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A reader who has already gone so far as to pick up this volume may be 
presumed to have some curiosity about its advertised subject. A glance at 
the table of contents, however, is enough to alert the reader that the book 
is also a series of intellectual biographies of three professors of economics 
whose names are most likely unknown to the average reader and perhaps 
even to many professional economists. This preface is intended to allay 
the reader's fears that the title is false packaging. The hook is indeed about 
what it says it is about, and the story is indeed told through the biographies of three lives. What then is the link between the two?
As originally conceived, this volume was to be about the development 
of monetary thought in the United States during the period spanning the 
intellectual revolution that organized itself around J. M. Keynes' 1936 
book, The General Theory of Emplovinent, Interest, and Monev. It was not 
to he another hook on Keynes, of which there are many and some of very 
high quality, nor even a book on the American reception of Keynes. Rather 
I meant to write a hook about American monetary thought more generally, taking as my thence the disappearance of a previously rather vigorous 
monetary discussion at about the time of the Keynesian revolution and 
the subsequent "rediscovery of money" in the decades after World War 
II. My interest in understanding this period stemmed from my personal 
dissatisfaction with the current state of monetary economics, which led 
me to search the history of economics for alternative roads not taken.
Though unconventional with respect to my tastes in monetary theory, 
I was at first quite conventional in my conception of the history of economics as simply the history of doctrine. In trying to understand the ideas 
of dead economists, however, I found it necessary to understand the minds 
that had produced those ideas and the problems that had spurred those 
minds into action. As a consequence, rather than surveying the principal professional publications of famous monetary economists, I found myself 
reading all the publications, and as much of the unpublished writing as I 
could find, of a select few economists. My subjects' own writing then led 
me to read also the hooks and articles that they had admired or detested 
and to study histories of the economic events they had been trying to 
understand as contemporaries. Finally, in tracing the intellectual development of each individual mind, I found myself exploring the unfolding of 
a life and the expression of individual character. In short, I found myself 
writing biography.


In writing biography, I Laced the problem of selection. Whom to 
choose? It is clear in retrospect that I was fortunate in my conviction that 
the way to start the story was with Allyn Young. When it came time to 
choose a second subject, and then a third, I inspected the list of potentials 
with an eye for continuing the story that Young's life and work had led 
nee to tell. Choosing Alvin Hansen, and then Edward Shaw, I came to see 
that my story had evolved from one of intellectual discontinuity-the 
disappearance and rediscovery_ of money in economic discourse-into one 
of continuity. It had become the story of the development of a particular 
strand of American monetary thought, one with peculiarly American 
origins in the Wisconsin institutionalist school of Richard T. Ely and John 
R. Commons. As such, it had become the story of the ever anxious relationship between finance and democracy, the story of the evolving tension 
between the money interest and the public interest in American life.
Having begun by looking for an alternative to modern monetary orthodoxy, I found that alternative not on the fringe but at the very center 
of the development of American economics. (Richard Ely was, it should 
be recalled, a founder of the American Economics Association.) Of course 
what was once central is today fringe, and therein lies another story, the 
outline of which is sketched in the Conclusion. Suffice it to say for now 
what the biographical approach makes clear: that economists who came 
out of the institutionalist tradition had certain conceptions about the 
nature of their subject, the research methods appropriate to it, and their 
own role as economists in society. They did not think of themselves as 
actors on a world-historical stage (like Keynes), nor as geniuses who by 
the power of pure thought are able to intuit the eternal laws of the universe 
(as say, Einstein). They were altogether more humble, more life-size, men 
who sought to understand the drama unfolding around them and to do 
their bit toward ensuring a more satisfactory social evolution. They were 
not, perhaps, Great Economists, and therein lies their interest. For bud ding economists of today, these men provide models of possible lives, just 
as their works provide models for a possible economics.


In today's world of globally integrated financial markets, the question 
of the relationship between the money interest and the public interest has 
become paramount, but economics as a discipline has no answer for the 
question on everyone's lips. Indeed, economics hardly recognizes the 
question as falling under its rubric, even as all practicing economists 
recognize, as citizens, that few questions are more important. Whatever 
we may teach in our texts, economists know just as well as everybody else 
that unfettered laissez-faire capitalism is no panacea, and, even more, that 
it is not even a realistic possibility. What keeps economists silent in the 
current turmoil is that we also know that market allocation mechanisms 
are essential to the workings of the complex modern economy and probably also essential to the always perilous maintenance of democratic political forms. The three subjects of this volume knew these truths, and they 
struggled with the tension between them, but they were not silent. For 
economists who pick up this volume, its main lesson may therefore he 
how it is possible to think and speak about what we need to think and 
speak about. Indeed, the life and work of these three men make clear that 
this was one of the main lessons they were trying to teach.
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In writing this book I have received the greatest help from my three 
subjects thenmselves, whose writings, both published and unpublished, 
provide the best window on the working of their minds. My primary 
method has been to read the lifework and then reflect on the kind of man 
who could leave such a corpus. For application of this method, I am 
indebted to the careful preservation efforts of archivists such as Harley 
Holden at Harvard University and Susan McGrath at the Brookings 
Institution. Without them, this book would not have been possible.
Former colleagues of my subjects have also generously provided their 
own memories and perspectives. Sometimes my reading of the work has 
led me to place the emphasis differently than I have been urged by even 
close colleagues. I have found that eyewitness testimony is often more 
useful for the puzzles it poses-how could two people see such different 
things?-than for those it resolves, but it is useful nonetheless. Also helpful 
were the many kind words of encouragement, which I tended to take as 
proxy for the approval of my subjects themselves. I and especially indebted 
to Lauchlin Currie (now deceased), who generously commented on an 
early version of the Young chapters. On the Hansen chapters, many informants deserve thanks: Paul Sweezy, Charles Kindleberger, Paul Samuelson, Robert Solosy, Barbara L. Solosy, Eli Ginzberg, Franco Modigliani, 
John Kenneth Galbraith, James Duesenberry, and James Tobin. On Shaw, 
whose writings were especially sparse, I and particularly grateful for the 
help I received from Maxwell Fry, Ronald McKinnon, Kenneth Arrow, 
Allen Wallis, Milton Friedman, Walter Salant, Melvin Reder, Alain Enthoyen, John G. Gurley, Hugh Patrick, and David Cole.
In addition to colleagues, family members provided helpful impressions 
and documentation. In all three cases, I came away impressed by the burden that an intellectual life places on a family, a burden that is particularly hard to bear because of the inaccessibility of the work. By helping families 
understand what the sacrifices helped achieve, I hope I have repaid some 
of the debt I owe for the confidences shared. My thanks to Allyn Dorr, 
Marian Hansen Merrifield, Mildred Hansen Furiya, and Elizabeth Shaw.


One of the pleasures of writing this book has been my discovery of 
the community of historians of economic thought, whose writings have 
helped me with critically important context and whose confidence in the 
importance of the project has sustained me. My thanks to David Laidler, 
Roger Sandilands, Charles Blitch, Walker Todd, Donald Moggridge, 
Craufurd Goodwin, Don Patinkin, William Barber, Phil Mirowski, and 
David Colander. Closer to home, I learned much from conversations with 
my senior colleagues Albert Hart, Robert Mundell, and Andre Burgstaller. 
Most significant has been the constant intellectual support and stimulation 
provided by Duncan Foley, who originally encouraged me to write the 
book and who provided its title. Herbert Sloan read the entire manuscript 
with an eye toward historical and punctuational accuracy.
Finally, my thanks to the one who has personal experience bearing 
the burdens of this particular intellectual endeavor. With thanks for 
your steadfast support and courage in trying times, I dedicate this volume 
to you.
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The development of American monetary thought since World War I cannot be fully understood without an appreciation for its origin in the prewar 
Progressive tradition. Most important, the Progressive tradition gamed 
the central question for American thinkers: What is the proper function 
of the monetary system in a democratic society, and, more specifically, 
how can the money interest be aligned with the public interest? Today we 
are suspicious of anyone who claims to speak for the public interest, and 
we find it difficult to access the Progressive mind with its sense of high 
moral purpose and personal responsibility for the public good. So grownup are we, that we shake our heads in sad bemusement at the na7vete of 
the Progressive ambition to mediate between plutocracy and the organized forces of labor, an ambition informed by an apparently childlike belief 
in the force of persuasion in a world of power politics. Nevertheless, it is 
just such a mind that we must enter if we are to understand ourselves, 
for much that we think we know we have in fact inherited from our 
forebears.
To the Progressive mind, there was clear common interest in economic 
growth and in a more equitable distribution of the fruits of that growth 
(Hofstadter 1955; 1)awyley 1991). In the past, the competitive free enterprise system had served as the best guarantor of this common interest, 
and the public interest had been best served by defending the free enterprise system against encroachment by big business and big finance. The 
central problem the Progressives faced was how to implement their vision 
of the good society in a world that was being transformed by urbanization 
and industrialization. Big business, big finance, and big labor were creating 
a world increasingly distant from the small-business, small-town ideal. In 
such a world, defense of competitive free enterprise seemed anachronistic, 
but there was no clear alternative. There was a real question whether de mocracy and individual freedom could survive the new economic organization, and the Progressives devoted themselves to the practical task of 
ensuring that survival. Their task was to figure out how the threatening 
new economic institutions could be made to work for, rather than against, 
the public interest.


