Monetarism: A Rejoinder
Tim Congdon

Introduction: understating the
achievement
Seen from a British standpoint, Mayer
and Minford’s ‘Monetarism: A retrospective’1 (MM) seriously understates
the achievement of monetarism. They
are of course correct to describe it as a
set of theoretical ideas revived by
(mostly) American economists in the
1950s and 1960s, and translated into
policy across the industrial world to
combat the high inflation of the 1970s;
they are also right to recognise the
strong influence that monetarism had
on UK policy-making in the early years
of the Thatcher Government from
1979. But they mislead in two respects.
They underestimate the success of the
monetarist challenge to the Keynesian
and corporatist styles of policy-making
which prevailed (especially in the UK)
before the 1970s; and they are far too
polite to the conventional wisdom in
their remarks on the empirical validity
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of key monetarist ideas in the closing
three decades of the twentieth century.
The following discussion will concentrate on the UK, although the remarks
will have wider relevance.

The challenge to Keynesianism
and corporatism
In their opening remarks and in a section on ‘Basic ideas and history’ MM
compare monetarism with other
schools of macroeconomic thought,
particularly Keynesianism. In their
view the differences are hardly fundamental. Whereas the monetarists
believe in the importance of money to
national income determination in the
short and long runs, the Keynesians
accept the role of money of national
income determination in the long run,
but question it in the short and
medium terms; monetarists such as
Milton Friedman regard the proposition that money and national income
have similar rates of changes as a reasonable working hypothesis (but
acknowledge that the theory of money
is an aspect of the theory of portfolio
selection), while Keynesians emphasize that desired money holdings may
change relative to other types of
wealth and income, put questions of
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portfolio selection first and repudiate a
mechanical one-to-one relationship
between money and national income;
and so on. In this ball of economic theory the dancers change their partners
from time to time, but they all know
the sequence of steps in the
Cambridge cash balances equation,
the routines of the IS–LM model, and
other familiar tunes and rhythms.
Everyone enjoys everyone else’s company, and the gap between monetarism and other schools of thought
arises from differences of nuance and
emphasis. There is no clash of worldview and ideology, and no need for
polemics.
But that was not how matters stood
in Britain in the mid–1970s or for many
years afterwards. The study of monetary economics in British universities
had declined in the 1950s and 1960s,
and most university teachers rejected
both a monetary theory of inflation and
a role for money in the determination
of national income.[1] Inflation was
widely attributed to trade union greed
or ‘pushfulness’, with one commentator remarking that “pulp forests have
been consumed” in discussing the role
of the trade unions in the inflationary
process.[2] The standard view about
the national income was that both output and income were equal to expenditure, and that expenditure was
determined by past income plus or
minus demand withdrawals by the
state (i.e., by the use of fiscal policy) or
from overseas (as the world economy
waxed and waned, or because the
exchange rate changed).[3] As a consequence of these beliefs, mainstream
professional opinion favoured two pol-
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icy approaches. First, incomes policy
(or ‘wages and prices policy’) should
be used to control inflation, with highlevel bargaining between the government, the trade unions and industry on
dividend freezes, pay norms and such
like. Secondly, fiscal policy should be
used to manage demand, with the
annual ‘Budget judgement’ (i.e., the
net injection or withdrawal of demand
by the state, approximated by the
cyclically-adjusted change in the
budget deficit) being critical. The purpose of demand management was to
achieve full employment, in line with
an agenda widely attributed to the
1944 White Paper on Employment
Policy.
Monetary policy—often defined
only in terms of interest rates (i.e., the
price of money) rather than in terms of
the quantity of money—was widely
considered to be peripheral to the
economy, even though interest rates
were thought to affect the exchange
rate. According to Goodhart,
Throughout most of the 1960s…interest rates varied mainly in response to
external conditions, being raised whenever there was a need to support the
fixed exchange rate, which was often
under pressure, and lowered—in a
spirit of general benevolence towards
investment—as each balance-of-payments crisis temporarily receded. With
interest rate policy mainly determined
by external considerations, the money
supply was allowed to vary passively.[4]

Support for incomes policy and
active fiscal management, and disdain
for monetary policy, had huge political
significance. They did not reflect
merely technical differences of opin-
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