Are Monetarists an Endangered Species?

DALLAS S. BATTEN and COURTENAY C. STONE

ONETARISM has come under increasingly
sharp attack over the past few vears. Recent eritics
have detailed “The Trouble With Monetarism,”
argued that the choice is between Monetarism or
Prosperity and even recoiled in horror from The
Scourge of Monetarism.' Various accounts of the fail-
ure of monetarism in Argentina, Canada, Chile and
Great Britain have received widespread attention.?
Moreover, monetarism in the United States has been
described as a “God that failed,” and there have been
numerous reports that monetarism is now virtnally

dead.?
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The alleged death of monetarism could not have
come at a more inappropriate time. Milton Friedman
and Anna Schwartz have just published a massive
volume entitled Monetary Trends in the United States
and the United Kingdom: Their Relation to Income,
Prices and Interest Rates 1867—1975." In that text, they
present extensive and detailed evidence that supports
the hasic monetarist propositions regarding the impact
of money on the economy.” It would be both ironic and
puzzling if, at the very time that their findings are
published, we were to discover that these fundamental
relationships suddenly have broken down.

Yet, this claim is precisely the one that critics of
monetarism have made. They charge that recent finan-
cial innovations and the expanding use of previous
financial innovations have so distorted the measure
and meaning of money that monelarism, no matter
how well supported by historical studies, is no longer
valid.® Since this claim has been made before and
found, in each instance, to be groundless, it should be
met with considerable skepticism.”
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Finance (December 1982), pp. 293-305; Thomas Mayer, “Mone-
tary Trends in the United States and the United Kingdom: A
Review Article,” Journal of Fconomic Literature {December
1982), pp. 1528-39; Charles A. E. Goodhart, “Monetary Trends in
the United States and the United Kingdom: A British Review,”
Journal of Economic Literature (December 1982), pp. 1540-51;
and Robert E. Hall, “Monetary Trends in the United States and the
United Kingdom: A Review from the Perspective of New Develop-
ments in Monetary Economics,” Journal of Economic Literature
{December 1982), pp. 1552-56.
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This article attempts to assess whether current
rumors of the demise of monetarism are greatly ex-
aggerated,

ATALE OF TWO MONETARISAMS:
SCIENTIFIC PROPOSITIONS V5,
NORMATIVE PRESCRIPTIONS

Perhaps the most significant obstacle to understand-
ing many of the current arguments, both for and
against monetarism, is that the term typically is ban-
died about with little or no specifie reference to its
intended meaning. Thisis a problem because monetar-
ism can refer to two very different kinds of statements.
Monetarism can refer to specific, testable, scientific
propositions; it also can be used to indicate a set of
policy suggestions or alternatives to achieve desired
economic goals. In the scientific sense, we can assess
easily whether monetarism has failed. In the norma-
tive or policy sense, however, it may be impossible to
agree whether monetarist policies have even been
attempted, let alone have failed,

Manetarizm g8 g Seience

Looked at in a scientific sense, monetarism is the
label attached to a common set of theoretical and
empirical propositions regarding the significant and
stable relationship between the monev stock and other
important economic variables. There is a methodolo-
gy, common to all sciences, that is used to assess the
logical validity and empirical support for competing
theories. Scientific theories never die by themselves;
they are abandoned only when a better theory comes
along. I monetarisin, in the scientific sense of the
word, has failed, it must have succumbed to an alterna-
tive non-monetarist explanation.

It is clear that, within the scientific framework of the
rise and demise of theories, monetarism has not been
superseded by newer or superior theories of inflation
or real output or spending growth.” Instead, critics
charge that the behavioral relationships that worked
well in the past have shifted and that the previously
stable relationships underlying the monetarist view
have now become unstable. If this has occurred, then
the propositions labeled monetarism would become
less useful. In the extreme, they would even be re-

%This distinction is discussed briefly in Milton Friedman’s “De-
Bning Monetarism.”
*The presumed failure of all economic theories has been noted

recently by John Greenwald, “Where Have All the Answers
Gone?” Time (January 17, 1883), pp. 36-37.
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placed by some previously less useful, non-monetarist
theorv. This issue is analyzed in the latter part of this
article.