A central concern was money. In the Progressive mind, money conjured 
up a vision of Eastern banking interests whose apparent stranglehold on 
credit, both its availability and its price, amounted to a stranglehold oil 
small businesses and farms throughout the land. It was had enough that 
credit always seemed to be tightest just when farmers needed it to move 
the crops. Even worse were the periodic monetary gluts and shortages 
that seemed linked to speculative boons and panics. The establishment 
of the Federal Reserve System in 1913 was a Progressive measure intended 
to mediate between the interests of credit providers (New York plutocrats) 
and credit users (Western farmers and small businesses) (Friedman and 
Schwartz 1963; Timberlake 1993). The captive of neither interest, the 
Fed was supposed to operate in the public interest. Its founders reasoned 
that the best way to align the money interest with the public interest was 
to create a new public institution and to endow it with controls over the 
money interest. In so doing, in effect, they accepted big finance as a 
permanent fixture on the American scene. Overcoming their fear of central 
banking as a force that might enhance the power of big finance, Progressives instead embraced central banking as a force that might control that 
power.
The Fed was barely established before it was called upon to help finance 
World War I, a function never envisioned by its founders. Under the 
leadership of the Fed, the federal government used the banking system as 
a distribution network for the war debt, and in so doing transformed banks 
from commercial lenders into security dealers. Asa consequence, when 
the war ended, the Fed was charged not only with its original de jure task 
of regulating the flow of credit but also de fitcto with the additional task 
of regulating securities markets. It faced these tasks with little in the way 
of guiding principles save the admonition to operate always in the public 
interest. There was, of course, no shortage of suggestions from interested 
parties, but among the various voices it was difficult to pick out any that 
spoke for the public interest. For counsel, the Fed turned instead to its 
own fledgling internal research department and to outside, disinterested 
voices in academia.
Academics had played a central role in the progressive movement from the very beginning. At the University of Wisconsin, economists Richard 
Ely and John Commons had been advising the reform government of 
Robert La Follette; at the same time they were training a generation of 
students to go forth and do likewise (Lampman 1993). The useful service 
provided by academics during World War I helped spread further the idea 
that the research skills of academics were of practical use to the wider 
public. Reform-minded scholars seized the chance to go beyond dreams 
of a better world and to take part in actually shaping it.


The interwar years began then with a new role for social scientists as 
"service intellectuals," with the high moral purpose of serving not power, 
but the public interest (Smith 1994; see also Furner 1975). Though the 
Progressive movement had faded as a political tendency, its influence 
remained. Intellectuals who mourned the waning of the public movement 
could and did find solace, and useful lives, in service to the institutions 
that the Progressive movement had established. Indeed, in one sense the 
waning of the public political movement was a relief, opening up as it did 
the possibility of a more neutral and objective stance. It simply had to be 
easier to engage with institutions that were explicitly dedicated to the 
public interest than it had been to engage the particular interests of 
borrowers and lenders, farmers and bankers, organized labor and the 
plutocracy.
Economists who sought to serve the public interest by studying money 
and finance no longer had to walk a political tightrope, but they still faced 
a rather tricky intellectual high-wire act. Simply put, the intellectual inheritance of monetary theory was itself largely comprised of more or less 
sophisticated special pleading for one interest or another. It was necessary 
to pick through and reformulate this material from the standpoint of the 
general interest, all the while resisting the lure of serving as spokesperson 
for any particular interest. More specifically, it seemed necessary to carve 
out an intermediate position between the quantity theory of money on 
the one hand, which was associated with Populism and the borrowers' 
interest in inflation, and the anti-quantity theory of money on the other 
hand, which was associated with the money interest. The intellectual 
challenge of doing so was all the greater because, even outside the specifically American context, monetary thought was (and is) divided similarly 
into two opposing traditions.
Why two traditions in monetary thought? From an analytical standpoint, the answer is that each refers to a different world of money. Even 
in preindustrial capitalist economies, described so well by Fernand Braudel (1982) in his magisterial Wheels of Commerce, there is the world of the 
local retail market, where the typical money is coin; and there is also the 
world of intermarket wholesale business, where the typical money is credit 
of some sort. Theories of money fall into two broad classes depending on 
which world of money they take as the primary object of study.


What is perhaps the dominant tradition starts from coin and the world 
of retail trade and develops along the lines of what has come to be called 
the quantity theory of money. One of the great insights of the quantity 
theory is that money serves in exchange as a mere token, from which it 
follows that there is no practical need for the physical substance of money 
to be of intrinsic value, nor is the concrete substance of money relevant 
for determining the value of money. Practically speaking, paper money can 
do the job just as well as gold coin and without the expenditure of scarce 
social resources (for mining, refining, and minting). All of which begs the 
theoretical question, What determines the value of money? The answer in 
the quantity theoretic tradition is, The quantity of money. Double the 
quantity of money, whether that money be gold coin or paper, and you 
halve the value of each unit of money. The logic follows from the idea 
that money is a token. Increasing the number of tokens does nothing to 
increase the quantity of goods represented by the tokens, but merely 
diminishes the fraction of social output represented by each token.
Throughout the history of economics, running in parallel with the 
quantity theoretic tradition, there has always been a second tradition that 
starts from credit and the world of wholesale trade and develops an 
alternative credit theory of money. One of the great insights of the credit 
tradition is that money is the highest form of credit. Credit is a promise 
to pay at some time in the future, and the quality of a particular credit 
depends both on what is promised and on the credibility of that promise. 
In a world where gold circulates to make payments (i.e., gold is money), 
a credible promise to pay gold on demand is (also) money, at least 
potentially. If the quantity of gold coin is insufficient to make all transactions, then promises to pay gold on demand are available to be pressed 
into service. After the highest quality credits (e.g., bank notes) have been 
mobilized, there is a hierarchy of somewhat lower quality credits available 
for service as well (e.g., bank deposits and bills of exchange). All of which 
begs the theoretical question, What determines the quantity of money? 
The answer in the credit theoretic tradition is, The demand for money. If 
the demand for money exceeds the quantity currently available, then the 
next quality of credit is called into service. If the demand for money falls short of the quantity currently available, then the lowest quality of credit 
being used as money falls out of service. In the credit theoretic tradition, 
money supply adjusts to money demand.


The two worlds of low finance and high finance are, of course, intertwined, particularly as economies become more financially developed, but 
any individual's comprehension of the system depends to a large degree 
on whether his or her own experience is primarily in one world or the 
other. Historically, the experience of price instability in the world of low 
finance (e.g., falling commodity prices) brings forth proposals formulated 
in quantity theoretic language that the monetary authority should stabilize 
prices by controlling the quantity of money. Likewise, experience of price 
instability in the world of high finance (e.g., falling security prices) brings 
forth proposals formulated in credit theoretic terms that the authority 
should stabilize prices by controlling the quantity of credit. In any historical period, disagreement between the two worlds both about the objective 
of intervention and about the appropriate instrument of intervention is 
the stuff of monetary debate. Underlying that practical debate, and only 
occasionally emerging into the light, is the more fundamental debate 
about what money is and how the monetary system works. At each 
historical conjuncture, the practical debate is resolved and some policy or 
other is adopted. But the more fundamental debate never ends because 
each tradition of monetary thought enjoys its own natural constituency, 
where it continues to survive regardless of the resolution of the practical 
debate.
From this standpoint, what is most interesting about the monetary 
theory that emerged out of Progressivism is its attempt to stand between 
the two worlds of finance and the two traditions of monetary thought. 
The ambition of the intellectual project was mooted by the political 
project of balancing the interests that emerge from the two worlds-the 
borrower's interest and the creditor's interest. The urgency of the intellectual project was heightened by the need to offer guidance to the 
newborn monetary authority on exactly how to carry out its mission of 
managing money in the public interest. Using the two traditions of 
monetary thought as raw material, American economists sought to construct a theory that would fit the relationship between the two worlds of 
money in their own time, according to the mores of the scientific community with regard to what constituted a "fit."
The intellectual challenge of constructing monetary theory in the decades after World War I was increased by rapid change in the organization and operation of the monetary system, as well as change in the scientific 
mores of the economics profession. War, then depression, then war again 
transformed the economic system. Meanwhile, the statistical revolution, 
then the Keynesian revolution, then the Walrasian revolution transformed 
economists' sense of what counts as explanation. Not surprising, the decades from 1920 to 1970 were a time of enormous intellectual disequilibrium on the subject of money. If the period has yet to find its historian, 
the reason must be put down to the difficulty of identifying a stable 
position from which to tell the story. My strategy for making sense of this 
confusing period has been to view it through the eyes of three individuals 
from three successive generations of academic economic thought about 
money. The three intellectual biographies are linked not only by the common theme of understanding money but also by the Progressive tradition 
that informs the question all three ask about money, namely, How can the 
money interest be aligned with the public interest?


The Progressive tradition, and more specifically the school of American 
institutionalism which was the form taken by Progressivism in the economics profession, provides the needed stable point for revealing the 
post-World War I decades as a time of great intellectual fertility, not just 
confusion.' My choice of Allyn Young, Alvin Hansen, and Edward Shaw 
as subjects was directed not so much by the desire to choose particularly 
representative or influential figures, though to the extent that Progressivism was and remains central to American thought, they were each representative and influential in their own way. Rather I looked in each generation for the most significant engagement of the Progressive mind with 
the monetary events of the time. The difference among Young, Hansen, 
and Shaw is, therefore, an index of the changing times in which they lived 
and the changing scientific community within which they worked. The 
history of American monetary thought that emerges is, therefore, also in 
part a history of the evolution of the monetary system from a system of 
commercial banking to one in which public credit, household credit, and 
a large array of non-bank financial intermediaries play an essential role. It 
is also in part a history of the evolution of the economics profession from 
a branch of moral philosophy defined by its subject matter to a science 
with its own characteristic set of research methods.
Most important, however, the intellectual biography of these three men 
is a story of the continuing power and flexibility of the American institutionalist tradition of economic analysis. On the one hand, institutionalism 
helped these men cope with rapid economic change because they under stood the economy as a dynamically evolving complex system, created by 
people and so potentially controllable and even perfectible by the actions 
of people. On the other hand, institutionalism helped them adapt to 
changing scientific mores because its open analytical architecture proved 
capable of accommodating not only the insights of English political economy but also those of continental business cycle theory and general equilibrium theory. The story of Young, Hansen, and Shaw is the story of 
the construction of American economics, an intellectual structure whose 
bricks may be largely of foreign manufacture but whose frame is indigenous, much like the architecture of American society itself.


