allowing the economic mechanism ^onwbeing^ . 
clogged up through excessive credit creation. 

ensure the full and efficient distri­
bution of resources). 

2. There are no important differences 
between a (pure) commodity money 
economy (where money consists of 
gold or silver or oxen) and a credit — 
money economy where money consists 
of negotiable debt certificates — pro­
mises to pay of financial intermedia­
ries which are convertible only in the 

fuel, or labour costs —and such cost 
induced rise in prices tends to generate 
further price and cost increases eve.' in 
circumstances in which there is an 
excess supply both' of labour and of 
productive capacity. Thus the strict 
monetarist view denies that trade 
unions can bring about a rise in the 
prices of the goods which they produce. 
(This was Mrs. Thatcher's view in 
the first year of office when she fre-
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quently said that all labour can do is 
to price itself out of the market — 
it cannot cause inflation. In her 
second year however she changed her 
position and admitted that a reduction 
of price-inflation pre-supposes a reduc­
tion in the size of wage settlements). 

2. The second assumption carries the 
implication that money has an 'exo-
genus' supply schedule in a credit 
economy, which determines the 
quantity available independently of thn 
demand for it — it denies the basic 
difference in casual relationships bet­
ween a commodity — money system 
and a credit-money system. 

3. The third assumption implies that the 
quantity of money and the velocity 
of circulation are mutually invarient, 
whereas in reality, controls which 
succeed in reducing the stock of 
money (or cause it to rise at a lower 
rate) may be rendered nugatory 
by a compensating change in the ve­
locity of circulation. Indeed the very 
distinction between changes in the 
quantity of money and changes in the 
velocity of circulation comprises an 
arbitrary element of definition — 
what appears as a rise in the velocity 
of circulation under a narrow defini­
tion, may appear as a change in the 
quality of money, on a broader defi­
nition, which includes money sub­
stitutes. 

Of these assumptions I propose to 
concentrate on the second, the differences 
between a commodity-money-economy and 
a credit-money-economy just because I 
regard this as the essential element of the 
problem which has been largely neglected 
by Keynesian economists and not only 
by the monetarists. 

It is the essence of the quantity theory 
of money that the supply of money is 
"exogenous" - that is to say, that it is 

% determined independently of the demand, 
rrnsawili be.tmfcase in all circumstances 
in whssn the quantity of the money-co­
mmodity (strictly speaking this involves 
a closed economy not trading with the 
outside world) — the quantity of precious 
metals — is given. It is elso true in case 
in which money has an independent supply 
function — i.e. when the quantity of the 
money commodity can be varied through 
production, by the changes in supply that 

I can be brought about in this way directly 
generate incomes, and are closely related 
to the value of money in terms of goods. 
(Ricardo assumed for purposes of this 
theory that gold is produced under con-

ditions of constant cost i.e. that the value 
of gold in terms of commodities is fully 
determined by its labour costs relative 
to that of other commodities). But in the 
case of paper money or credit money in its 
numerous forms (bank money) there is no 
such independent supply function. Credit 
money cpmes into existence as a result of 
bank lending and is extinguished through 
the repayment of bank loans. Hence the 
'money supply' can never be in excess of 
demand in the sense in which the available 

quantity of gold can be in excess of the 
amount people wish to hold.. At any one 
time the volume of bank lending and its 
rate of expansion is limited by the availa­
bility of credit-worthy borrowers. When 
trade prospects are good or when the 
money value of the borrowers' assets 
(their collateral) rises as a result of a rise 
in prices, the demand for bank credit 
rises but by the same token, the credit 
worthiness of potential borrowers also 
irrjproves so that the suplly of credit will 
expand automatically with the demand. 

In the case of a purely metallic cur­
rency, it is possible to suppose that the 
supply of the money commodity increases 
relatively to the demand — say, as a result 
of the discovery of new gold mines or the 
conquest of a new continent with a great 
deel of gold like the Spaniards found in 
America in the 16th Century - in which 
case the value of gold must fall relative 
to other commodities in order to find a 
'home' for all the fold that seeks a 'home'. 
A change in the price level — in the value 
of the money commodity relatively to 
others thus forms the adjustment mecha­
nism which brings desired money balances 
(Walras "encaisse desiree") into confor­
mity with actual balances. 