Monetarism as an Economic Policy

In addition to its scientilic meaning, however,
monetarism also can be used in a normative or poklicy
sense. As such, it serves as a label for a set of economic
policy prescriptions intended to achieve certain eco-
nomic goals. Of course, such policy prescriptions pre-
suppose that monetarism, in the scientific sense, is
valid and that policymakers can exert some control
over money growth.

There are several fundamental problems with
attempting to assess the success or failure of normative
monetarism. First, there may be no common agree-
ment on whether a monetarist policy has heen fol-
lowed; consequently, it will be virtually impossible to
demonstrate that it has failed. To illustrate this prob-
lem, consider the data shown in table 1. A number of
countries have announced a variety of monetary aggre-
gate targels over the past three vears; six of these are
represented in the table. Because these countries have
adopted and publicly announced such targets, numer-
ous commentators have labeled their policies as mone-
tarist. Because these targets generally were not
achieved and because economic conditions in these
countries over the past three vears were generally
poor, it has been charged that monetarism has failed.

At the same time, other analysts have used the same
data to support the opposite conclusion. Because the
announced targets were not achieved, they argue, the
actual behavior of the monetary authorities was clearly
non-monetarist. Further, the resultant adverse eco-
nomic conditions are used to demonstrate why mone-
tarist policies should have been followed.

A prime example of the problem associated with
determining whether a specific policy is monetarist is
the widespread disagreement over whether the Feder-
al Reserve has been following a “monetarist” policy
since October 1979. ' When a group of policymakers,
economists and financial analysts were asked this ques-
tion recently by the Joint Economic Committee of the
U.S. Congress, their answers ranged from the strongly
affirmative to the strongly negative to the inscrutably

B0n October 6, 1979, the Federal Reserve announced that it had
changed its operating procedures to achieve enhanced control
over money. This change in policy implementation was relaxed in
October 1982.
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cryptic. ! The basic problem is simply that reasonable
people can differ both on their interpretation of
whether a specific policy is monetarist and whether it s
being carried out in a monetarist fashion.

A different problem with assessments of policy fail-
ures is that policymakers and the general public
appear to shift back and forth among a variety of goals;
further, they often fail to agree among themselves on
the likely outcome of policy actions.'? Flip-flopping
between policy goals can lead to erratic policy actions

“Monetarism and the Federal Reserve’s Conduct of Monetary
Policy, Compendiam of Views Prepared for the Use of the
Subcommittee on Monetary and Fiscal Poliey of the Joint Eco-
nomic Committee, Congress of the United States, 97 Cong. 2
Sess. (U.S. Government Printing Office, December 30, 1982).

PFor the apparent “shiftiness” of monetary policy goals, see
Richard Froven, “A Test of the Endogeneity of Monetary Poliey,”
Journal of Econometrics (July 1874), pp. 175-88; Richard K.
Abrams, Richard Froven and Roger N. Waud, “"Monetary Policy
Reaction Functions, Consistent Expectations, and the Barns
Era,” Journal of Money, Credit and Banking (February 1980), pp.
30-42; Johm H. Wood, “A Model of Federal Reserve Behavior,  in
George Horwich, ed., Monetary Process and Policy: A Sympo-
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that are unlikely to fit neatly into any category —
monetarist or non-monetarist. Disagreement over the
likely outcomes of policy actions will lead typically to
different assessments by policvmakers and others
about the “success” of policy actions. To some, policy
will have succeeded; to others, it will have failed.