The suggestion that Young, Hansen, and Shaw represent the continued 
engagement of the Progressive mind long after the Progressive movement 
had disappeared requires perhaps sonic explanation. The simplest answer 
is that the material conditions that had given rise to the Progressive 
worldview continued to exist in shrinking pockets of American life. All 
three men grew up in small-town, even rural, settings imbued with the 
Protestant value of individual responsibility for the common good; and 
two of them received their training at Wisconsin, then the bastion of 
American institutionalism. All three chose to build on their economics 
training by becoming devoted teachers, in the belief that education could 
be a powerful tool for social improvement. All three were at heart reformers, not just because they saw reform as the best defense of the American 
economic system but also because, however good the American system 
might be, they ahvays felt it could he better. All three took socialist ideas 
seriously as an indication of those aspects of the current system most in 
need of reform, but they rejected revolutionary change in favor of evolutionary reform. Specifically, they rejected the Marxian idea of inevitable 
class conflict as the motor of history and embraced instead the Hegelian 
pragmatism of John Dewey, according to which history is about solving 
social problems.
Like Dewey they embraced not only a pragmatic philosophy of history 
but also a conception of the scientific method of the social sciences as one 
of engaged inquiry. As institutionalists all three were empiricists, and their 
best work arose out of statistical research: Young collected and analyzed 
U.S. banking statistics, Hansen built on Simon Kuznets' work on national 
income accounts, and Shaw built on Raymond Goldsmith's studies of 
financial intermediaries. They were, however, not only empiricists. Each 
developed his own theoretical ideas in critical engagement with some 
foreign analytical tradition: Young worked in the tradition of Alfred Mar shall and English political economy, Hansen worked within the continental business cycle tradition, and Shaw struggled to express his ideas within 
the tradition of Walrasian general equilibrium theory. In each case, the 
foreign tradition was not so much a substitute for-or escape from-native 
American institutionalism as it was a more powerful language for expressing insights gained in the traditional way.


The Deweyan conception of the scientific method gave these economists permission to allow their value orientation to guide their scientific 
studies, but it gave them something else as well. The three lives outlined 
in this volume are all examples of how engaged research can also be 
superlative science. All three were interested in aligning the money interest 
with the public interest, and to do so they had to understand how money 
works. Suggesting ways to improve the operation of the monetary system, 
their contribution went beyond that of mere technical advice. In a democracy it is not enough simply to align the money interest with the public 
interest; the interests must be seen to be aligned. In this respect, each of 
the three contributed to our modern conception of democracy as a form 
of society that is compatible with the continued existence of the powerful 
forces of big business, big finance, and big government.
In settling for themselves the question how the modern economy could 
be compatible with individual freedom and democracy, they helped us to 
settle the question for ourselves as well. Allyn Young defended the central 
banking powers of the Federal Reserve against its contemporary critics 
even as he explained big business as the form taken by economic progress 
in his time. Similarly, Hansen, responding to those who saw Roosevelt's 
New Deal as an encroachment on freedom, explained the integral role of 
big government in modern democracy. Finally, Shaw explained the newly 
powerful financial intermediaries not as a new threat to freedom but rather 
as the essential financial infrastructure for the modern economy. As institutional economists, all three believed that the future is made by human 
action and directed by human intent. By helping us envision a democratic 
future that nonetheless embraces big business, big government, and big 
finance, they helped make that future come about. In this regard, they 
must be recognized not only as economists and social scientists but also 
as good citizens and guardians of the public interest.
It is perhaps because they strived to make their contribution as citizens 
in a democratic society first, and only second as economists in a professionalized science, that their contributions in the latter respect have been 
misunderstood and underestimated. Because they believed in the power of education to change the world, they wrote textbooks. Because they 
believed that engaged inquiry was the essence of science, they wrote about 
the social problems of their time. Because they conceived of economics 
as the theory of a historically specific "business civilization," they made 
no glamorous universal claims for their own ideas. Because in a business 
civilization it is not the economist but the businessman who stands as 
"exemplar of the unity of theory and practice" (Westbrook 1991, 51), 
they sought to speak and listen as much to the business community as to 
the community of their fellow economists. They adopted these intellectual 
strategies as a way of doing science as they understood it. In order to 
understand their scientific contributions, it is necessary to understand 
these men on their own terms, terms apparently rather different from 
those now dominant. Understanding them as good citizens, it becomes 
possible to understand them also as good scientists.
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Allyn Abbott Young was born in Kenton, Ohio, on September 18, 1876, 
the oldest of three children born to Sutton E. Young and Emma Matilda 
Stickney.' Allen's parents both came from old New England stock; both 
had attended small denominational colleges in Ohio (Hiram College and 
Oberlin College, respectively); and, at the time of Allyn's birth, both were 
schoolteachers. When Allvn was five, his family moved to Sioux Falls, 
South Dakota, where his father served as superintendent of public schools. 
Young's lifelong love of learning and intellectual pursuit probably began 
as an escape from the isolation of small-town life on the frontier, following 
perhaps the example of his parents. His interest in monetary economics 
could easily have begun at his family's dinner table, as his father was an 
avid supporter of the Free Silver movement. In 1890, when Allyn was 
only fourteen, the family returned to Ohio, and Allyn enrolled in Hiram 
College, graduating in 1894 at age seventeen. In his final year, he studied 
political economy using a new text titled Outlines of Economics written by 
the great Wisconsin institutionalist economist Richard T. Ely (1893).
After four years working as a printer, Young entered the University of 
Wisconsin in 1898 to study economics under Ely, with minors in statistics 
and history. While a graduate student, lie spent a year at the Bureau of 
the Census in Washington, D.C., where he net Professor Walter F. Willcox of Cornell University, as well as fellow students Wesley Clair Mitchell 
of the University of Chicago and Thomas S. Adams of Johns Hopkins. 
These men became his closest lifelong friends and colleagues. Back in 
Wisconsin, Young wrote a dissertation titled "A discussion of age statistics" using data collected during his year at the Census. He graduated in 
1902.
Though he easily could have returned to fairly well-paid and secure 
government work, Young chose the life of a professor, a career that by comparison was relatively ill-paid and insecure. He spent the first decade 
of that career at a succession of unsatisfactory jobs (Western Reserve 
University in Cleveland, Dartmouth College, Stanford University, Washington University in St. Louis), interspersed with occasional visiting positions at more satisfactory institutions with no permanent opening (Wisconsin, Harvard). Young made good in every job, but always something 
was not right: an overly intrusive or unsupportive administration, inadequate library resources, lack of advanced graduate teaching, or a teaching 
schedule outside Young's own intellectual interests. It was not until he 
arrived at Cornell University in 1913 that Young found a position suited 
to his talents and intellectual ambition. Soon thereafter, his wartime 
activities as chief of the Division of Economics and Statistics of the 
American Commission to Negotiate the Peace brought wider recognition 
and a move to Harvard University in 1920. In 1927, Young accepted a 
three-year appointment at the London School of Economics (LSE) as the 
successor to Edwin Carman, and so became the first American economist 
appointed full professor in England. In London Young was at the height 
of his powers and only fifty-two years of age when an attack of influenza 
developed into pneumonia. He died on March 7, 1929.


Young was joined in his academic wanderings by his wife, Jessie Bernice 
Westlake, the daughter of a local Madison businessman, whom Young met 
while a graduate student. Soon after their marriage in August 1904, her 
eyesight began to fail, and by the time the Youngs moved to Harvard, she 
was completely blind. Nevertheless, they had a son Jack and took on the 
responsibility of caring for Jessie's father, John Westlake, in his old age. 
Furthermore, when Jessie's brother, Jack Westlake, died in San Francisco 
in 1921, leaving two children orphans, the Youngs brought Grace (five) 
and Bromby (three) to Cambridge and raised them. With all these responsibilities, Young often found himself strapped for money. He never owned 
a house, and even at Harvard he rented at 6 Hilliard Street. His untimely 
death left his family impoverished. Harvard's President Lowell had to 
make special provision for a pension for Young's wife because Young did 
not have the thirty years' service required to collect from the Carnegie 
pension plan which then covered college and university professors.
Young balanced his scholarly commitment with family responsibility by 
focusing his publishing efforts where they would add something to his 
income. This goes sonic way to explain why so much of Young's scholarly 
contribution is buried in the various editions of the textbook Outlines of 
Economics (Ely et al. 1908, 1916, 1923), in articles for Encyclopaedia Bri tannica (1929b) and the Book of Popular Science (1929d, 1929e), and in 
introductions to books he edited for Houghton Mifflin, among them two 
additional textbooks, Economics for Secondary Schools (Riley 1924) and 
Principles of Corporation Finance (Reed 1925). It is important to emphasize, however, that though his publication outlets were chosen with an 
eye to making money, the content was always carefully crafted and represented Young's considered views. Most significant, with each revision of 
Outlines, Young reconsidered the fundamentals of economics and rewrote 
the central theoretical chapters to reflect his own changing views. He made 
a virtue of necessity, as he wrote to Ely: "A good textbook is a more 
creditable scientific contribution than the average routine monograph 
embodying the results of special research. That may not be true in other 
fields, but I believe it is distinctly true in economics."2


