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PREFACE

This book began as the intended first chapter of another 
book – to be called Money and Inflation at the Time of Covid 

– which Edward Elgar Publishing plans to bring out in 2025. 
In the original version of about 23,000 words it was distrib-
uted in December 2023 as an attachment to the monthly 
e-mail I write for the Institute of International Monetary 
Research (mv-pt.org). Happily, Tom Clougherty, just ap-
pointed as Executive Director of the Institute of Economic 
Affairs, saw the e-mail and liked the attachment. He sug-
gested that the chapter might become a short book in its 
own right, under IEA covers. I leapt at the idea. Within a 
few weeks, the 23,000 words had doubled and evolved into 
11 chapters, and here is the result. I think it is coherent as a 
book, but readers can make up their own minds.

The IEA’s intervention was appropriate for two reasons. 
First, in spring 2020 it had welcomed a contribution – en-
titled Inflation: The Next Threat? – on the then money ex-
plosion and the implied inflation risks from my colleague, 
Juan Castañeda, and me. Our worries in that publication 
have been amply vindicated in practice, and it is appro-
priate for the IEA to support a somewhat more analytical 
sequel. Second, in 2005 the IEA published my study of 
Money and Asset Prices in Boom and Bust, which reflected 
particularly my experiences – as a business economist and 
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financial commentator – of the UK’s two big boom–bust 
cycles in the 1970s and 1980s, and the calmer period which 
followed. The current work resumes the argument of 
Money and Asset Prices in Boom and Bust. Although I hark 
back to the beginnings of the quantity theory of money, 
this work is obviously a response to very recent events. 
The underlying theoretical framework is nevertheless the 
same in The Quantity Theory of Money: A New Restatement 
as in Money and Asset Prices in Boom and Bust. I hope it is 
organised and presented better.
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SUMMARY

•	 The overwhelming majority of economists were wrong 
in their forecasts about the consequences of the 
Covid-19 pandemic. They believed that it would result 
in years of falling inflation or even deflation. Instead, 
2022 saw the highest inflation for 40 years in several 
leading economies.

•	 In early 2022, Professor Jason Furman, an influential 
American economist who advised President Obama, 
lamented the economics profession’s ‘dismal 
performance’ and ‘collective failure’.

•	 However, from an early stage those few economists 
who tracked a broadly defined measure of money – 
including the author of this book – correctly forecast 
the inflation flare-up. They noticed that in spring and 
summer a money supply explosion was under way in 
the US, the euro zone and the UK, and indeed in many 
other jurisdictions.

•	 This book argues that the high inflation numbers 
of 2022 and early 2023 were caused by excessive 
growth of the quantity of money. The Covid-related 
inflation episode was yet another illustration of 
Milton Friedman’s adage that ‘inflation is always and 
everywhere a monetary phenomenon’.
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•	 Leading central banks – the Federal Reserve in the 
US, the European Central Bank in the euro zone, the 
Bank of England in the UK, and so on – organised the 
central bank asset purchases of long-dated securities 
from non-banks (or ‘quantitative easing’) which 
led to 2020’s money explosion. They were therefore 
responsible for annual inflation peaking, after a fairly 
standard lag of about two years, at close to or above 
10% in many countries.

•	 Different versions of the quantity theory of money – 
and of its modern incarnation as ‘monetarism’ – need 
to be distinguished. Meanwhile the equation of 
exchange (MV = PT) suffers from ambiguity and 
imprecision.

•	 This study emphasises the importance of a broadly 
defined money aggregate in the determination 
of nominal national income and wealth. It differs 
from Chicago School monetarism by denying that 
the monetary base and narrow money play a major 
causative role in a modern economy.

•	 The proportionality postulate – which nowadays is 
the claim of similar changes in equilibrium of broad 
money and nominal national income – is a reasonable 
approximation to the facts, although it needs to be 
qualified by ‘financialisation’. This is the tendency for 
financial transactions (and hence the need for money) 
to grow faster than income as economies progress.

•	 In practice and for much of the time, most economies 
suffer from a degree of ‘monetary disequilibrium’. (See 
chapters 4 and 5 for an explanation of this term.)
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•	 Broad money may change substantially, and 
disruptively, in a particular period, shattering a 
previous monetary equilibrium. (The Covid-related 
events of 2020 were a good example.) If the quantity of 
money is then given for the next few periods, national 
income and wealth – along with the prices of goods 
and services, and of assets – have to change to restore 
equilibrium. Excess or deficient money causes these 
adjustments.

•	 The most important assets in the adjustment processes 
are corporate equity, housing and other forms of 
property, which have varying income over time. Bonds 
are relatively unimportant, even though they are the 
focus of discussion in macroeconomics textbooks.

•	 Indeed, many textbooks – notably the Samuelson 
textbook, which first appeared in 1948 with a 
condensation of Keynes’s 1936 General Theory – adopt 
Keynes’s liquidity preference theory of ‘the rate of 
interest’ (that is, a bond yield). They give this theory 
(and the associated ‘IS function’) an inappropriately 
large status in national income determination.

•	 In macroeconomic analysis the proportionality 
postulate can be assumed to apply to variable-income 
assets in equilibrium.

•	 Interest-rate-only macroeconomics – particularly 
as exemplified in the three-equation version of New 
Keynesianism – has ostracised money from central 
bank research in the twenty-first century. This kind 
of money-less macroeconomics is the key intellectual 
mistake behind the ‘dismal performance’ and 
‘collective failure’ identified by Furman.
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1

INTRODUCTION

Economists in the mass – as a profession, no less – have not 
covered themselves in glory in the early 2020s. Like every-
one, they were caught off guard by the Covid pandemic. But, 
unlike most people in other walks of life, they blundered in 
their reaction to it. An almost unanimous consensus was 
that Covid-19 would lead to years of disinflation and perhaps 
even of deflation. Instead, in 2022 inflation reached the high-
est levels for 40 years in the UK, as in other leading nations.

Economists in the US had a conspicuously bad record 
in their mis-forecasting of inflation. In January 2022, an in-
fluential figure in American policymaking, Professor Jason 
Furman of Harvard University, contributed a column to the 
Project Syndicate website, under the title, ‘Why did almost 
nobody see inflation coming?’ As he pointed out, in 2020 
none of the Federal Open Market Committee’s 18 members 
expected inflation above 2.5% in 2021. In fact, consumer 
prices rose by 7% in the year to December 2021. Furman 
lamented economists’ ‘dismal performance’ and ‘collective 
failure’.1

1	 Few American economists are closer to economy policymaking than Fur-
man, who was chairman of President Obama’s Council of Economic Advisers 
from August 2013 to January 2017. At the time of writing (March 2024), he 
is the Aetna Professor of the Practice of Economic Policy jointly at Harvard 
Kennedy School and the Department of Economics at Harvard University.

INTRODUCTION
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But in the UK at least there were exceptions to Furman’s 
‘collective failure’. I am pleased to say that they included 
me, the author of this short book.2 Right from the start, in 
late March and April 2020, my assessment was that the 
astonishing money explosion then under way would have 
inflationary consequences. The first result would be too 
much money chasing too few assets, so that the prices 
of shares and houses would be buoyant in late 2020 and 
2021; the second would be too much money chasing too 
few goods and services. Consumer inflation might reach 
double digits at an annual rate per cent in 2022 or 2023. 
I was particularly concerned about the inflation prospect 
in the US, although I did not neglect the UK and worried 
about the euro zone as well.3 On 30 March 2020 I sent out 
a special e-mail to subscribers of the Institute of Inter-
national Monetary Research monthly note. It ended with 
the sentence:

Assuming that money growth does reach the 15 per cent 
to 20 per cent band [in the US] for a few months, the 

2	 In the US the first notable economist to forecast more inflation was Steve 
Hanke at Johns Hopkins University. His close colleague, John Greenwood 
of International Monetary Monitor, contributed to a joint effort on this 
front. Greenwood and Hanke are kindred spirits, and we often work to-
gether, but their inflation warnings in this episode were a bit later than those 
from Castañeda and myself. Hanke’s position in the debate was noticed by 
Jennifer Burns in her recent biography of Friedman (Burns 2023: 471).

3	 Congdon (2023a) covered the UK and included sections – written by me 
in April 2020 – warning about double-digit inflation. The euro zone is one 
of the six jurisdictions which have money trends monitored by the Insti-
tute of International Monetary Research in its regular monthly e-mails to 
subscribers.
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message from history is that the annual increase in con-
sumer prices will climb towards the 5 per cent – 10 per 
cent area and could go higher.

(The peak rate of annual money growth in fact came in 
June 2020, at over 25%. The full e-mail is reproduced in an 
appendix to chapter 8 below.) On 23 April 2020 the Wall 
Street Journal published an article by me with the headline 
warning ‘Get ready for the return of inflation’. These two 
pieces were only a modest fraction of my output at the 
time (see, for example, Congdon 2020).

I collaborated closely with my colleague, Juan Castañeda, 
in the preparation of a pamphlet for the Institute of Eco-
nomic Affairs called Inflation: The Next Threat? (Castañeda 
and Congdon 2020).4 To quote from the synopsis:

The extremely high growth rates of money [now being 
observed] will instigate an inflationary boom … Central 
banks seem heedless of the inflation risks inherent in 
monetary financing of the growing government deficits.

The Institute of Economic Affairs is to be thanked for 
publishing our work very quickly, in June 2020. The then 
Editorial Director, Syed Kamall (now Lord Kamall), knew 
that we represented a minority view, but he backed us to 

4	 I set up the Institute of International Monetary Research in 2014 and was 
its first Director. It is located at the University of Buckingham in England, 
where it helps in the post-graduate teaching of economics. Castañeda was 
appointed as the second Director in 2016, when I became the Institute’s 
Chair.
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the hilt. We are most grateful to him for his support. As 
noted in the acknowledgements, I must also thank most 
warmly Tom Clougherty, the IEA’s current Director, for 
suggesting to me that this book – initially intended as 
the first chapter of a longer study on Money and Infla-
tion at the Time of Covid – might make a worthwhile IEA 
publication.5

Focus on the transmission mechanism

The purpose of the current work is mostly to offer an analyt-
ical framework – a theory, if you wish – which explains why 
I was right in spring 2020 to predict a significant upturn in 
inflation. Another part of the agenda is to identify (what I 
regard as) a serious misperception in the majority thinking 
which led to economists’ ‘dismal performance’. My first step 
is to recall Milton Friedman’s 1956 restatement of the quan-
tity theory of money, as it is now almost seven decades later 
and another restatement is surely needed.

My focus is different from Friedman’s. It is on the the-
ory of the transmission mechanism from money to the 
economy, which in applied contexts usually means from 
changes in the rate of money growth to a range of macro-
economic outcomes. The outcomes include – crucially – the 
inflation rate. By contrast, in 1956 Friedman concentrated 

5	 This book is somewhat longer than the proposed first chapter of the book, 
Money and Inflation at the Time of Covid, but is much the same in content 
and argument. Money and Inflation at the Time of Covid is to be a collection 
of my writings in the early 2020s, which will be published by Edward Elgar 
Publishing in 2025.
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on the properties of the money demand function. In ex-
plaining how money and the economy interact, I highlight 
the importance of an all-inclusive, broadly defined meas-
ure of money. Friedman would have sympathised with my 
approach, but he was never as fully committed to broad 
money as I am in this publication and have been through-
out my career. Chapter 10 contains more detail on the 
differences between Friedman’s position and the current 
restatement of the quantity theory.6

Chapters 5 and 6 are the vital ones in setting out the 
transmission mechanism; they should help in understand-
ing how easy it was in spring 2020 to forecast the inflation 
flare-up which ensued over the next two to three years. My 
theoretical framework can be summarised in a box:

Main propositions of the restated quantity theory of money

1.	 Monetary equilibrium is established when non-bank pri-
vate sector agents’ demand to hold all money balances 
(i.e. broad money) is equal to the quantity of money 
created by the banking system and its customers.

2.	 When monetary equilibrium holds, the nominal levels 
of national income and wealth are at the levels desired 
by money-holding agents, and in that sense national 
income and wealth are determined.

3.	 Transactions are many times higher in value in a mod-
ern economy than national output. But – no matter how 

6	 My position is also different from that of the Chicago School, of which 
Friedman was the most well-known member.
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enormous their value – transactions between non-bank, 
money-holding agents cannot change an all-inclusive  
measure of the quantity of money. If monetary equilib-
rium does not hold and the quantity of money is given, 
national income and wealth must adjust to restore 
equilibrium.

4.	 Changes in the value of variable-income assets (equi-
ties, real estate) – often due to changes in the quantity 
of money – are a central feature of the transmission 
mechanism. The Keynesian claim that the transmission 
mechanism involves only changes in the value of bonds 
(i.e. in ‘the rate of interest’), as in ‘the IS function’ of the 
textbooks, is a serious misunderstanding.

5.	 If certain assumptions are met, changes in the quan-
tity of money and nominal national income are equi-
proportionate in equilibrium (‘the proportionality 
postulate’). In practice, the required assumptions are 
rarely met in full and ‘monetary disequilibrium’ often 
prevails. But enough stability is to be found in agents’ 
money-holding behaviour, particularly in that of house-
holds, that changes in velocity (the inverse of the ratio 
of money to national income) are small over periods of 
several years. More exactly, they are small compared 
with changes in either broad money or national income.

6.	 In equilibrium, the proportionality postulate applies to 
variable-income assets, as well as to the goods and ser-
vices which constitute national output.

7.	 The quantity of money is determined by the extension 
of credit to the state and the non-bank private sector 
by the banking system; it is not usefully interpreted as a 
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simple multiple of cash issued by the central bank or of 
capital invested in banks. The banking system consists 
of both profit-motivated commercial banks and a cen-
tral bank. The central bank has the unique prerogative 
of issuing legal-tender; its objectives are set out in legis-
lation, which usually include the aim of price stability (or 
at any rate low inflation).

When shown this box, many economists may wonder 
what the fuss is all about. Don’t the propositions amount 
to little more than organised common sense? Why has 
there been so much squabbling and rhetoric about these 
matters? Further, to the handful of economists who have 
bothered to read Keynes – as opposed to the hordes who 
call themselves ‘Keynesians’ – the contents of the box may 
be more than a little ironic. Monetarists and Keynesians 
are usually stereotyped as opposites or even antagonists. 
But the few authentic Keynesians, those who have read all 
his principal works and not just the General Theory, might 
contend that the box does no more than recall key themes 
in the 1930 Treatise on Money.

I would not resist this interpretation; Keynes – par-
ticularly the Keynes of the Treatise, and of the 1923 
Tract on Monetary Reform and the vast body of still 
readable journalism – is one of my intellectual heroes. 
In his 2018 book on Government and Money, Keynes’s 
biographer, Robert Skidelsky, labelled me a ‘Keynesian 
monetarist’ (Skidelsky 2018: 279–81). This may have be-
wildered people, as it seemed to be an oxymoron. I took 
it as a compliment. It does in fact locate me well in the 
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much-disputed territories of macroeconomics and mon-
etary theory. But I dislike intensely one salient theme in 
the General Theory, for reasons which will soon become 
apparent.

Skidelsky was kind enough to say in his book that 
my work was ‘important’, although he qualified this by 
describing me as ‘lonely’ and ‘an outlier’. I regard my an-
alytical framework as banal and straightforward, and 
do not believe it should be controversial. Nevertheless, 
the events of 2020 showed that Skidelsky was correct 
to suggest that I was an outlier. The framework implies 

– it very clearly and obviously implies – that a marked 
acceleration in the growth of broad money will result 
in a marked acceleration in inflation. But, to repeat, in 
spring 2020 – if close colleagues are excluded – I was al-
most in a minority of one in arguing that money growth 
in the teens or above per cent risked inflation in the 
teens per cent. Some attention was paid to my warnings, 
but not much.7

Frankly, the economics profession was hopeless in its 
initial assessment of the Covid-19 shock and the appropri-
ate policy answers. The mistake was so bad that almost 

7	 For example, Martin Wolf – in his Financial Times column on 20 May 2020 
headed ‘Why inflation might follow the pandemic’ – referred to me, al-
though keeping his distance. In his words:

If one is a monetarist, like Tim Congdon, the combination of con-
strained output with rapid monetary growth forecasts a jump in in-
flation. But it is possible that the pandemic has lowered the velocity of 
circulation: people may hold this money, not spend it. But one cannot 
be certain. I will not forget the almost universally unexpected surge 
in inflation in the 1970s. This could happen again.
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all economists were wrong about a major shift in the dir-
ection of change in the aggregate price level, less than 18 
months before that shift occurred. In my view, the trouble 
stemmed, above all, from

•	 neglect of money growth trends in contemporary 
macroeconomic analysis, particularly in the supposed 
powerhouses of such analysis in the research 
departments of central banks, and

•	 imprecision, ambiguity and confusion in past 
statements of the quantity theory of money.

This book argues that the behaviour of money growth 
must be restored to a strategic position in policy-oriented 
macroeconomic analysis; it also tries to provide a state-
ment of the quantity theory which is precise and rigor-
ous, and therefore lends itself to successful forecasts of 
inflation.

When I use the phrase ‘contemporary macroeconomic 
analysis’, to which of its aspects am I most unsympa-
thetic? This introduction may serve as an appetiser to 
the main course of the book’s argument by emphasis-
ing two areas of particular disagreement and tension. 
One of these – which may come as a surprise – is with 
other economists who sometimes (or even always) say 
they are monetarists, adherents of the quantity theory 
or whatever; the other is with the pivotal position of the 
investment-saving (IS) function in textbook Keynesian-
ism and a modish extension of textbook Keynesianism 
known as New Keynesianism.
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Different ‘monetarisms’

The main claims of this book rest on the ability of a broadly de-
fined money aggregate to determine other macroeconomic 
variables. If this is monetarism, it is very much ‘broad-money 
monetarism’. I am unenthusiastic about two alternative ap-
proaches, which might be called ‘monetary-base monetar-
ism’ and ‘narrow-money monetarism’. The subject is so large 
that concision risks misrepresentation, but space is limited, 
and I must be brief. The essence of these alternatives seems 
to me captured in the following descriptions:

Monetary-base monetarism. This line of thought has 
two main versions. The first is that the monetary base by 
itself – without invoking any other money balances – is the 
key measure of money in the determination of national ex-
penditure and income; the second is that the link between 
the monetary base and a deposit-dominated money aggre-
gate is so mechanical and certain that their rates of change 
are similar (or even identical), and – via the influences of 
the base on the wider money aggregate and of the wider 
aggregate on the economy – the base is again the ultimate 
determinant of national expenditure and income.8 (The 
monetary base is defined below in chapter 2; it consists of 
the monetary liabilities of the central bank.)

Narrow-money monetarism. Here the idea is that a 
narrowly defined measure of money – again by itself 

8	 I have written a critique of the claim that the monetary base by itself deter-
mines spending and inflation (Congdon 2023b).
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– determines national expenditure and income. By impli-
cation, the tracking of a narrow aggregate such as M1 is 
sufficient for the analyst to forecast inflation. Further, if 
exponents of the quantity theory are asked for evidence 
of stable money-holding preferences, they think M1 is 
the appropriate aggregate in econometric investigation. 
(Narrow money is also defined in chapter 2.)

I am antipathetic to much of what these two kinds of 
monetarism have to say. They have done a lot of damage. 
When adopted by distinguished and influential econ-
omists, they have often led to forecasting mistakes and 
embarrassment.

When Friedman made his ‘blooper’ on inflation in the 
1980s, by forecasting a significant rise which did not occur, 
the blooper arose from his selection of M1 as the most 
important aggregate in assessing inflation trends9; when 
Patrick Minford in the late 1980s wrongly quarrelled with 
me about whether the UK’s Lawson boom would prove in-
flationary, it was his attachment to the M0 notion of the 
monetary base which was responsible10; when four fellows 

9	 For Friedman’s mistake on inflation, see Barnett (2012: 107–11). ‘Blooper’ 
is Friedman’s own word. According to Jennifer Burns (2023: 441) in her 
Friedman biography, Friedman said to a journalist about his mistake, ‘I 
was wrong, absolutely wrong. And I have no good explanation as to why 
I was wrong.’ If he did say this, it was disturbing, to say the least. See the 
discussion in chapter 10.

10	 The disagreement between Minford and myself was discussed in Congdon 
(1992: 126–28, 226–27). Minford had been influenced by Eugene Fama, a 
Nobel laureate who has taught at the University of Chicago for virtually all 
of his academic career. My views on Fama’s monetary economics are given 
in chapter 5.
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of the Hoover Institution signed an Open Letter to Ben 
Bernanke in 2010, with its misjudged warning that the 
Fed’s asset purchases would cause ‘currency debasement’, 
they were anxious about the very rapid growth of the mon-
etary base consequent on those asset purchases.11 To re-
iterate, I do not care for either monetary-base monetarism 
or narrow-money monetarism. Moreover, I have no truck 
with appeals to ‘the aggregates’ in the plural, since these in 
my view are confessions of muddle or even ignorance. Ana-
lysis in this area of economics should relate to a broadly 
defined measure of money, full stop. Admittedly, there is a 
so-called ‘boundary problem’ in defining it.12

IS-LM – or IS vs. LM?

What is my objection to the IS function? Non-economist 
readers may be puzzled by the phrase. The IS function 
originated in a 1937 review article of Keynes’s General 
Theory. It was written by Sir John Hicks, later awarded 
the Nobel Prize and undoubtedly one of Britain’s great-
est economists. (He is given a starring role in chapter 5 
below.) The General Theory may have been a revolutionary 
work, but perhaps for this very reason it was difficult to 

11	 For the Open Letter to Ben Bernanke, see https://www.hoover.org/resear 
ch/open-letter-ben-bernanke. The forecast of rising inflation was com-
pletely wrong. In a 2014 column in the New York Times, Paul Krugman 
called the Open Letter ‘infamous’. See ‘Knaves, fools and Quantitative 
Easing’, New York Times, 2 October 2014.

12	 Should broad money include only bank liabilities or liquid assets issued 
by non-banks? What about foreign currency deposits? For these issues in 
monetary economics, see Goodhart (2008).

https://www.hoover.org/research/open-letter-ben-bernanke
https://www.hoover.org/research/open-letter-ben-bernanke
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follow and understand. Not the least of its perplexities 
was that ‘the rate of interest’ (meaning a bond yield) 
was active in two ostensibly separate processes of na-
tional income determination. The rate of interest both 
equilibrated the demand to hold money with the supply, 
where the demand to hold money was related to national 
income, and it determined investment, where national 
income was a multiple of investment.

Were there two distinct theories of national income 
determination in the one purported master work? Hicks’s 
trick was to propose one function (which became ‘the LM 
[liquidity preference–money supply] function’) for the 
monetary component of Keynes’s magnum opus, and an-
other function (‘the IS function’) to represent the multiplier 
story. The two functions could be translated into equations, 
thereby becoming a simple simultaneous-equations model 
of the economy; they could also be assembled in an IS/LM 
diagram with two neatly intersecting curves. Keynes sent 
Hicks a postcard blessing the IS/LM construction. It has 
subsequently adorned over three generations of macroeco-
nomics textbooks, with one of its attractions being that it 
is easy to mark in examinations.

But the IS/LM ‘thing’ (Hicks’s later characterisation) 
depended on the structure of Keynes’s argument in the 
General Theory, and in one important respect that structure 
was unrealistic to the point of crankiness.13 In much of the 
General Theory Keynes restricted the choice between money 

13	 Hicks used the word ‘thing’ in the first sentence of a 1980 paper on ‘IS-LM: 
an explanation’. The paper was reprinted as chapter 23 of Hicks (1982).
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and assets to a choice between money and bonds.14 Hence 
an increase in the quantity of money raised the price of 
bonds, which lowered bond yields and his ‘rate of interest’, 
which stimulated investment, which further spurred a gain 
in national expenditure and income that was a multiple of 
the extra investment. Here was the IS function at work.15

The last paragraph summarises a key strand in the 
General Theory; its sentences also respect syntax and the 
recognised meaning of words. However, in my view it is 
fantastic that this part of the General Theory has been 

14	 In fact, Keynes did not refer in the General Theory to the so-called direct 
effects of a change in the quantity of money on the economy. See footnote 1 
to chapter 5 for the distinction between direct and indirect effects of 
changes in the quantity of money, as developed in Blaug (1985). A better 
sentence than the one in the text might be, ‘In influential chapters of The 
General Theory Keynes implied that the only category in the economy with 
an important reaction to a change in the quantity of money was the value 
of a bond.’ Rather obviously, that was not – and is not – right.

15	 Unhappily, according to Keynes, circumstances could be imagined (of ‘vir-
tually absolute liquidity preference’, in his words) where bond prices were 
already so high that investors had to expect the next major move in prices 
would be downwards (see Keynes 1973: 207). An increase in the quantity of 
money could therefore not raise bond prices, lower the rate of interest and 
stimulate the economy. Monetary policy could be condemned to ineffec-
tiveness, justifying Keynes’s advocacy of public works as a valid means of 
combating depression. It was this claim of monetary policy ineffectiveness 
which appealed to many left-leaning economists in the 1940s, 50s and 60s 
(when Soviet communism seemed to offer an alternative to market capi-
talism), and curiously still does so today (even though Soviet communism 
has been thoroughly discredited). They wanted monetary policy sidelined, 
so that economic policy could become dominated by fiscal policy (and 
higher government spending) and planning (with consequence interven-
tion in private-sector business and finance). For these wider ramifications 
of Keynes’s musings on ‘absolute liquidity preference’ (and the related ‘li-
quidity trap’ idea found in Keynesian textbooks), see, for example, Skousen 
(1992: 9–34).
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accorded so much attention by three generations of econ-
omists. Is this the right way to organise the interpretation 
of business and financial reality? In the hypothetical world 
of the General Theory only two assets figure in the analysis, 
that is, money and bonds; in the real world, agents are bal-
ancing money both against goods and services, and an as-
sortment of assets of which equities and real estate are far 
more important than bonds. As I discuss in chapters 2 to 
6 in this book, and particularly in chapters 5 and 6, bonds 
are a relatively unimportant asset class in a modern econ-
omy. Fluctuations in the value of equities and real estate 
(which I call ‘variable-income assets’) have far greater ef-
fects on changes in aggregate demand than fluctuations in 
the value of bonds (fixed-income assets).