Debates over whether monetarist monetary policies
have been tried, or whether they have failed, or even
whether they were the appropriate monetarist policies,
are unlikely to be resolved. In the normative sense, a
discussion of whether monetarism has failed is both
inconclusive and, probably, nonsensical as long as
there is such widespread disagreement. These discus-
sions only serve to draw attention from the crucial issue
that can be resolved — whether monetarism, in the

siwm {Richard D. Frwin, 1967) pp. 135-66; and Thomas M. Hayv-
rilesky, Robert H. Snapp and Robert L. Schwertzer, “Test of the
Federal Reserve's Reaction to the State of the Economy,” Social
Science Quarterly (March 1973}, pp. 743-52. For a statement of
the failure of monetary policymakers to agree on what the actual
outcome of policy is likely to be, see John M. Berry, "Fed to Resist
Call on Hil for Its Economic Goals,” Washington Post, April 5,
1943.
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scientific sense, has failed. If scientific monetarism has
failed, then discussions over normative monetarist
issues are meaningless; there can be no useful mone-
tarist policies if the relationships between money
growth and other important economic variahles are
unstable or nonexistent. On the other hand, if scien-
tific monetarism has not failed, discussions over
whether some policy can be labeled as monetarist are
mere bagatelles; what matters is not the label attached
to the policy, but the actual pattern of money growth
that the policy produces. The crucial issue that must
be addressed is the success or failure of scientific
monetarism.

FOUR WEHLL-KNOWK 5CIENT
MONETARIST PROPOSITIONS
THEY FAILED?

There are a large number of economic propositions
that have come to be associated with monetarism, or at
least with individuals who have been labeled
monetarists. '® We do not intend to investigate all such
propositions. Instead, we focus on what we consider to
be four key monetarist propositions. The first three

BFor statements, suggestions and, in some cases, extensive lsts of
what monetarism means, see Karl Brunner, “The Role of Money
and Monetary Policy,” this Resiew {July 1968), pp. %-24; Darryl
R. Francis, "An Approach to Monetary and Fiscal Management,”
this Review {November 1968), pp. 6-10; AHan Meltzer, "Contral-
ling Money,” this Review (May 1969), pp. 16-24; Karl Brumner,
“The Monetarist View of Kevnesian 1deas,” Lloyds Bank Review
{October 1971), pp. 3549, A. Robert Nohay and Harry G. John-
son, “Monetarism: A Historic-Theoretic Perspective,” Journal of
Economic Literature (June 1977), pp. 470-85; Jerome 1. Stein,
ed., Monegtarism (North-Holland Publishing Co., 1976}; Thomas
Maver, The Structure of Monetarism (W. W. Norton & Company,
Inc., 1978), especially p. 2; Brian Morgan, Monetarists and
Keynesians: Their Contribution to Monetary Theory (Halsted
Press, 1978), especially pp, 89-91; Howard R, Vane and John L.
Thompson, Menetarism: Theory, Evidence and Policy (Halsted
Press, 1979), especially pp. 3-16; Douglas D. Purvis, “Monetar-
ism: A Review,” Canadian Journal of Economics (February 1980},
pp. 96-121; David Laidler, “Monetariso: An Interpretation and
an Assessment,” The Economic Journal (March 1981), pp. 1-285;
and John Burton, “The Varieties of Monetarism and Their Policy
Implications,” The Three Banks Review (June 1982), pp. 14-31.
Needless to say, these are only a few of the huge number of articles
and books on this issue. Moreover, there are a host of alleged
kinds of monetarists and monetarism. John Burton provides the
following listing in “The Varieties of Monetarism™: Marxist,
Friedmanite, rational expectations, global, fiscal, Austrian and
Thatcherite. Herbert Stein, in “Monetarismm Under Fire,” AE]
Economist (September 1981), pp. 1-8, distinguishes three cate-
gories of monetarists: hall-way, true-blue and gold-standard.
Robert D. Auerbach in Monetarism and the Federal Reserve's
Conduct of Monetary Policy, pp. 39-43, lists the following kinds
of monetarists: exaggerated or naive, cameo, asvmmetric, ereep-
mg asvmmetric, commaodity target, distant target, changing target,
multiple target, conventional, central banks, one-issue-at-a-time
and interest rate. Finally, there are numerous different kinds of
pejorative monetarism that are mentioned frequently; among our
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; they repre-

propositions concern “what money does”
sent the relationship between money growth and the
growth of aggregate spending, prices and real oulput.

The fourth proposition focuses on the controllability of
money growth. The first three propositions demon-
strate why money matters; the fourth proposition in-
vestigates whether monetary policy matters.