Allyn Young was a man driven by the tension between his genius for 
understanding the world as a developing organic whole and his need to 
analyze that world in order to reform it. He wrote to his former student 
Frank Knight: "You simply cannot get anywhere if you begin with a world 
made up of parts. The thing one has to explain is not synthesis, but 
analysis, not that of putting the world together, but of separating it into 
parts."; Though Young was drawn to economics by the promise of its 
analytical methods, his sense of the unity of phenomena made it difficult 
for him to sustain the abstractions that make analysis possible. Similarly, 
though he was drawn to statistics as a method for constructing a picture 
of the whole from scattered clues about the parts, his sense of the historical 
flux underlying quantitative measures made him reluctant to draw generalizations from the data. A gifted editor and critic, able to help others see 
the broader implications of their narrow researches, he found it difficult 
to narrow his own focus. His interest was naturally drawn to the most 
fundamental questions within economics because they have the widest 
ramifications.
Young's characteristic method of work seems to have developed from 
his attempt to balance his sense of the world with the practical need to 
put something down on paper. In 1907 he wrote to Ely to explain why 
the textbook revision was taking so long: "[I]t is quite impossible for me 
to block out chapters in advance of writing them, or to pursue any other 
quasi-mechanical process. I work out the thing as a related whole, by 
mulling it over, and by writing down particular points that occur to me. 
When I get the thing in satisfactory shape-(which means, when I have 
to put the work into shape!)-the actual work of construction is a matter of only a few days."4 Young's Harvard colleague Edward Mason captured 
something essential about Young when he characterized him as "more a 
poet than an economist" (Mason 1982, 412). As does the poet, Young 
seems to have used the craft of writing as a practical discipline to harness 
his aesthetic sensibility. It is perhaps significant that, while serving as 
secretary of the American Economic Association in 1920, Young became 
its first representative to the American Council of Learned Societies Devoted to Humanistic Studies. For Young, economics was, like art or music, 
a humanistic discipline, a chapter of the general record of human striving 
to understand and to overcome the worldly condition.


Unlike poetry, which W. H. Auden says "makes nothing happen," 
Young hoped his own work would advance the general social interest. In 
choosing the life of the mind, he sought not only to serve the eternal 
cause of knowledge but also to serve the highest and permanent interests 
of contemporary society. He took for granted that advance of knowledge 
was in the general interest, not only because of the general interest in 
understanding but also because of the general interest in wise action informed by understanding. For all Young's unworldliness, his counsel was 
regularly sought and generously given on the most practical of matters. 
He advised the Massachusetts Committee on Pensions, Hoover's Unemployment Conference, the Department of Census and the Federal Reserve 
Bank, the War Trade Board, the American Commission to Negotiate the 
Peace, and the League of Nations. It was important work, and he devoted 
himself to it when asked, but he was always eager to return to the 
scholarship that was his main love.
As secretary of the American Economic Association's Committee A on 
Academic Freedom and Academic Tenure, Young penned a defense of the 
scholar's life that reveals what that life meant to him:
The man who chooses to enter academic work turns his back upon 
the field of competitive struggle with its chances of golden success. 
His probationary period successfully passed, he enters upon a career 
in which there is little chance of large pecuniary reward, but which 
gives, or ought to give, the fair certainty of a livelihood ...
Freedom from time-serving, from the necessity of shaping one's 
work so that there shall he tangible and frequent evidence, no matter 
how slender, of one's power of scholarly productivity, freedom to 
plan one's life around some important investigation calling for pro longed and patient research, freedom from any temptation to sycophancy, freedom for true institutional loyalty,-is it not clear that 
these are large things, and that the possible abuses of security of 
tenure are, in comparison, small things?'


A natural scholar in the way that another person might be a natural 
athlete, Young rationalized his attraction to the most fundamental problems of his science by arguing that progress on those problems would in 
the long run have the greatest social impact. He wrote: "It is a commonplace that in the history of the physical sciences the most fruitful and, 
in a sense, the most `practical' researches have been those which have 
been free from the hampering specifications which immediate and particular problems impose. In economics as in economic life it is likewise true 
that roundabout methods have often proved to be the most productive" 
(1925d, 160). On the surface a case for basic research, the passage can 
also be read as Young's assessment of his own career, a career that in 1925 
he felt was just beginning to produce output commensurate with his long 
years of intellectual investment.
For most of his life, Young focused his attention not so much on 
extending economic analysis, but rather on synthesizing and reformulating 
the economic analysis that already existed. He seems to have viewed the 
task of the budding economist, much like the budding artist, as mastering 
the legacy of those who came before, and only then adding his own page 
to the permanent record. By understanding the underlying assumptions 
and frameworks that give rise to differing economic theories, Young hoped 
to uncover an analytical picture of the economy as a whole that would 
match his own intuitive sense of it. His urge to synthesize showed itself 
clearly when he wrote: "Nothing which has received support for long is 
ever entirely wrong. `Rival' theorists are generally both right, except when 
denouncing the other" (1929c, 99).
In his exploration of the terrain of economics, Young found a map 
missing one of the most obvious and everpresent features of the modern 
economy, namely, its monetary character. Sustained work on this glaring 
lacuna was delayed by the demands of Nvar and its aftermath, but as soon 
as he was free, Young began pulling together the mass of statistical data 
on banking in a series of articles beginning in 1924, articles collected in 
his Analysis of Bank Statistics for the United States (1928b). Young viewed 
this material as the essential source of new facts ready to be woven into the general fabric of economic knowledge, and he looked forward to his 
years at the LSE as an opportunity to write a comprehensive treatise on 
money.


It was not to be. It is tempting to speculate on how the course of 
economics might have been altered had it been Young rather than John 
Maynard Keynes who published a Treatise on Money in 1930. However, 
knowledge of Young's character and method of work makes it certain that, 
even had Young survived, Keynes would have published first. Furthermore, it seems highly likely that the competing demands on Young's time 
as a consequence of the worldwide depression of the 1930s would have 
kept him from the kind of sustained effort such a treatise requires. No, a 
systematic treatise probably was not in Young's future, and Young's enormous personal investment probably was fated never to yield correspondingly large personal returns. Social returns, of course, are quite a different 
matter.
In 1923, weighed down by the oppressive demands of his new job at 
Harvard, Young briefly considered accepting an offer to return to Cornell 
as Dean, and he wrote to his most intimate friend T. S. Adams for advice. 
Adams encouraged him to stay at Harvard: "I am doubtful whether you 
(and I also) are ever going to publish much in economic science, but that's 
not conclusive about a big scientific career. Remember Lord Acton. You 
can do your work through your students, occasional articles, etc... public 
service."6 The reference to Acton, who never completed his masterwork, 
"History of Liberty," was both apt and strangely prescient. Despite his 
failure to complete a systematic treatise, Young did have a big scientific 
career, and he died while his influence was still growing. He is remembered today as an influential teacher whose most famous students were 
Frank Knight and Edward Chamberlin, and as the author of a single 
famous article (1928h).
Young was that rare type of scholar whose bond with his field of study 
comes close to love, and who finds his life's meaning in devotion to its 
service. Young loved economics, and for that his fellow economists, both 
students and colleagues, loved him. Keynes himself wrote to Young's 
widow: "His was the outstanding personality in the economic world and 
the most lovable" (Butch 1983, 22). But it was William Beveridge who, 
in his funeral address at the Church of St. Clement Danes, best summarized the lessons of Young's life: "[ H low simple and gentle is greatness, 
how compelling a mistress is science, how power and affection come to 
those who seek only service" (Beveridge 1929, 3).


Richard T. Ely and English Political Economy
Richard T. Ely was the most important early influence on Young's intellectual development, and Ely's influence continued throughout Young's 
career. After graduation, Young helped with the revision of Ely's The Labor 
Movement in America (1905), a task which led to further work revising 
Ely's textbook, Outlines of Economics (1908). Subsequently, Young's criticism and editorial advice also helped shape Property and Contract (F,ly 
1914), which Young considered to be Ely's magnum opus. Finally, Ely felt 
sufficient confidence in Young to pass the torch: "To be frank, I must say 
that I feel an increasing personal attachment to you and that I have a 
growing respect for your capacity. I think in our crowd that we all have 
to look up to you on account of your intellectual gifts. From 1914 to 
1920, Young served as secretary of the American Economics Association, 
the professional organization whose formation Ely had initiated in 1886. 
For the 1916 textbook revision, Young served as editor-in-chief.
Educated in Germany in the methods of the German historical school, 
Ely spent his early career at the Johns Hopkins University, which had been 
established on the German model. He came to the University of Wisconsin 
in 1892 as head of the new interdisciplinary School of Economics, Political 
Science and History." The new school emphasized the historical method, 
but its mission included training for public careers as much as for the 
advance of knowledge. As such, Ely's School was the origin of what came 
to be called the Wisconsin Idea, the idea that faculty and students at the 
University would serve as expert advisors to state policvmakers." From his 
base at the University, Ely's interest in reform and social improvement, 
which stemmed from his deep Christian beliefs, made common cause with 
the progressive state government of La Follette and his successors.
Ely taught that the purpose of science was to give people wisdom and 
sense for the conscious improvement of their environment, and the special 
purpose of economic science was improvement of the economic environment. The agent of that improvement was the active state-"society acting 
through government"-and economic science was therefore properly oriented toward providing expert advice to the state. In Ely's view, the active 
state was no obstacle to liberty. Quite the contrary, Ely understood state 
intervention as the way that society safeguards each individual's power to 
act freely. "True freedom is not merely the permission but the power to 
act freely.... Liberty, to be effectual, is found to require mutual limitations" (Ely 1893, 42, 53).