The IS function may have helped Hicks to summarise 
the complex argument of the General Theory for the pur-
poses of university instruction. But this part of Keynes’s 
larger thesis was – and remains – about a minor feature 
of the economy and has little traction in understanding 
modern business life. Given the trivial position of bonds in 
the household sector balance sheet (as shown in chapters 4 
and 6), the IS function misses at least 90% of the interaction 
between money and the economy. Indeed, in the extreme 
conditions of late 2020 and early 2021, when excess money 
drove large gains in the stock market and house prices, it 
was probably picking up less than 2% of that interaction. 
(See pp. 82–87 in chapter 6 for more justification of this 
statement.)

The analytical logic behind the LM curve may be 
more elusive than that behind the IS curve, as it involves 
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reasoning in sometimes abstruse areas of monetary eco-
nomics. Further, if money has to be retained in macro-
economics, that means banks have to be brought into 
the analysis as well.16 Banks have balance sheets, while 
some Keynesian economists seem to find balance sheets 
difficult to read and understand.17 Over time the IS/LM 
approach has therefore been truncated and simplified 
into an approach with the IS function only.18 A high 
proportion of today’s macroeconomists have come to 
think in terms of an IS function – and only an IS func-
tion – when they want to determine aggregate demand 
and national income. They forget about money, in the 
sense of ‘the quantity of money’, altogether. In 2020, the 
year which in the US saw the fastest growth of broadly 
defined M3 money since World War II, the minutes of 
the Federal Open Market Committee contained not one 
reference to any money aggregate.19

Dangers of three-equation New Keynesianism

The airbrushing of money from economic analysis is 
most evident in the three-equation distillation of New 

16	 Bank deposits are the dominant kind of money nowadays.

17	 Romer (2000: 162) complained about ‘the confusing and painful analysis of 
how the banking system “creates” money.’

18	 Romer (2000) illustrates the point.

19	 In the US the Federal Reserve stopped publishing an M3 series in 2006. How-
ever, an independent consultancy, Shadow Government Statistics, continues 
to estimate M3 numbers from publicly available information, much of it 
from the Fed. I am grateful to Shadow Government Statistics for the data.
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Keynesianism, a body of thought often deemed to be the 
workhorse of today’s central bank research.20 In this body 
of thought only one equation determines national expend-
iture and income, and it is indeed an IS function.21 In qual-
ification, the rate of interest in the three-equation model is 
not Keynes’s bond yield, but the central bank rate.22 The sub-
stitution is intended to enable the three-equation approach 
to inform real-world decision-taking by central banks, since 
it is widely agreed that the rate of interest – not the quantity 
of money – is their main policy instrument. (The monetar-
ists have advocated following the quantity of money as an 
intermediate target; they have not said that the quantity of 
money is a policy instrument. However, operations such as 
asset purchases from or sales to non-banks have a fairly di-
rect, measurable impact on the quantity of money.23)

Despite the exclusion of money and banking from the 
three-equation framework, Huw Pill, the current chief 

20	 The word ‘workhorse’ – to describe the position of three-equation New 
Keynesianism in central bank research – is used on the cover of Galí (2008).

21	 The ostracising of money – in the sense of the quantity of money – from 
macroeconomics has occurred particularly in the twenty-first century, 
with a key influence being the version of the three-equation New Keynes-
ian model set out in the much-cited article, Clarida et al. (1999).

22	 The use of the central bank rate in the IS function raises many questions. 
In my view the central bank rate equilibrates the demand for central bank 
credit with its supply, and it is set by transactions between the central 
bank and commercial banks. This is very different from the bond yield 
in Keynes’s liquidity preference theory, which is set mostly by non-bank 
investors in the bond market, and brings together their demand to hold 
money with the quantity of money in existence (Congdon 2018).

23	 The topic is covered in essay 4 in Congdon (2011). See, particularly, pp. 80–
81 on different types of open market operation.
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economist at the Bank of England, has said that this 
kind of New Keynesianism is ‘canonical’.24 One premise 
of chapters  5 and 6 of this book is, on the contrary, that 
three-equation New Keynesianism is worthless if it is in-
tended to throw light on reality. In particular, the omission 
of money makes it difficult for central banks to calibrate 
the size of purchases or sales of long-dated assets (that 
is, ‘quantitative easing’ or ‘quantitative tightening’) when 
they want to influence the economy by this method. The 
asset purchases conducted in 2020 and 2021 were much 
too large in most of the world’s leading economies. But as 
central banks did not think about the numerical conse-
quences of their asset purchases for the quantity of money, 
and as they anyhow dismissed the macroeconomic signifi-
cance of that quantity, they did not appreciate that a major 
rise in inflation became inevitable because of their actions.

Pill’s apparent canonisation of the three-equation 
model is picked up and criticised in chapters 6 and 9. As it 
happens, the evidential basis for the IS function is under-
whelming. Early in the twenty-first century Edward Nel-
son, one of the Federal Reserve’s top economists and an 
assiduous reader of the academic journals, was well aware 
of the rise of three-equation New Keynesianism. But he 
had had a few brushes with the data and proposed that 
there was an ‘IS puzzle’. New Keynesians might say an IS 
function was one of their crucial three equations, but in 
the real world the IS function was a bit of a sphinx; it did 

24	 Pill (2022a) used the word ‘canonical’ more than once in his approval of 
three-equation New Keynesianism.
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not have the form or the properties it was supposed to have. 
A notable contribution was made by Charles Goodhart 
and Boris Hofmann in a February 2005 article, on ‘The IS 
curve and the transmission of monetary policy: is there 
a puzzle?’, in the Applied Economics journal (Goodhart 
and Hofmann 2005). Like so many others, they found that 
work on reduced-form IS functions was unrewarding. 
Their best-fitting relationships usually had no explanatory 
power, but – when they did – all too often the coefficients 
on the interest rate term were wrongly signed or insignifi-
cant. To find better relationships, they added explanatory 
variables such as property prices and – intriguingly – a 
monetary aggregate.

Classroom gadgets vs. policy-relevant theory

One of the most active researchers on the IS function was 
Livio Stracca, an economist at the European Central Bank. 
In Stracca (2010), he wondered whether the travails of the IS 
function arose because too much attention had been paid to 
possibly perverse and misleading results for a limited num-
ber of countries. (He may have been thinking of the US and 
the UK in particular, as these tend to attract most attention 
from English-speaking economists, for obvious reasons.) 
He therefore assessed ‘data from 22 OECD countries over 40 
years’. His verdict was damning (Stracca 2010):

I find little evidence in favour of the traditional specifi-
cation [of the IS curve] where the real interest rate enters 
with a negative sign due to intertemporal substitution: 
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on the contrary, it is typically either insignificant or 
wrongly signed. Overall, I conclude that the New Keynes-
ian IS curve, at least in its most common formulations, 
is not structural and is overwhelmingly rejected by the 
data.

The literature on the IS function is small, but enough work 
has been done to establish a definite conclusion: con-
vincing relationships between the levels of interest rates 
and nominal GDP are hard to find, while those between 
changes in the two variables are yet more elusive. If the IS 
function is a vital element in a model viewed as fundamen-
tal, even canonical, in central bank research, something 
has gone badly wrong.

Moreover, the elusiveness of the relationship between 
interest rates and aggregate demand is hardly new. Fried-
man’s long-time collaborator, Anna Schwartz (1987: 175), 
once offered a generalisation from her many years of re-
search. Speaking at an academic conference in the UK in 
1969, she said,

The correlations between the level or rates of change in 
interest rates, on the one hand, and rates of change in 
nominal income, prices and output, on the other, are 
considerably worse than those between rates of change 
in the quantity of money and these magnitudes.

Of course, the structure of economies does change over 
the decades, but – when I tried to disprove Schwartz’s gen-
eralisation by looking at the US data about 50 years later 
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– the data refused to comply. The Schwartz generalisation 
remains valid (Congdon 2021a).

This is not to dispute the potential value of the 
three-equation approach – like IS/LM – as a classroom 
gadget.25 But, when economists leave the classroom and 
assume positions of significant policymaking power, 
such gadgets may not be much help. If non-economists 
want to understand why the economics profession has 
made a hash of the early 2020s, it is – in my view – the 
veneration of the IS function and the canonisation of 
three-equation New Keynesianism which deserve much 
of the blame. Interest-rate-only macroeconomics has 
become dominant in central bank practice, and expelled 
the quantity of money from research and analysis. Here 
is the main source of the intellectual failure behind, in 
Furman’s words, the ‘dismal performance’ of economists 
in the early 2020s.

I admire the bulk of Keynes’s contribution to macroeco-
nomic theory, but in my view, he used several chapters of the 
General Theory – specifically, chapters 13–18 – to launch a 
misguided marketing exercise for the liquidity preference 
theory of the rate of interest. The IS curve, a by-product of 
that theory, was later given more prominence in Keynes-
ian textbooks than it merited. This was a wrong turning. 
One ambition of the Treatise on Money was to develop a 
theory of the determination of the value of all non-liquid 

25	 The phrase ‘classroom gadget’ to describe the IS/LM ‘thing’ appears in the 
concluding section of Hicks’s 1980 paper ‘IS-LM: an explanation’ (Hicks 
1982).
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assets, including securities other than bonds.26 By contrast, 
a big chunk of the General Theory was preoccupied with 
an unimportant issue, the balance in portfolios between 
money and bonds. Curiously, and paradoxically, the Trea-
tise in this respect – as in others – had greater generality 
than the more famous General Theory.27

26	 The prefaces to the foreign editions of Keynes’s Treatise contained the fol-
lowing statement (Keynes 1971: xxvii):

My central thesis regarding the determination of the price of non-
liquid assets is that, given a) the quantity of inactive deposits offered 
by the banking system, and b) the degree of the propensity to hoard or 
state of bearishness, then the price level of non-liquid assets must be 
fixed at whatever figure is required to equate the quantity of hoards 
which the public will desire to hold at that price level with the quan-
tity of hoards which the banking system is creating.

More succinctly, the price level of non-money assets depends on the quan-
tity of money and wealth-holders’ money-holding preferences. Keynes even 
ventured a remark on house prices. To quote (p. xxvi):

When a man in a given state of mind is deciding whether to hold bank 
deposits or house property, his decision depends not only on the de-
gree of his propensity to hoard, but also on the price of house property.

27	 Another illustration is that the Treatise has both a central bank and a 
commercial banking system, with the central bank issuing base money 
and the commercial banks bank deposits. By contrast, the General Theory 
has a consolidated banking system which issues money. One result of the 
simplification is that the General Theory has no well-developed account of 
the determination of the quantity of money.
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1	 SETTING THE SCENE

Views on an economy’s future – on the outlook for growth, 
employment and inflation – depend on the theory of na-
tional income held by the people who propose them, as 
well as the facts of the conjunctural situation. This book 
appeals to and develops a traditional approach to the 
subject which comes under the label ‘the quantity theory 
of money’.1 An argument is put forward that the quantity 
theory – or at any rate a version of it – is basic to under-
standing the inflation flare-up of the 2020s.

The equation of exchange

The main features of the theory are so well-established 
that they received quite detailed treatment in a 

1	 At one time the quantity theory of the value of money was contrasted with 
the cost-of-production theory of the value of money, which was related to 
the labour theory of value. This contrasting made sense when money took 
mostly metallic form, but is obviously anachronistic in a fiat-money econ-
omy. See part 4, ‘The exchange value of money’, in Wicksell (1935), trans-
lated from Swedish by E. Classen. (The Lectures had originally been pub-
lished in Swedish in two volumes in 1903 and 1906.) Wicksell judged that 
the quantity theory was ‘the only one which can make any claim to real 
scientific importance’ (p. 141). Notice that Wicksell’s discussion preceded 
Irving Fisher’s 1911 The Purchasing Power of Money.

SETTING 
THE SCENE
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sixteenth-century work by the French philosopher, Jean 
Bodin (1530–96).2 Its central proposition is the so-called 
‘equation of exchange’, a standard item in hundreds of 
textbooks. The most familiar form of the equation runs as 
follows:

 MV = PT,

where M is the quantity of money, V the velocity of circu-
lation, P the price level and T the volume of transactions. 
The equation of exchange is sometimes described as a 
truism or even as an identity, where the two sides of the 
equation are the same because of how its terms are de-
fined. Milton Friedman (1912–2006) became famous in the 
late twentieth century for advancing a related set of policy 
recommendations carrying the label of ‘monetarism’.3 He 
is often considered the foremost modern exponent of the 
quantity theory of money. At one point he even compared 
the role of the equation of exchange in economics to that 
of the Einstein formula for mass–energy equivalence (E = 
mc2) in physics (Friedman 1992: 39).4

2	 Jean Bodin’s La réponse aux paradoxes de Malestroit (1568) is covered in 
many histories of economic thought. An English translation was published 
in Bodin (1997).

3	 Arguably, monetarism comes in different shapes and sizes, and several ver-
sions can be differentiated. In a 1987 paper, the author suggested that the 

‘American monetarism’ of, in particular, the Chicago School was different 
from ‘British monetarism’, the brand of monetarism which was important 
in inflation control in Britain in the late 1970s and early 1980s. See essay 13 
in Congdon (2011).

4	 Samuel Demeulemeester has pointed out to the author that – in The Pur-
chasing Power of Money – Fisher likened the equation of exchange to Boyle’s 
law of gases, that is, the pressure of a given quantity of gas varies with its 
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Friedman acknowledged his intellectual debt to Irving 
Fisher, a professor at Yale University from 1898 to 1935, and 
an influential figure until his death in 1947. It was Fisher’s 
1911 book on The Purchasing Power of Money which proselyt-
ised the MV = PT formula in the then quite new academic 
discipline of economics, and MV = PT is often known as ‘the 
Fisher equation’.5 The young John Maynard Keynes, who had 
only recently been appointed to a lectureship in economics 
at Cambridge University, reviewed Fisher’s book for the Eco-
nomic Journal. (The Economic Journal is the flagship publi-
cation of the Royal Economic Society, and it was then – and 
still is today – the leading economics publication in the UK 
for university teachers.) Keynes’s review was mostly friendly, 
and the book undoubtedly made a deep impression on him. 
Nevertheless, Keynes later said that much of his intellectual 
evolution was ‘a long struggle to escape’ from the incum-
bent doctrines of his early adulthood, which included the 
quantity theory. Towards the end of the twentieth century, 
Mark Blaug, an historian of economic thought, put it more 
sharply. In his words, ‘Keynes began by loving [the quantity 
theory of money], but ended by hating it’ (Blaug et al. 1995: 
1). (An assessment of the matter by Keynes’s biographer, 
Robert Skidelsky, was more restrained.)6 The three names 

volume at a constant temperature. Boyle’s law was given mathematical 
expression as early as the late seventeenth century. Is it unfair to suggest 
that economists suffer from physics envy?

5	 Fisher did not originate the equation which carries his name. Credit for 
that is usually given to Simon Newcomb (1836–1909), a remarkable Ameri-
can polymath whose main interest was in astronomy.

6	 See Robert Skidelsky’s ‘J. M. Keynes and the quantity theory of money’ in 
Blaug et al. (1995: 80–95), particularly the section at the top of p. 83.
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– Fisher, Keynes and Friedman – recur on many occasions in 
the following pages.

Need for a new restatement

Despite its distinguished pedigree, the equation of ex-
change is beset by ambiguity and imprecision, and in its 
familiar unadorned version has to be rejected as unsatis-
factory. The quantity theory of money demands a clearer 
and more robust restatement. Friedman made an attempt 
to provide such a restatement in the opening chapter to 
Studies in the Quantity Theory of Money, published by the 
University of Chicago Press (Friedman 1956: 3–21). The 
1956 book is sometimes seen as an example of the sort of 
work at which the so-called Chicago School excelled in its 
heyday. As is celebrated or deplored (depending on one’s 
point of view), the hallmarks of Chicago School thinking 
were support for free-market capitalism and advocacy 
of monetary stability to help capitalism work better (see 
Emmett 2010).7

The current book can be seen partly as a response to the 
many challenges faced by the quantity theory, and indeed 
by ‘monetarism’, in the seven decades since Friedman’s re-
statement. Its content and theses differ from Friedman’s in 
fundamental respects. The challenges to the quantity the-
ory have been miscellaneous, over a wide front and large 

7	 In 1977 Friedman retired from the University of Chicago, after teaching 
there for 30 years, and moved to San Francisco. The distinctive Chicago 
tradition of monetary economics now lies in the past and is only a matter 
of historical record.
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in number. An attempt to reply to them risks being untidy 
and repetitive. To maintain a consecutive argument, much 
of the action is relegated to and takes place in the book’s 
footnotes. This is not ideal, but our key aim – to throw light 
on the recent Covid-related business cycle, and the impact 
of money growth on the high inflation of 2022 and 2023 – 
must be remembered.

Back in 1956 Friedman was particularly concerned 
with the properties of agents’ demand to hold money (or 
the so-called ‘demand for money function’). The emphasis 
here is rather on the characteristics and attainment of 
‘monetary equilibrium’, a condition in which the demand 
to hold money is equal to the quantity of money in being. 
Discussion of monetary equilibrium, and the transmission 
mechanism from changes in the quantity of money to 
macroeconomic outcomes, takes up five crucial chapters, 
from chapters 2 to 6. Chapter 7 provides evidence for the 
quantity theory. Chapter 8 applies the theory to the cir-
cumstances of the American economy in the early 2020s, 
and explains how the quantity theory scored a major 
success by forecasting – several quarters in advance – the 
inflation upturn of late 2021 and 2022. Chapter 9 carries 
out much the same exercise, but relates to the UK economy. 
The differences between Milton Friedman’s monetary eco-
nomics and the broad-money monetarism in the current 
work are covered in chapter 10. The final chapter insists 
on the continuing analytical power and policy relevance of 
quantity-theory thinking.
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2	 THE FISHER EQUATION: 
RIGHTS AND WRONGS

The equation of exchange may be in the shop window of the 
quantity theory, as it is usually presented. But it is loosely 
formulated, and has been widely criticised as ambiguous and 
unsatisfactory. Its first ambiguity arises because money can 
be defined in more than one way. Thus, ‘the quantity of money’ 
is occasionally said to consist only of liabilities of the central 
bank – that is, the note issue and banks’ cash reserves – and 
is thereby equated with ‘the monetary base’ (for an example, 
see Sumner 2021: 45). The practice even extends to top central 
bankers when they equate monetary policy exclusively with 
actions affecting the size of the central bank balance sheet. 
But a focus on the central bank balance sheet cannot be the 
whole story, because only a miniscule proportion of transac-
tions is completed with notes, and banks’ own expenditure is a 
small part of aggregate demand. (The author emphasised the 
point in Congdon (2023b), particularly section 3, pp. 189–91.)

The case for broad money

More plausible definitions include bank deposits, since 
the overwhelming majority of payments in today’s world 
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use deposits. Two types of definition then come into con-
tention: those that include only deposits (sight deposits 
in the US, current accounts in the UK) which can be used 
without giving any notice, and those that include all, or 
virtually all, deposits (time deposits in the US, deposit 
accounts in the UK).1 Definitions including only imme-
diately accessible deposits are said to refer to ‘narrow 
money’, whereas those that include all, or virtually all, 
deposits are ‘broad money’.

In the rest of this book the phrase ‘the quantity of money’ 
should always be understood to mean ‘broad money’. The 
rationale for downplaying the monetary base and narrow 
money will become easier to understand as the book’s con-
tents are presented. However, the essence of the matter is 
straightforward. Basic to the book’s analytical framework 
is that – if money is out of kilter with agents’ expenditure 
decisions and asset portfolios – it is the expenditure de-
cisions and asset portfolios that adjust, not the other way 
round.

But this is not true with narrow money. If my sight de-
posit is too large relative to my expenditure and assets, I 
can change it by transferring the excess to another type of 
deposit, probably one that pays interest and can be with-
drawn only after giving notice. (In a phrase to be recalled 

1	 Drawing the boundary between bank deposits definitely inside an  all-
inclusive money measure and just outside is often difficult. Should 
foreign currency deposits be included? What about deposits with a long 
term to maturity? Are balances to be included if they are liabilities of a 
banking-type institution which does not belong to a settlement system? 
Monetary economics is not an easy subject.
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near the book’s end, I can change it by a ‘money transfer’.) 
Both my own sight deposits, and the aggregate level of nar-
row money in the economy, can therefore alter in response 
to the relative attractiveness of different kinds of deposit 
within the broad money total, as well as the wider eco-
nomic background. When narrow money does alter in this 
way, it does not reflect or affect money-holders’ decisions 
on expenditure and portfolios, and it is such decisions that 
impact on the economy as a whole and matter in macro-
economic analysis.

By contrast, if all my bank deposits are too large rela-
tive to my expenditure and assets, I have to spend more 
on goods and services, or acquire more assets, to elimi-
nate the excess. An all-inclusive measure of money is not 
changed by shifts in the relative size of its components. 
Indeed, as a matter of logic, it cannot be changed by such 
compositional shifts. Broad money – not the monetary 
base or narrow money – must be the aggregate which fig-
ures in a convincing monetary theory of national income.2 
To summarise, the quantity of money can be regarded 
for most purposes – and certainly for the purposes of the 
present study – as consisting of notes and coin held by 
the public and practically all the deposit liabilities of the 
banking system. Further, this book could be understood 
as exercises in – or even as a manifesto for – broad-money 
monetarism.

2	 The argument in the last few paragraphs was also made by the author 
in a 1990 paper reprinted in part 8 of Congdon (1992). See, in particular, 
pp. 179–83.
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Table 1	 Transactions through major US non-
cash payments systems in 2021

Name of 
system Description

Volume of 
transactions, 

in millions

Value of 
transactions, 
in $ trillions 

(’000s of 
billlions)

Average 
transaction 

size, $

Fedwire Large-value, 
real time 204.5 991.8 4,849,878

CHIPS Interbank 
settlement 127,900 448.7 3,508

FedACH Includes direct 
debits 17,900 37.0 2,067

Electronic 
Payments 
Network ACH

Includes direct 
debits 29,100 72.6 2,495

Total value of all transactions 
through non-cash systems 1,550.1

Source: US Department of the Treasury (2022: 9).

Transactions or national income?

The second ambiguity in the equation of exchange stems 
from the elusiveness of the notion of ‘transactions’ in the 
uncluttered MV = PT version of the equation of exchange. 
Economists, and non-economists seeking advice from 
economists, are usually interested in national income and 
output, and the price level of output, and hence in their de-
terminants. But the level of transactions in any economy 
is not at all the same thing as the level of national income 
and output. As Table 1 shows, transactions through set-
tlement systems in the American economy had in 2021 a 
value of just above $1,550 trillion or more than 65 times 
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nominal gross domestic product, which was $23.3 trillion 
in the year. Crucially, transactions are carried out in assets, 
while purchases and sales of existing assets are not part 
of the transactions in the so-called ‘income–expenditure–
output circular flow’ which fix national income, expendi-
ture and output in a direct and definitional sense. In his 
1930 classic Treatise on Money Keynes said that trans-
actions in assets took place in ‘the financial circulation’, 
while transactions in goods and services, plus such pay-
ments as those for factor services, belonged to ‘the indus-
trial circulation’ (Keynes 1971: 48).

By implication, a distinction might be drawn between 
two formulations of the equation of exchange, one in terms 
of transactions, and the other in terms of national income. 
The transactions version can be presented as before, but 
with the subscript ‘t’ added to both the velocity and price 
level terms:

MVt = Pt T,

where Vt is called the ‘transactions velocity of money’ and 
Pt is a ‘price level’ which must contain the prices both of 
assets transacted in the financial circulation, and of goods 
and services transacted in the industrial circulation. But 
a price level which muddles up the prices of assets with 
the prices of goods and services would have little use. In 
his Treatise, Keynes derided it as ‘a hotch-potch standard’ 
which would prove ‘unreliable as a guide to the Purchas-
ing Power of Money’ (Keynes 1971: 236). This was a jibe – a 
sharp and telling jibe – against Irving Fisher’s 1911 book 
on the topic.
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What about the formulation in terms of national in-
come? Can that rescue the key ideas in the discussion? The 
same step is carried out as in the last paragraph, with the 
subscript ‘y’ added again to the velocity and price level 
terms, to give

MVy = Py Y,

where M continues to signify the quantity of money, Vy is 
known as ‘the income velocity of circulation’, Py is the price 
level of the goods and services that enter national income/
output, and Y is national income/output.