Proposition 1. There is a close and stable rela-
tionship between the growth of money and the growth
of total spending. This relationship can be investigated
in & variety of ways. One simple way is to compare the
growth of M1, the narrow monetary aggregate consist-
ing of currency and checkable deposits, to the growth
of aggregate spendmg measured by Gross National
Product (GNP) or Gross Domestic Product (GDP).
This is done in chart 1 for a large number of countries
for the 1969 to 1980 period. 1t is clear from the chart
that, in general, there is a very close relationship be-
tween growth in money and growth in total spending;
the vast majority of the countries are clustered close to
the 45-degree tine that denotes equal growth rates for
both money and spending over the period.

favorites are: miscreant, Hintyv-eved, macho, knee-jerk, simple,
simplistic and mechanical. Given the above varieties of both
monetarism and monetarists, it is crucial, in any evaluation of
monetarism, that the term be carefully defined and consistently
used.
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A more analytical method of assessing the rela-
tionship hetween growth in M1 and GNP for the Unit-
ed States involves the use of the St. Louis equation,
which was developed specifically to investigate the
impact of monetary and fiscal actions on GNP.

The St. Louis equation typically is written as:

[iee

. 4
m M, .+ 2
0 =10

()Y, = constant + 3 e B,

i

where Y, M and E are the annualized quarterly growth
rates of GNP, M1 and high-employment government
expenditures, respectively, m; and ¢; represent the
impact of current and lagged values of M and E, re-
spectively, the constant term represents the impact of
other influences on GNP growth, and i = 0, . . ., 4
shows that the equation investigates the extent to
which GNP growth in quarter t is affected by the
current and past four quarters’ growth in M and E.

Table 2 shows the results of estimating this equation
over the period from 1I/1960 to 1V/1982. There are
three key aspects to these results. First, as the R?
shows, the estimated equation accounts for a sizable
proportion of the actual fluctuations in GNP growth; in
this instance, about 30 percent of the variation in Y is
explained by the variables on the right-hand side of the
equation. Second, the explanatory power of the equa-
tion is derived solely from the monetary variables; only
the estimated coefficients on M are statistically differ-
ent from zero. Third, the sum of the coefficients on M
is not significantly different from one; this indicates
that, other things unchanged, any given change in the
growth of M1 will produce the same change in the
growth of GNP within five quarters.

Another way of looking at this relationship can be
seen in chart 2, which contains the year-to-year growth
rates of nominal GNP and M1 for the United States.
Clearly, changes in the growth of GNP from one vear
to the next are positively associated with changes in the
growth of M1.

If monetarism has failed due to recent financial in-
novations, then the relationships estimated in table 2
and shown in chart 2 should have eraded substantially
since late 1979.'* This purported erosion is not appar-
ent in chart 2: the link between money growth and
economic activity since II1I/1979 seems no different

i

YSince it is never possible to identify a single beginning point for a
continuous process like financial innovation, the date of the Fed's
change in operating procedures (October 1879) is used as the
break point in this, and all subseqguent, analysis.
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from that which existed during the previous two de-
cades.

Of course, visual evidence is never conclusive:
appearances always can be deceiving. What is signifi-
cant is that there is no statistical support that the
relationship between money and spending in the St.
Louis equation has broken down in recent vears.
When the parameters of the St. Louis equation were
tested for their structural stability, the hypothesis that
the structure had “slipped” in the later period was
rejected. !® Thus, there does not appear to have been a

“The stability of the coefficients in equation 1 is examined by
estimating
4

1
Y =g+ aD + 0 mpM o+ 2 myDM
i = i=10
4 . 4 .
+ X epki 4+ 2 eyDE,.; + e,
i=0 = 0

where D), a dummy variable, equals 1 from 11/1960 to LIL/1979 and
0 otherwise. The stability test for the coeflicients on M1 growth is
conducted by testing the joint hvpothesis that all of the estimates
of my; are simultaneously equal to zero. The caleulated F-statistic
for this test is 2.01; the critical F-value is 2.72 for the 5 percent
significance level. Consequently, the hypothesis that the coef-
ficients on M1 growth have changed since [IF1979 can be rejected
at the 5 percent significance level.
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sudden failure of monetarism in the 1980s, at least as
judged by the relationship between money growth and
the growth of total spending.'®

The second and third propositions are concerned
with how changes in monev growth affect the two
fundamental components of nominal GNP growth —
real GNP growth and price growth (inflation).