Ely taught further that economics, the science of economic life, was but 
a "branch of sociology" (p. 82), the general science of society, and that 
sociology itself was only one of the human sciences which also include 
religion, literature, and art. Economics is distinct from the other human 
sciences by virtue of its subject matter-"the wealth-getting and wealthusing activity of man" (p.83)-but has in common with the other sciences 
the general subject "Man in Society... in Process of Development." Like 
the other human sciences, economics must allow for the many sides of 
human life and the manifold motives of human action, not just the individualistic and rational ones. Also like the other human sciences, economics must be adaptive; current social arrangements are historically specific 
and bound to change. The importance of the historical method lies in its 
ability to reveal both the complexity and the evolutionary character of 
human society. Understanding the evolution of the past would, Ely hoped, 
yield insight for active social control of future social evolution. Ely's own 
Property and Contract (1914), for example, concerned the way the evolving socioeconomic order, in particular the evolving institutions of private 
property and contract, affects the evolving distribution of wealth.
Young's writings show the pervasive influence of the Wisconsin Idea 
most clearly in a graduate seminar paper on the administration of public 
lands10 and also in his early professional writings on utility regulation 
(1914b, 1914c), anti-trust legislation (1915b), tax reform (1915a), and 
income distribution (1916, 1917). More generally, Ely's influence comes 
through in Young's conception of economics as "a science which is concerned with the communal problems of economic life" (Young 1929b, 
115). For Young, as for Ely, a truly laissez-faire economics was inconceivable because economic science arises from the fact that economic life is 
"imperfect enough to give point and purpose to such an analysis" (1929b, 
133). Economics is concerned with the communal problems of economic 
life. It follows, furthermore, that a value-free economic science is inconceivable because the perception of a situation as problematic, and so worth 
analyzing, arises from values."l A communal problem is a situation that 
appears problematic from the perspective of communal values, namely, the 
common interest in increased wealth and more equal distribution. It is in 
solving these communal problems that economics is useful to the broader 
community. "Above the economic man stands the political man, free to 
limit and define the field of the economic man's activity, to impose conditions upon him, to prevent him from doing certain things, to encourage 
him to do others" (Young 1927f, 4).


Young's sense of society as a developing organic whole also owes much 
to Ely, and he was deeply influenced by Ely's historical method. That influence is most apparent in Young's study of anti-trust legislation (1915b), 
which is clearly modeled on Ely's Propcrty and Contract (1914). Less obvious, Young's adoption of the statistical method for his dissertation 
should be understood as an attempt to extend Ely's historical method into 
more quantitative directions. That document makes clear that the census 
age tables captured Young's imagination for the picture they presented of 
"the ever-changing character of the population" (1904, 9). That his early 
interest in age statistics (1900, 1901, 1904, 1905, 1906, 1909, 1910a) 
continued into his mature work is evidenced by his study of the "Aged 
Poor of Massachusetts" (1926c), a study intended as background for 
proposals to establish a state-wide old-age pension scheme. Young's appreciation of Willford King's statistical study of the distribution of income 
and wealth (1916), his advocacy of more systematic governmental data 
collection (1918), and his laborious compilation of bank statistics (1928b) 
are all evidence of the value Young continued to place on the statistical 
method.
Finally, like Ely, Young was a progressive, albeit a progressive of the 
next generation. Pro-labor in the sense of Adam Smith-agreeing that a 
higher standard of living is the true goal of economic developmentYoung supported the closed shop but was not otherwise pro-union. 
Anti-trust in the interest of protecting competition, Young was nevertheless pro-business in the sense that he traced the vitality and dynamism of 
the economy to the profit motive. Distressed by the worsening inequality 
of income distribution, Young nevertheless saw the problem as a temporary stage caused by rapid technological development (1917). Although 
no advocate of laissez-faire, Young was no socialist either, on the grounds 
that socialism would inevitably require more state intervention than was 
compatible with liberty. In his political beliefs, Young was a progressive 
in much the sense that someone like Herbert Hoover was a progressive.
Though deeply influenced by Ely, Young was more than just a loyal 
son of Wisconsin. A second important early influence on him was the 
theoretical tradition of classical English political economy. In the 1908 
revision of Ely's text, Young already sought to balance the contributions 
of his institutionalist co-authors with the economic theory of David Ricardo, William Stanley Jevons, and Alfred Marshall. The revised text still 
insisted that the categories of economics are historical in character, but it 
took the categories of English political economy as the appropriate starting place for analyzing the current historical stage of economic evolution. 
Young's subsequent publications on the theory of value (1911b), on 
Jevons (1912), and on Arthur Cecil Pigou (1913b) demonstrate his continuing interest in exploring the English tradition. His criticism of Henry 
Moore's ambition to replace the theorems of pure economics with the 
laws of a new "statistical economics" shows Young's appreciation for the 
virtues of theory: "[T]he theorems of pure economics, if reached in 
accordance with the rules of logical inference and interpreted with due 
regard to the limitations implicit in the premises, have a right of their own 
to rank as `scientific laws' " (Young 1914a, 283).


Young's introduction of English political economy into the textbook 
revision brought him into conflict with Ely. Because of Ely's particular 
concern about the theory of income distribution, he was upset by Young's 
exposition of Ricardo's theory of rent (extensive and intensive margins) 
and Jevons' theory of wages and interest (marginal productivity of labor 
and capital). For Ely it was all a bit too close to J. B. Clark's apologetics 
for inequality, and he was loathe to yield any ground to advocates of 
laissez-faire. At Ely's insistence, Young explained in the text that the 
theory of distribution is only about the relationship between production 
and distribution and has no ethical implication (Ely et al. 1908, 328-329). 
Ely repeated the disclaimer in the preface (p. vi). In Young's hands, the 
theory of distribution was primarily an explanation of the relationship 
between the value of final products and the value of productive factors, 
and for him the most significant insight of the theory was the connection between the proportionality of factors used in production and their 
value. Explicitly extending the Ricardian theory of rent to explain wages 
and interest, Young argued that relatively more of the value of the final 
product accrues to that factor which is relatively less intensively applied in 
production.
Young's introduction of elements of classical political economy into 
Ely's text has been understood by some as a conservative move that 
blunted Ely's message of social reform (Dorfman 1959; Ross 1991). 
Certainly it is true that later editions of Outlines were more conservative 
in tone than Ely's first edition, and that Young played a role in making 
them so. In correspondence with Ely relating to the 1923 revision, Young 
wrote: "At the time the first edition of the Outlines was published, its 
strongly progressive tone was just what was needed. Now, however, the 
danger is that progressivism may go too far, and we ought, I think, to 
emphasize the limits which economic science indicates. More and more I have come to think that economists have too rarely had the courage of 
their convictions and have felt it their duty to support social movements 
of one kind or another, even when such movements happened to be 
radically unsound."12 Notwithstanding all this, it is important to emphasize that Young was definitely not among those who advocated neoclassical 
economics as an alternative to Ely-style institutionalism. He was proud of 
the minimal use he had made of marginal utility analysis and he continued 
to believe, with Ely, that the English tradition was overly individualistic 
and rationalistic and lacked a clear sense of the historical nature of its 
analytical categories. On this account, Young was unruffled by criticism 
the book received from neoclassical sympathizers: "The general view of 
theory presented, for example, would be disliked by followers of [Irving] 
Fisher, [Frank] Fetter, or [John Bates] Clark.""


It is closer to the truth to say that Young embraced the method of 
classical political economy in an attempt to sharpen Ely's message and to 
broaden its appeal by rooting that message in economic theory rather than 
Christian ethics. The classical economists were themselves reformers, and 
the continuing influence of their ideas was testament to the persuasive 
power of economic theory. Furthermore, contemporary followers of English political economy were not at all necessarily conservative, and Young 
wanted to appeal to them rather than to alienate them with methodological criticisms. As a consequence, even while Young rejected laissez-faire 
and endorsed Ely's view that progress requires conscious state intervention, he also embraced the classical strategy of promoting social change 
by developing economic theory and he rejected Ely's view that the historical method is essentially opposed to the analytical method of the 
classicals. In the end, Ely went along because Young convinced him that 
the productivity theory of distribution was simply an effective "way of 
stating the problem of distribution rather than a solution of it."14
Young's idea to synthesize German historicism (in the guise of American 
institutionalism) and English political economy was much more than a 
rhetorical strategy designed to advance a political agenda. Influenced by 
Thorstein Veblen's interpretation of Karl Marx as a blend of German 
Hegelianism and English utilitarianism (Veblen 1906, 583), Young knew 
that his contemplated synthesis also could be quite productive as an 
intellectual strategy.'' Although he was perhaps less than completely selfconscious about it, methodologically Young followed in Marx' footsteps. 
If he came to conclusions different from those of Marx, it was because 
Young was neither a socialist nor a utilitarian. His conception of classi cal political economy was more that of Alfred Marshall and Walter Bagehot than that of Ricardo and John Stuart Mill, and his primary intellectual debt was not to Hegel but to Ely's peculiarly American version of 
Hegelianism. Marx (1968 [1852], 97) wrote: "Men make their own 
history, but they do not make it just as they please." More optimistically, 
Ely wrote: "man [is] a being who is modified by his environment, but 
who has the power of modifying that environment by his own conscious 
effort" (Ely 1893, 77).