The phrase ‘the income velocity of money’ appears 
many times in Keynes’s celebrated The General Theory of 
Employment, Interest and Money, whereas ‘the transac-
tions velocity of money’ does not appear at all. Perhaps 
Keynes believed the Py term to correspond to an analytic-
ally useful price level and, hence, that the income version 
of the equation of exchange was more useful than the 
transactions version. But arguably this gain has come at 
the cost of loosening the notion of ‘velocity’ from busi-
ness reality. Few people would say that the purchase of a 
second- or third-hand car is intrinsically much different 
from that of a new car. However, only the value added in 
a new car is part of national output, because second- and 
third-hand cars were usually manufactured a few years 
ago. So the velocity of money deployed in used-car trans-
actions does not affect ‘the income velocity of money’, 
whereas the velocity of money in new-car transactions 
does affect it. At one point in the General Theory Keynes 
protested against the income velocity notion. It was, he 
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remarked, ‘merely a name which explains nothing … The 
use of [the] term obscures … the real character of the 
causation, and has led to nothing but confusion’ (Keynes 
1973: 299).

This may have been going too far, but it warns against 
a mechanical application of the terms in the equation of 
exchange to real-world categories and issues. Chapter 4 
develops a different approach to the quantity theory of 
money which largely reflects the objections of Keynes and 
his Cambridge colleagues to equation-of-exchange think-
ing. Before moving on, it has to be said that the terms 
in the equation of exchange cannot be entirely avoided. 
Velocity is an item of economists’ mental furniture and 
occasionally they have to sit on it, even if it makes them 
uncomfortable.
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3	 HOW IS MONEY CREATED?

Friedman’s 1956 restatement of the quantity theory as-
serted that it was ‘in the first instance a theory of the de-
mand for money. It is not a theory of output, or of nominal 
income or of the price level’ (Friedman 1956: 4). This was a 
new and idiosyncratic departure, since many previous au-
thorities had made confident assertions that the quantity 
theory was indeed about the relationship between money 
on the one hand, and nominal incomes and prices on the 
other (Blaug 1985: 690). A central purpose of the current 
restatement is to throw light on the monetary transmis-
sion mechanism, whereby the demand to hold money is 
matched up with the quantity of money (or ‘the money sup-
ply’). This chapter is concerned with the determination of 
the quantity of money in modern conditions, while the fol-
lowing three chapters are about the definition of monetary 
equilibrium and the monetary transmission mechanism 
as such.

A fiat-money economy

Since most of broad money consists of bank deposits, their 
creation must in some sense be the work of the banking 
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system. But how exactly does money come into being? By 
what process or processes do banks introduce new money 
into the economy? In one of his theoretical papers Fried-
man ducked the issue by appealing to ‘helicopter money’, 
conjuring up a vision of bank notes falling from the sky 
(Friedman 1969: 4–5; 1992: 29–37). He may have wanted 
to recall the era when gold or silver were the principal 
monetary assets, and the quantity of money increased ad-
ventitiously – as if out of the sky – when new mines were 
discovered.

Nowadays money has ceased to be a commodity like a 
precious metal. Instead, virtually all money is a liability 
of banks, whether it takes the form of legal-tender notes 
issued by the central bank or of deposits issued by com-
mercial banks.1 In one sense the creation of new money 
in this sort of world, the world of so-called fiat money, is 
straightforward. Because the central bank’s notes are 
legal tender and must be taken in payment, they can be in-
creased by the simultaneous addition of identical sums to 
both sides of its balance sheet. Shockingly (or so it seems), 
new money comes out of ‘thin air’. As Galbraith (1975: 29) 
remarked in Money: Whence It Came, Where It Went, ‘The 
process by which money is created is so simple that the 
mind is repelled.’

At first glance commercial banks are in a similar pos-
ition. People believe that payments can be made from bank 
deposits, as long experience has established that this is 

1	 A trivial exception is the coin issue, but it is so tiny as hardly to matter now-
adays. But see the discussion of the status of metallic money in Wicksell’s 
monetary economics in the footnotes on p. 23 and p. 60.

http://www.goodreads.com/work/quotes/934081
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the case. It seems to follow that deposits can be increased 
by the simultaneous addition of identical sums to both 
sides of a bank’s balance sheet. The expansion of its bal-
ance sheet occurs if a bank sees a profitable opportunity 
to buy a security (when it credits a sum to the account of 
the person who sells the security and the security becomes 
part of its assets) or to make a new loan (when it credits 
a sum to the borrower’s deposit, which is its liability, and 
registers the same sum on the assets side of the balance 
sheet as a loan). It is certainly the case that in modern cir-
cumstances much money creation does take place in this 
way, so that deposits have been described as ‘fountain-pen 
money’ (Pepper and Oliver 2006: 58), ‘cheque-book money’ 
(‘check-book money’ in American spelling; Barber 1997: 
43–47) or ‘keyboard money’ to reflect the ever-evolving 
technology of writing.

But there is a catch. Commercial banks do not have 
the power to issue legal tender cash. Since they must at all 
times be able to convert customers’ deposits back into cen-
tral bank notes, they must keep a cash reserve (partly in 
their vaults and tills, and partly in a deposit at the central 
bank) to meet deposit withdrawals. If an individual bank 
expands its balance sheet too quickly relative to other 
banks, it may find its deposits have become so large that 
cash withdrawals exceed cash inflows. Potentially it could 
run out of cash. The expansion of deposits by commercial 
banks is therefore constrained by the imperative to main-
tain a positive cash reserve. Indeed, over multi-decadal 
periods in many nations commercial banks have kept a 
relatively stable ratio of cash to their deposit liabilities.
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Two approaches

The discussion suggests two approaches to conceptualis-
ing the creation of money in a fiat-money economy. The 
creation of money can be seen, first, as the result of the ex-
tension of credit by the banking system, where the system 
is consolidated to embrace both the central bank and the 
commercial banks. The ‘credit counterparts’ on the assets 
side of the consolidated banking system’s balance sheet 
must equal the liabilities on the other, and can be catego-
rised in several ways. For example, assets could be viewed 
as the sum of loans, securities and cash. However, to split 
them into claims on the domestic private and public sec-
tors, and the overseas sector, is more interesting, as pri-
vate borrowers and the government have different motives 
when they seek bank finance. It is, of course, the deposit 
liabilities which are monetary in nature and so are of most 
significance to the subject in hand. Non-monetary liabil-
ities include banks’ equity capital plus their bond issues 
plus an assortment of odds and ends, such as deferred tax. 
Clearly, an identity can be stated:

Change in the quantity of money (i.e. in bank deposits, 
and notes and coin in circulation) = Change in banking 
system assets − Change in its non-monetary liabilities;

and in more detail

Change in the quantity of money = Change in banks’ net 
claims on the public sector + Change in net claims on the 
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private sector + Change in banks’ net claims on the over-
seas sector − Change in their non-monetary liabilities.

Central banks and the International Monetary Fund have 
large databases on the credit counterparts to money 
growth, and the information is basic to monetary analysis.2

The other approach to money creation takes its cue 
from banks’ need to maintain cash reserves to honour 
obligations to customers (that is, obligations to repay de-
posits and to fulfil payment instructions). As has been 
noted, in some historical periods, banks have maintained 
stable ratios of cash to deposit liabilities. In their transac-
tions, members of the non-bank public can use either cash 
or bank deposits, depending on their relative convenience 
and cost. If transactions technology is fairly stable, the 
ratio of the non-bank public’s cash to its deposits ought 
also to change little over time. It follows that deposits held 
by the non-bank public can be viewed as a multiple of their 
cash holdings. Indeed, the quantity of money as a whole 
can be understood as a multiple of the total amount of 
cash issued by the central bank.3

The credit counterparts arithmetic and the base multi-
plier approach add value to thinking about the monetary 
situation, and no one can dispute that both are legitimate 

2	 Perhaps the most important of the papers crucial to the development of 
credit counterparts analysis was written in the mid 1950s by the Inter-
national Monetary Fund’s second head of research, Jacques Polak (1957). 
See also Steel (2014).

3	 The derivation of the banking system multiplier is a textbook common-
place. But see, for example, Friedman and Schwartz (1963a: 776–808) for a 
rigorous treatment.
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as accounting frameworks. In this book the preference is 
very much for the credit counterparts framework rather 
than that which appeals to the base multiplier. This pref-
erence would upset Milton Friedman, as is noted below 
in chapter 10. All the same, it is crucial to the sketches, in 
chapter 8 and 9, of the relationship between money and 
inflation in the US and the UK in the 2020s, and to the suc-
cessful forecasts based on that relationship.

Money-issuers vs. money-holders

Evidently, a modern economy contains both money-hold
ers and money-issuers. The money-holders include the 
non-bank private sector agents (households, companies 
and non-bank financial institutions) who or which typical-
ly carry out about 80% of the economy’s expenditure and 
are the only net wealth-holders.4 By contrast, the banking 
system is the dominant money-issuer. Banks specialise in 
carrying out payment instructions from their customers, 
a business in which they deploy distinctive expertise and 
have made large investments.

Of course, banks have to settle debts between them-
selves, which they do by means of transfers across central 
bank reserves. Such reserves, which are fully convertible 
into legal tender, do constitute ‘money’ for the banking 
industry, but only for it. Interbank settlement is largely 
for the purpose of matching up accounts and is purely 
financial in character. No goods and services, and no 

4	 The overwhelming majority of nations have positive net public debt.
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payments for factors of production, are involved, and 
no effects on the expenditure–output flow or aggregate 
demand follow interbank settlement. Banks’ cash re-
serves are therefore not part of the quantity of money. By 
extension, when banks hold balances with other banks, 
perhaps because of activity in an extensive interbank 
market, the resulting interbank deposits also do not be-
long to the quantity of money.5

One further participant in the economy is problematic 
from a monetary perspective: this is the state itself, and 
its constituent parts in central and local government. Be-
cause it has to protect a nation’s borders against external 

5	 If a money demand function with the usual arguments (income and the 
own return on the deposits) were estimated for interbank deposits, the re-
sults would be worthless. However, a tricky definitional issue is raised. Non-
bank financial institutions are of two kinds, those that receive deposits 
from customers and so have liabilities mostly fixed in nominal amounts, 
and those which have quite different liabilities and may even be managing 
assets with no fixed objective in mind. Those which take in deposits may 
not be legally the same as banks, but they are sufficiently similar as to be 

‘quasi-banks’. Should deposits at quasi-banks be included in money or not? 
For over 20 years the practice in the UK has been to measure deposits at 
quasi-banks when these come from banks and other quasi-banks, and to 
exclude such deposits from the true ‘quantity of money’. The treatment is 
the same as with interbank deposits, with the definitionally inconvenient 
quasi-bank institutions known as ‘intermediate other financial corpo-
rations’. Broad money in (what might be regarded as a legally complete 
definition) is called M4 and broad money excluding the IOFCs is M4x. M4x 
is the more appropriate definition of money in macroeconomic analysis. 
Similar difficulties are found in other countries, but the UK has taken a 
lead in separating out the IOFCs from the rest of the financial system. No-
tice that – again – estimating a conventional money demand function for 
IOFC deposits would be a silly exercise. To the extent that IOFC deposits 
are (unwisely) included in broad money, money demand functions are cor-
rupted by their influence.
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aggression and to enforce the law within those borders, 
the state has a monopoly of legitimate force in the kind of 
society under consideration.6 It can therefore commandeer 
resources from citizens to an unlimited extent, at least 
in principle. Within its own borders its creditworthiness 
is unimpeachable; it does not need to hold significant 
money balances in order to be confident that ‘it can pay 
its way’. Central and local governments do have accounts 
in the banking system, but the accounts are usually very 
small compared with incomings and outgoings; they are 
not included in the quantity of money. Public expenditure 
is neither constrained by nor systematically related to 
the state’s money balances.7 In short, the government’s 
creditworthiness differs fundamentally from the private 
sector’s.8 This gives rise to crucial asymmetries which are 
sometimes neglected or not fully appreciated.9

6	 The insight is usually attributed to Max Weber (2013) in his Economy and 
Society:

A compulsory political organization with continuous operations will 
be called a ‘state’ [if and] insofar as its administrative staff success-
fully upholds a claim to the monopoly of the legitimate use of physical 
force in the enforcement of its order.

7	 The point was noticed by the author in his first pamphlet on monetary 
economics (Congdon 1978: 56–58). The argument connected monetarism 
with the distinction between marketed (mostly private sector) output and 
non-marketed output (mostly public sector) in Bacon and Eltis (1976).

8	 The euro zone is an unusual monetary jurisdiction, since governments 
cannot borrow without limit from the central bank. Discussion of this 
important point is beyond the scope of this book.

9	 This may be the place to mention the so-called Hahn problem, advanced 
by the Cambridge economist Frank Hahn (1925–2013) in several papers. 
According to Hahn (1984: 261), ‘the formulation of a model of the economy 
which can account for money is immensely difficult and remains to be 
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A logical point – often overlooked, but already adum-
brated and essential to the larger argument – concludes 
this chapter. The quantity of money is held exclusively by 
genuinely non-bank private sector agents (households, 
companies, genuinely non-bank financial institutions) and 
cannot be changed by transactions between such agents. 
If purchases and sales between them take place in a closed 
circuit, these purchases and sales cannot alter the quan-
tity of money. That is true, no matter how enormous the 
value of transactions. Alternatively put, in an economy 
with no external trade or financial flows with other econ-
omies, the quantity of money can change only as a result 

accomplished.’ See also chapter 7, ‘On some problems of proving the exist-
ence of equilibrium in a monetary economy’, in that book for more detail on 
the ‘problem’. As this allegedly important issue was left unresolved, Hahn 
became a consistent critic of monetarism and Milton Friedman. With 
another Cambridge economist, Robert Neild, he organised a letter to The 
Times – signed by 364 British academic economists – in protest against 
the 1981 Budget, which had raised taxes in a recession in order to restore 
medium-term fiscal sustainability. For more on this episode, see essay 10 
in Congdon (2011). Given the ubiquity of money use in modern market 
economies, and the evident massive saving of transactions costs relative 
to a barter-based economy arising from that, one has to ask whether Hahn 
intended his problem seriously. But the contrast between the private 
sector’s and the state’s creditworthiness may throw light on the matter. 
Private sector agents have finite creditworthiness and must therefore hold 
money in order to have the means to settle debts; the state has no such 
constraint and does not need to hold money for the same motive. An impli-
cation of this asymmetry is that, when money creation is financed by state 
borrowing from the banking system, the effect disrupts any pre-existing 
equilibrium in the private sector’s balance sheet. Monetary policy – as 
traditionally understood – then becomes possible, rather obviously. Hahn 
is not the only academic to have put forward a seemingly fundamental 
conundrum of this sort. See the extensive discussion below in chapter 5 of 
the inside-money-is-not-net-wealth claim associated with names of Gurley 
and Shaw, and Patinkin.
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of transactions between the non-bank private sector on 
the one hand, and the banking system and the state sec-
tor on the other.10 This property of a monetary economy 
results from definitions and is beyond dispute. Neverthe-
less, the implications – which are a major undercurrent in 
the stream of analysis on the transmission mechanism in 
chapters 5 and 6 – turn out to be profound.

10	 The point is captured in the credit counterparts identity, as it is usually 
stated. The assumption of a closed economy is needed to keep the size of 
the discussion under control. The monetary approach to the balance of 
payments is a vast subject in its own right. The cogency of this approach 
depends on the possibility that excess or deficient money balances are re-
moved by transactions with foreigners.
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4	 THE MONETARY THEORY OF 
NATIONAL INCOME AND WEALTH

The MV = PT approach to the quantity theory – as ex-
pounded by the Yale of the early twentieth century, and the 
Chicago of the 1950s and 1960s – was shown in the second 
chapter to have serious drawbacks. Is there an alternative? 
One option is to pay more attention to the Cambridge, Eng-
land, of the 1920s and 1930s, where Keynes was interacting 
with colleagues and rivals, and they together constituted 
‘the Cambridge School’ of monetary economics. Their in-
spiration came significantly from Alfred Marshall, who 
had founded the Cambridge economics faculty in 1903. 
A basic principle of Marshall’s economics was that equi-
librium – in terms of prices and quantities – was reached 
when supply equalled demand. The principle conquered 
the teaching of microeconomics from that time onwards. 
But Marshall wanted to use it not only in understanding 
an individual’s attitude towards his or her money holdings; 
he hoped also that it might help in expounding the rela-
tionship – for the economy as a whole – between the total 
amount of money on the one hand, and income and ‘prop-
erty’ on the other (Marshall 1922, quoted in Keynes 1971: 
229–30; see also Walters 1971: 28–34). In the 1930 Treatise 
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on Money Keynes lifted an entire passage from Marshall’s 
1922 Money, Credit and Commerce, which ran as follows:

In every state of society there is some fraction of their in-
come which people find it worth while to hold in the form 
of currency … Let us suppose that the inhabitants of a 
country … find it just worth their while [after judging the 
advantages and disadvantages of holding currency] to 
keep by them on the average ready purchasing power to 
the extent of a tenth part of their annual income, together 
with a fiftieth part of their property; then the aggregate 
value of the currency of the country will tend to be equal 
to the sum of these amounts.

In the related footnote, Keynes (1971: 230, footnote 1) 
commented:

In modern conditions the normal proportion … of … total 
[bank] deposits to the national income seems to be some-
where around a half.

He was writing in the late 1920s. Over 30 years later in the 
first quarter of 1964, when the Bank of England had just 
started to prepare modern money supply statistics, the 
UK’s nominal GDP was £32.6 billion and broad money, in-
cluding building society deposits as well as bank deposits, 
was £15.0 billion. The ratio was still ‘somewhere around a 
half ’. (But note that the ratio was to rise steeply from 1980. 
It is not one of the constants of nature, a point which is 
recognised below in, for example, chapter 7.)
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Money held in wealth portfolios

Marshall’s teaching motivated similar treatments, of his 
so-called cash balance approach, in the early-twentieth-
century literature. An ambitious statement of the mean-
ing of these ideas for macroeconomics follows at the 
end of the section, but attention needs to be paid first 
to certain key facts about present-day economies. It is 
important to recognise that money is held not only to 
facilitate transactions in capital and current items in the 
income–expenditure–output flow, but also to reside over 
long periods in investment portfolios as an alternative to 
non-money assets. Marshall had of course seen this with 
his reference to ‘property’ in the above quotation. What 
is to be said about ‘property’ in the real world, about the 
value and composition of household wealth?

Table 2 presents the relevant data for the US at the end 
of 2021. Money was then about 11% of gross household 
wealth, and was exceeded in importance only by corporate 
equities and real estate (mostly houses of course), which 
both represented over a quarter of such wealth, and by life 
insurance policies and claims on pension funds, which were 
a fifth.1 The bulk of corporate equities were quoted on the 
US’s stock markets. These compositional data suggest that, 
in a modern economy, the management of money in invest-
ment portfolios is to a considerable extent about seeking a 
balance between the ‘liquidity’ conferred by money, and the 
returns derived from housing, equities, savings products 

1	 Gross household wealth is wealth before the deduction of liabilities, that is, 
net wealth plus all debt.



T he  Quantit     y T heor y of Mone  y: A N ew  R estatement     

48

managed by specialist financial institutions and other asset 
categories. The word ‘liquidity’ is an awkward one to define, 
but a basic theme is that assets which possess the property 
of liquidity reduce the expected future costs of running 
portfolios. Invariably, money offers a lower explicit return 
than non-money assets. Indeed, as has been noted, many 
money balances – like most sight deposits and current ac-
counts – offer no nominal return at all.

Table 2	 Value and composition of US household 
wealth at the end of 2021

In $ billions
As % of total 

before debt

Money, mostly deposits 18,272 10.9

Debt securities 2,720 1.6

Corporate equities 44,723 26.6

Life and pension assets 33,623 20.0

Non-corporate equity 15,320 9.1

Other financial assets 3,064 1.8

Real estate, mostly houses 42,429 25.2

Consumer durables 7,286 4.3

Non-profit business assets 739 0.4

Total assets, before debt 168,177 100.0

Total liabilities 18,354

Total assets, after debt 149,823

Personal disposable income in 2021 was $18,507.6 billion.
In the US flow-of-funds data, non-profit organisations are presented with 
households, so that the above numbers include non-profit assets and debt, 
as well as households’.
Source: US Federal Reserve Financial Accounts of the United States (June 2023 
release), Table B101, p. 154.



T he  monetar  y theor  y of national     income   and   wealth   

49

The important notion of ‘liquidity’

But money is retained in investment portfolios, even when 
these are seeking significant positive returns, because a 
money holding lowers the cost of rearranging portfolios 
and taking advantage of opportunities. In practice, dif-
ferent people have different preferences and investment 
habits. In his last book, on The Market Theory of Money, the 
influential English economist and Nobel laureate, Sir John 
Hicks (1904–89) – who has already been mentioned in the 
introduction – suggested a new nomenclature. He said 
that some investors (whom he called ‘fluid’) might want to 
hold a high ratio of money to assets in order to actively ex-
ploit opportunities, whereas others might be ‘solid’ inves-
tors. Solid investors would hold little money and stick to 
the securities they had first chosen (Hicks 1989: 67). More 
generally, portfolios can be said to have different degrees 
of ‘liquidity’, as well as the better-known characteristics of 
expected mean return and the risks associated with earn-
ing that return. However difficult to formalise and quan-
tify, liquidity is an attribute of asset portfolios.

Table 2 shows that directly held debt securities – or 
‘bonds’, more concisely – were a mere 1.6% of gross US 
household wealth at the end of 2021. By implication, a 
great majority of households – accounting for the distri-
bution of American wealth – did not have a single bond in 
their possession. Nevertheless, many economics textbooks 
give pride of place to bonds in their analyses of the alterna-
tives to money in portfolios. The focus on the money-bond 
choice is conceptually claustrophobic, but it is entrenched 



T he  Quantit     y T heor y of Mone  y: A N ew  R estatement     

50

in standard textbooks. This entrenchment has led to ser-
ious misunderstandings about how changes in the quan-
tity of money affect the economy, as was noticed in the 
introduction and is discussed in more depth in chapter 6.

The ‘identification problem’

Before finishing this chapter, a warning has to be given 
that the whole subject is bedevilled by what economists 
call ‘an identification problem’. Marshall taught that, in 
equilibrium, the demand curve for a product intersects 
with the supply curve to determine both its price and 
quantity. But do the prices and quantities reported from a 
real-world situation signal the immaculate and pleasingly 
automatic meeting of supply and demand curves? Or do 
they instead reflect agents’ confused attempts to interpret 
market data when no one knows the exact positions of the 
demand and supply curves? One point has been much em-
phasised in this book: it must be the case that the money 
held in an economy by various people and companies is 
equal to the actual quantity of money in being. But that 
definitional certainty misses a vital aspect. Is this equiv-
alence also a position of equilibrium, analogous to that 
connoted by the intersection of supply and demand curves 
in a price–quantity diagram?

It may be that, at the end of a period of production and 
trading, people and companies find – for whatever rea-
son – that their bank balances are not at the levels they 
expected and planned at the period’s start. Money is then 
in disequilibrium. So in the following period these people 
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and companies set different prices and quantities from 
before. More generally, the world is such a complicated 
place that it contains phases when the economy is at or 
near monetary equilibrium (that is, when the prices and 
quantities involved in determining national income show 
little tendency to change between periods) and phases of 
monetary disequilibrium (when those prices and quan-
tities are changing constantly and perhaps dramatically 
between periods, and so are national expenditure, income 
and wealth).

Key statements: but is disequilibrium prevalent?

Enough disclaimers, caveats and qualifications have now 
been offered. Having distinguished between monetary 
equilibrium and disequilibrium, we have reached a deci-
sive moment. The crux of the monetary theory of national 
income and wealth determination – as understood in the 
present study – can now be stated. Here it is, indented be-
cause of its significance to our argument.

The level of expenditure by genuinely non-bank private 
sector agents and the value of all the assets they own 
(their wealth) are in equilibrium, and in that sense deter-
mined, only when the broadly defined quantity of money 
is willingly held – at the associated prices and quantities 

– by the same private sector agents.

This way of expressing the quantity theory notices the nui-
sance caused by the state’s attitude towards money, since 
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an expansion in aggregate demand due to more govern-
ment spending may have a small or unclear effect on the 
private sector’s demand to hold money.2 Let this compli-
cation be ignored, with the balance between public and 
private economic activity taken to be fixed. We reach the 
following core proposition, in the spirit of the inter-war 
Cambridge School:

The equilibrium levels of national income and wealth re-
flect the interaction of two influences:

•	 the level of the broadly defined money aggregate, as 
determined by the banking system, its customers and 
monetary policymakers, and

•	 the ratio of money to national income desired by 
money holders, where the relevant money holders are 
genuine non-bank private sector agents (households; 
companies; non-bank, non-deposit-taking financial 
institutions) who or which have a meaningful ‘money 
demand function’.