Proposition 2: Inflation is primarily a monetary phe-
nomenon. This proposition states that there is a close
positive relationship between the trend growth in
money and the growth in prices over long periods of
time. One example of the universality of this rela-
tionship is shown in table 3 for a variety of countries

"For further evidence that imnovations have had no significant
impact on M1, see John A. Tatom, "Recent Financial fnnovations:
Have They Distorted the Meaning of M1?7 this Beview (April
1982, pp. 23-35 and “Money Market Deposit Accounts, Super-
NOWs and Monetary Policy,” this Review {March 1983}, pp.

5--16.

10



FEDERAL RESERVE BANK OF 8T. LOUIS

MAY 1983

Chart 3
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over the period from 1973 to 1980, With few excep-
tions, those countries with the greater M1 growth also
had the higher rates of inflation.

Another way to assess the relationship between
price changes and money growth is to separate the
monetary and non-monetary influences on prices to

rate of growth of the implicit price deflator for GNF for
the United States. In general, the path of inflation
follows that of long-run moneyv growth. In fact, after
accounting for oil-price shocks, long-run M1 growth
explains over 80 percent of the variation in the quarter-
to-quarter rate of inflation.®

determine their relative importance at various points
in time. Since it is the trend growth in money that
influences prices, the monetary influence on the rate of

Y¥8ee Carlson, “The Lag From Money to Prices.” The results of
estimating a similar inflation equation over the II/1960 to IV/1952

inflation in any period is the growth in money over
some fairly long past period.”” Chart 3 reports the
long-term rate of MI growth {measured by its 12-
quarter moving average) and the quarter-to-quarter

FThere is exhaustive literature attesting to the existence of a long
lag between money growth and inflation rates. For recent evi-
dence, see Keith M. Carlson, “The Lag From Money to Prices,”
this Review (October 1980}, pp. 3-10; John A. Tatom, "Energy
Prices and Short-Run Economic Performance,” this Review {Janu-
ary 19810, pp. 3-17; and Dallas S. Batten, “Money Growth Stabil-
ity and Inflation: An International Comparison,” this Review
{October 1981), pp. 7-12.

period are:

12
P,= —0.866 + 1.091 % M,.;—1736 D1+ 0693 D2
(219 (13300 i =0 (3.43 {1.42)
e 0001 B, 0065 p_, —0005 D,
0.11} {3.96 (.24
+ o4,
2,93}
B2 = 83 SE = 1.1% DW = 1.58

where P, is the rate of inflation {measured by the GNP price
defiator) in quarter t, DI and D2 are dummy variables for the
control and decontrol phases of the Nixon wage-price control
period, P is the growth rate of the refative price of energy and the
absolate values of t-statistics are in parentheses.

Eh
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Chert 4
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Shodad areas rape tpeseds of business recasion

Once again, there appears to be no significant break-
down in this relationship after late 1979: the long-run
rate of money growth has declined during the past 3%
vears as has the rate of inflation. Moreover, an econ-
ometric investigation indicates that there has been no
breakdown in the Ml-inflation relationship over the
past three years.™

Proposition 3: Short-run changes in money growth,
if sufficiently sharp, produce real output movements.
Conceptually, a change in money growth creates a
monetary disequilibrium: the quantity of money that
individuals desire to hold differs from the quantity that
they actually are holding. By altering their rate of
spending, they attempt either to increase or to de-
crease their money holdings to a desired level. Even-
tually, as discussed previously, this change in the rate

A more rigorous investigation of a breakdown in the money
growth-inflation relationship entails conducting a test similar to
that in footnote 15 for the inftation equation cited in footnote 18.
The calculated F-statistic for this test is 1.53, well below the
eritical value of 2.72 at the 5 percent significance level. The
hypothesis that the coefficients on M1 growth in the inflation
equation have changed since IT11/197% can be rejected.