John Dewey and the Logic of Scientific Inquiry
Young finally achieved a synthesis of Ely and English political economy. 
Another American Hegelian, the philosopher John Dewey, was the key. 
Even though Young's earliest direct reference to Dewey dates from 1925, 
Dewey needs to be included in a discussion of Young's intellectual formation.16 Young's engagement with Dewey came when, as a seasoned economist, he returned to the methodological questions he had faced in the 
early textbook revisions. Once again he faced the problem of how to define 
economics so as to leave room for the contributions of both Ely-style 
institutionalism and classical political economy. In his mature reflection, 
one can see Young trying to explain and justifi' his decision to straddle 
the fault lines of the economics of his day. The key to Young's argument 
was provided by that part of Dewey's philosophy of pragmatism that deals 
with the method of scientific inquiry.
According to Dewey, scientific inquiry is just a refinement of the commonsense method everyone uses to solve the problems of ordinary life. 
Presented with a situation in some respect uncertain or problematic, the 
ordinary person first seeks to clarify the problem and then to test potential 
solutions or ideas, usually by using them to generate new facts. An idea 
is demonstrated to be true to the extent that it turns out to be useful in 
resolving the problematic character of the original situation. What distinguishes science from ordinary life is only the refinement of its problematic 
situations and of its methods of inquiry. According to this way of thinking, 
knowledge is just ideas that have turned out to be useful for solving some 
specific problem. Knowledge derived from past situations may or may not 
be of use in current situations, but it inevitably provides the starting point 
for inquiry. To the extent that the current situation is like the past, 
knowledge takes on a universal character. But to the extent that an 
evolving and changing universe is constantly throwing up new problems, knowledge itself is constantly evolving without ever reaching any final 
Truth.


Dewey's influence helps to explain Young's nature definition of economics as a "science which is concerned with the communal problems of 
economic life" (Young 1929h, 115; 1929c, 18). Young followed Dewev 
in emphasizing both the historical character of economic knowledge and 
the boundaries of application of that knowledge. He noted carefully that 
economic science requires that economic life be sufficiently ordered to 
make analysis possible. This prerequisite was first met in the time of Adam 
Smith when the commercial revolution gave a distinct systemic character 
to economic life. What we know today as economic knowledge is the 
product of Smith's and subsequent historically specific inquiry. However, 
economic knowledge may be expected to continue evolving as economic 
life evolves. Furthermore, for solving the economic problems of today, 
economic knowledge is inevitably partial because economic life is only a 
part of social life. The meaning and importance of economic knowledge 
comes from its use in that larger context. The purpose of economic science 
is to provide knowledge about the economic mechanism which allows the 
community to use the economy as a social instrument for advancing the 
broader interests of the community as a whole.
Dewey's conception of the logic of scientific inquiry also helps to 
explain the importance Young attached to mastering the literature of 
economics.'% To the extent that the communal problems of economic life 
are similar over time and in different countries, economic literature, which 
records the thinking of economic scientists about their own problems, is 
an invaluable store of ideas relevant to current concerns. It follows that 
mastery of the broad literature of economic thought promises to be 
practically useful, so long as the specific context to which that literature 
is responding is always kept in mind. It was his sense that each school of 
economics had something to contribute that informed Young's appreciation of such unorthodox thinkers as Veblen ("the most gifted man I have 
known") and Marx ("exceptional treatment of money and credit").'H 
Serious efforts to grapple with serious problems could always command 
Young's respectful attention, no matter the particular method of inquiry.
Finally, the Deweyan influence can be detected in the distinction Young 
drew between two different approaches to economic inquiry, which he 
referred to as "the contractual and the institutional." The former informs 
the search for regularities and laws that we call "science," and the latter 
produces the study of difference and new forms that we call "history." Both are important and both produce economic knowledge, but the 
knowledge they produce is of two different types. "The mechanistic or 
contractual view of society is of necessity an instrumental view," in the 
sense that it provides knowledge about how to influence and control 
economic outcomes. In contrast, the historical view provides perspective 
and wisdom to guide judgment. Because we need wisdom to guide our 
attempts to control economic life, both approaches are needed. "Every 
economic theorist ought to be something of an historian, and every 
student of the development of economic institutions ought to be something of a theorist" (19271; 10). It was finally the Deweyan sense that the 
historian and the theorist both have a place in the logic of scientific inquiry 
that enabled Young to achieve his own synthesis of Ely-style institutionalism and English political economy.


Having come so far, Young went farther. The various schools of economics are not so much alternatives as they arc complements, indeed 
not so much complements as supplements to the central strand of economic thought, "that extraordinary intellectual structure, nineteenth-century English political economy" (1928c, 2). According to Young, despite 
the myriad criticisms, English political economy continued to organize 
economic debate, not so much as a set of finished doctrines but as a 
method of inquiry. "Even where its findings are mostly rejected, its general 
method, its categories, its modes of thought, its way of resolving complex 
economic problems into manageable elements, are commonly part of the 
working apparatus of competent economists" (1928c, 3). This is a much 
stronger endorsement of English political economy than Young made in 
his early writings. What finally relieved his mind about the narrowness of 
the rationalistic and individualistic approach? The answer seems to be that 
Young came to view the method of English political economy as an 
example of Dewey's ideal scientific method.
Most of all Young appreciated the practical character of the English tradition, its direction toward answering pressing questions of national concern. By attaching itself to practical problems, English political economy 
not only ensures its own immediate practical use but also contributes more 
to the advance of knowledge.
I suspect that in the future the largest contributions to economic 
theory will be made, as they have been made in the past, not by 
professional "theorists," but by men who have set themselves the task 
of forging instruments that will help towards a better knowledge of how to deal with the communal problems of organised economic life. 
English political economy has been built up for the most part in 
precisely that way, and its instrumental or pragmatic character has 
always been one of its dominant qualities. (1928c, 5)


Young's readers would have recognized the reference to pragmatism, the 
philosophy of Dewey. Using language further evocative of Dewey, Young 
endorsed What he identified as the characteristic method of inquiry of the 
English political economists. They begin with "the commonplace facts of 
the world" and draw generalizations from them. Their analytical categories and concepts arise from the mundane language of commerce. In this 
sense "the method, as distinguished from the technique, of the English 
political economy of the nineteenth century was in no sense peculiar to 
it, but was and is the method-the inevitable method-not only of the 
sciences generally, but of all intelligent inquiries into the general aspects 
and relations of events" (Young 1928c, 7).
Finally, Young appreciated the "large non-scientific elements" in English political economy. "The final terms of every chain of economic inferences reach out into other systems of relations, often non-economic in 
character, and it is from these other relations that the final terns get their 
meaning and significance" (1928c, 11). Qualitative as well as quantitative, 
concerned as much with what to do as how to do it, English political 
economy traditionally seeks to supplement its scientific achievements with 
the wisdom that can be gained only through historical study. Though its 
use of history is often "unsystematic and casual," "historical elements are 
woven, almost indistinguishably, into its general contexture" (1928c, 13). 
English political economy is, finally, English, and appropriately so. Its 
rationalistic and individualistic character comes from and is appropriate to 
the rationalistic and individualistic character of English business culture. 
It is the universality of the logic of money making, not any universality of 
human nature, that accounts for the relevance of English political econonmy to other economics.
It must be said that Young's interpretation of the tradition of English 
political economy was unusual, even among English economists. It was 
not, however, unique and comes quite close to Walter Bagehot's characterization of economics as "the science of business" and "the theory of 
commerce" (Bagehot 1898, 6, 26).19 According to Young, English economists misled their critics when they presented their theories as deductive 
from a priori assumptions about human nature or psychology when in fact they were generalizing from experience. "The diminishing utility 
curve is not a deduction from psychological hedonism but an induction 
from experience. By putting a psychological premise in front of it, we are 
tacking the experience on to a philosophy but the philosophy is not 
essential" (1929c, 25).20 "Marginal utility, like price, may be said to be a 
relatively simple notion, derived from the concrete facts of experience" 
(1911b, 418).


Sympathetic with the institutionalist argument against the a priori 
method of reasoning from abstract premises, Young nevertheless associated this vice more with the Austrian, not the English, tradition. In his 
view, a more accurate target of such criticism was the mathematical economics school of Lausanne (e.g., Leon Walras).21 And a more accurate 
assessment of the consequences of such criticism is not a rejection of the 
mathematical method but an appreciation for its limitations. Mathematics 
could, Young thought, have some considerable use as a "critical apparatus" 
revealing implicit assumptions and logical flaws in ordinary reasoning 
(1925e, 134). And this strength of mathematics is particularly to be 
appreciated in the tricky business of general equilibrium thinking where 
even economists of genius can easily be led astray.22 But for the practical 
business of solving current problems, the first step must always be an 
immersion into the concrete facts of the situation.
Economic Theory and Statistics
In his mature reflection, Young wrote that it is statistics, not mathematics, 
that presents "the most promising recent development in economics" 
(Young 1928c, 8). The development of statistics had received quite a 
boost from the demand for detailed information to guide planning during 
World War I. As president of the American Statistical Association, Young 
campaigned for the continuation of this valuable work in peacetime, with 
a view to providing the basis for social control in the years to come (1918). 
Although he failed to achieve his objective of establishing a permanent 
central statistical agency, a decade later he was able to reflect that:
Reliable records of economic activities-or at any rate of their results-are now brought together and published by governments or 
made public by business organizations on a scale, in respect of both 
volume and variety, which would have excited the envy of the older 
economists.... In dealing with this new material-virtually a by product of the activities which it records-economics again has to 
accommodate itself to a more realistic view. It has to deal with 
economic events in the forms in which they really occur, and it has 
to search for the systematic relations which run through these masses 
of real events. (19296, 132)


Particularly important to Young was the new information on the movements and comovements of aggregates and averages emerging, for example, from Mitchell's work on business cycles (Young 1925b).