Endogenous Money Supply 

But there is no analogue to this in the 
case of credit money. The "supply" of 
bank money cannot be assumed to vary 
relatively to demand, the two must always 
change together. It is impossible to ima­
gine that the prevailing amount of bank 
money should be in excess of the amount 
which individuals collectively desire to 
hold - if there was such an excess, it would 
be extinguished through the repayment 
of bank loans. 

In other words, in a credit money eco­
nomy the supply Is necessarily endogegous, 
not' exogenous. This proposition is of 
course in sharp contradiction to the beliefs 
of the many adherents of the quantity theo­
ry of money which think that the exogenity 
of the money supply in a credit money 
economy Is ensured either through the 
numerical dependence (or strict propor­
tionality) of bank money to the underlying 
"real" money (this was Walras' and Mar­
shall's view) - paper money Is in strict 

proportion to gold — or simply through 
the reserve requirements imposed on com­
mercial banks by the central bank. How­
ever there is no such one way causation 
from the "monetary base" determined 
by the central bank and the size of the 
credit pyramid which is built on it. This 
is partly because the central bank can only 
determine the total of "base money" 
issued (including the notes and coins cir­
culating with the public) and not the size 
of the commercial banks' reserves as such, 
But it is partly also because the central 
bank's function of "lender of last resort" 
(which is considered, indispensable for 
maintaining the solvency of the banking 
system) makes it impossible for the central 
bank to set rigid limits to the amount of 
cash which it is willing to put at the disposal 
of commercial banks through rediscounts. 
The "discount window" can never be 
closed. 

Keynes unwittingly contributed to 
Friedman's revival of monetarism by his 
"liquidity preference" equation, M = L 
(y, r) where the demand for money was 
assumed to vary with the rate of interest, 
whereas the supply of money, M , was 
taken as an exogenous constant. This 
formulation puts the whole burden of 
adjustment to a change in the level of 
income, Y, on the elasticity of demand 
for money balances — tne elasticity of 
the liquidity preference function, which 
meant that variations of economic acti­
vity will be correlated with corresponding 
variations in the velocity of circulation. 
Starting from these premises. Friedman was 
justified in thinking that strong empirical 
evidence concerning the stability of the 
velocity of circulation — in other words, 
a strong empirical correlation between 
M and Y is sufficient to "refute" the Key­
nesian hypothesis. However it did not 
occur to him (at least not immediately) 

/ found that contrary to Friedman's frequent assertions the demand 
for money as a proportion of incomes (ie. the reciprocal of the velocity 
of circulation) is neither "stable" between countries nor stable over time 
except in some countries. 
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that the explanation of his findings may 
lie somewhere else — in the variability of 
M*with the volume of borrowing which 
postueltes a high degree of elasticity in 
the supply of money with respect to 
the rate of interest (or simply of income) 
end not (or not necessarily) of the demand 
for money (at a given level of income). 
However, once we realise that the supply 
of money is endogenous (it varies auto­
matically with the demand, at a given 
rate of interest), "liquidity preference" 
and the behaviour of the velocity of circula­
tion ceased to be important. 

At a later stage, Friedman and his 
followers investigated the matter and came 
up with a remarkably ambiguous answer: 
"the alternatives contrasted are not mu­
tually exclusive. Undoubtedly there can 
be and are influences running both ways" 
(i.e. from Y to M as well as from M to Y). 
He then cites "five kinds of evidence" 
for the view that the "monthly series is 
dominated by positive conformity". 