12

of aggregate spending will cause a change in the rate
of inflation.

In the short run, however, producers cannot tell
immediately whether this change in the rate of aggre-
gate demand (spending) is permanent or merely tem-
porary; thus, they respond initially by changing their
rate of production. That is, the change in money
growth results in a deviation of real economic activity
from its “normal” rate. Only when the change in
spending {motivated by the monetary disequilibrium)
has been identified as permanent will producers
change their prices and return production back to its
normal rate. Thus, the impact of a change in the rate of
money growth shows up initially and temporarily on
output and employment.*

This proposition is demonstrated in chart 4, which
reports the deviation of short-run M1 growth (mea-
BEor a discussion of the microeconomic rationale behind the Himing

of the effect of changes in money growth on real output (initially)
and prices {ultimately}, see Carlson, "The Lag From Money to
Prices,” pp. 6-5.
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sured by its two-quarter moving average) from its long-
run trend {measured by its 12-quarter moving aver-
age). The shaded areas represent periods defined as
recessions by the National Bureau of Economic Re-
search. Every downturn in economic activity in the
last two decades has been associated with a substantial
slowing in money growth relative to its trend;
every substantive slowdown in short-run M1 growth
has been associated with an economic downturn.?!
Although the 1966 episode was not technically labeled
a recession, the United States experienced a “growth
recession”; real GNP growth fell from about 10 percent
to zero following the dramatic decline in money growth
in 1966,

There appears to be no breakdown in this rela-
tionship since late 1979. In fact, this proposition is
supported quite strongly by recent events. For exam-
ple, money growth declined substantially in early 1980
{falmost 5 percentage points below its trend); accom-
panying this decline in M1 growth, real economic
activity declined rapidly and dramatically. By the third
quarter of 1980, money growth had rebounded and the
economy began pulling out of a short-lived recession.
When short-run money growth declined from 5% per-
centage points above its trend in TV/1980 to about 4
percentage points below its trend by TV/1981 (an un-
precedented drop), however, the economy headed
into its second recession in as many years, a recession
from which we have only recently begun to recover.

Proposition 4: Monetary authorilies can confrol the
rate of money growth. Within the context of monetary
policy, the first three monetarist propositions are rel-
atively unimportant unless the growth of money is
controllable. The money definition that we have used
in this study, M1, consists of currency and checkable
deposits, the two things generally offered and accepted
in exchange for goods and services. The monetary
authority cannot control M1 directly becaunse the
checkable deposits that make up a large part of M1 are
created by depository institutions. The monetary au-
thority, however, through its open market operations

2 Again, this proposition has been deeumented extensively. See, for
example, Milton Friedman and Anna J. Schwartz, “Money and
Business Cycles,” Review of Fceonomics and Stafistics (Supple-
ment: February 1963), pp. 32-78;, William Poole, “The Rela-
tionship of Monetary Decelerations to Business Cycle Peaks:
Another Look at the Evidence,” Journal of Finance (June 1975},
pp. 697-712; Dallas §. Batten and R. 'W. Hafer, “Short-Run
Money Growth Fluctuations and Real Economic Activity: Some
Implications for Monetary Targeting,” this Review (May 1982),
pp- 15-20; and Dallas 5. Batten and R. W. Hafer, “Is There a Role
tor Monetary Targeting?” Review of Business and Economic Re-
search (forthcoming, 1843}, The last two articles cited above de-
monstrate that similar results are found across countries as well.
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Growth in Reserves and Demand Deposits
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and lending to depository institutions, can control the
stock of reserves held by depository institutions upon
which these checkable deposits are based. As a result,
the monetary authority can control the growth of
money supply indirectly by controlling the rate of
growth of these reserves,®

In the very short run, changing asset preferences of
individuals may cause discrepancies between the rate
of growth of reserves and that of checkable deposits.
Yet, aver longer periods of time, these growth rates
conform closely across a wide variety of monetary in-
stitutions, as exhibited in chart 5 for a large number of
countries. This chart illustrates that, over time, re-
serve growth and demand deposit growth are asso-
ciated closely. Moreover, because checkable deposits
are a large portion of the M1 definition of money,
reserve growth is, then, a prerequisite for money
growth.