For Young, the great challenge was to develop new theory on the basis 
of the new tacts, and he warned that the task Would not be easy. The 
problem was that the ceteris paribus assumption, which had been so useful 
for classical economic theory, was simply not a feature of the new statistical 
data, and the static character of older economic theory did not well 
capture the dynamic character of the data. "Economics will have to make 
room for new conceptions and new sorts of abstractions if it is to make 
effective use of the new facts which the statisticians are uncovering. If 
theorists and statisticians continue to work apart, the gap between them 
Will not be bridged. The structures built out from one side and the other 
will not meet, and neither structure alone will reach across to the opposite 
bank" (Young 1928c, 10).
Notwithstanding all his enthusiasm, Young insisted that the new statistics was not itself a new theory or a new way of looking at the world. 
Facts and correlations are of very little value until they are explained or 
"woven into the general texture of knowledge." In this respect, he was 
critical of the claims made by some of the more enthusiastic proponents 
of the new statistical methods. His review of the institutionalist manifesto 
Trends in Economics emphasized that facts are not themselves knowledge 
(Young 1925d). Indeed, statistics are more like historical facts than laws 
in the sense that they refer to unique events. As such they are perhaps 
suggestive of underlying tendencies, but no more. "We are prone to forget 
how weak a basis for inductive inference averages, aggregates, and the 
observed relationships among them generally provide, if taken only by 
themselves, without the support of other knowledge. In fact, outside of 
the pages of Mr. Keynes's Treatise on Probability, I know of no really 
adequate analysis of the matter" (1928b, 9).2a
For Young, the new statistics and English political economy were not 
diverging roads between which it was necessary to choose, but rather 
complementary approaches to economic inquiry which it was vital to join together. By itself statistical knowledge could not provide the kind of 
instrumental knowledge needed to guide economic action. Young's hope 
was that, by turning the method of English political economy toward 
making sense of the new wealth of statistical information, economic science could be enriched with theories of greater subtlety and sophistication, 
theories that would ultimately open up for solution a wider range of the 
communal problems of economic life. Young's own work on banking 
statistics can be understood in this context as the initial stage in his project 
to develop a more adequate theory of the role of money, toward the 
ultimate end of providing guidance for social control and resolution of 
monetary problems.
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Young's research on money dates from 1904, when lie moved from 
Western Reserve University to Dartmouth College and accepted a lower 
salary in return for the chance to specialize. The new job did not meet 
his expectations in other respects, but lie did get the opportunity to teach 
"Money and Banking" to seniors and "Money Markets and Speculation" 
to graduate students. For a man whose dissertation and early publications 
all had involved detailed study of census statistics, it seems an odd choice 
of specialty. What needs to be understood is why so early in his career a 
mail of Young's character identified Harney as the main focus of his research effort. The precise answer cannot be known for sure, but a working 
hypothesis can be adduced from what is known: It was the intellectual 
importance and challenge of the subject that drew Young to study money.
As a student of Ely, Young was taught that good theory is inductive 
generalization from the facts, and that one of the most salient facts about 
the modern economy was its monetary character. "It is a system of buying 
and selling, of lending and borrowing; it is a system of contracting and 
of risk-taking; it is only possible with the use of money and of credit as 
well."' Young also recognized that the classical economists had largely 
abstracted from the use of money, but, unlike other institutionalists, he 
did not draw the conclusion that classical analysis is applicable only to a 
world of barter and thus irrelevant to the modern monetary economy. 
Instead, he concluded that classical analysis had to be reformulated to treat 
explicitly the effects of money on economic life. The classicals had abstracted from money, and properly so, because their main concerns lay 
elsewhere. Modern economic concerns, however, such as the trend of 
prices and the nature of commercial crises, required a shift of focus.
The question was, Where to begin,' The tradition of English political 
economy contained two distinct approaches to money, the Banking School and the Currency School. On the U.S. scene, these two approaches were 
associated with J. Laurence Laughlin at the University of Chicago and 
Irving Fisher at Yale. The 1903 publication of Laughlin's Principles of 
Money, which was an attack on the quantity theory of money, met strong 
resistance, notably from Fisher, in the December 1904 meetings of the 
American Economics Association.' The subsequent work of Edwin Kemmerer (1907) and Fisher (1911) sought to restate and defend the quantity 
theory. This latter would provide grist for Young's mill in the 1916 
textbook revision. The 1908 revision, however, showed mainly the influence of Laughlin, as well as that of W. C. Mitchell and Thorstein Veblen 
(Laughlin's former student and former colleague), respectively. At the 
time of the 1908 revision, Veblen was at Stanford with Young and Mitchell 
was close by at Berkeley working on his 1908 Gold, Prices, and Wages 
under the Greenback Standard.


In revising the money and banking chapters of Ely's text, Young might 
have expected to enjoy a freer hand than he had in the chapters dealing 
with the theory of distribution because Ely never wrote anything very 
substantial on money. The original 1893 text merely followed the German 
stage theory in emphasizing the presumed historical development from 
barter to money to a credit economy. On monetary policy, just as in 
everything else, Ely was inclined to favor activism, and in the original text 
he had mildly favored an international bimetallic standard and a gradual 
inflation of the money supply as a way to transfer purchasing power from 
passive creditors to active debtors. In context, Ely's position can be understood as an expression of sympathy for the Populist cause, which used 
a simplistic version of the quantity theory of money to support their 
argument for monetary expansion. By 1908 the Populist cause had waned, 
and for this reason Young's abandonment of Ely's policy conclusions 
might not have caused problems were it not that, in moving away from 
Ely's position, Young seemed to be moving closer to Laughlin's. A staunch 
supporter of the gold standard, Laughlin had long used his position at 
the University of Chicago to attack the quantity theory of money and its 
political expression in greenbackism and the Free Silver movement.;
Ely was naturally alarmed to find Young lending support to his archrival. 
There may well have been a personal side to Ely's concern because 
Laughlin's conservative Political Economy Club had been an early rival 
to Ely's reformist American Economics Association.4 Reminding Ely that 
he was not unsympathetic with the plight of those (such as his own father) 
who agitated for cheap money, Young nevertheless insisted that he could not support what he considered to be a wrong theory simply out of 
sympathy: "The money question is one with respect to which, in the 
judgment of most all economists, there is a right side and a wrong side. 
We shirk a duty when we do not combat the mischievous force of popular 
monetary theories as hard as we can."' It appears that Young felt he could 
help the cause of the cheap money advocates best by redirecting their 
attention away from currency toward reform of the credit system. In his 
view, the fundamental problem giving rise to the cheap money movement 
was not the scarcity of standard money but the scarcity of money funds 
arising from the fact that "the expense of opening up and developing new 
lands has necessitated expenditures of capital in an amount far beyond the 
resources of the actual settlers.... Money funds were hard to get because 
individual credit, the foundation of bank credit, was lacking" (Ely et al. 
1908, 233).


Young's expression of sympathy ryas enough to satisfi' Ely, but there is 
a deeper point here of significance for understanding Young's later work. 
From the very beginning, Young had reason to view monetary arrangements from a political and historical, as well as an economic, point of view. 
He could not lose sight of the concerns of the silyerites even though he 
rejected their concrete proposal for reform along with the "erroneous" 
theory they used to support it. In this respect, he remained very much a 
student of Ely in his general approach to the money question, while 
rejecting Ely's specific views on money. Although he was attracted by the 
monetary theory of the conservative Laughlin, Young nevertheless rejected the conservative laissez-faire doctrine within which Laughlin embedded that theory.
J. Laurence Laughlin versus the Quantity Theory
Laughlin's monetary economics may be viewed as a development of the 
writings of the English Banking School of John Fullarton, James William 
Gilbart, and especially Thomas Tooke!' The more immediate influence, 
however, was Charles Dunbar, who in 1878 had hired Laughlin to an 
instructorship at Harvard. Dunbar's lectures on banking, eventually published as Chapters on Banking (1885), provided Laughlin's first introduction to money, and they made a lasting impression, particularly in their 
emphasis on bank credit (Bornemann 1940, 58-65). Laughlin's own 
contribution was to adapt these theories to the American experience and 
to synthesize them, as he thought, with classical economics more generally.