I found most of his "evidence" (parti­
cularly that of his book. The Monetary 
History of the Unied States) largely worth­
less' or irrelevant. Moreover, I found that 
contrary to Friedman's frequent assertions 
the demand for money as a proportion 
of incomes (i.e. the reciprocal of the 
vecolity of circulation) is neither "stable" 
between countries nor stable over time 
except in some countries. For example, 
in Switzerland, Italy and Japan the money 
supply (on the broad definition M3) has 
been rising over the last twenty years in 
relation to incomes, whilst in the US 
and the UK it has been falling. In 1978 
the ratio of M3 (broad money) (as propor­
tion of the GNP) was over three and a 
half times as large in Switzerland as in the 
UK. Even on the narrow definition, M1 
the money supply in Switzerland was 
nearly three times as great as in the UK 
or the US as a proportion of the GNP. 
Yet no-one would regard Switzerland 
as an "inflation prone" country (let 
alone more inflation prone) than the US 
or the UK. 

Money substitutes 

The traditional method by which 
a central bank exerts its regulating func­
tion is by setting its own re-discount rate, 
and keeping the market rates in certain 
relationship to this through open market 
operations. Historically, the central 
bank's policies were mainly motiviated by 
the desire to protect its own reserves (con­
sisting of gold and reserve currency 

holdings); it lowered the discount rate 
in times of rising reserves and vice versa. 
This policy is perfectly compatible with 
the "money supply" being a passive element 
varying automatically with the demand for 
credit (or the availability of credit-worthy 
borrowers). 

However, in new monetarist's 
view all this is wroip. To stabilize tho 
economy and to avoid inflation what is 
needed first of all is to secure a steady 
growth in the money supply, not a steady 
rate of interest. Hence the "new" policy 
of the Federal Reserve, announced by 
Mr. Volcker on October 6, 1979, was to 
secure a slow and steady growth of the 
monetary aggregates M1 and M2 by varying 
the reserves available to the banking system 
through open market operations, irrespec­
tive of the movements of the rate of in­
terest. From that day on dramatic changes 
started to happen which were quite.-di-
fferent from those expected. The money 
supply failed to grow at a smooth and 
steady rate; its behaviour exhibited a series 
of wriggles. The rate of interest and the 
rate of inflation, though both were very 
high at the start, soared to unprecedented 
heights in a very short time. 

By March 1980 the rate of interest 
rose to 18.6 percent and the rate of in­
flation to 15.2 percent, and a little leter 
both were over 20 percent - which had 
never occurred before in the United States, 
certainly not in peace-time. And there 
was a mushroom-like growth in new forms 
of making payments and new instruments 
circumventing the Fed's policy through the 
invention of money substitutes of all kinds, 
the transfer of business to non-member 
banks or to branches of foreign banks, and 
so on. The Fed's reply to this was that its 
failures were all due to loopholes in the 

existing system which must be closed. 
Congress obliged their friends in the Fed 
very quickly, passing the Monetary Control 
Act of 1980, supplemented by invoking 
the International Banking Act and' the 
Credit Control Act. These extended mini­
mum reserve requirements to alt deposit-
taking institutions, whether or not they 
were member banks of the Fed, as well as 
to branches of foreign banks in the US. 
But none of this helped, as the British 
Radcliffe Committee foretold would happen 
twelve years earlier', when it said that the 
extension and multiplication of controls, 
through a wider spread of banking regula­

tions would only mean that new forms of 
financial transactions or intermediaries will 
appear which will cause the situation 
continually "to slop from under the grip" 
of the authorities. 

The American monetarist experiment 
was a terrible failure, as was publicly ad­
mitted by Friedman and Meltzer in 1982, 
though insisting that it was the fault of the 
authorities in not being able to run a mone­
tarist policy properly — not the fault of 
basic theory, Short of the old Chicago plan 
for 100 percent reserves, there was certainly 
no way in which the authorities could have 
stopped the banks inducing the public to 
exchange more of their currency notes for 
deposits and thereby enlarge the lending 
power of the banks combined with a re­
purchase agreement if necessary. 