This analvsis neglects the role that currency plays in
the money supply process. Since currency in the hands
of the nonbank public is another potential source of
bank reserves, changes in the public’s demand for
currency also may be the source of monetary expansion

*8ee Anatol B. Balbach, “How Controllable is Moneyv Growth?”
this Heview {April 1981), pp. 3-12.
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Growth of M1 and the Adjusted Monetary Base
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and contraction. Thus, both reserve availability and
the amount of currency in the hands of the public must
be controlled by the monetary authorities if they desire
to control money growth.

The monetary base is the sum of bank reserves and
currency in circulation. In the United States, it repre-
sents a liability of the Federal Reserve. Even though
the Federal Reserve does not possess discretionary
control over all of the items in its balance sheet, it does
have sufficient control to determine the level and
growth of the monetary base it desires, even on a
weekly basis.®

The link between the monetary base and the money
supply is the money multiplier. Changes in this multi-
plier reflect changes in the public’s preferences for
various financial assets. Since these changes can either
intensifv or mitigate the impact of Federal Reserve
actions, control of the monetary base may still be

See Batbach, "How Controliable is Money Growth?”

14

associated with periods of highly variable money
growth if changes in the multiplier are highly
unpredictable.?* This, however, does not appear to be

the case over periods of one vear or more.

Chart 6 contains four-quarter moving averages of the
rates of growth of the adjusted monectary base and M1,
Except for the period in the mid-1970s, money growth
and base growth have moved together fuirly closely. In
fact, a I percentage-point increase in the rate of base
growth leads to approximately a 1 percentage-point
increase in money growth.®”

Hor a discussion of this peint covering the growth of money in
1982, see B, W, Hafer and Scott E. Hein, “The Wavward Money
Supply: A Post-Martem of 1982,” this Review (March 1983). pp.
17-25.

FThis can be seen more clearly from the following estimated rela-
tionship between hase growth and M1 growth:

M, = —0.344 + D.921 B,
.51 9.27)

R = 49 SE = 2,29 DW = 1.42

where B is the growth rate of the adjusted monetary base.
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Chart 7

Nominal Income Forecast Errors of
Alternative Models
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Further, there appears to be no breakdown in this 0
relationship since late 1979, Except for the period of "
credit controls (11/1980-111/1980), there has been little

difference between the rate of base growth and the rate 4 $1. lonis/ \! / \\ 7 / \ <

of money growth during the post-I1I/1979 period.® -5 = ' -6
. R VAR

A CLASH OF COMPETING MODELS: 10 \\ 10

MONETABIST VS, NON-MONETARISY 2y — -~ o o 12

VIEWS OF THE ECONOMY Sources: The Conference Board Statistical Bufietin and Fedsral Raserve bank

of 51 Louis

As stated earlier, monetarism can be rejected only if
there is an alternative explanation of macroeconomic
behavior that has greater explanatory or predictive
power. The following experiment was conducted to

ascertain whether the primarily non-monetarist eco- gg:; Income Forecast Errors of
nomic theories inherent in two of the popular large Alternative Models
macroeconomic models could explain economic be- Actual minus Predicted Values
havior over the past three years as well as 4 monetarist Percant Percent
model. The St. Louis equation {equation 1) and the 1 i
inflation equation cited in footnote 18 were estimated P - A 8
over the period from IV/1960 to HI/1979. The rates of AoOAA
growth of nominal GNP (total spending), real GNP ¢ . ¢
(real output) and the GNP price deflator then were 4 SR ] 4
forecast for the next 13 quarters (that is, from IV/1979 . Wharten 471 ' A .
to IV/1982). These forecasts were compared to those of A
the Wharton and the Chase Econometrics models. The ¢ TR 9
average absolute forecast errors for each of these three 2 y S 7\\ 2
models are reported in table 4; the quarterly forecast 1. Louis ~ / \\§\
errors for each variable are shown in charts 7, 8and 9. 4 - / \ o
-6 -6
It should be noted, at the outset, that the empirical " J \ 8
deck was stacked against the monetarist forecasts; they \
St | -10
B 12