The proposition overcomes the criticisms of the ‘hotch-
potch’ price index implied by the transactions version of 
the equation of exchange, and of the question-begging, un-
satisfactory phrase ‘the income velocity of circulation’ im-
plied by its income version; it is precise about the concept 

2	 Before the privatisations of the 1980s and early 1990s, UK public corpo-
rations had an account at the Treasury, a government department, and 
typically only minor bank accounts; after privatisation they all had bank 
accounts, sometimes large ones. Privatisation therefore raised the equilib-
rium ratio of money to GDP.
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of money relevant to national income determination, and 
about the agents who or which matter to the economy’s 
monetary equilibrium; and it makes room for those scep-
tical about monetarism by acknowledging that in the real 
world, monetary equilibrium does not hold all the time. Ad-
mittedly, the words ‘equilibrium’ and ‘desired’ carry much 
weight in the proposition just stated. Further, a related and 
perhaps major concession has been made by admitting the 
possible prevalence of monetary disequilibrium.3

3	 The argument here emphasises that the key quantity-theory propositions 
are valid only in equilibrium. This emphasis on their equilibrium character 
of the propositions is not new. It was noticed, for example, by Schumpeter 
in his History of Economic Analysis (Schumpeter (1981: 1102). To illustrate, 
after the 19% jump in M3 in the mere five months to July 2020, the US econ-
omy was plainly not in equilibrium. Only in coming quarters and years 
would money-holders take steps to restore equilibrium, and the resulting 
processes of adjustment would cause a significant rise in the price level. 
See chapter 8 for further discussion.
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5	 THE TRANSMISSION MECHANISM: DIRECT 
EFFECTS IN ‘THE GOODS MARKET’1

Complaints are sometimes made that the quantity theory 
is vague about how the economy moves towards and 
achieves a new equilibrium when a shock change to the 
quantity of money has occurred. Paul Samuelson (1915–
2009), a Nobel laureate and long-time rival of Milton Fried-
man, once asserted that the vagueness went so far as to 
make the so-called ‘transmission mechanism’ of monetary 
change ‘a black box’. In his view monetarism sometimes 
came in ‘garden-variety’ form, when it was ‘a black-box 
theory’ with ‘mechanistic regularities’ which could not be 
‘spelled out by any plausible economic theory’ (Samuelson 
1972: 755).

1	 Textbooks refer to ‘the goods market’, the market in currently produced 
goods and services relevant to the determination of national income and 
expenditure, to distinguish it from the markets in assets. Asset transac-
tions may have profound implications for expenditure in the goods market, 
but, strictly speaking, they do not take place ‘in the goods market’ and 
are not part of it. The related distinction between the direct and indirect 
effects in the transmission mechanism – used here to organise the discus-
sion in chapters 5 and 6 – is owed to Blaug (1985), particularly chapters 5 
and 15.

THE 
TRANSMISSION 
MECHANISM
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The black-box allegation

Similar allegations continue to be made. In a speech in 
Glasgow on 4 April 2023, Silvana Tenreyro, while serving 
the final months of her term as an external member of the 
Bank of England’s Monetary Policy Committee, said that 
the effects of monetary policy were felt throughout the 
economy solely via interest rates and bond yields. She saw 
it as her job (Tenreyro 2023)

to make clearer the similarities between [central bank 
operations meant to affect bond yields, but which might 
increase the quantity of money] and Bank Rate, and 
avoid the impression that there is an independent ‘money’ 
channel of [such operations].

Here was interest-rate-only macroeconomics at its most 
explicit and brazen. In making this claim Tenreyro re-
flected the influence of Michael Woodford of Columbia 
University, New York, the author of a 2003 work entitled In-
terest and Prices: Foundations of a Theory of Monetary Pol-
icy. According to Woodford (2003: 109), ‘a straightforward 
analysis … of inflation … is possible without any reference 
to either the evolution of the money supply or the determi-
nants of money demand.’

In fact, accounts of the transmission mechanism – and 
hence of ‘an independent “money” channel’ – have 
abounded in a large and classic literature since David 
Hume and Richard Cantillon in the eighteenth cen-
tury. One of the most lucid was given by Knut Wicksell 
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(1851–1926), the Swedish economist, in his 1898 work, 
Geldzins und Güterpreise, translated into English and pub-
lished under the auspices of the Royal Economic Society in 
1936 as Interest and Prices: A Study of the Causes Regulating 
the Value of Money.2 The key passage begins with the situ-
ation termed in the present work ‘a monetary equilibrium’. 
In this situation the amount of money held by all individ-
uals – including ‘myself ’ – is appropriate given incomes 
and expenditure, and the associated price level of goods 
and services. But a shock is delivered. To quote from the 
1936 translation:

Now let us suppose that for some reason or other com-
modity prices rise while the stock of money remains un-
changed, or that the stock of money is diminished while 
prices remain temporarily unchanged. The cash balances 
will gradually appear to be too small in relation to the 
new level of prices … I therefore seek to enlarge my bal-
ance. This can only be done – neglecting for the present 
the possibility of borrowing etc. – through a reduction 
in my demand for goods and services, or through an in-
crease in [the supply of] my own commodity, or through 
both together. The same is true of all other owners and 
consumers of commodities … But in fact no one will suc-
ceed in realising the object at which each is aiming – to 

2	 The 2003 Woodford book has the same title as Wicksell’s 1898 contribution, 
with Woodford claiming to write in a ‘neo-Wicksellian’ tradition. But the 
subtitles of the two books are very different, and some might feel – with 
the author – that the agenda and emphases of the two books are also very 
different.
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increase his cash balance, for the sum of the individual 
cash balances is limited by the amount of the available 
stock of money, or rather is identical with it. On the other 
hand, the universal reduction in demand and increase in 
the supply of commodities will necessarily bring about 
a continuous fall in all prices. This can only cease when 
prices have fallen to a level at which the cash balances 
are regarded as adequate.

Many subsequent accounts of the transmission mechanism 
are in a similar vein. Important examples were provided 
in Irving Fisher’s Elementary Principles of Economics and 
Keynes’s Treatise on Money.3 In 1959 Friedman prepared a 
statement to the US Congress which recalled Wicksell’s 
themes (Friedman 1959: 141). When individuals have an 
excess holding of money, they cannot rid themselves of the 
excess by transactions between themselves. In that event, 
according to Friedman, ‘they would simply be playing a 

3	 For the background to Fisher’s treatment in his Elementary Principles, see 
Congdon (2005: 23–24). Keynes’s treatment of the demand for real balances 
in chapter 14 of the Treatise was very much in the quantity-theoretic trad-
ition (see especially Keynes 1971: 199–205). Typically, these discussions are 
about the sequel to a change in the level of the quantity of money. When 
commentators have to respond to the flow of real-world events, usually a 
change in the rate of growth of money is the focus of attention. Only two 
theoretical treatments are known to the author which discuss the sequel 
to a change in the rate of growth of money. The first was prepared by Milton 
Friedman and Anna Schwartz as they came towards the end of the work 
which led to their 1963 Monetary History. See the pages about ‘the tentative 
sketch’ in Friedman and Schwartz (1963b). The other was written by the 
author after he had successfully forecast in the late 1980s than an acceler-
ation in broad money growth in the UK would result in an acceleration in 
inflation (Congdon 1992: 171–90).
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game of musical chairs’.4 In response to a sudden increase 
in the quantity of money, expenditure decisions would keep 
on being revised – with new prices and quantities – until 
the right balance between money and incomes had been 
restored. While individuals may be, to quote Friedman,

frustrated in their attempt to reduce the number of dol-
lars they hold, they succeed in achieving the equivalent 
change in their position, for the rise in money income 
and in prices reduces the ratio of these balances to their 
income and also the real value of these balances.

These excerpts from Wicksell and Friedman call for elu-
cidation. Four points will be developed in this chapter to 
elaborate key ideas. But the incorporation of wealth and 
asset prices in the transmission mechanism has such 
far-reaching ramifications that it demands a chapter – the 
next chapter, chapter 6 – to itself.

Prices respond to change in money

First, in Wicksell’s account a rise in the price level, or a 
fall in the quantity of money, is posited at the start. This 

4	 James Tobin used the analogy of a ‘hot potato’ in his account of the matter, 
rather than Friedman’s ‘musical chairs’ (Tobin 1971: 273):

[I]t is the beginning of wisdom in monetary economics to observe 
that money is like the ‘hot potato’ in a children’s game: one individual 
may pass it to another, but the group as a whole cannot get rid of it.

The sentence appeared originally in a 1963 article on ‘Commercial banks 
as creators of money’.
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creates a disequilibrium. In his words, the quantity of 
money is ‘too small’ relative to the price level. The key 
agents – the ‘owners and consumers of commodities’ – 
are motivated in their behaviour by the disequilibrium, 
the difference between the quantity of money appropri-
ate to the price level and the actual quantity of money. 
They spend less, leading to ‘a universal reduction in 
demand’.

This is all plain and straightforward, or so one would 
have thought. Friedman hoped that even members of 
Congress would appreciate the force of the argument. On 
what basis can the past few sentences be characterised as 
being about ‘a black box’? The words are about as clear and 
transparent as they could be in the sometimes arcane sub-
ject of economics. Further, Wicksell’s ‘universal reduction 
in demand’ arises from the gap between agents’ money 
holdings and the desired amount of these holdings, and 
nothing else. Contrary to Tenreyro’s April 2023 speech, it 
does not arise from ‘the rate of interest’, whether that be 
the central bank rate, a bond yield, the interbank rate or 
banks’ loan rate. It also does not arise from ‘credit condi-
tions’, ‘credit spreads’ or the quantity of new bank loans 
to the private sector. Sure enough, ‘the rate of interest’ (in 
one or many of its multiple meanings), ‘credit conditions’, 
‘credit spreads’ and new bank credit are relevant to the de-
scription of full monetary equilibrium, and to the transi-
tion from one equilibrium to another. But first things must 
come first, and all of the list in the last two sentences are 
secondary or tertiary relative to money-holders’ attitudes 
and intentions.
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The proportionality postulate

The second issue arising from the Wicksell and Friedman 
passages is the extent to which prices change because of 
the shock to the quantity of money. Wicksell said that, in 
the monetary disequilibrium under discussion, agents’ 
transactions continue to affect the price level until money 
balances are again ‘adequate’, again – that is – in equilib-
rium with agents’ money-holding preferences. How much 
does the change in prices need to be? In Interest and Prices 
Wicksell expressed doubts about the quantity theory’s 
boldest claim in this area of economics, that changes in 
money and the price level would – in the real world – be 
proportional much of the time.5 But he did mention re-
spectfully John Stuart Mill (1806–73), the British econo-
mist whose Principles of Political Economy was the stand-
ard textbook of the late nineteenth century. As Wicksell 
quoted from Mill’s Principles, he would undoubtedly have 
been aware of chapter VIII of its book III, entitled ‘Of the 
value of money, as dependent on supply and demand’. A 
crucial section ran (Mill 1900: 298–99):

5	 By ‘money’ Wicksell understood only ‘metallic money’. At the time he was 
writing this was not a silly assumption, but it was being rapidly outdated 
by the growth of banking. Much of the argument of Interest and Prices is 
in fact about the alleged supersession of the quantity theory of money in a 
world where payments were increasingly being made from bank deposits 
created by the extension of bank credit. Wicksell did not make the leap of 
regarding bank deposits as money. For the tendency of his contemporar-
ies to describe ‘bank deposits’ (that is, money to modern economists) as 

‘credit’, see Laidler’s (1991) treatment, particularly pp. 14–15.



T he  transmission      mechanism     

61

The value or purchasing power of money depends … on 
supply and demand … The supply of money … is the quan-
tity of it which people want to lay out … [It], in short, is the 
money in circulation at the time … Supposing the quan-
tity of money in the hands of individuals to be increased, 
the wants and inclinations of the community collectively 
in respect to consumption remaining exactly the same; 
the increase in demand would reach all things equally, 
and there would be a universal rise of prices … Prices 
would have risen in a certain proportion, and the value 
of money would have fallen in the same ratio  … If the 
whole money in circulation was doubled, prices would be 
doubled.6

Thus, a doubling of the quantity of money leads to a doub-
ling of the price level.7 The argument – sometimes called 
‘the proportionality postulate’ (or ‘proportionality hy-
pothesis’) – can be translated into more modern language, 
and remains central to contemporary economics. Given 
the economy’s supply-side characteristics, and assum-
ing stability in agents’ demand-to-hold-money function 
and no changes to the arguments in that function (apart 
from the quantity of money itself), changes in the quan-
tity of money and the price level are equi-proportional 
in equilibrium. To be clear, this is not an assertion that 
changes in the quantity of money and the price level are 

6	 Later in his Principles Mill qualified this conclusion by again – as with 
Wicksell a few decades later – invoking ‘credit’.

7	 David Hume made the same argument over a century earlier (Mayer 1980: 
89–101).
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always equi-proportional in actual experience. However, 
the proportionality postulate still lies at the heart of 
quantity-theoretic doctrine, even if nowadays propor-
tionality is usually understood to hold between money 
and national income rather than money and the price 
level.

Inside money vs. outside money

The argument in this restatement of the quantity theory 
has been that a broadly defined, all-inclusive measure of 
money is appropriate for macroeconomic analysis. It is im-
portant now, in a third area of discussion prompted by the 
quotations from Wicksell and Friedman, to anticipate and 
refute a sophisticated objection which is sometimes made. 
Crucial to our argument has been the idea that – once the 
quantity of money has been determined – transactions 
between money-holders cannot change it. In a 1956 classic 
work on Money, Income and Prices Donald Patinkin (1922–
95) put forward a terminology to elaborate the ideas and 
their implications.

He called the attempts by particular isolated agents 
to change their money balances ‘individual experiments’. 
Individual experiments may alter the amounts that each 
agent holds and the distribution of money between agents. 
But – assuming that transactions take place within a 
closed circuit – they do not change the total quantity of 
money. Patinkin’s phrase for changes in the total quan-
tity of money was ‘the market experiment’. Much of his 
book was about how, because of the underlying stability 
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of agents’ demand to hold real money balances, changes 
in the nominal aggregate quantity of money would ulti-
mately affect nothing real and result merely in the same 
proportionate change in the price level. He emphasised 
that a ‘real balance effect’ ensured an eventual alignment 
between money and prices.8

A challenge to Patinkin came in a 1960 volume Money in 
a Theory of Finance by John Gurley (1920–2020) and Edward 
Shaw (1908–94), which Patinkin himself described – in a 
1965 second edition of Money, Interest and Prices – as ‘path-
breaking’ (Patinkin 1965: 295). The Gurley and Shaw book 
recalled that the quantity of money contained notes in cir-
culation with the public, a liability of the central bank, and 
bank deposits, which are liabilities of commercial banks; 
they labelled that part of money issued by the central 
bank ‘outside money’ and that part issued by commercial 
banks ‘inside money’; and they further remembered that 
the non-bank private sector both kept deposits with the 
commercial banks and borrowed from it. By implication, 
an increase in inside money, or bank deposits, due to a rise 
in bank borrowing from the private sector could not alter 
the net wealth of the non-bank private sector. Patinkin, 
along with Gurley, Shaw and others, further reasoned that 

– because this type of money expansion could not affect 
net wealth – it could not affect anything. Patinkin went 
so far as to say that enquiries into the effects of changes 
in inside money (that is, bank deposits) were ‘meaningless’ 

8	 The phrase ‘real balances’ seems to have been used first by Keynes (1972: 
192, footnote 2).
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(Patinkin 1965: 300).9 In his view, the real balance effect re-
lated to outside money (the monetary base, more or less) 
and only to outside money, and that was that.10

If the Gurley and Shaw objection to inside money were 
persuasive, and if Patinkin’s endorsement of it were correct, 
the present exercise in broad-money monetarism would be 

9	 The Chicago-based Nobel laureate, Eugene Fama (1980), also went down 
this track. He agreed with Patinkin, and Gurley and Shaw, that – as inside 
money growth does not constitute a positive wealth effect – it cannot affect 
anything. All these authors seem to have overlooked that, if this argument 
can be made about commercial banks’ liabilities, it can also be made about 
the central bank’s liabilities (‘outside money’). The reasoning is straight-
forward. If central banks’ assets are entirely claims on the private sector 
(such as the mortgage-backed securities now held in large amounts by 
the Federal Reserve) and central bank liabilities are also held 100% by the 
private sector, the private sector cannot be better off if the central bank 
expands. The situation might appear more promising if central bank assets 
are claims on government. But – if Barro’s (1974) contention that public 
debt is not net wealth in the hands of the public is accepted – then again, 
an increase in the monetary base as a result of central bank acquisition 
of government debt is not a positive wealth effect. In short, if the thesis 
of Fama’s 1980 article were right, monetary policy – understood as the 
consequences of changes in the balance sheets of either the central bank 
or the commercial banks – could not affect anything. ‘Fama’s attack on 
the problem of integrating monetary theory and value theory is radical: 
he simply abolishes monetary theory’ (Hoover 1988: 5). The conclusion is 
peculiar, even nonsensical. Evidently, something has gone wrong. Might 
one suggest that an increase in the quantity of money influences the econ-
omy by a mechanism other than a wealth effect? Perhaps it does so – as 
suggested in this chapter – by changing the liquidity of the non-bank pri-
vate sector. In an interview for a New Yorker journalist in 2009, when asked 
about the causes of the then Great Recession, Fama replied, ‘We don’t know 
what causes recessions … We’ve never known’ (Mirowski 2013: 179).

10	 In other words, Patinkin approved of what might be termed ‘monetary-base 
monetarism’. For more on this approach, see the remarks about it in the 
introduction and the author’s 2023 paper on the subject (Congdon 2023b). 
In the author’s view the approach disintegrates when confronted with ob-
vious facts about real-world institutions and magnitudes.
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misconceived from top to bottom. However, these authors’ 
critique of inside money is questionable and arguably 
quite wrong. The misunderstandings are two-fold. First, 
Patinkin wrote as if the private sector were one agent. But 
of course, it consists of millions of people and companies, 
and they have different preferences and capabilities. (If the 
private sector were one agent, there would, in any case, be 
no point in that agent borrowing from itself.) The agents 
who or which hold money are not the same as the agents 
who or which borrow from banks, while the existence 
of a banking sector modifies the economy’s production 
possibilities and the scope for intertemporal substitution. 
Changes in the size of bank deposits are not neutral and 
self-cancelling in their effects on the non-bank private 
sector, in part because it contains a multiplicity of hetero-
geneous agents.11

Second, and even more fundamentally, banks engage 
in so-called liquidity transformation. They invest in pay-
ments infrastructure, and offer money transmission and 
settlement services to their customers. As the costs of 
using deposits to make payments are therefore very low, 
the deposit liabilities on one side of the banking system 
balance sheet are highly liquid to private sector non-bank 
agents (households, companies and so on). On the other 
hand, the costs of taking out a bank loan include negotia-
tion and the offering of collateral, while the bank has the 
costs of attracting and sustaining its funding of the loan. 

11	 If changes in the size of bank balance sheets cannot affect anything, one 
has to wonder why banks exist at all.
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The assets side of the banking system balance sheet is il-
liquid to private sector non-banks. An increase in inside 
money may not in the first instance add to net wealth, but 
it does alter the non-bank private sector’s liquidity. We 
must remember Hicks’s insistence that liquidity is an at-
tribute of portfolios.12 One side of banks’ balance sheets 
can be viewed as portfolios of assets and the other as port-
folios of liabilities.

Because of its importance, the argument needs more 
detail. All companies are legal fictions, in the sense that 
balance sheets balance, and assets and liabilities are 
the same. But in modern conditions companies are the 
dominant agents taking decisions on non-housing cap-
ital expenditure and inventory accumulation, with major 
repercussion on aggregate demand, output and employ-
ment. Their balance sheets have a mixture of liquid assets 
(particularly, their money holdings) and illiquid assets 
(notably such items as ‘goodwill’, which are notoriously 
difficult to value). If a particular concern has a high ratio 
of liquid to illiquid assets, this indicates that it has less 
vulnerability to cash-flow shocks than one with a low 
ratio. Stakeholders and analysts can therefore talk about 
the ‘strength’ or ‘weakness’ of corporate balance sheets, 

12	 Stracca (2007) regards inside money as ‘money produced by the private 
sector’, although how money-holders are to know whether the money they 
receive from a particular transaction has this property is unclear. Bank 
deposits are said to help in ‘alleviating asymmetric information between 
buyers and sellers’. Stracca exemplifies the belief among central bank 
economists that the inside-money-is-not-net-wealth argument is cogent 
and important.
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and expect such strength and weakness to affect corpor-
ate decisions.13

As changes in inside money have an impact on the 
liquidity of company balance sheets, they are also very 
relevant to demand, output and employment. In short, the 
ratios between different components of corporate balance 
sheets can be of immense significance to macroeconomic 
outcomes, even if the levels of assets and liabilities – for 
both banks and non-bank companies – are always iden-
tical. Famously, Karl Marx believed that double-entry 
book-keeping was crucial to the emergence of capitalism. 
Organisations with balance sheets are of course very much 
the norm in the corporate sectors of today’s advanced cap-
italist societies. Economists must be barking up the wrong 
tree if a branch of their subject contends that such organ-
isations can be eliminated from its analytical purview, 
effectively by assumption.

Anyhow, the empirical evidence is overwhelming 
that changes in bank deposits – in ‘inside money’ – have 
powerful macroeconomic effects. (See chapter 7 below 
on the facts.) If Patinkin, Gurley, Shaw and their follow-
ers were correct, annual growth rates of inside money of 
20% or 200% or 2,000% would be associated with identical 

13	 When in early 2009 making the case for (the operations which became) the 
UK’s ‘quantitative easing’ programme, the author estimated an equation 
for the relationship between, as the independent variable, the company 
sector’s ratio of bank deposits to its bank borrowing, and, as the dependent 
variable, the growth rate of real private domestic demand. The equation 
had explanatory power, while the t statistic on the independent variable 
met the usual statistical test (Congdon 2009: 4–5).
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macroeconomic outcomes because the two sides of the 
banking system balance sheet cancel out and changes in 
the size of the balance sheet are ‘a wash’.14 This is clearly 
very far from reality.15

Is bank credit so special?

One further topic needs clarification. Wicksell inserted 
a phrase – ‘neglecting the possibility of borrowing’ – to 
qualify his claim that a deficiency of money balances 
would result in a ‘universal reduction in demand’. This 
was remarkably prescient, in that it anticipated a much 
later major debate in monetary economics. Wicksell 
realised that the deficiency of money balances could be 
eliminated not by non-bank agents’ attempts to acquire 
more money by spending less, but by some of these agents 
borrowing from the banks and thereby creating more 
money. In exchanges with Friedman over 70 years later, 

14	 Today’s central bankers occasionally appeal to the inside-money-is-not-
net-wealth argument. In a speech in April 2023 Ben Broadbent, deputy 
governor of the Bank of England, remarked, ‘at least for the private sector 
as a whole, its interactions with the banking system – deposit claims on 
the one hand, bank loans on the other – are essentially a wash and do not 
represent net wealth’ (Broadbent 2023).

15	 The statistical database maintained for over 60 years by the International 
Monetary Fund for its scores of members relates to the credit counterparts 
to broad money growth. The analytical framework is designed to inform 
the agenda for countries with a need to repay foreign borrowings. If the 
banking system’s balance sheet were merely ‘a wash’, the IMF approach – 
used, for example, in setting IMF programmes for the UK in the late 1960s 
and 1970s – would be misconceived. The growth rate of bank lending to the 
private sector could reach any number – a number into the hundreds per 
cent – and not matter for anything.
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the Cambridge economist Nicholas Kaldor (1908–86) 
correctly saw that this meant that an economy with fiat 
money could behave differently from an economy with 
commodity money.

He then leapt to an extraordinary conclusion, that an 
excess or deficiency of money balances would always be 
brought to an end by changes in bank borrowing. Sup-
pose that gold has ceased to be money and all money is 
the result of bank credit extension. Then, to quote from 
Kaldor’s 1981 Radcliffe lectures at the University of War-
wick, reprinted in a 1982 pamphlet entitled The Scourge of 
Monetarism (Kaldor 1982: 22):

If … more money comes into existence than the public, 
at a given or expected level of incomes or expenditures, 
wishes to hold, the excess will be automatically extin-
guished – either through debt repayment or its conver-
sion into interest-bearing assets.16

According to Kaldor, an excess or deficiency of money 
could therefore never motivate changes in expenditure or 
investment portfolios, as our excerpts from Wicksell and 
Friedman have argued.

But Kaldor’s objection to monetarism is utterly im-
plausible, because of the relative size in any economy 
of the change in bank borrowing and the level of total 

16	 Kaldor’s italics are in the original. His statement is correct only if the re-
payment is of bank debt or if ‘the interest-bearing assets’ are acquired from 
the banking system. Why the debt repayment or asset acquisition should 
always and automatically take this form is unclear and not explained.
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transactions. The common pattern is for new bank credit 
to be less than one quarter of 1% of the value of transac-
tions. This fact should be sufficient to demolish the notion 
that new bank credit would quickly and automatically, 
as a matter of routine, ensure that the demand to hold 
money was aligned with the actual quantity of money. 
Moreover, the value of transactions – which is of course 
equal to the quantity of money multiplied by its trans-
actions velocity – is always positive. Indeed, it must be 
positive whether the stock of bank credit is rising, stable 
or falling.

Despite these problems, Kaldor’s polemics encouraged 
a school of thought which emphasised that much money 
creation is the result of what were termed ‘endogenous’ 
processes. These were processes in which private sector 
agents interacted with each other in the creation or de-
struction of money balances, and did so independently of 
the state and the central bank. Many of its supporters went 
further by claiming that nominal national income and ex-
penditure determined the quantity of money, rather than 
the other way round. In this cameo of so-called reverse 
causation, Wicksell’s ‘possibility of borrowing’ was the 
usual mechanism to which they appealed.