After a year and a half of continued 
failures and a chaotic volatility of every­
thing - interest rates, exchange rates, infla­
tion rates - the experiment was abandoned 
and the system returned, in effect, to the 
traditional policy of regulating interest 
rates but with a more delfationary stance; 
partly, I presume, to fcffset the inflatio­
nary force of excessive federal deficits — 
and cause the rest of the world to suffer 
(or benefit, as the case may be) from the 
consequences of an overvalued dollar. 
As the former Germen Chancellor Schmidt 
said the other day, the US government 
caused real interest rates to rise to higher 
levels than at any time since the birth 
of Christ. 
Structure of Interest Rates 

In retrospect none of this would have 
happened if the Fed had studied and under­
stood the analysis and prescription of the 
British Radcliffe Committee in 1958, 
according to which central banks should not 
really be concerned with the "supply of 
money" - it is the structure of interest rites 
and not the quantity of money "which is 

the centre-piece of monetary action". 
However, the committe% yva| also of.*he 
view that the structure oi'intelyst rates, 
and particularly the long term interest 
rates shoujd be set by the central bank 
in the best interests of long term develop­
ment and not moved up and down with the 
changing needs of the short-term situation. 
But ithis implies (through the committee 
refrained from spelling out these consequen­
ces explicitly) that for the day-to-day cont­
rol of the rate of expansion of bank credit, 
the central bank requires additional ins'tru* 
ments such as setting the 'ceilings' for the 
rate of credit expansion, which is the met-

7716 Thatcher experiment has left Friedman and the monetarists in 
an intellectually highly embarassing position. 
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hod practised by most European central 
banks (including the Bank of England upto 
1931) as well as, I understand, by the Re­
serve Bank of India. 

In Britain, when Mrs. Thatcher came 
to power in May 1979, her government 
officially pronounced the formal adoption 
of the "monetarist creed" with almost 
the same solemnity as the Emperor Con-
stantine when he embraced Christianity 
as the state religion. However in the cir­
cumstances of British institutions this 
proved even more difficult than in the 
United States, as subsequent events have 
shown. The Bank of England was incapable 
of fixing the "monetary base" let alone 
the size of mandatory bank reserves, or to 
leave interest rates to be freely determined 
by the market. Instead they fixed a four 
year target for the growth of the money 
supply Ion its broad definition of M3 
including interest-bearing bank deposits) 
on a gradually shrinking basis: 7 — 11 
percent increase in the first year, 6—10 per­
cent in the second year and 4—8 percent in 
the fourth year; and they relied, for holding 
the money supply within the target range, 
on e steadily falling public sector deficit 
(as a percentage of the national income) and 
on varying the short term interest rates 
upwards or downwards according to the 
moeny supply moved relative to the target. 
(They were convinced, wrongly, in my 
view, that the public sector deficit is the 
major cause of changes in the money supply 
or that a change in interest, rates can affect 
the money supply otherwise than through 
consequential changes in the volume of 
borrowing). 

But the whole plan came unstuck in 
their first year and disastrously so in the 
second year. The growth in the money 
supply continually exceeded the terget 
range from the beginning and it rose at an 
almost unprecedented rate of 22 .percent 
in the second financial year. At the same 
time the deficit of the public sector excee­
ded the terget by 2 percent of the GDP 

But they have nevertheless succeeded (if 
"success" is the appropriate term) in crea­
ting a deep economic recession — a recession 
that goes far beyond that experienced by 
any other Western industrialised country. 
Manufacturing output fell by 13.5 percent 
in 1980 — a greater fall than in any year 
of the great depression of the 1930s. In­
dustrial production in 1983 was 20 percent 
lower than ten years earlier, whereas in the 
case of other industrial countries 
production is considerably higher than ten 
years ago. There can be little doubt that 
the unprecedented rise in effective ex­
change rate of the pound sterling (which 
reduced industrial competitiveness by some 
40 percent in comparison with 1978) must 
have played a major role in this, causing a 
large fall in new orders both in the home 
market and abroad and an exceptionally 
large reduction in stocks. 