1979 80 -3} 1382
Saurces: The Conference Boord Sigtisticat Bulletin and Federal Ressrve Bank
of $t. Lowis

% Again, the stability issue is tested as in footnote 15 for the equation
cited in footnote 25, In this case, the caleulated F-statisticis 1.64,
below the critical value of 3.00 at the 5 percent significance level.
Consequently, the hyvpothesis that the relationship between base
growth and money growth has changed since 1111979 can be
rejected.
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Price Forecast Errors of Alternative Maodels
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were obtained using coefficients from empirical rela-
tionships that were estimated through I11/1979 and
never updated. The forecasts from both Chase and
Wharton were one-quarter-ahead forecasts derived
from models that were re-estimated constantly over
the period from IV/1979 to TV/1982.% Despite this
estimation bias favoring the non-monetarist models,
there is virtually no difference in the comparative
short-run forecasts for recent years between the pre-
sumably outdated monetarist model and the updated
non-monetarist ones. For example, while the average
annual absolute forecast errors for nominal GNP using
the St. Louis model was 4.95 percent, the Chase result
was virtually identical, and Wharton's was nearly as
large. From the results in table 4, itis clear that neither
of the two alternative models has outperformed this

ZThis estimation bias was introduced to compensate for the fact that
actual values of the right-hand-side variables were used to derive
the St. Louis forecasts, while Chase and Wharton did not know
these values when they made their forecasts. This type of compari-
son obviously is not the ideal one; it is, however, the best that can
be accomplished without aceess to the estimated parameters of
the Chase and Wharton models. For similar comparisons of these
models’ Jong-run properties, see Keith M. Carlson and Scott E.
Hein, “Four Econometric Models and Monetary Poliey: The
Longer-Run View,” this Beview (January 1983), pp. 13-24.
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version of a monetarist model over the past three
vears.>

Moreover, the information in charts 7, 8 and 9 re-
veals that the relative performance of the St. Louis
forecasts generally has remained constant throughout
the forecast period. That is, the St. Louis forecasts did
not collapse, relative to those of Chase and Wharton, as
financial innovation continued throughout the forecast
period. H monetarism has died, it surely was not killed
off by the superior performance of whatever theoreti-
cal relationships underlie these major non-monetarist
economic models.

SUMMARY AND CONCLUSIONS

Monetarism can be viewed in two ways. Tt is a scien-
tific theory that stresses the importance of focusing on
the level or growth of money in order to understand
the behavior of such key macroeconomic variables as
prices, real output and spending. Asa scientific theory,
it also stresses the importance of focusing on the be-
havior of the monetary anthority in order to under-
stand how and why money grows the way it does.
Monetarism also can be viewed as a diverse collection
of normative propositions about how fast money should
grow or what the proper monetary policy should be.
While disputes over normative propositions are gener-
ally insolvable, the validity of scientific propositions
can be examined.

This paper has assessed the claim that monetarism,
in the scientific sense, has failed, by testing four key
monetarist propositions to see whether they can ex-
plain economic events over the past three years. Con-
trary to recent rumors of the death of monetarism, we
found that the four propositions tested were as valid
and useful over the past three years as they had been
over the prior 20 vears. Moreover, when compared
with the predictive behavior of two well-known non-
monetarist econometric models, we found that a sim-
ple monetarist analysis worked equally well in explain-
ing the economic patterns of spending, output and
prices over the past three years. Rumors of the death of
monetarism have, indeed, been exaggerated.

BGimilar results are obtained when root mean sguare errors
{RMSE} are compared for the three models. This method of
summarizing forecast errors gives more weight to large errors than
does the average {mean) absolute ervor.

RMSE for forecasts of the
growth rate of

Maodel Nominal GNP Real GNP CGNT Dellator
St. Lonis 5.99% 5.03% 1.74%
Wharton 5.18 4.06 1.83
Chase 5.68 4.54 1.69