The literature is extensive, but a few brief empirical 
observations should be enough to cast doubt on the most 
extreme claims from the endogenous money school. The 
heart of this school’s approach is that, because banks’ cus-
tomers can borrow or repay loans from the banks, national 
income determines the quantity of money. But the great 
majority of bank loans are extended to acquire existing 
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assets, meaning assets which were made in the past.17 
Such loan transactions are part of Keynes’s ‘financial cir-
culation’. They have no necessary connection with current 
national income and expenditure, and no first-round effect 
on the income–expenditure flow. In this sense they do not 
properly belong to a discussion concerned with the setting 
of national income or expenditure at all.18

It must again be reiterated and emphasised that new 
bank credit is less than one quarter of 1% of the value of 
transactions. Bluntly and obviously, the value of transac-
tions – and the associated values of national income and 
expenditure – cannot be explained by new bank lending 
alone. Some American economists have proposed that 
‘the credit channel’ – with a focus on the ‘special nature’ 
of bank credit – is crucial to the transmission mechanism 
of monetary policy.19 One motive of the credit channel 
idea seems to be to contrast ‘creditism’ and ‘monetarism’, 
and to put a credit-based account of national income on 

17	 A high proportion – often over a half – of banks’ claims on the private 
sector are residential mortgages. A standard pattern in most economies is 
that the number of mortgages extended, in any period, is a multiple of new 
houses built for purchase in the private sector.

18	 Let it be conceded bank credit can affect spending and output when sec-
ond- or third-round effects are introduced. In the first round a bank creates 
new money by extending a loan to buy an asset, with the asset taken as loan 
collateral; in the second round the new money may be used in the purchase 
of goods and services; and so on. But – rather obviously – in this example 
the second-round transaction is subordinate to the monetary theory of 
national income determination. Bank credit matters because it creates 
money; it does not matter – or at any rate it does not matter much – to 
national income determination in its own right.

19	 The ‘credit channel’ of monetary policy transmission has been proposed by, 
for example, Bernanke and Blinder (1988) and Bernanke and Gertler (1995).
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a pedestal high enough that it rivals or even overshadows 
a money-based account. Given the quantitative insignifi-
cance of new bank credit and the preponderance of asset 
transfers as the first-round motive of bank credit exten-
sion, this is surely untenable.20

Indeed, another knockdown argument is available. 
Many agents have no bank debt whatsoever, but they en-
gage in spending and investing, and so participate in the 
determination of national income and wealth. If they have 
no bank borrowings, how can bank credit be relevant to 
their expenditure and portfolio decisions? Of course, in a 
modern economy with no barter, every agent must have 
money to enter into transactions with other agents. Rela-
tive to the ubiquity of money, and transactions involving 
the use of money, credit-linked transactions are rare.21 
Purely credit-based accounts of national income determi-
nation are mistakes.

20	 Ben Bernanke was nevertheless awarded the Nobel prize in 2022 for his 
work on bank credit. See the Nobel Prize lecture ‘Banking, credit and 
economic fluctuations’ (https://www.nobelprize.org/prizes/economic-sci 
ences/2022/bernanke/lecture/).

21	 Credit card payment may seem to be an exception to this remark. But most 
credit card accounts are linked to bank accounts and credit cards are not 
money. Correctly, changes in the amounts owed on credit cards have never 
been regarded as of any macroeconomic importance.

https://www.nobelprize.org/prizes/economic-sciences/2022/bernanke/lecture/
https://www.nobelprize.org/prizes/economic-sciences/2022/bernanke/lecture/
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6	 THE TRANSMISSION MECHANISM: 
INDIRECT EFFECTS VIA ASSET MARKETS

So far, the discussion of the passages from Wicksell and 
Friedman has adhered to their way of seeing equilibra-
tion as between money and ‘commodities’, or money and 
‘goods and services’. This has the merit of clarity, of ar-
riving at the heart of the matter without too much fuss. 
However, it is misleading. In the real world, agents have to 
judge the right level of their money balances also against 
their payments to factors of production, and – much 
more importantly – against assets in their investment 
portfolios. In practice, the reaction of non-money assets 
to changes in the quantity of money has been one of the 
most vexed and unsettled areas of monetary economics. 
Table 2 showed that in the US, the main non-money assets 
are housing and corporate equity, which, taken together, 
are worth almost 5 times as much as money in household 
wealth, and 40 times as much as bonds. Although every 
economy has its own capital market structures and tax 
systems, similar patterns are found in all the world’s cap-
italist liberal democracies.

THE 
TRANSMISSION 
MECHANISM
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Variable-income assets vs. fixed-income assets

In these societies, wealth is dominated by assets where the 
income they generate rises or falls over time, in line with 
cyclical fluctuations in national income and output. Such 
assets can be termed ‘variable-income assets’. Happily, 
economic growth has ensured that the long-run trend has 
been for the nominal incomes from assets to increase. On 
the other hand, bonds are ‘fixed-income assets’. As already 
noticed, one message of Table 2 was that very few house-
holds own fixed-income assets directly.

But households do own such products as life insur-
ance policies, with a high proportion of bonds in their 
assets, and mutual funds invested 100% in bonds. At the 
end of 2021 the total assets of non-financial corporate 
businesses in the US were estimated to have been almost 
$57,000 billion, with the bulk of this (almost $33,000 bil-
lion) belonging to shareholders. Non-equity liabilities of 
$24,167.4 billion included liabilities in the form of debt 
securities amounting to $7,489.4 billion.1 Moreover, gov-
ernment debt – at the end of 2021 over 120% of GDP in 
gross terms – was predominantly of fixed-interest secu-
rities. Roughly speaking, the value of bonds traded in the 

1	 At the end of 2021 the market value of corporate equities, including un-
quoted equities, was $51,341.2 billion, according to the Federal Reserve. 
The market value of equities was well above the book value in company 
accounts. At the same date the Federal Reserve estimated the assets of 
non-financial non-corporate business – including unincorporated, mostly 
quite small businesses – as almost $26,000 billion, with liabilities of just 
above $10,000 billion. According to the Fed data, non-corporate business 
had issued no debt securities at all (Federal Reserve 2023: 139–40).
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US is (at the time of writing, March 2024) about twice the 
value of GDP.

Bonds are therefore more significant in the institu-
tional investment scene than they are to households, the 
ultimate wealth-holders. As will soon emerge, the effect 
of changes in the quantity of money on the two types of 
assets – variable-income and fixed-income – are different 
in scale and character, and the differences are important 
to the economy’s cyclical behaviour.

How do the prices of housing and quoted equities, 
which epitomise variable-income assets, respond to 
changes in the quantity of money? Housing yields rents to 
homeowners, which may be either an actual rent paid by a 
tenant to a landlord, or an imputed rent when homes are 
occupied by their owners. A fair surmise is that – what-
ever form it takes – the dominant influence on the growth 
of rents is the increase in nominal national output. More-
over, the most neutral assumption in a model of economic 
growth would be that rents are stable relative to GDP. By 
contrast, two kinds of income streams are associated with 
corporate equity. These are profits, which may be retained 
within the business to finance investment or distributed 
to shareholders, and dividends, which are the amounts 
thus distributed. For each individual business, profits are 
variable, and depend on the energy, skill and efficiency of 
management. However, for the economy as a whole, suc-
cess and failure even out. The long-run tendency in the 
US has been for the share of profits in GDP to be relatively 
stable, although perhaps with some tendency to rise in the 
last 20 or so years. (See Figure 1.)
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Figure 1	 Corporate profits as a share of US GDP

0
2
4
6
8

10
12
14

19
71

19
74

19
77

19
80

19
83

19
86

19
89

19
92

19
95

19
98

20
01

20
04

20
07

20
10

20
13

20
16

20
19

Source: FRED database, provided by the Federal Reserve of St Louis website. 
Profits are after inventory valuation and consumption adjustments.

Proportionality postulate applies 
to variable-income assets

A reasonable assumption in theorising is that – given the 
data over many decades – the incomes paid on variable-
income assets are a constant ratio of GDP. The realism of 
the assumption can be questioned, and it should not be 
pressed too far. All the same, it gives fewer hostages to 
fortune than a generalisation that incomes on variable-
income assets change systematically relative to other 
incomes. The discussion in the last chapter noticed ‘the 
proportionality postulate’, that – in certain circumstances, 
once equilibrium has been established – changes in the 
quantity of money are associated with equi-proportional 
changes in nominal GDP. The necessary implication of 
the discussion is that, again in equilibrium, the value of 
all the variable-income assets in an economy rises or falls 
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equi-proportionally with the quantity of money. This is 
hardly surprising. Asset values are the capitalisations of 
income streams. If money and national income change 
equi-proportionally, and if factor shares in national in-
come are constant, the values of variable-income assets 
should conform to the proportionality postulate.

Table 3	 Money, income and the value of variable-
income assets in the US, 1946–2021

% annual compound increases over 75 years to 2021 in

Personal disposable income 6.5

Money 7.0

Corporate equities 8.0

Non-corporate equity 5.7

Real estate 7.7

Real estate and business equity combined 7.3

See notes to Table 2, which has the same source.

Readers may feel that the step just taken is radical and 
far-reaching, and takes us into uncharted territory. But a 
side-glance at reality may justify more confidence in the 
idea being advanced. The US has data on household wealth 
extending back to the end of World War II. How do money, 
personal income and wealth relate over a long period in this 
emblematic capitalist nation? Table 3 shows that personal 
disposable income has increased in the 75 years to 2021 at 
a compound annual rate of 6.5%, rather less than that of 
corporate equity (most of it quoted) and real estate (most-
ly houses), which had compound annual rates of increase 
of 8.0% and 7.7% respectively. But non-corporate business 
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equity – which would have had a big farming component 
in 1946 – went up at a lower compound annual rate of only 
5.7%. If the three main types of variable-income asset are 
taken together, their compound annual rate of increase 
was 7.3%. The rate of increase in money, of 7.0% a year, lay 
between that of income and variable-income assets.

Let us take it that the evidence supports the suggestion 
that the proportionality postulate applies to variable-
income assets, where such assets dominate household 
wealth. The suggestion becomes basic to the transmission 
mechanism in the real world. When the quantity of money 
goes up by, say, 10%, a reasonable conjecture is that the 
value of the stock market and the housing stock will also 
go up, probably over a few quarters, by a figure close to 10%. 
(In qualification, some ‘over-shooting’ in equity markets is 
common (Congdon 2021b). A discussion of the relationship 
between money growth and UK house prices in the Covid 
period is given in chapter 9.)

Moreover, at the end of 2021, business equity and 
residential housing were together worth more than five 
times personal disposable income in the year 2021 (see 
Table 2). When asset prices are strong, people can sell 
assets to pay for consumption above income and exten-
sions to their homes, or to invest in any businesses they 
own; when they are weak, they may defer consumption 
and home improvements, stop expansion plans for small 
businesses, and save more out of income to boost ac-
cumulated wealth. Pace Samuelson, the transmission 
mechanism is not a black box at all. Through their impact 
on variable-asset prices, fluctuations in money growth 
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are likely to have easily understood effects on demand, 
output and employment.

The relationships between changes in the quantity of 
money and changes in expenditure on ‘commodities’ or 
‘goods and services’ – the relationships highlighted in the 
earlier excerpts from Wicksell and Friedman – might be 
termed the ‘direct effects’ from money in the transmission 
mechanism. The mechanism just elaborated might then be 
viewed as an ‘indirect’ one, since it works through asset 
markets before it hits expenditure in shops, over websites 
and so on. Notice that no rate of interest and no debt se-
curities have been mentioned in the last four paragraphs. 
An indirect effect in the transmission mechanism has been 
identified and explained, without any references to ‘the in-
terest rate’ or ‘bond yields’. Tenreyro and Woodford may 
be unhappy about the omission, but arguably Woodford’s 
2003 book on Interest and Prices suffers from greater se-
lectivity. That much-lauded volume relates to an economy 
without commercial banks, industrial and commercial 
companies, and non-bank financial institutions. (To be 
fair, Woodford has theorised about an economy with ex-
tensive financial intermediation (Woodford 2010), if with 
credit-based determination of national income.)

Textbooks’ obsession with ‘the rate of interest’

The points being made here may seem unsurprising – even 
fatuous – to readers active in business and finance who 
have never been taught any formal economics. But this area 
of economics, as it is learned in the classroom and from 
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textbooks, is beset by an obsession with ‘the rate of interest’. 
In the 1985 fourth edition of his widely admired Economic 
Theory in Retrospect, Mark Blaug blessed the remark that ‘the 
quantity theory of money assigns no explicit role to the rate 
of interest and … no monetary theory is worth very much if 
it neglects the interest rate’ (Blaug 1985). He proceeded to 
the assertion that the indirect mechanism is about the ef-
fect of changes in money on the rate of interest and then the 
effect of changes in the rate of interest on expenditure, and 
by implication that it is only about these effects.

Blaug attributed the first presentation of the indirect 
mechanism to an 1802 book on Paper Credit by Henry 
Thornton, an English banker who flourished at the time of 
the Napoleonic Wars. But nowadays discussion in this area 
of economics tends to be dominated by Keynes’s treatment 
in his General Theory or, at any rate, by expositions which 
remember and are heavily influenced by that treatment. 
In the introduction, when referring to Keynes’s liquidity 
preference theory of ‘the rate of interest’ (that is, of a rep-
resentative bond yield), it was explained that bond prices 
and yields move inversely. Via the bond yield and the fabled 
IS function, the stimulus to investment from an increase 
in the quantity of money became the key mechanism re-
lating money to expenditure, output and employment. In 
the extreme, the Keynesians talk as if the IS function were 
the only link between money on the one side and national 
income and expenditure on the other. From here it is not 
far to Samuelson’s puzzling denial that the quantity theory 
has a transmission mechanism, or to the assertions from 
Tenreyro and Woodford that the connection between 
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monetary policy and inflation relies exclusively on interest 
rates and bond yields.2

But reality must intrude: this is an empirical matter. No 
one disputes that changes in bond yields affect the macro-
economic trajectory. The question is, how much? Let us 
take it – in line with several chapters in Keynes’s General 
Theory – that at the centre of attention are the effects of 
a change in the quantity of money on the value of bonds 
and then of the change in the value of bonds on aggregate 
demand.3 How might this be measured? One possible way 
is to obtain the relevant data for major cyclical episodes, 
and to quantify the relative importance of the Keynesian 

2	 Political – even ideological – commitments may be part of the trouble in 
this part of economics. In an encyclopaedia entry on the quantity theory, 
David Laidler (2002) suggested that the modern form of the quantity theory 

– or ‘monetarism’ – had political overtones, ‘being linked to a “conservative” 
economic policy agenda in popular economic understanding’.

3	 Keynes’s General Theory had nothing to say about the determination of ‘the 
interest rate’, in the senses of either the central bank rate or the interbank 
rate. In this it was unlike the Treatise on Money, which has chapter 32 in 
the second volume devoted to it. To repeat, the interest rate in the General 
Theory was a bond yield. But, if the implicit premise of the General Theory ’s 
treatment from chapter 13 onwards was that changes in the quantity of 
money affected only the prices of bonds and had no effect on the prices of 
other securities and assets, that was patently absurd in real-world financial 
markets. But Tenreyro and countless others seem to have been misled by 
the many Keynesian textbooks in which changes in the quantity of money 
affect only bond yields, and not the prices and yields of other assets. This 
has led to much theorising about the supposed ineffectiveness of monetary 
policy at low interest rates, with thousands of pages about such phantoms 
as ‘the liquidity trap’ and ‘the lower bound’. The author’s paper ‘Can central 
banks run out of ammunition? The role of the money-into-equities inter-
action channel in monetary policy’ (Congdon 2021b) denies the very possi-
bility of the liquidity trap in an economy with a diverse range of non-money 
assets.
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IS mechanism by comparing changes in the value of bonds 
with those in the value of variable-income assets. This is 
the purpose of Tables 4 and 5, which look at US household 
data for the period from end-2019 to end-2022, that is, 
roughly speaking, the period in which the Covid-19 med-
ical emergency began and came under control.

Table 4	 Capital gains and losses on variable-
income assets in the US’s Covid period

Net holding gains (in billions of $s) from

Real 
estate

Corporate 
equities

Mutual 
fund 

shares

Equity in 
non-corporate 

business

Selected 
variable-income 

assets in total

2020:Q1 633 –4,798 –1,593 264 –5,493

2020:Q2 610 3,518 1,223 68 5,419

2020:Q3 722 1,768 532 294 3,316

2020:Q4 983 3,847 977 418 6,226

2021:Q1 1,243 1,800 332 483 3,857

2021:Q2 1,759 1,769 587 663 4,779

2021:Q3 1,887 188 –83 864 2,856

2021:Q4 770 1,278 446 596 3,089

2022:Q1 3,303 –1,018 –804 568 2,049

2022:Q2 2,135 –5,108 –1,493 673 –3,794

2022:Q3 –1,254 –1,016 –557 209 –2,618

2022:Q4 –978 1,182 534 –197 541

Personal disposable income was $16,388.6 billion in 2019 and $18,523.6 billion 
in 2022.
The value of variable-income assets in the US economy is taken to be the sum 
of the four columns in the left of the table. This is for illustration. There are 
further asset classes other than debt securities.
Source: US Federal Reserve Financial Accounts of the United States (June 2023 
release), Table R101, p. 141. 
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Table 5	 Capital gains and losses on major asset 
classes in the US’s Covid period

Net holding gains (in billions of $s) from

Selected 
variable-income 

assets in total
Debt 

securities

Change in value of variable-
income assets as multiple of 

that in value of debt securities, 
without regard to sign.

2020:Q1 –5,493 121.3 45

2020:Q2 5,419 51.9 104

2020:Q3 3,316 –2.0 1,638

2020:Q4 6,226 5.2 1,205

2021:Q1 3,857 –121.9 32

2021:Q2 4,779 36.5 131

2021:Q3 2,856 –31.7 90

2021:Q4 3,089 –4.5 685

2022:Q1 2,049 –200.2 10

2022:Q2 –3,794 –122.0 31

2022:Q3 –2,618 –144.8 18

2022:Q4 541 53.6 10

Personal disposable income was $16,388.6 billion in 2019 and $18,523.6 billion 
in 2022.
Source: Same as Table 4. 

Variable-income assets dominate bonds

Table 4 shows the four main kinds of variable-income asset 
owned by households and identified in the US data. It adds 
up the change in their value in the crucial period, which was 
of course one of great volatility as the alarm about Covid 
came and went. The final column has the total change 
in value of variable-income assets and is carried over to 
Table 5, which compares this number with the change in 
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the value of debt securities. Table 5 computes changes in 
the value of variable-income assets held by households as a 
multiple of changes in the value of their debt securities. In 
some quarters the multiple is very high. In the second half 
of 2020, changes in the value of households’ variable-income 
assets were more than 1,000 times those in the value of their 
debt securities. Crudely but inescapably, American house-
holds care far more about the stock market and house 
prices than they do about bond yields. Whatever some 
Keynesian economists – including Paul Samuelson – think 
about the matter, this is surely a commonplace with huge 
implications for macroeconomic analysis.4 Households’ 
decisions on their current and capital expenditure (that is, 
‘expenditure’ in the income–expenditure flow, relevant to 
the national accounts), and on their investment portfolios, 
must be heavily influenced by their wealth and changes in 
its value. But such changes are – above all – changes in the 
value of variable-income assets.5

Declarations by prominent economists that monetary 
policy is only about interest rates and bond yields must be 
regarded as strange, to say the least. A fair comment on 

4	 In his first column for the American magazine Newsweek, in 1966, Samuelson 
joked that the stock market had predicted nine of the last five recessions.

5	 The Samuelson textbook was clearly influenced by Keynes’s General Theory. 
The author does not know if Samuelson read Keynes’s other monetary writ-
ings, notably the 1923 Tract on Monetary Reform and the 1930 Treatise on 
Money, which had more quantity-theoretic material. (See Samuelson (1948: 
303–4) for an early treatment from him of the effect of changes in the quan-
tity of money on the rate of interest.) The author has argued that – via the 
textbook – Samuelson’s economics, with its hostility to the quantity theory 
and monetary policy, has done much harm (Congdon 2022).
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many Keynesian textbooks is that they ignore altogether 
the direct effect of changes in the quantity of money on the 
economy, while restricting the indirect effect in the trans-
mission mechanism to that arising from the liquidity pref-
erence theory of bond yields. To the extent that they omit 
the direct effect(s) and restrict the indirect effect (or effects) 
to that working via bond yields plus the associated IS func-
tion, these textbooks are so misleading as to be wrong and 
dangerous.6 (In the author’s view, a forecast of the values of 
the equity market and the stock of residential houses, and 
indeed all important asset categories, has to be part of any 
meaningful macroeconomic forecast. The point is to be de-
veloped at more length in chapter 4 in his forthcoming book, 
Money and Inflation at the Time of Covid.)

The discussion has been intended to open eyes and 
broaden horizons. The majority of university students are 
taught from textbooks which purvey Keynesian macroeco-
nomics and snub the quantity theory of money. Sometimes 
the economy consists only of the transactions in the so-
called income–expenditure–output circular flow, which 
are said to determine GDP (Mankiw 2019: 16–18). The level 
of GDP implied by these transactions can then be viewed 
as stable and persistent, unless it is upset by unspecified 
and intermittent ‘shocks’ (Dow 1998: 38).

This is to caricature the real world. As Keynes himself 
was well aware, and as he spelt out fully in his Treatise on 
Money, the economy contains transactions in assets as 

6	 See the section ‘Dangers of three-equation New Keynesianism’ beginning 
on p. 16 for more on the much-cited article by Clarida et al. (1999).
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well as transactions in his ‘industrial circulation’.7 Trans-
actions in assets, as well as a range of other transactions 
outside the circular flow, are so large that – to repeat – the 
value of transactions in a modern economy is a very high 
multiple of both those in the purported ‘circular flow’ 
and GDP itself.8 Shocks from fluctuations in the value of 
securities and real estate are incessant, and imply that 
expenditure for some agents may sometimes have only a 
loose connection with their incomes. At the end of chap-
ter 7 of his General Theory, Keynes reminded his readers 
that, while every individual has the freedom to change the 
amount of money in his or her possession, at the aggregate 
level it is logically necessary that

the total amount of money, which individual balances 
add up to, … be exactly equal to the amount of cash 
which the banking system has created.

Suppose that, for whatever reason, the quantity of money 
changes. Then,

incomes and [the] prices of securities necessarily change 
until the aggregate of the amounts of money which indi-
viduals choose to hold at the new level of incomes and 

7	 The industrial circulation proposed in Keynes’s Treatise might be under-
stood as an anticipation of the income–expenditure so-called circular flow, 
which is a centrepiece of Keynesian textbook macroeconomics.

8	 The image of a circle is hardly the right one for the flow of transactions in an 
economy. Asset prices are so volatile, as are incomes related to the value of 
asset transactions, that – for many agents – income and expenditure can 
behave quite differently for extended periods.
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prices thus brought about has come to equality with the 
amount of money created by the banking system. This, 
indeed, is the fundamental proposition of monetary 
theory.

As Keynes saw, the price of ‘securities’ – in fact, assets of 
all kinds – had to be incorporated in his ‘fundamental 
proposition of monetary theory’ (Keynes 1973: 84–85). 
Unfortunately, later in the General Theory – specifically, 
in chapters 13–17, leading up to the synoptic chapter 18 
on ‘The general theory of employment restated’ – Keynes 
lost his sense of the relative importance of different mag-
nitudes. He embarked on a large-scale intellectual adver-
tising campaign for his problematic liquidity preference 
theory of the rate of interest. The campaign was successful, 
in that it convinced the young Paul Samuelson. Via his 
textbook, Samuelson then bamboozled three generations 
of economists into believing that bond yields held the key 
to understanding macroeconomic instability.

Lags between money and inflation

One more issue needs to be discussed before closing this 
account of the monetary transmission mechanism. The 
argument has been that – after a period of time, in which 
the economy is in disequilibrium – a shock to the quantity 
of money results in equi-proportional changes in nation-
al income and expenditure, and in the value of variable-
income assets, as equilibrium is restored. But how long is 
that period of time?
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As usual in this subject, Friedman had views and ex-
pressed them lucidly. To quote (Blaug et al. 1995: 42):

For most Western economies a change in the rate of mon-
etary growth produces a change in the rate of growth of 
nominal income about six to nine months later … The 
effect on prices, like that on income and output, comes 
some twelve to eighteen months later, so that the total 
delay between a change in monetary growth and a 
change in the rate of inflation averages something like 
two years  … In the short run, which may be as long as 
three to ten years, monetary changes primarily affect 
output. Over decades, on the other hand, the rate of mon-
etary growth affects primarily prices.

Friedman was certainly exercised by the lags in money 
transmission and wrote much about them. While the pas-
sage quoted is representative, it was not the only view he 
held. Indeed, Edward Nelson, writing as a Federal Reserve 
economist, noted in an intellectual biography of Friedman 
that his handling of the subject was sometimes ‘precarious’ 
and ‘with evidence of backtracking’ (Nelson 2020: 232–37). 
All the same (ibid.: 238):

The two-year rule of thumb for the reaction of inflation 
to monetary policy actions, which entered Friedman’s 
framework at the end of 1971 and became a staple part 
of it thereafter, has … since become a standard part of 
practical monetary analysis.
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The two-year rule of thumb has the merit of definiteness. 
However, an argument can be made that it is too definite. 
In practice, the effect of a change in money growth on the 
economy will depend critically on how much unemploy-
ment and spare capacity it has or, in a phrase, on the so-
called output gap.9 An acceleration of x plus 2% in the rate 
of money growth may have little or no adverse impact on 
inflation for several quarters, if output is initially much be-
neath trend. Conversely, an acceleration of x minus 2% in 
the rate of money growth may be followed by an early and 
abrupt acceleration of x minus 2% in the rate of inflation 
if output is well above trend. The Friedman generalisation 
might be viewed as a statement of the likely outcome if the 
economy is starting from approximate monetary equi-
librium, with output at trend. Taken this way, it turns out 
to be useful in understanding the Covid-related cyclical 
upheaval of the early 2020s. However, the lags between 
an upturn in money growth and inflation in the UK’s two 
big boom–bust cycles of the late twentieth century were 
double Friedman’s figure of two years (see Congdon 2007: 
243, footnote 9).10

9	 The notion of ‘the output gap’ is ambiguous. Two very different versions are 
in common use, one arising from Keynesian thought and the other from a 
monetarist approach. See essay 6 in Congdon (2011). The reference in the 
text is to the monetarist concept of the gap, as this is the notion used by the 
IMF.