The rise in unemployment trom 1.2 
to 3.2 millions — by 2 millions or 8 percent 
of the labour force in two years — together 
with the numerous closures of factories, 
actual or threatened, has undoubtedly 
greatly weakened trade union power and 
thus contributed to a slowing down in 
the rate of increase in wages in recent 
settlements. This, however, is. clearly a 
consequence of mass unemployment due 
to the recession; it cannot be due to any­
thing which has happened, or is happening, 
on the side of the money supply. The 
"achievements" on the wage front and in 
the inflation rate do not provide any sup­
port for the validity of "monetarism" 
— quite the contrary — which does not 
stop government spokesman from clai­
ming credit for it. 

The Thetcher experiment has thus 
left Friedman and the monetarists in an in 
tellectuelly highly embarassing position. 
Friedman has admitted that as far as the 
United Kingdom is concerned, the money 
supply is not exogenously '.determined by 
the monetary authorities but he attributed 

* Ih my view the proper test of competence of a central bank is how far 
it succeeds in ensuring that the banking system grants sufficient credit at 
the disposal of industry and commerce so that the true economic potential 
of the economy can be reasonably fully exploited without being over-exploi­
ted. 

in 1980-81 and by 1 percent in 1982 — 
despite repeated cuts in public.expenditure 
and heevy increases in the burden of taxa­
tion. 

The government has thus singularly 
failed to carry out its stated objectives in 
terms of either the growth of the money 
supply or of the reduction in the burden 
of taxation or in the public sector deficit. 

this to the "gross incompetence" of the 
Benk of England. Later he said or implied 
the same thing about his own country. 
However, this puts an entirely new com­
plexion on moneterism. It was nowhere 
stated in the writings of Friedman or any 
of his followers that the quantity theory 
of money only holds in countries where 
the monetary authorities are sufficiently 

"competent" to regulate the money supply. 
If the Bank of England is so incompetent 
that it cannot do so, how can we be sure 
that the Benk of Chile or of Argentina or 
Mexico - to take only the highly inflatio­
nary countries — is so competent, or rather 
so competently incompetent, as to make 
it possible to assert that the inflation of 
these countries was the consequence of the 
delibrate action of their central banks in 
flooding these countries with money ? How 
indeed can we be sure that any central 
bank — not excluding even the German 
Bundes-bank or the Swiss bank — are 
sufficiently competent to be able to treat 
their money supplies es exogenously de­
termined ? And what happens if they are 
not ? Surely we need a theory of money 
and prices to cover the cases of countries 
with incompetent centrel banks, such as 
Britain and the United States ? 

The acceptance of monetarist theo­
ries was largely the consequence of the 
glittering empirical and econometric evi­
dence which Friedman and his followers 
were able to assemble concerning the close 
correlation between the chenges in the 
money supply and of the level of money 
transactions (the money GNP) which 
Friedman believed was incompatible with, 
and thus refuted, Keynesian theory. How­
ever, he always admitted that this is only 
true on the supposition that the change in 
the money supply is the cause of the change 
in the level of prices (or of total expen­
diture) end not the other way round. In 
other words, that the money supply is 
exogenously determined by the monetary 
authorities. If it is now conceded that this 
would not be true in ell cases — it would 
not be true in cases of countries with In­
competent monetary authorities like the 
Fed or the Bank of England - how can we 
be sure that his findings have any relevance 
to other countries which may be tempted 
to control inflation by making the money 
supply follow en exogenous path of slow 
growth ? The only remaining example 
where Friedmanite policies were given 
a thorough airing is Chile, but it would 
take me too long to explain why that coun­
try, too, must be classed emong thq incom­
petents. 

In my view the proper test of compe­
tence of a central bank is how far it suc­
ceeds in ensuring thet the banking system 
grants sufficient credit at the disposal of 
industry and commerce so that the true 
economic potential of.the economy can be 
reasonably fully exploited without being 
over-exploited. In other words, bank 
credit should expand at the right rate, 
neither more nor less. This is neither 
ensured nor prevented by the attempts 
to control the vagaries <Jt the money supply. 
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