10	 The money/inflation lag in the Heath–Barber boom of the early 1970s and 
the Lawson boom of the late 1980s was about four years.
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7	 SOME EVIDENCE FOR THE QUANTITY 
THEORY OF MONEY

The discussion of lags completed our account of the money 
transmission mechanism in the last two chapters. Already 
it had become necessary to look at patterns in the real world, 
such as the length of the lags in the transmission mecha-
nism. The purpose of this chapter is to select and present 
more data on the money–GDP relationship, although – of 
course – these data are only a tiny fraction of what is avail-
able. Three bodies of evidence are examined: the US house-
hold wealth numbers already discussed; the relationship 
between money growth and inflation for the G20 countries 
from 1980 to 2022; and the relationship decade by decade 
of the growth rates of money and nominal GDP in the US. 
Basic to the whole subject is the validity of the proportional-
ity postulate. Roughly speaking, the postulate is valid if and 
where – over the medium and long runs, when the economy 
has had time to equilibrate the demand to hold money with 
the quantity of money actually in being – the rates of change 
of money, broadly defined, and of national income and 
wealth are similar. It will turn out that a major qualification 
has to be mentioned, but this qualification does not disturb 
the intellectual integrity of the quantity theory of money.

SOME 
EVIDENCE 
FOR THE 
QUANTITY 
THEORY OF 
MONEY
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Table 6	 Changes in US household sector 
balance sheet, 1946–2021

Value at end-2021, as 
multiple of value at end-1946

Money, mostly deposits 155.9

Total financial assets 167.7

Total assets, before debt 182.3

Total liabilities 490.2

Total assets after debt 169.3

Personal disposable income 111.9

  … … … …

Ratio of money to annual income 1.39

Ratio of net assets to annual income 1.51

Ratio of gross assets to annual income 1.63

Ratio of all liabilities to annual income 4.38

Source: Data downloaded from Federal Reserve flow-of-funds database, at 
September 2023, and author’s calculations. Annual income is that in final 
quarters of 1946 and 2021 multiplied by four.

US households in the long run

Recall Table 3, which demonstrated the long-run similarity 
of the rates of increase in the US household sector’s income, 
money holdings and holdings of variable-income assets. 
There is more to say. Table 6 shows that, in the 75 years from 
1946 to 2021, American households increased their money 
holdings almost 146 times, while their incomes rose about 
112 times. So the ratio between the two was not constant, 
but its change – of just under 40% – was modest relative to 
the multiplications of both money and incomes. Further, an 



T he  Quantit     y T heor y of Mone  y: A N ew  R estatement     

92

explanation was available for the rise in the money/income 
ratio. In this 75-year period American households became 
richer not just in absolute terms, but also with wealth grow-
ing relative to income. The net wealth-to-income ratio moved 
up from 5.4 in 1946 to 8.1 in 2021. On top of that, financial 
behaviour became more complicated. At the end of World 
War II, households had little debt, but by 2021 liabilities of all 
sorts were roughly the same size as annual income.1 Plain-
ly, financial transactions – transactions mostly in existing 
assets – must have increased relative to transactions in 
the income–expenditure flow. It becomes logical that, as a 
by-product of ‘financialisation’, money holdings should have 
increased in a typical year a bit faster than incomes.

As the US has a fairly representative capitalist economy, 
the behaviour of its households over three generations 
provides a worthwhile insight into people’s attitudes more 
generally towards their money holdings.

A more international perspective

Readers may nevertheless want information that relates 
to a larger and more diverse group of economies. At the 
time of writing (March 2024), the home page of the Insti-
tute of International Monetary Research carries a chart 
of the relationship between money and inflation for the 
G20 from 1980 to 2022. Specifically, it gives the annual 
compound growth rates of broad money and nominal 

1	 The peak ratio of liabilities to income was in 2007, at almost 1.4, just ahead 
of the Great Financial Crisis. But the net-wealth-to-income ratio in 2007 
was higher than it had been at any time before the 1980s.
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GDP in this period of just over 40 years for these nations. 
Figure 2 reproduces this chart and gives key features of 
the ordinary-least-squares regression equation of the re-
lationship shown. The message is unmistakeable: nations 
which had rapid growth of money also had rapid growth of 
nominal GDP, and often this meant much inflation, where-
as nations with low growth of money had similarly low 
growth of nominal GDP.

The policy implications of Figure 2 are also unmistake-
able. If nations have an inflation problem, the problem is 
not an innate national characteristic. Everywhere in the 
world a programme of monetary restraint which reduces 
money growth close to that of national output will prevent 
inflation. References to certain structural non-monetary 
aspects of various economies may throw light on the diffi-
culties of introducing programmes of this kind. But these 
structural non-monetary aspects are not the cause of the 
inflation from which places like Argentina and Turkey 
have suffered for so long.

The US over the medium term

A common claim from critics of the quantity theory is that 
the demand to hold money has become unstable in recent 
decades. This claim often relies on elaborate econometric 
tests and appears in complex academic articles that bewil-
der non-academics. As a corrective to such obfuscation, it 
may help to show – decade by decade – the growth rates of 
money and nominal GDP in one major country. Here the 
US is chosen, with Table 7 starting in 1960.
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Figure 2	 Money growth and inflation in the G20, 1980–2022
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Ordinary-least-squares equation of the relationship shown in the 
chart, between the compound annual % growth rates of broad money 
and nominal GDP in the G20 countries, 1980–2022.
% annual change in nominal GDP = –1.96 + 0.96% annual change in 
broad money; r2 = 0.995; t statistic on regression coefficient = 57.8; 
t statistic on intercept term = –4.4.
Source: Data from IMF and author’s calculations.
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Table 7	 Decadal growth rates of money and 
nominal GDP in the US from 1960

% annual growth rate

M3 broad money Nominal GDP

1960–2023 7.4 6.4

1960–1970 7.7 6.8

1971–1980 11.4 10.3

1981–1990 7.7 7.7

1991–2000 5.6 5.6

2001–2010 7.1 3.9

2011–2020 5.6 3.6

2011–2019 4.0 4.0

2011–2023 5.5 4.8

Sources: FRED database at St Louis Fed for nominal GDP and M3 until 2006. M3 
thereafter from Shadow Government Statistics. The quarterly M3 numbers are 
those for the middle month of the quarter.

As the table shows, over the entire period of almost 65 
years, the growth rate of money was about 1% a year faster 
than that of nominal GDP, but – given our discussion of the 
financialisation of American households – that should not 
come as a surprise. A conspicuous feature of Table 7 is that 
the three decades (that is, those from 1960 to 1990) with 
the highest average money growth rate of 8.9% also had 
the highest average growth rate of nominal GDP of 8.3%. 
The 1970s are egregious, with the highest growth rates of 
money and nominal GDP, and in fact inflation. After 1990 
money growth was typically lower, and so were inflation 
and the increases in nominal GDP.

The decade 2011–20 was distorted by its final year, 
2020, the year of course of the Covid pandemic. In the 
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year to mid 2020, M3 soared by 25.1%, whereas nom-
inal GDP dropped by 6.9%. Although this was only one 
quarter out of 40 it was enough to affect the decadal 
averages. Table 7 therefore gives numbers also for the 9 
years 2011–19 inclusive, when the growth rates of broad 
money and nominal GDP were identical, and for the 13 
years 2011–23 inclusive. The anomaly of 2020 still affected 
the longer 13-year period, but the growth rates of broad 
money and nominal GDP were much closer at 5.5% and 
4.8% respectively.

Summarising the evidence

The evidence surveyed is overwhelmingly in favour of the 
quantity theory. However, in one respect the proportion-
ality postulate did not work. As noticed, in the US, house-
holds’ money increased slightly faster than households’ in-
come, with the argument being that money was needed for 
financial transactions that tend to grow more rapidly than 
incomes. The same sort of pattern might also be identified 
in the G20 evidence. The value of the coefficient on money 
in the OLS equation reported in Figure 2 is not 1, but 0.96, 
while the intercept term of minus 1.96 achieves the usual 
test for statistical significance.2 The G20 result is therefore 
that money tends to rise faster than national income over 
the medium and long terms.

2	 For those unfamiliar with econometric practice, a t statistic on the coeffi-
cient of 2 is usually taken to be necessary for significance. The coefficient 
on the intercept term is over 4.
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A repeated pattern is that the ‘banking habit’ spreads in 
the take-off stage of economic development, and comple-
ments the rises in productivity and living standards. Even 
after most companies and people have bank accounts, the 
process of financialisation – already mentioned in the US 
context – is commonly found in all market economies. 
In summary, when broad money is used as the favoured 
money aggregate, the strict proportionality postulate does 
not hold in many surveys of real-world experience. Instead 
a standard feature of the data is that the income velocity of 
money falls in the medium and long runs, as an associate 
of the increase in financial interdependence which accom-
panies economic growth.

Readers may be impressed by the evidence just pre-
sented. As a result, they may be flummoxed by some econ-
omists’ dismissiveness towards both money as an element 
in the macroeconomic debate and the quantity theory 
of money more particularly (see, for example, Bernanke 
2022: 35–36, 141–43). They are right to be flummoxed, but 
they should perhaps be warned that the evidence has 
been chosen in order to bolster the persuasiveness of this 
restatement of the quantity theory.3 Other evidence is 
less compelling. Disputes about the strength of the rela-
tionship between money and inflation have been almost 

3	 The household sector has a more stable demand to hold money balances 
than companies or financial institutions. So the choice of the US household 
sector to demonstrate stable underlying behaviour is to bias the analysis. 
It is well-known that the relationship between money and nominal GDP 
is better in low-frequency work than in high-frequency work. So a regres-
sion of compound growth rates over 40 or so years (that is, at a very low 
frequency) again helps to deliver a result favourable to the quantity theory.
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continuous since the first glimmerings of quantity-theory 
conceptualising in the sixteenth century.4

Nevertheless, the naysayers can go too far. Princeton’s 
Paul Krugman, with his column in the New York Times, is 
widely regarded as the world’s most influential economist. 
In May 2021 he used his column to sneer at the handful of 
pundits who had worried about the inflationary dangers 
implicit in excessive money growth.5 Krugman drew a dis-
tinction between ‘zombie ideas’, which shamble along ‘eat-
ing people’s brains’, and the much worse ‘cockroach ideas’, 
which despite their falsity ‘always come back’. Monetarists’ 
claim of a connection between money and inflation was – 
according to Krugman – merely a cockroach idea. In his 
words, the then-emerging ‘buzz’ about the subject was evi-
dence of ‘an infestation of monetary cockroaches’. Might 
one ask whether Krugman – a Nobel laureate – indulged in 
this sort of thing for instruction or entertainment?

4	 For a trenchant recent verdict in favour of the quantity theory, see Hanke 
(2023).

5	 Paul Krugman, ‘Krugman wonks out: return of the monetary cockroaches’, 
New York Times, 13 May 2021.



99

8	 APPLYING THE THEORY TO 
THE US IN THE EARLY 2020s

We have restated the quantity theory of money and pre-
sented evidence for the restated version. How, then, could 
it be applied in spring and summer 2020 to make strong 
forecasts of rising inflation in the medium term? More 
detailed narratives are available in the work which the 
author did shortly after the Covid emergency was an-
nounced, but they would take up space.1 An appendix 
to this chapter gives most of a special e-mail sent out on 
30  March 2020 to subscribers to the Institute of Inter-
national Monetary Research. Nevertheless, it is appro-
priate now to develop the key points in those narratives, 
with the focus in this chapter on the US situation and in 
the next on the UK.2

1	 The author’s planned book Money and Inflation at the Time of Covid, to be 
published in 2025, will have more on these topics.

2	 For the UK, see the next chapter. The author has written less about the euro 
zone, but see Congdon (2021c). The answer to the question in that paper – 

‘Does the upturn in Eurozone money growth imply 5% inflation?’ – was ‘yes’, 
when most forecasts were for inflation to remain indefinitely in the low 
single digits. In fact, the peak in consumer price inflation in October 2022 
was 10.6%.

APPLYING 
THE THEORY 
TO THE 
US IN THE 
EARLY 2020S
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Covid shatters monetary equilibrium

After the turbulence of the Great Recession, the US econ-
omy had much more stable policies in the years leading 
up to mid 2019. In the seven and a half years to June 2019 
the average annual growth rate of M3 broad money was 
4.1%, with a standard deviation over that period of 0.9.3 As 
measured by the standard deviation, money-growth vola-
tility was much less than had been common in most of the 
preceding century. Indeed, Table 8 shows that the volatility 
of growth of both money and nominal GDP was lower in 
these seven-and-a-half years in the 2010s than in any of the 
previous seven-and-a-half-year periods since World War I. 
On the face of it, the table provides evidence to support the 
case for a constant-money-growth rule of the kind favoured 
by Friedman and others, but further discussion of this very 
important topic is beyond the scope of the present study.

According to the International Monetary Fund, the US’s 
national output was at trend in 2018, while in 2019 it was 
only marginally (0.7% of trend output) above trend (IMF 
2023). A reasonable view is that in mid 2019 the American 
economy was in or close to ‘monetary equilibrium’, as that 
phrase was used in chapter 4. An upturn in money growth 

3	 The standard deviation was calculated from a series of annual growth 
rates on a quarterly basis. A regression of the data in Table 7 – that is, of the 
standard deviations of nominal GDP growth on the standard deviations of 
money growth in the 13 periods of 7½ years to mid 2019 – was surprising-
ly good. The positive regression coefficient of 1.37 had a t statistic of 8.49, 
while the coefficient of determination (r2) was 0.93. But the analysis, while 
suggestive, needs amplification to establish the case for the constant-
money-growth rule.
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occurred in the nine months from spring 2019, but this 
was minor compared with what was to follow. At the end 
of February 2020 the M3 measure of broad money was just 
under $21,000 billion, a figure which is a key marker for the 
next few paragraphs.

Table 8	 The stability of the growth rates of money 
and nominal GDP in the US in the twentieth 
and twenty-first centuries

Standard deviations in the  7½ year periods of

Broad money Nominal GDP

1922–mid 1929    3.7 6.7

Mid 1929–end 1936 11.6 16.1

1937–mid 1944   8.5 11.8

Mid 1944–1951    6.9 8.3

1952–mid 1959    1.5 3.6

Mid 1959–end 1966 4.3 2.1

1967–mid 1974    1.5 2.1

Mid 1974–end 1981 2.0 2.0

1982–mid 1989    2.3 2.3

Mid 1989–end 1996 2.3 1.2

1997–mid 2004    2.2 1.5

Mid 2004–end 2011 5.0 2.9

2012–mid 2019    0.9 0.9

The data used are of annual growth rates %, on a quarterly basis.
A salient feature of the data is that the extreme instability of money growth in 
the early 1930s coincided with the Great Depression. Stable money growth in 
the 1950s, the Great Moderation and the final period (‘the Great Stabilisation’) 
was accompanied by relatively stable growth of nominal GDP.
Source: Contact the author at timcongdon@btinternet.com for the sources, 
which are numerous and rather various.
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The Covid-19 medical emergency was announced by 
President Trump on 13 March, amid sliding prices and 
panic on the stock market, and widespread pessimism 
and alarm about the economic future. The federal deficit 
started to widen dramatically, partly because of the loss 
of tax revenue, but also because of extra expenditure to 
mitigate the effects of the virus. The American central 
bank, the Federal Reserve, made clear its preparedness to 
finance the much-enlarged budget deficit and also under-
took large-scale asset purchases (or ‘quantitative easing’) 
to stabilise financial markets.

Money explosion

Stimulatory announcements – of both fiscal and mone-
tary policy, and including QE – came through thick and 
fast in the closing weeks of March and all through April. 
It was soon clear that the CARES (Coronavirus Aid, Relief 
and Economic Security) legislation would have a cost of 
roughly $2,300 billion in the 2020 and 2021 fiscal years 
combined (Penn Wharton Budget Model 2020). With 
other measures, the federal deficit was likely to exceed 
$3,000 billion for an extended period and might even 
reach $4,000 billion. In the event, the cumulative 12 
month total for the federal deficit peaked at $4,320 billion 
in April 2021, and exceeded $2,900 billion from June 2020 
to October 2021. If two-thirds of a deficit of $3,000 billion 
were financed from the banks, that meant an addition to 
broad money of $2,000 billion in one year, just under 10% 
of the M3 stock at end-February.
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But on top of that, the Fed committed itself to enor-
mous QE operations. The asset purchases were on a par-
ticularly large scale in late March and April, and were 
openly advertised as having the purpose of checking the 
slide in financial markets, including the stock market. The 
Federal Reserve financed the asset purchases by issuing 
cash reserves to the commercial banks, which became 
part of their assets. In the eight weeks from 26 February 
2020 and 22 April 2020 the cash reserves held by US com-
mercial banks at the Fed soared from $1,705.2 billion to 
$3,234.1 billion. The extra assets had to be matched, most-
ly, by extra deposit liabilities, and deposits are money. So 
the Fed’s operations implied an addition to broad money 

– within about two months – of over 7%. Further, in the 
early weeks of the crisis companies drew down credit lines, 
from fear that a worsening crisis might impair banks’ sol-
vency and hence their ability to extend credit. ‘Loans and 
leases in bank credit’ – a category in Federal Reserve data 
which corresponds to bank lending to the private sector – 
climbed from $10,070 billion on 26 February to $10,874.6 
billion ten weeks later. This change too added about 4% to 
banks’ assets and their deposit liabilities.

An explosion in money growth was implied by the 
Fed’s and US government’s announcements in late March, 
and their actions as the announcements took effect. Ad-
mittedly, the exact sequence and scale of official opera-
tions were uncertain, but – as the last two paragraphs 
have shown – it was not silly to propose that altogether 
the positive impact on broad money might be well above 
30% in two years.
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Table 9	 The arithmetic of the US’s 2020 money explosion

At the end of February 2020, the US M3 measure of money was just 
under $21,000 billion.

1. The fiscal cost of the CARES legislation

In the 2019 fiscal year (the year to September 2019) the Federal defi-
cit was $865.3 billion, while in the year to February 2020 it reached 
$1,298.6 billion. The expected cost of the CARES legislation, passed on 
27 March 2020, was given as $2,200 billion, mostly to affect the 2020 
and 2021 fiscal years.
By implication, the Federal deficit would move out to $3,000 billion or 
more for at least two years.
The Federal Reserve indicated its preparedness to finance the deficit. 
If two-thirds of the deficit (at an annual rate of $3,000 billion) were fi-
nanced from the banking sytem, broad money would increase by almost 
10%.

2. Federal Reserve asset purchases

The Federal Reserve made announcements of large-scale asset pur-
chases to stabilise financial markets.
On 15 March the Fed said it would buy at least $500 billion of Treasur-
ies and $200 billion in mortgage-backed securities (MBSs) in coming 
months. On 23 March the purchases became open-ended and, poten-
tially, unlimited. The New York Fed even spoke in terms of $100 billion 
a day, i.e. perhaps over $500 billion in one week. In June the rate of 
purchases was reduced to $80 billion of Treasuries and $40 billion of 
MBSs per month.
If $200 billion of asset purchases are from non-banks, the increase in 
M3 would be 1%.
The addition to M3 from the asset purchases depends on the propor-
tion of purchases from non-banks. But an extra 3–4% on M3 at an an-
nual rate was plausible in the circumstances of spring 2020.

3. Drawing-down of credit lines in the early weeks of the crisis

See text. ‘Loans and leases in bank credit’ rose by just over $800 bil-
lion in the 10 weeks from 26 February.
This increased broad money by almost 4%.
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Calculation of the combined effect of the three developments

Effect estimated in 
one-year period $ billions % effect on M3

Prospective fiscal cost, 
with monetisation 2000 +9 to +10

Fed asset purchases 600–800 +3 to +4

Credit drawdown 800 +4

Indicated effect in total 3,400–3,600 +16 to +18

Drawdown of credit lines was a one-off, non-recurring item affecting only 2020.
In thinking about the % change M3 broad money in 2021, an allowance would 
have to be made for the much higher base level of M3 at the end of 2020.

The consequent rate of money growth – of perhaps over 
15% a year – would be much higher than the 4% recorded 
for most of the 2010s.4 In the event M3 went up by more in 
the one month of April 2020 than it had in any full year in 
the 2010s. Given the analysis in the preceding sections of 
this chapter, and given also the monetary theory of nation-
al income determination developed in chapters 2–6, a fore-
cast could be given that the policy response to the Covid-19 
medical emergency would result in an inflationary boom. 
Figure 3, which gives the three-month annualised rate of 
increase of M3 from the Great Recession to June 2020, in-
dicates the speed and abruptness of the break in money 
growth in spring 2020.

4	 In the event M3 growth in the two years from February 2020 was 32.4%, 
but – surprisingly – much of it was compressed into the mere five months 
from February to July 2020. (The author wishes – once more – to thank the 
Shadow Government Statistics consultancy for the M3 numbers.)
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Figure 3	 Three-month annualised growth rate % of M3 
broad money in the US, 2009 to mid 2020
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Risks of double-digit inflation

With the American economy starting from approximate 
monetary equilibrium in late 2019 and early 2020, that 
money explosion would result – if Friedman’s proposed 
two-year lag turned out right – in a probable inflation 
peak in summer and autumn 2022. As the annual rate 
of money growth would almost certainly be in the teens 
per cent, a high risk of double-digit inflation had arisen. 
The outcome was not far from this conjecture. The annual 
rate of increase in the consumer price index – which had 
averaged just above 1.5% in the 12 years to end-2020 – was 
7.2% at the end of 2021 and peaked at 8.9% in June 2022. 
It has fallen since then, but at the time of writing (March 
2024) remains above the approximate 2% target that the 
Fed once set itself. (The annual increase in the so-called 
‘final demand producer price index’ – a measure of prices 
at factory gates – reached a local peak of 11.7% in April 
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2022. The average annual increase in the five years to 
December 2019 – before Covid and the money explosion 

– was 1.3%.)
Did the Federal Reserve understand what it was doing? 

Were any internal warnings given – using an analytical 
approach to monetary policy of the sort proposed in this 
book – that the additions to broad money due to the Fed’s 
decisions were likely to culminate in an inflation rate close 
to double digits? On Thursday, 26 March 2020, Jay Powell, 
the Fed’s chair, was interviewed by Savannah Guthrie of 
the Today television programme. He was asked, ‘Is there 
any limit to the amount of money that the Fed is willing to 
put it into the economy to keep it afloat?’ Powell’s response 
included the following words: ‘Essentially, the answer to 
your question is no’ (Smialek 2023: 190).

Fed chairman denies that ‘money matters’

By early 2021 Federal Reserve economists must have heard 
at least whispers of outside concern about the inflationary 
potential of recent rapid money growth in the US. But they 
seem to have instructed Powell about how to dismiss any 
such concern. In February Powell (then aged 68) was given 
the opportunity – in his Semiannual Monetary Policy 
Report to Congress – to express his views on money and 
inflation. In reply to a question from Senator John Kennedy 
(aged 69), he was vigorous in rejecting basic principles of 
supposedly old-fashioned monetary economics (Senate 
Committee on Banking, Housing and Urban Affairs 2021). 
To quote:
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When you and I studied economics a million years ago 
M2 and monetary aggregates seemed to have a relation-
ship to economic growth. Right now … M2 … does not 
really have important implications. It is something we 
have to unlearn I guess.

In further Congressional testimony in December 2021, he 
had the chance to recant, but instead doubled down on his 
previous position. The link between money and inflation 
had, in Powell’s words, ‘ended about 40 years ago’. In more 
detail:

Now, we think more of just the imbalances between sup-
ply and demand in the real economy rather than mon-
etary aggregates. … It’s been a different economy and a 
different financial system for some time.5

Almost certainly the source of Powell’s ideas was advice 
from the New Keynesian economists at the Fed. Their re-
search focus was not on the money aggregates, but rather 
the role of labour market imperfections in wage-setting.

5	 The remarks appeared in evidence to the House of Representatives’ Com-
mittee of Financial Services on 1 December 2021.
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9	 APPLYING THE THEORY TO THE 
UK IN THE EARLY 2020s

From an economic perspective, the years in the UK from 
1992 to 2007 have been widely termed ‘the Great Moder-
ation’. Low inflation matched the official target set out in 
legislation, while coinciding with steady, quite high output 
growth. The years from 2007 to mid 2012 were much more 
troubled and might be seen as ‘the Great Recession’ and its 
aftermath. On the same basis, the period from mid 2012 to 
the start of 2020 could be described as ‘the Great Stabili-
sation’. As in the Great Moderation, UK annual consumer 
price inflation stayed within the band of 1–3% specified in 
the legislation, except for 21 months between December 
2014 and September 2016. In these 21 months inflation was 
between 0 and 1%, with the undershoot attracting little 
criticism or concern.

The Great Stabilisation of the 2010s

The undershoot could be attributed – in a cost-breakdown 
analysis – partly to extreme weakness in commodity prices 
and, in particular, to energy prices. To some extent, these 
developments reflected global forces outside the control of 

APPLYING 
THE THEORY 
TO THE 
UK IN THE 
EARLY 2020S
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UK policymakers. But also relevant and more fundamen-
tal was sluggish money growth. In the six years to the end 
of 2014 (that is, to just before the 21 months of sub-1% in-
flation), the average annual growth rate of the M4x broad 
money was 2.9%. The 2.9% figure was the lowest over such 
an extended interval of time since the inter-war period.

The Great Stabilisation is surely a fair characterisa-
tion, but the period should not be confused with heaven 
on earth. Supply-side performance – the average growth 
rate of output of the British economy over the years – was 
mediocre. But the stability of the growth from year to year 
was impressive and certainly matched the achievement 
of the Great Moderation. Further, after the undershoot 
in the middle of the decade, inflation remained on target. 
Arguably, the very satisfactory UK inflation outcome in 
the 2010s was consistent with the standard monetarist 
conjecture. Specifically, the velocity of circulation was not 
constant, but changes in it were much less than those in 
either the quantity of money or nominal GDP.

Indeed, a remarkable and very important feature of 
these years has been overlooked in public discussion, but 
is crucial to the main claims of the present study. In the 
1970s Britain’s monetarists – like their Chicago-based 
counterparts – advocated low and stable growth of the 
quantity of money, to be secured by officially announced 
targets. From 1979 the Thatcher government responded 
to these ideas, and pursued an avowedly monetarist pro-
gramme to combat inflation. Low and stable growth of 
the quantity of money was seen as the heart of monetary 
management in the UK. In practice, targets and outturns 
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were often far apart. All the same, the official focus on 
money growth deceleration did lead to a drop in inflation 
to about 5% a year. But from 1985 the targets were aban-
doned, and both money growth and inflation accelerated 
back towards double digits.1 (The average annual increase 
in consumer prices in the Labour government from March 
1974 to May 1979, which preceded Thatcher, was 15.8%.)

Curiously, it was in the Great Stabilisation of the 2010s 
– many years later – that the British government and the 
Bank of England took decisions that did in fact procure low 
and stable growth of the quantity of money, on the broad 
definitions. They did this, even though they thought they 
were doing something quite different. Anyhow, as mone-
tarist economists had hoped and expected, steady, non-
inflationary growth of demand and output was secured.

The Covid shock

As Covid-19 hit in early 2020, the Bank of England’s top of-
ficials were in constant communication with other central 
bankers, both in Europe and the US. In the early weeks and 
months of the pandemic, policy announcements from the 
major central banks were similar. On 19 March the Bank’s 
Monetary Policy Committee endorsed £200 billion of asset 
purchases, to be split between government securities and 
corporate bonds. On 18 June it added a further £100 billion 
to the total. A small proportion of the purchases were of 

1	 The story of the rise and fall of money-target-focused monetarism in the UK 
is told in the author’s 1992 collection, Reflections on Monetarism (Congdon 
1992).
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corporate bonds, but government securities were much 
more important. The stock of gilts held by the Bank of Eng-
land’s asset purchase facility was stable in the three years 
to the start of 2020 at just above £371 billion. The figure 
soared in the eight months to October 2020 by just under 
£214 billion to £585 billion.

A discussion in a footnote to chapter 3 explained the 
background and rationale to the estimation of the UK’s 
M4x measure of broad money, and defended its usefulness 
for analytical purposes. M4x was slightly above £2,250 
billion at February 2020. Official asset purchases of £200 
billion might be as much as 75% from UK non-banks, im-
plying an increase to M4x of £150 billion. So this £150 bil-
lion translated into a rise in M4x of just under 7%. If that 
rise were compressed into a mere three-month period, the 
annualised rate of money growth would be over 30% or so. 
In the event M4x rose by 7.3% in the three months to May, 
giving an annualised rate of growth of 32.8%. The annual 
increase – which had been a moderate 4.5% in February – 
was 12.5% in July. These numbers were plainly disruptive 
relative to the experience of the 2010s, but received few 
mentions in the media and no comment at all in the Bank’s 
own publications.

From its inception in late 1992, the UK’s inflation-target 
regime included the publication of a quarterly Inflation Re-
port by the Bank of England, the first of which appeared 
in February 1993. But in November 2019, the results of 
the Monetary Policy Committee’s deliberations were pro-
duced instead in a Monetary Policy Report, with the renam-
ing of the report at least hinting that inflation was seen 
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as yesterday’s problem. The August 2020 Monetary Policy 
Report contained no reference to the acceleration in money 
growth, but did note that recent consumer inflation was

well below the 2% target and was expected to fall further 
below it in coming quarters, largely reflecting the weak-
ness of demand. At [its latest] meeting, the MPC judged 
that a further easing of monetary policy was warranted 
to meet its statutory objectives.

The judgement at the November MPC meeting remained 
that – in the next two years – inflation was more likely to 
undershoot than overshoot the 2% target. The MPC hence 
decided on another round of asset purchases, this time of 
£150 billion. Over the next year the Bank’s asset purchase 
facility did climb, almost exactly, by another £150 billion. 
In the following months the annual rate of M4x money 
growth went up further, reaching a peak of 15.3% in Feb-
ruary 2021. This was the highest number, on the annual 
growth metric, since M4x had been introduced as an 
aggregate in 1998. In fact, broad money growth had not 
been as strong – in the mid teens per cent at an annual 
rate – since the Lawson boom of the late 1980s, more than 
30 years earlier.

Official worries in early 2021 about deflation!

As in the US and other advanced countries, most high-
level research and macroeconomic conversations in the 
UK were – through 2020 and even early 2021 – about 
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the risks that Covid would result in persistent deflation. 
Many respected observers applauded a big increase in 
the budget deficit as well as the Bank of England’s asset 
purchases. Writing in the Financial Times on 22 June, 
Gavyn Davies, former chief London economist at Gold-
man Sachs, opined that the resulting rise in public debt 
should be viewed as a ‘shock absorber’. His judgement 
was that governments’ response to the crisis, in the UK 
as elsewhere, enjoyed ‘a chorus of approval from the 
[economics] profession’.2 To quote again from its August 
2020 Monetary Policy Report, the Bank of England said 
that it envisaged inflation rising in coming quarters, as 
the economy recovered from Covid and ‘spare capacity 
diminishes’. The rise in inflation would be from annual 
rates of under 1% at the time of the report’s preparation 
and a further dip to about zero in early 2021. Consumer 
inflation was expected ‘to be around 2 per cent in two 
years’ time [that is, in August 2022]’.

Members of the Monetary Policy Committee gave 
speeches in late 2020 in which the worry was the possible 
inability of monetary policy to stimulate the economy and 
to take it out of the Covid slump.3 For example, Michael 
Saunders participated in an online webinar on 4 December 
in which he set out, to cite the title of his speech, ‘Some 

2	 Gavyn Davies, Finding a strategy for public debt in the crisis, Financial 
Times, 22 June 2020.

3	 The intellectual background here is still dominated by the notion of ‘abso-
lute liquidity preference’, and hence ‘the liquidity trap’, which go back to 
Keynes. See footnote 15 on p. 14 of the introduction and footnote 3 on p. 81 
of the main text for more on this topic.
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monetary policy options – if more support was needed’. 
Even though Bank rate could not fall much further, the 
MPC stood ready ‘to take whatever additional action’ 
might be needed ‘if the outlook for inflation weakens’. M4x 
had risen by 13.6% in the year to November, but there was 
no hint that a serious future problem would be above-
target inflation. Although Saunders’s speech was said not 
necessarily to represent the MPC majority, it reflected the 
kind of thinking that had led to the announcement of the 
extra £150 billion of asset purchases.4

In summary, the overwhelming consensus among Brit-
ish economists in 2020 – and even as late as spring 2021 

– was that Covid-19 would be followed by a long period of 
disinflation. The widespread expectation was a period of 
a few years in which policymakers’ main preoccupation 
would be combating beneath-target inflation. Few econo-
mists paid much attention to money data, but an excep-
tion was the Shadow Monetary Policy Committee under 
the aegis of the London-based think tank, the Institute 
of Economic Affairs. The Committee’s members became 
concerned about excessive money growth and sent a letter 
to the Financial Times noticing the similarity of the latest 
money growth patterns to those in the last big period of 
cyclical excess over 30 years earlier. The letter appeared 

4	 By contrast, the author’s monthly YouTube video for the Institute of Inter-
national Monetary Research in November 2020 (https://www.youtube 

.com/watch?v=LUNTa1FRU5k&list=PLudZPVEs3S82lh5QYlWNegc0hEO 
zg2hH7&index=17) included an explicit warning that the ‘money growth 
rate is too high – and is likely to lead, for a few quarters, to an annual in-
flation rate above 5%’.

https://www.youtube.com/watch?v=LUNTa1FRU5k&list=PLudZPVEs3S82lh5QYlWNegc0hEOzg2hH7&index=17
https://www.youtube.com/watch?v=LUNTa1FRU5k&list=PLudZPVEs3S82lh5QYlWNegc0hEOzg2hH7&index=17
https://www.youtube.com/watch?v=LUNTa1FRU5k&list=PLudZPVEs3S82lh5QYlWNegc0hEOzg2hH7&index=17
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in the Financial Times on 26 April 2021 under the heading 
‘BoE [Bank of England] must end its asset purchases to 
avoid stoking inflation’. To quote:

We believe that above-target inflation is to be expected in 
2022 and perhaps 2023. In our view, the Bank of England 
will be to blame for this setback, as it took the measures 
that have pushed money growth to its current excessive 
level … We fear that inflation above 5 per cent is likely at 
some point in the next few years. We judge that the MPC’s 
decision in November 2020 to embark on another round 
of quantitative easing, to the tune of £150bn, has proved 
particularly responsible for the current excessive money 
growth.

But the real Monetary Policy Committee had little or no 
interest in the behaviour of the quantity of money. A few 
weeks before the SMPC letter, Gertjan Vlieghe, an external 
member of the MPC, had given an update on the economic 
outlook at Durham University. His assessment was still 
that the ‘pandemic shock was fundamentally a disinfla-
tionary shock’. Without the official stimulus measures, a 
‘severe disinflation’ would have eventuated. In his view, the 
stimulus had been applied and ‘inflation is expected to re-
turn sustainably to target’ (Vlieghe 2021). He referred not 
once to any concept of the quantity of money and evidently 
did not believe that the attainment of target inflation re-
quired an appropriately low rate of money growth. Almost 
exactly a month after the SMPC letter, Silvana Tenreyro, 
an economist who had joined the MPC in 2017 and has 
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already been mentioned in chapters 5 and 6, gave the key-
note speech at a San Francisco conference. She compared 
policymakers’ response to Covid in the US and the UK, 
and noted the commonality of diagnosis and prescription. 
She referred to UK households’ ‘liquid asset balances’ and 
wondered about how quickly they would be spent, but not 
to their money holdings and the equilibrium ratio of such 
holdings to income and wealth (Tenreyro 2021).

Haldane’s dissent

In fairness to the Bank of England, it has to be noticed that 
some in-house dissent from the majority view had emerged 
by early 2021. Andy Haldane, the Bank’s chief economist, 
had started to have reservations about the MPC’s consen-
sus on never-ending low inflation. These were expressed 
in a noteworthy speech on 26 February (Haldane 2021). To 
quote from its final paragraphs:

Inflation is the tiger whose tail central banks control. 
This tiger has been stirred by the extraordinary events 
and policy actions of the past 12 months … [If] risks 
from the virus or elsewhere prove more persistent than 
expected, disinflationary forces could return. But, for 
me, there is a tangible risk inflation proves more difficult 
to tame, requiring monetary policymakers to act more 
assertively than is currently priced into financial mar-
kets … [F]or me, the greater risk at present is of central 
bank complacency allowing the inflationary (big) cat out 
of the bag.
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In retrospect, this sounds prescient and smart, but it is 
important to realise that Haldane was not persuaded – in 
public at least – that excessive money growth was the cause 
of the UK’s coming setback on inflation. Like Tenreyro, he 
saw households’ accumulated liquid savings as likely to lead 
to too much spending. His speeches were silent on the rapid 
growth of broad money, although the accumulation of liquid 
assets by households was merely an aspect of that. Anyhow 
he resigned from the Bank of England on 30 June 2021.

Too much money chasing too few assets

The eventual return of double-digit inflation to the UK 
surprised and bewildered almost everyone, except for the 
handful of economists who followed money trends. As in 
other nations, leaders of economic thought and numerous 
pundits were caught unawares. The main macroeconomic 
numbers turned out sharply at variance with expectations, 
including the expectations implicit in the market pricing 
of various assets.

A theme of this study is that changes in the quantity 
of money need to be related to national wealth as well as 
national income and expenditure. In particular, changes 
in the quantity of money affect the stock market and res-
idential housing, and sometimes do so in ways that have 
profound wider consequences. By late 2020 money was 
growing rapidly in the UK. Was the weight of money al-
ready having noticeable positive effects on asset prices?

The stock market can be taken first, with the FTSE 
100 index (30 December 1983 = 1,000) serving as a 
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representative measure of UK share prices. On 15 Feb-
ruary 2020 the FTSE 100 index was just under 7,400 and 
was close to the average value in the last two years. In the 
following month, to 14 March, it plunged by nearly a third 
to almost 5,200, as investors abandoned investments in oil 
companies, airlines, restaurant businesses and so on. But 
in the balance of 2020 share prices moved ahead and by 
the start of January 2021 they were less than 10% off the 
February 2020 peaks. The recovery may have been partly 
due to some switching away from US equities, which were 
soaring on the back of the US money supply explosion.

But an important polemical point needs to be made. By 
mid 2020 most people realised that the spread of Covid-19 
could be checked by vaccines and that life would be back 
to semi-normality within a few quarters. All the same, 
Covid-19 was an undoubted negative for some industries 
and might reduce aggregate profits. The stock market 
should therefore have been pessimistic through late 2020 
and 2021. In fact, it traded near to all-time peaks. As noted 
in chapters 6 and 8, the argument applied with even more 
force in the US. How did the resilience – even the buoy-
ancy – of major asset classes make any sense, in view of the 
damage inflicted on so much of the economy by Covid? Of 
course, it did not make sense, unless observers noticed that 
the quantity of money had ballooned. If investors kept their 
money balances stable as a proportion of their investment 
portfolios, and if their money balances jumped by 50%, the 
value of those portfolios had also to go up by 50%.5

5	 The author has argued these points in many places, including chapter 6 in 
the current work (see also, for example, Congdon 2005).
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House prices come next, and here also the data upset 
conventional thinking. The Nationwide Building Society 
has prepared indices of house prices, both nationally and 
for UK regions, since 1952. It has a quarterly series, for all 
houses, old and new. For present purposes the focus is on 
how Covid and the Covid-related money growth acceler-
ation affected UK house prices. The natural assumption 
has to be that Covid was bad for the UK economy and 
so ought to have been bad for house prices. But that is 
not the apparent message of the Nationwide’s data. In the 
two years to the first quarter of 2020 the Nationwide all-
houses index increased by 2.5%. By contrast, in the two 
years to the first quarter of 2022 – effectively the period 
of the Covid pandemic – it advanced over five times more, 
by 12.6%. A feature of the data is that – even in late 2020, 
when Covid was still a source of public anxiety and the 
Bank of England remained nervous that monetary pol-
icy might fail to boost the economy – house prices were 
climbing.

Enough has been said to support the argument that 
UK asset price inflation was higher in the Covid period 
than before it. The strength of asset prices in the other-
wise unhappy Covid period seems odd, but it is consist-
ent with a condition of ‘too much money chasing too few 
assets’. Chapter 6 emphasised that, when asset prices rise 
sharply, the economy is stimulated in several ways. Obvi-
ously, households feel better off and consumption benefits 
from a positive ‘wealth effect’. A more subtle point is that 
companies are able to issue securities on more favourable 
terms, reflecting the higher prices and lower yields in the 
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corporate financial world. The increased value of corpor-
ate fund-raising has further ramifications. It boosts the in-
comes of the corporate finance teams and traders involved 
in the fund-raising, and transfers money balances from 
the financial system to industrial and commercial compa-
nies. By spring 2021 official data reported an impressive 
increase in the amount of money held mainstream UK 
corporates, with the annual rate of growth matching that 
seen in the Lawson boom.

Too much money chasing too few goods

The year 2021 was a strange one for the British economy. 
Like other economies, the impact of the Covid pandemic 
on business activity was a diminishing influence as the 
months went by and vaccines became more widely avail-
able, but separating the pandemic’s effects from those due 
to underlying economic behaviour was difficult. In the 
second quarter of 2020 – when the restrictions on inter
personal contact were strongest – national output, in real 
terms, was 21.5% down on its level in the second half of 
2019. It recovered strongly in the third quarter of 2020, 
when it jumped by 17.5%, but then struggled to regain the 
previous peak levels. A May 2022 press release on monthly 
GDP from the Office for National Statistics reported real 
output in early 2022 as being little more than 0.5% up on 
late 2019.6

6	 The sources here are press releases from the ONS. The data are revised fre-
quently and there is surely little need for a more detailed reference.
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A standard assumption in much macroeconomic fore-
casting is that economies have a positive and quite stable 
underlying trend rate of output growth. An apparently 
plausible interpretation of output’s refusal to return to 
normal in 2021 and early 2022 might then be that demand 
was inadequate. By extension, the key policy authorities – 
the Treasury and the Bank of England – had failed to give 
enough stimulus to production. However, business sur-
veys contradicted this interpretation. The Confederation 
of British Industry has conducted surveys of companies’ 
intentions towards output and prices, and of constraints 
on output, as far back as 1958. It has, from the early 1960s, 
prepared a three-times-a-year and then quarterly survey 
reporting on labour shortages – both unskilled and other 

– as a factor limiting output. Figure 4 shows, for the last 60 
years, the % balance of companies saying that difficulty re-
cruiting the two kinds of labour was holding back produc-
tion.7 In late 2021, shortages of skilled labour were almost 
as severe as in the Heath–Barber boom, which had been 
responsible for a dreadful peak 26.9% increase in the re-
tail price index in August 1975. Further, shortages of other 
kinds of labour, often unskilled, were the highest in the 
history of the CBI survey.

Survey evidence therefore implied that, by autumn 2021, 
the UK economy suffered from serious overheating. To ob-
tain new employees, companies would have to bid harder 

7	 The author is grateful to the staff at the Confederation of British Industry 
who supplied him with historical data. Quarterly numbers have been inter-
polated for the early years, when the survey was carried out three times a 
year.
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in the labour market, putting upward pressure on wage 
increases. Already global commodity prices had bounded 
back from their lows in March and April 2020, as the world’s 
top economies had started to bring Covid under control. 
In particular, oil prices had not just overcome the worst of 
the shock from the interruption of travel and transport, but 
threatened to rise above pre-Covid levels.

Figure 4	 Labour shortages, as seen by UK business, 1961–2022
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on output.

Companies increasingly expressed concern about 
shortages of key components and production bottlenecks. 
These were often – but not always – due, at least apparently, 
to international forces. Just as business surveys indicated 
potential dangers of increased wage inflation quite early 
in the recovery from Covid, so they revealed the growing 
threat from rising raw material and input costs. The Oc-
tober 2021 quarterly survey from the CBI had a positive 
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balance of 81% of companies expecting rising costs per 
unit of output in the next three months. This was the high-
est such positive balance since the mid 1970s. A condition 
of ‘too much money chasing too few assets’ had become 
generalised throughout the economy, which was now ex-
periencing ‘too much money chasing too few goods and 
services’.

The Great Destabilisation

In August 2021, the annual increase in the consumer price 
index was 3.2%, just above the top of the corridor (of be-
tween 1% and 3%) permitted by the official inflation target 
system. The blemish on the Bank of England’s perfor-
mance necessitated an open letter from its Governor to the 
Chancellor of the Exchequer. In the year to December 2021, 
the increases in the consumer price index and the retail 
price index were 5.4% and 7.5% respectively. Four months 
later – that is, for the year to April 2022 – the numbers had 
become 9.0% and 11.1%, again respectively. The 11.1% retail 
price index figure was above that in the summer of 1990, 
after the Lawson boom, and was the highest for 40 years. 
Some of the jump in inflation in early 2022 was widely at-
tributed to an unforeseeable geopolitical shock, Russia’s 
invasion of Ukraine on 24 February. The invasion had 
several side-effects on the prices of internationally traded 
products, with the most obvious being another increase in 
oil and gas prices.

All the same, inflation had moved well above target be-
fore late February. In the year to February 2022 – before 
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any effect could have come from the Ukraine events – the 
consumer price index rose by 6.7%, already more than 
three times the target figure. The peak in the annual rate 
of consumer price inflation was in October, at 11.1%. In 
summer and autumn 2022 the figure was regularly above 
10%, more than five times that envisaged in the August 
2020 Monetary Policy Report.

The onset of high inflation created new uncertainties 
for households and businesses. Important issues were 
the duration of above-target inflation, the severity of the 
inevitable policy tightening as the Bank of England tried 
to bring inflation back to target, and the risk of recession 
in coming quarters. Economists wondered whether Bank 
rate – which had typically been 0.5% or less in the decade 
to 2021 – might have to be raised to 5%.8 In the event Bank 
rate rose on no less than 14 occasions, from a little above 
zero in late 2021 to a 5.25% figure which took effect on 
3  August 2023. Yields on British government securities 
rose sharply in 2022, partly in anticipation of the increases 
in Bank rate and partly to pre-empt further erosion of their 
real value by inflation. The cost of servicing the national 
debt climbed steeply. As was noted by Treasury docu-
ments accompanying the March 2022 Spring Statement on 
taxation and the public finances:

Debt interest spending is forecast to reach £83.0 billion 
next year [that is, the 2022/23 financial year] – the highest 

8	 David Milliken, Bank of England interest rate could hit 4% or more, ex-
policymakers warn, Reuters, 11 May 2022.
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nominal spending ever and the highest relative to GDP in 
over two decades. This is nearly four times the amount 
spent on debt interest last year (£23.6 billion in 2020–21) 
and exceeds the budgets for day-to-day departmental 
spending on schools, the Home Office and the Ministry 
of Justice combined (totalling £78.3 billion in 2022–23). 
Spending on debt interest in 2022–23 is £42.2  billion 
above the October forecast and the OBR say that the 
increase in the forecast for debt interest spending in 
2022–23 ‘is also our largest forecast-to-forecast revision 
to debt interest on record’.

These sentences contained a dire warning about the poten-
tial unsustainability of public finances. But Cabinet minis-
ters and Conservative MPs – egged on by several newspaper 
commentators – urged both tax cuts and expenditure in-
creases, as if the budget deficit could expand indefinitely rel-
ative to national output. They seemed to believe that nations 
can make themselves richer by running large budget defi-
cits. Hardly anyone declared support for a balanced budget, 
although this had been the guiding principle of budgetary 
decisions in the second half of the economically successful 
Conservative government from 1979 to 1997.

The Great Stabilisation had become the Great Destabi-
lisation. Whereas in the late 2010s Britain had steady eco-
nomic growth, on-target inflation, and satisfactory public 
finances, by late 2022 worries about a recession were wide-
ly held, inflation was far above target, and the interest bill 
on the public debt was soaring because of a severe loss of 
financial market confidence.
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Who was to blame?

In 1997 the Bank of England had been granted operation-
al independence to conduct monetary policy, in the clear 
understanding that it would be answerable if inflation 
were significantly above or beneath target. But – with 
inflation perhaps soon to reach more than five times the 
target figure – its Governor, Andrew Bailey, denied respon-
sibility. On 16 May 2022 he gave evidence to the Treasury 
Committee of the House of Commons. Why had inflation 
taken off? Bailey said that neither he nor his colleagues at 
the Bank of England had done anything wrong.

Instead ‘a sequence of shocks’ to costs and prices had 
been ‘unprecedented’. He cited the surge in energy prices 
and a supposedly ‘apocalyptic’ jump in food prices related 
to the Ukraine war, coming soon after supply-chain disrup-
tions and ‘the lingering effects’ of Covid. Britain’s excess 
inflation was due only a limited extent – 20%, according to 
Bailey – to domestic forces. In his view, 80% of the upward 
pressure on the consumer price index was driven by global 
circumstances outside the Bank’s control.

Bailey’s analysis was misleading and wrong, on at least 
two counts. First, rather obviously, the UK is only one 
member of the world economy. All the world’s countries 
were – and remain – vulnerable to the supposed ‘80%’ 
impact from global cost and price increases. But inflation 
rates differed dramatically between countries. In 2020, an 
acceleration of money growth had been seen in nearly all 
leading nations, as their economic policies responded to 
the Covid pandemic. The US led the pack, with the euro 
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zone and the UK in the middle, Japan some way behind, 
and Switzerland as the slowcoach. In the year to April 
2022, the period relevant as background to Bailey’s 16 May 
appearance before the Treasury Committee, the consumer 
price indices in Japan and Switzerland went up by a mere 
2.5%. Meanwhile inflation in the US over the two years to 
April 2022 was above that in the UK by about 2 percentage 
points and that in Switzerland by 10 percentage points. If 
every country is affected by the same cost influences from 
internationally traded commodities, and if these cost in-
fluences are such a fundamental determinant (‘80%’, alleg-
edly) of inflation, why did consumer inflation vary so much 
between countries?

Bailey and his colleagues thought that a large and con-
spicuous change in relative prices – that arising, above all, 
from the invasion of Ukraine – excused them from paying 
attention to the absolute price level. It did not, and never 
does. If the quantity of money is held back appropriately, a 
big jump in energy and food prices is offset by reductions 
(or smaller increases) in the prices of other products and 
services, and the overall inflation rate stays down. A key 
variable here is the exchange rate. Nations that are truly 
committed to price stability are not afraid of currency 
appreciation, which will lower the prices of every import 
relative to what would otherwise have occurred.

The second fundamental error in Bailey’s remarks was 
that they failed to integrate asset markets into the discus-
sion. Over the long run a connection must hold between the 
prices of assets and the prices of goods and services. In the 
Covid-related boom–bust cycle, as in the UK’s three others 
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in the last 50 years (to recall, the Heath–Barber boom and 
bust, the Lawson boom and the subsequent bust inside the 
European Exchange Rate Mechanism, and the Great Reces-
sion cycle), a conspicuous feature was a bout of house price 
inflation before and during the period of excess demand. 
The reason in the Covid cycle, as in the others, was that 
too much money was chasing too few assets. Does it need 
to be said that Bailey’s ‘sequence of shocks’ from the world 
economy cannot have any bearing on UK house prices? It 
would be preposterous to claim that apocalyptic rises in 
food prices due to the Ukraine hostilities, a lack of shipping 
capacity in Asia and the like were responsible for the 50% or 
more rises in the price of houses in Cornwall and Pembroke-
shire recorded in the two years from spring 2020.

Some politicians laudably mentioned money trends 
in their contributions to the public debate. Liam Fox MP 
wrote for Conservative Home on 18 May 2022 that, while 
adverse global inflation pressures were relevant, the UK 
was being hit by ‘the monetary inflation that afflicts those 
countries whose central banks have allowed persistent in-
creases in the amount of money relative to existing output’. 
But – in the various statements emanating from the Bank 
of England – an egregious characteristic was the total si-
lence on money.

Did the Bank have a theory of inflation?

In a lecture for the Institute of International Monetary 
Research in November 2021, Mervyn King, a former Gov-
ernor now unconnected with policymaking, mentioned 
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the omission. In his view, ‘A satisfactory theory of inflation 
cannot take the form ‘inflation will remain low because 
we say it will’; it has to explain how changes in money – 
whether directly via quantitative easing or indirectly via 
changes in interest rates – affect the economy.’ On 13 June 
2023 King, as a member of the House of Lords’ Economic 
Affairs Committee, asked Andrew Bailey outright, ‘What is 
your theory of inflation?’ (see Bailey 2023). Like Jay Powell 
in Washington, the emphasis in Bailey’s answer was on the 
balance between supply and demand in the economy, al-
though he conceded the possible importance of ‘the money 
impact’. He even noted that in 2021 ‘a number of people’ 
had been exercised by ‘rapid growth in the M4 aggregate’.9

Perhaps unfairly, some journalists felt that Bailey’s an-
swer was so diffuse that in fact he had no organised theory 
about inflation at all. But an argument could be made that 
the Bank’s economists did have, and still do have, a theory. 
Huw Pill, who followed Haldane as chief economist, was 
forthright in one of his early speeches about his doctrinal 
preferences. As mentioned in the introduction, in an early 
speech he described the three-equation New Keynesian 
model as ‘canonical’ and said that a version of it guided 
monetary policymakers (Pill 2022b).10 In truth Pill and his 
colleagues had listened to the New Keynesians and were in 
awe of their work. They really did believe that the impact of 

9	 Bailey did not seem to be aware that someone – that is, the author of this 
book – had rung the alarm bells in spring 2020.

10	 Pill did caution, ‘Although estimated, I would emphasise that this is a 
stylised representation of the UK economy – I am using it for illustrative 
purposes, rather than to foreshadow any specific policy decision.’
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policy decisions on the economy could be measured whol-
ly by the central bank rate and bond yields (as with the ‘IS 
function’ discussed in the introduction and in chapter 6), 
and, for example, that the effect of changes in the quantity 
of money on the stock market and house prices could be 
ignored altogether. (In early 2022 one of Pill’s interlocutors 
at the Bank was Silvana Tenreyro, whose views were dis-
cussed above in chapters 5 and 6.)

Given their attitudes towards the quantity of money 
and the economy, they had no means of incorporating the 
behaviour of money in their forecasting. Several speeches 
and talks from MPC members in the Covid period have 
been quoted in the current chapter. A consistent pattern 
in these pronouncements was to combine neglect of the 
quantity of money with a tendency to comment on prob-
lems several months back as if they were still live issues. 
As we have seen, well into 2021 the MPC was worried that 
monetary policy might be unable to boost demand and 
output, and that deflation might become entrenched. Its 
members betrayed their textbook Keynesianism, by too 
often adverting to such fanciful pathologies as ‘the zero 
bound’ and ‘the liquidity trap’ (for an example, see Vlieghe 
2021: 10). They were doing this even as commodity prices 
were surging, and UK house prices were increasing by over 
0.5% a month. As noted above, a small group of private sec-
tor economists, the Shadow Monetary Policy Committee, 
was able to use money trends in a largely correct inflation 
forecast several months before the Bank of England and its 
key policymaking committee realised that they should be 
worrying about inflation, not deflation.
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10	 HOW THIS RESTATEMENT 
DIFFERS FROM FRIEDMAN’S

The version of the quantity theory of money developed in 
this book owes much to Milton Friedman, whose name 
has so far been mentioned 31 times.1 However, it differs 
from his position in at least three material respects. First, 
the last chapter has considered the determination of the 
quantity of money in the Covid-affected period by looking 
at the credit counterparts to broad money growth. Thus, 
the increase in US broad money was explained in chapter 8 
by the expansion of the banking system’s assets, mostly 
(although not entirely) as a result of decisions taken by 
the US Federal government, the US Treasury and the Fed-
eral Reserve. The growth of the quantity of money was not 
related at all to the monetary base and the money multi-
plier. (The growth pattern of the monetary base in the UK 
in the relevant period was also ignored in chapter 9.) Our 
approach has therefore been a rejection of that favoured by 
Friedman for all of his long career.

1	 Keynes’s name has appeared 32 times. It makes sense for the author to be 
called a ‘Keynesian monetarist’!

HOW THIS 
RESTATEMENT 
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Unreliable base money multiplier

In fact, any supposed mechanical relationship between 
the monetary base and the quantity of money has vanished 
in the twenty-first century.2 Friedman seemed to believe 
that a form of proportionality postulate held between the 
monetary base and the quantity of money, with an x% rise 
in the base necessarily associated with an x% increase in 
the quantity of money. He put his trust in a relationship of 
this sort in his 1959 Millar lectures in New York (Friedman 
1960: 50–51), and over 20 years later in his 1980 evidence on 
monetary policy, given to the Treasury and Civil Service 
Committee of the House of Commons in the UK (Friedman 
1991: 53–55). The essence of his position was that, if the 
central bank wanted to increase (or decrease) the quan-
tity of money by y%, it should organise its purchases (or 
sales) of securities from (or to) the banking system by the 
requisite amount, and the desired increases (or decreases) 
of y% in both the monetary base and the quantity of money 
would eventuate.

But, awkwardly for Friedman, central banks do not 
work like this. They view commercial banks, in one respect, 
as their customers. In particular, they try to ensure that 
these customers have sufficient cash to be able always to 
repay deposits with cash. Friedman wrote as if the central 
bank controlled the quantity of the monetary base and 

2	 Much of the explanation was that central banks started in the early twenty-
first century to pay interest on banks’ cash reserves, which altered their 
attractiveness relative to other assets and their role in commercial bank 
balance sheets. For further details, see Selgin (2016). See also Selgin (2018).
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should be indifferent to short-term interest rates, which 
could be left to ‘market forces’. In practice, central banks 
control the price of the loans they make, with the quantity 
of base being allowed to vary to meet the banks’ require-
ments. (For the author’s views on the matter, see Congdon 
(2018).) Much more could be said about this subject, but 
a fair generalisation is that Friedman failed to persuade 
central bankers, central bank economists and most other 
economists of the real-world validity of his views on mon-
etary control. The base multiplier approach to the deter-
mination of the quantity of money is rejected by most 
economists and not part of the current restatement of the 
quantity theory of money.

Blatant assault on market economy

Secondly, a leading strand in inter-war Chicago University 
monetary economics was the proposal that bank deposits 

– or at any rate bank deposits which could be used without 
notice – should be backed 100% by cash reserves.3 Fried-
man sympathised with this suggestion, particularly in 
papers written early in his career.4 But it forms no part of 
the restatement of monetarism now being advanced.

Friedman once co-authored a book with the title Free 
to Choose (Friedman and Friedman 1980). Its message 

3	 The proposal for 100% cash reserves against deposits was basic to the Chi-
cago approach to monetary policy in the 1930s (see Tavlas 2023: 74–81).

4	 The 100% cash reserves idea was one component of Friedman’s 1948 pro-
posed ‘monetary and fiscal framework for monetary stability’ (see Fried-
man 1953: 135–36).
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was the superiority of capitalism over socialism; it argued 
that free choice by property-owning individuals would 
give better economic results than the direction of re-
source allocation and production by a government bur-
eaucracy. But, in a competitive capitalist economy, banks 
require a loan book to earn profits from their balance 
sheets. Plainly, if banks’ assets are to be 100% cash, they 
cannot have loan books and they cannot make profits 
from extending credit.

As far as banks are concerned, the state’s imposition 
of the 100% cash reserve requirement would be a blatant 
assault on management autonomy and an existential 
threat to profitability. Few more radical and oppressive 
government interventions in a free enterprise economy 
could be imagined. Apparently, Friedman – like several 
other Chicago economists – believed that agents in a mar-
ket economy should be free to choose, unless they were 
bankers who wanted to set their cash ratios to maximise 
profits subject to the well-known constraints. It must be 
asked, ‘On what basis are banks so different from non-
banks in a capitalist economy that their operations are to 
be subjected to intrusive regulation which would crush 
their profits and destroy their very reason for being?’ Fur-
ther, ‘do Chicago School economists accept that people 
will invest in banking only if it receives a return on cap-
ital at least equal to that elsewhere in the economy?’5

5	 Criticisms of the Chicago plan from a free-market perspective are rare, but 
– in the author’s view – they are necessary, compelling and long overdue. 
Thomas Sargent (2013), the 2011 Nobel laureate in economics, also noticed 
the damage to banking as an industry from the Chicago plan.
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Friedman’s vacillations on money aggregate

Thirdly, as has been emphasised more than once, the fa-
voured money aggregate throughout this chapter and this 
book is broadly defined to include nearly all of banks’ de-
posit liabilities and, in fact, to be dominated by bank de-
posits. In the classic 1963 work on The Monetary History of 
the United States, 1867–1960, which Friedman co-authored 
with Anna Schwartz, the two authors said that ‘our’ con-
cept of money was a broadly defined one including time 
deposits (Friedman and Schwartz 1963a: 630). This sounds 
consistent with the advocacy of broad money as the correct 
aggregate in macroeconomic analysis. However, Fried-
man’s views in this area of the subject fluctuated during 
his career. During the 1970s and 1980s he often referred 
to the M1 narrow aggregate, perhaps because this aggre-
gate was easier to fit into the base multiplier approach 
to money stock determination.6 At one point Friedman 
said that the debate about the relative merits of different 
money concepts was unproductive, because ultimately 
all the aggregates moved together.7 However, in both the 
Great Recession and the Covid-related business cycle the 
aggregates moved at wildly different rates, contradicting 
Friedman’s observation (Congdon 2011: 252–53).

6	 For most of the twentieth century, under Federal Reserve rules, banks had 
to maintain cash reserves against sight deposits (the main constituent of 
M1), but not against time deposits (which became the dominant element in 
M2 and M3).

7	 ‘The Fed has specified targets for several [money] aggregates primarily … 
to obfuscate the issue and reduce accountability. In general, the different 
aggregates move together’ (Friedman 1985: 5).
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The present commitment to broad money as the correct 
one has a vital advantage over the woolliness and impreci-
sion on this topic which unfortunately blighted Friedman’s 
career when he was most in the public eye. Clearly, the mon-
etary transmission mechanism cannot be the same for nar-
row money and broad money. They differ in size and hence 
in their relationship with other macroeconomic variables, 
and they are held by different agents. By sticking to one 
aggregate, it has been possible to put forward one account 
of the monetary transmission mechanism. Given the wide-
ly – although falsely – rumoured opacity of the monetarist 
transmission mechanism, this is an important merit.

If self-described ‘monetarists’ refer to ‘the aggregates’ 
in the plural, the implication is that an assortment of 
transmission mechanisms is relevant, with distinctive nu-
ances and angles. Questions are raised about their relative 
power and different ways of working. This generates con-
fusion and uncertainty, and gives comfort to those critics 

– Woodford, Tenreyro and so on – when they deny the exist-
ence of a money channel altogether. Moreover, the essence 
of the transmission mechanism in chapters 5 and 6 was 
that – if a monetary disequilibrium had emerged, and if 
the quantity of money were a given amount for the next 
few periods – national income and wealth had to adjust 
to restore monetary equilibrium in those next few periods. 
Excess or deficient money was therefore causing changes 
in expenditure decisions and asset portfolios. Because of 
the scope for money transfers to change narrow money 
(as noted in chapter 2), narrow money does not have this 
causative property.
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Friedman’s most serious forecasting error, his ‘blooper’, 
came in the early and mid 1980s, as was noticed in the in-
troduction. He predicted in his Newsweek column a big rise 
in American inflation which did not happen. The argument 
of the last paragraph is fundamental to understanding 
what went wrong. In the early 1980s, dollar interest rates 
fell sharply, with Fed funds rate tumbling from a peak of 
19.1% in June 1981 to under 9% for much of 1983. The rise 
in M1 in this period was largely attributable to transfers 
from very high interest-earning time and wholesale de-
posits (which had not been in M1) to lower-return deposits 
inside M1. (The relative advantage of the very high return 
deposits fell sharply because of the drop in the general 
level of interest rates.) Also important was a side-effect of 
the 1980 Depository Institutions Deregulation and Mon-
etary Control Act, which allowed the chequing accounts 
inside M1 to pay interest. Essentially, the high growth of 
M1 was due to money transfers within the broad-money 
total, which were prompted by changes in relative returns 
on different types of deposit. Such money transfers have no 
effect on broad money, and no necessary significance for 
either money-holders’ expenditure decisions or their port-
folio allocations between money and non-money assets. 
The money transfers in and out of M1 in the early 1980s did 
not justify an alarmist view on inflation – or indeed any 
view on inflation at all.

Narrow money may occasionally be a good indicator of 
economic conditions, but this gives it only a bit part in the 
transmission mechanism. Another weakness of narrow 
money is that it hardly fits meaningfully into discussions 



How this    restatement        differs      from  F riedman      ’s

139

of portfolio selection, since the nearest alternative to a nar-
row money is another kind of money balance. Our account 
of monetary transmission has highlighted the quantitative 
importance of variable-income assets in household wealth 
and the applicability of the proportionality postulate to 
these assets.
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11	 CONCLUSION: THE QUANTITY THEORY’S 
CONTINUING RELEVANCE AND 
ANALYTICAL POWER

It is time to conclude. This restatement of the quantity the-
ory of money has argued that its key propositions remain 
valid when an all-inclusive (or broadly defined) measure of 
money is used; it has concentrated on the monetary trans-
mission mechanism, while also giving evidence to support 
the major claims. In modern circumstances the propor-
tionality postulate is concerned with the relationship 
between changes in the quantity of money and changes 
in nominal GDP, not only changes in the price level. It has 
to be qualified during cycles because of the possibility of 
monetary disequilibrium. Further, even over the medium 
and long runs, strict equi-proportionality may not hold 
because of ‘financialisation’ and other factors.

A necessary and sufficient condition?

All the same, substantial bodies of evidence from numer-
ous economies are clear that, over the medium and long 
run, changes in velocity are small relative to changes in 
both the quantity of money and nominal national income. 

CONCLUSION
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The statement ‘large changes in the quantity of money are 
a necessary and sufficient condition for large changes in 
the nominal national income’ may be an exaggeration, but 
it points macroeconomic discussion in the right direction. 
Policymakers – particularly those at the top of today’s 
central banks – would be ill-advised to ignore it. Central 
banks may nowadays have a substantial degree of oper-
ational autonomy from governments and politicians, but 
they cannot conjure resources from thin air, and they are 
certainly not omnipotent.1

We have seen that in the final weeks of March 2020, 
the Federal Reserve engineered rates of increase in broad 
money which were much higher than the underlying trend 
rate of growth of US output. In the month of April 2020, 
M3 broad money increased by 7.4%. If that had continued 
for a year, the quantity of money would have climbed by 
135%. The quantity theory claims that a marked accelera-
tion in money growth will cause a marked acceleration in 
inflation. Does it need to be said that the laws of monetary 
economics are the same in North and South America?

Chapter 1 had a reference to Keynes, in which he was 
said to have ended by hating the quantity theory of money. 
Without doubt, his thought processes when writing the 
1936 General Theory were different from those when writ-
ing the 1923 Tract on Monetary Reform and the 1930 Trea-
tise on Money. Indeed, in the Treatise, Keynes explicitly said 
that ‘formerly’ he had been ‘attracted’ to quantity-theory 

1	 A case can be made that in the twenty-first century central banks were 
being asked to do too much, so that they lost sight of their priority to main-
tain low inflation (see Issing 2021).
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reasoning, but he wanted to move on. In his view, to ob-
tain ‘real insight’, we need to bring in ‘the rate of interest’ 
and ‘the distinction between … savings and investments’ 
(Keynes 1971: 229).

Did Keynes end up ‘hating’ the quantity theory?

These remarks seem to foreshadow the liquidity preference 
theory of the rate of interest and the multiplier theory of 
national income determination in the General Theory. The 
two ideas – signature themes of the Keynesian revolution – 
were incorporated in the 1948 Samuelson textbook on Eco-
nomics and its subsequent 19 editions. But the data on asset 
value changes highlighted in our chapter 6 argue that the 
liquidity preference theory of the rate of interest does not 
deserve its place in the sun. Arguably, it should be replaced 
by the proposition that – in equilibrium – changes in the 
value of variable-income assets are equi-proportional with 
changes in the quantity of money. After all, in late 2020, 
changes in the value of the variable-income assets held by 
American households were more than 1,000 times larger 
than those in the value of their bonds.

And does it need also to be recalled that the multiplier 
theory in the General Theory is about output in real terms 
and hence in employment? The General Theory is not about 
the determination of the price level and inflation, except 
in its rather miscellaneous penultimate book V. Moreover, 
the final paragraph of book V includes the remark, ‘the 
long-run relationship between national income and the 
quantity of money will depend on liquidity-preferences’ 
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(Keynes 1973: 309). If the phrase ‘liquidity preferences’ 
were replaced – very reasonably – by ‘the properties of the 
money demand function’, the proposition is the same as 
that developed in chapter 4 above. In other words, Keynes’s 
preferred long-run theory of the determination of national 
income and output in nominal terms remained – even as 
he was finishing the General Theory – the inter-war Cam-
bridge version of the quantity theory. Does this amount to 
hatred of the quantity theory?

In any discussion of the behaviour of the price level 
and nominal GDP, and of inflation in both commodities 
and assets, the quantity theory of money remains not just 
relevant, but crucial. The quantity theory of money was 
originally the quantity theory of the value of money, since 
its central message accords with the laws of supply and 
demand. If too much money is created, its value will fall, 
whereas – if an economy becomes short of money – its value 
will rise. The main propositions of the quantity theory are 
fundamental to any analysis of the relationship between 
money and inflation in the 2020s. Not only did supporters 
of the quantity theory score a major forecasting success in 
this period by their early and correct anticipation of the 
inflation surge. They also were able – as shown by the cur-
rent work – to provide a robust theoretical underpinning 
for their prognoses.
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APPENDIX TO CHAPTER 8

The contents of a special e-mail 
sent out on 30 March 2020 on 

‘Money trends in the US in 2020’

Sceptics and critics might say that chapter 8 is all very well, 
and interesting and valuable perhaps. They might also 
object that it has been written after the event and to that 
extent it lacks credibility. The author has therefore decided 
to add an appendix to the chapter, which reproduces much 
of a piece he wrote and distributed on 30 March 2020. This 
was a special e-mail to subscribers to the Institute of Inter-
national Monetary Research, a UK-based research charity 
which he founded in 2014.

Of course no one knows the exact effect of recent official 
decisions on US money growth in the next few weeks 
and months, but it is already evident that a major lurch 
towards monetary expansionism is under way. As just 
noted, my very recent suggestion [in a special e-mail 
about a fortnight earlier] – that broad money growth 
might be in the 10 per cent – 12½ per cent band by 
year-end – is now out-of-date. So much happened in 
the fortnight to Friday, 27th March, that by themselves 
these two weeks may have seen a 4 per cent jump in 

APPENDIX TO 
CHAPTER 8
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the quantity of money, broadly defined. Moreover, this 
jump has occurred before

i.	 the implementation of the massive hand-outs in 
the CARES legislation and

ii.	 the Fed’s indication that it will finance the budget 
deficit on its own balance sheet, if markets are not 
prepared to do so at a low enough level of bond 
yields.

I am reluctant to give too many hostages to fortune, and 
the Fed and other policymakers may have a rethink. 
Nevertheless, it seems entirely possible that by year-end 
US broad money will be 15 per cent – 20 per cent up on a 
year earlier. [The increase in M3 in the year to December 
2020 was in fact 21.7%.] Are there any precedents? In the 
First World War some quarters had similar annual money 
growth rates, while in the Second World War the annual 
rate of M2 growth exceeded 25 per cent in 1943 and was 
also briefly above 20 per cent in late 1944/early 1945. But 
it is otherwise a struggle to find comparable figures in 
the historical record. (In the early 1970s – ahead of the 
notorious Great Inflation – the highest annual growth 
rates of M2 were just above 15 per cent.)

In other words, 2020 may well see the highest growth 
rates of the quantity of money in [modern] American his-
tory, apart from some exceptional quarters in the world 
wars of the last century. Quite probably, money growth in 
2020 will be the highest ever in peacetime.
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% annual growth rate:

M3 Nominal GDP

1960–2018 7.4 6.5

1960–1970 7.7 6.8

1971–1980 11.4 10.3

1981–1990 7.7 7.7

1991–2000 5.6 5.6

2001–2010 7.1 3.9

Eight years to 2018 4.0 4.0

Central to the Institute’s work is the relationship be-
tween the growth rates of money and nominal gross do-
mestic product. For the US the key data are reproduced 
above. [The idea is the same as that behind Table 7 in 
chapter 7.] Notice that since 2006 the Federal Reserve has 
stopped preparing data on M3 and we have had to rely on 
numbers prepared by the economic consultancy, Shadow 
Government Statistics, which draws on banking data in 
the public domain. At any rate, the relationship between 
the two series is clear.

What then will be the consequences of the sharp 
money growth acceleration? When the coronavirus out-
break comes under control (as it surely will), the money 
created by the fiscal and monetary largesse of the last 
few weeks will still be in the economy. We are only a few 
months ahead of the next Presidential election, and nei-
ther senior figures in the administration nor the Fed top 
brass will be in any mood to withdraw the vast money 
stimulus. Inflation is being held down at present by the 
collapse in energy prices, while the annual inflation 
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rates on which the media focus take some time to pick 
up any change in trend. (The increase in prices in the 
year to April 2021 includes the months of April, May and 
June 2020, when inflation pressures may have been very 
different in strength from those in February and March 
2021.)

The money stimulus will cause asset prices to recover, 
and demand and output to grow rapidly, at least for a few 
quarters until bottlenecks are reached. The initial public 
response to the better news will of course be excitement 
and applause, not least because the recovery will be such 
good news after the misery of March 2020. Killjoys and 
skinflints, and defenders of sound money, will be ignored 
in the public debate.

My conclusion is that the US’s economic policy re-
sponse to the coronavirus outbreak will be very infla-
tionary, even if the political situation and lags in the in-
flationary process will make this a concern more in 2021 
(and perhaps 2022) than in 2020. Assuming that money 
growth does reach the 15 per cent – 20 per cent band for a 
few months, the message from history is that the annual 
increase in consumer prices will climb towards the 5 per 
cent – 10 per cent area and could go higher.

In short, the author

•	 forecast in late March 2020 a rise in inflation to the 
5–10 per cent area, to occur in 2021 and 2022, and

•	 said that this rise in inflation was the direct and pre
dictable result of actions taken by the Federal Reserve.
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Readers can decide for themselves whether these words 
constituted a satisfactory prognosis of the inflationary 
ailment that was about to hit the American economy. The 
words were certainly not written with the benefit of hind-
sight, but ahead of the developments they so accurately 
foretold.
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The Quantity Theory of Money:  
A New Restatement
As Covid-19 hit the world’s leading economies, most economists 
– in central banks and elsewhere – expected years of disinflation 
or even falling prices. To counter the supposed risks, policy-makers 
embarked on expansionary measures which caused money growth 
to reach remarkably high rates in spring and summer of 2020. 
In the event inflation soared in the next few quarters. In 2022 it 
reached the highest levels for 40 years in the USA, Europe, the UK 
and elsewhere. 

In this bold new book Congdon laments the widespread forecasting 
failure. From the very start – in late March 2020 – he warned 
both that rapid money growth was to be expected and that it 
would lead to a serious inflation flare-up. In rigorous but accessible 
language, Congdon explains the continuing analytical power of the 
quantity theory of money. As with other inflation episodes in the 
past, the inflation of the early 2020s demonstrated the force of 
Milton Friedman’s dictum that ‘inflation is always and everywhere 
a monetary phenomenon’. 

Tim Congdon is chair of the Institute of International Monetary 
Research (www.mv-pt.org) and a professor of economics at the 
University of Buckingham. 
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