Like the Banking School writers, Laughlin built his theory around the 
distinction between the money standard and various media of exchange 
which are only promises to pay the money standard. Under the gold 
standard, for example, gold is the money standard; bank notes and bank 
deposit currency are merely promises to pay gold. Further following the 
Banking School (and Dunbar), Laughlin placed great emphasis on the 
convertibility of the various media into the standard. For him, it was 
convertibility, not limitation of the note issue and certainly not legal tender 
laws, that ensures that the value of the various media remains fixed at the 
value of the money standard. Laughlin accepted the Banking School 
conclusion (called the Law of Reflux) that overissue of a convertible 
currency is simply impossible on the grounds that any excess currency 
(bank notes or bank deposits) tends to return to the bank of issue in 
repayment of debts or in exchange for the money standard.
Applying these ideas to the United States, Laughlin argued that depreciation of the currency, such as had occurred in the United States during 
the greenback period, was caused by the suspension of convertibility, not 
overissue of inconvertible greenback notes. His case was based on the presumed elasticity of the private deposit currency issued by the U.S. banking 
system, a currency which, he argued, tended to expand and contract automatically as commercial businesses increase and decrease their discounts 
at local commercial banks (Laughlin 1903, 120). Because of this elasticity, 
changes in the U.S. price level trace not to an excess or scarcity of the 
means of exchange, but rather to changes in the value of gold relative to 
commodities in general. Any long-term tendency of prices to fall under 
the gold standard is merely the consequence of technological progress that 
is more rapid in the production of goods than in the production of gold 
(p.361). Whether or not such changes in the price level are thought to 
be unjust in their tendency to increase the repayment burden of debtorsLaughlin was among the doubters-the remedy would involve establishment of a more perfect standard of deferred payments (some kind of 
indexing scheme), not manipulation of the price level by inflation of the 
quantity of the medium of exchange. Furthermore, falling prices are not 
necessarily bad for the population at large because, as a consequence, real 
wages tend to rise (given the stickiness of nominal wages), and in this way 
the benefits of technological change are transferred to the working population without the need for labor disputes and strikes 405).(p.
Young largely endorsed Laughlin's view that, in an economy with a 
convertible currency, the banking problem concerns not so much currency as the organization of credit, and he drew the conclusion that Populist 
pressures for bimetallism and managed fiat currency were more properly 
directed toward easier credit than toward cheaper money (Ely et al. 1908, 
233). He also rejected as "chimerical" and "impracticable" the proposal 
(associated with Irving Fisher) to stabilize prices by altering the gold 
content of the dollar according to an index number. "The really essential 
thing is to have a commodity standard of value that shall he as stable as 
possible, and to maintain the convertibility of all other forms of money 
with it" (p.274). For Young as for Laughlin, it was not the government's 
job to establish standard money but only to guarantee exchangeability of 
the medium of exchange with standard money. The greenback episode, 
during which the government suspended convertibility, was an example 
of the disastrous consequences of neglecting that responsibility. Citing 
Mitchell (1908), Young argued that even during suspension of specie 
payments, gold "was the ultimate standard, and the standard dollar was 
the gold dollar. The value of the greenback dollar, in which prices were 
measured, was the value of the gold dollar, discounted according to the 
outlook for the ultimate redemption of the greenbacks in gold" (Ely et 
al. 1908, 242). Rejecting the idea that it is possible to control the trend 
of prices by controlling the quantity of the medium of exchange, Young 
followed Laughlin in arguing that the trend of prices is determined by the 
supply and demand of standard money, which is to say the supply and 
demand of gold. Terming this view "a conservative form of the quantity 
theory" (p.279), he rejected other more extreme forms of the quantity 
theory, especially that "which forms the foundation of the argument for 
the possibility of fiat money" (p.280).-


Although Young agreed with Laughlin on the relative importance of 
credit over money, he disagreed profoundly with Laughlin's analysis of 
credit, and it is important to understand why. In the Banking School view, 
because overissue of currency is supposed to he impossible, it might seem 
that banks can safely monetize any quantity of commercial bills presented 
to them, provided only that the bills are good credit. Laughlin expressed 
this idea in his own way, pointing out that gold reserves are only a small 
fraction of outstanding media of exchange and drawing the conclusion 
that it is goods, not standard money, that back the value of the media of 
exchange. He further concluded that the most important task of monetary 
regulation is to make sure that the goods are really there. In effect, 
Laughlin advocated a version of the "real bills doctrine," put forth originally by the Banking School, that sought to distinguish good credits as those backed by collateral in the form of goods on their way to final sale.' 
Laughlin, however, went much farther than the original Banking School 
ever did. Monetization of any form of real property, he insisted, is perfectly 
safe-he called it "normal credit"-and is merely a way of transforming 
disparate goods into a mobile form so that they can meet for exchange in 
the market.


Laughlin's extreme form of the real bills doctrine was based, as the 
original Banking School doctrine was not,9 on the classical conception of 
prices as exchange ratios between various goods, ratios that Laughlin 
insisted are established prior to, and hence independent of, the offer of 
any particular means of payment. "Price... is the exchange ratio between 
goods and the standard, not between goods and the quantity of media of 
exchange" (Laughlin 1903, 137). For Laughlin, exchange was in a sense 
always immanent in the economy, and the function of money, and credit 
too, was to make the immanent real. Ultimately, he anticipated, forms of 
credit could do the job without any help from gold except for providing 
the monetary standard in which all prices are quoted. "It is credit which 
enables men to coin property into means of payment" (p.79). Laughlin's 
conception of the contribution of credit in the modern economy is best 
captured by his characterization of deposit banking as a "refined system 
of barter" (p.95). All that normal credit does is to enable exchanges at 
the immanent prices. Following this line of thought, Laughlin concluded 
that it is not normal credit but "abnormal credit" that causes all the 
problems. Panics and crises in which there is widespread liquidation of 
credit have their cause in prior expansion of abnormal credit.
Young seems to have viewed Laughlin's attempt to synthesize the 
Banking School's insights with classical value theory as laudable in its 
ambition but fatally flawed in its execution. Laughlin's crucial mistake was 
not appreciating that the classical theory of value abstracts from the monetary character of exchange and as a consequence provides no license 
whatsoever for saying that money actually plays no role in the determination of prices. In "Some Limitations of the Value Concept" 
(1911b), Young argued that the institution of money was in fact essential to the 
formation of prices. "The lucidity which the premising of a general medium of exchange adds to economic analysis (as in the theory of supply 
and demand at a price) is only a reflection of the precision and determinateness which the use of money gives to the actual operations of the 
market" (p.202). Abstraction from money, Young insisted, leaves the 
traditional theory without any satisfactory explanation of how prices ac tually conic about. An analysis of the price-making process, as opposed to 
the theory of static equilibrium, would "analyze the forces controlling the 
volumes and rates of flow of particular kinds of commodities, and the 
volumes and rates of flow of the parts of the money stream to which these 
are equated in the market" (p.208). Thus, as against Laughlin, Young 
emphasized that prices are determined as the flow of monetary demand 
for a certain good meets the flow of physical supply of that good. For 
Young, the modern economy was essentially monetary in character and as 
such was definitely not a refined system of barter.


In effect, Young wanted to reopen the question that the classical economists (including Laughlin) had put to one side: How exactly does the 
monetary character of demand influence price?10 Like Laughlin, Young 
wanted to integrate monetary considerations with classical economics, but 
unlike Laughlin he recognized that doing so would require changes at the 
very core of the classical theory of value. Where Laughlin viewed credit 
as an institution bringing about the immanent values theorized by the 
classicals, Young viewed credit as an institution directly affecting price to 
the extent that it directly affected the flow of monetary demand. Significantly, Laughlin did recognize that imperfections in the allocation of 
normal credit could lead to maladjustments between the flow of demand 
and the flow of supply, and hence maladjustment of relative prices, including the relative price of gold and thus the general level of prices (Laughlin 
1903, 96). He mentioned this effect, however, only to dismiss it as a 
relatively unimportant, temporary deviation from normal prices. Young's 
monetary thought can be understood as building on Laughlin by elaborating and emphasizing the more far-reaching consequences of this disequilibrium effect. "Under dynamic conditions there are always, at any 
given time, large elements of maladjustment from an equilibrium situation" (Young 1929c, 46).
For Young, the practical importance of a theory of the price-making 
process lay in its potential contribution to the theory of business cycles. 
In his view, "crises spring from mishaps in the valuation of things" (Ely 
et al. 1908, 267), and these valuation mishaps stem from mismatches 
between the structure of demand as embodied in money flows and the 
structure of supply as embodied in the flow of production. Significantly, 
Young's theory of cycles did not emphasize excessive, or "abnormal," 
extension of credit in the aggregate. He seems to have recognized that, 
once one abandons the idea that prices arc in some sense immanent, it is 
also impossible to sustain the distinction between normal and abnormal credit because the valuation of collateral depends on the flow of credit 
and cannot be disentangled from it.''


In subsequent editions of the text, Young fleshed out this theory, but 
the basic idea traces to 1908. There it is already clear that, in developing 
a dynamic theory of price, and hence also a theory of business fluctuation, 
Young intended not to oppose but to supplement the classical static 
non-monetary theory of value. Like Laughlin, Young saw the introduction 
of money and credit as having mainly a disequilibrium effect on prices, 
but unlike Laughlin he did not for that reason dismiss the effect. He 
viewed dynamic disequilibrium as the normal state of the economy. In the 
long run, gold prices prevail and the supply and demand for gold determines the general trend of prices. Young's concern, however, was with 
the short run, with disequilibrium dynamics not equilibrium statics, with 
actual prices not just price tendencies. For that reason he saw the need to 
develop a theory of price that did not abstract from the role of money 
and credit.
Young's idea to focus on the role of money and credit in the disequilibrium price-making process required him to attend to the actual mechanism of exchange and to the actual determinants of credit flows. With 
respect to exchange, he focused attention on the clearing mechanism by 
which the ownership of hank deposits is transferred from buyers to sellers 
as a means of payment, with bank reserves flowing to clear net balances 
(Ely et al. 1908, 243-45). His analysis of foreign exchange similarly 
emphasized clearing of bills of exchange, with gold flowing only as a last 
resort (pp.292-96), an emphasis that caused him to question the importance of the classical specie-flow mechanism and to lay more emphasis on 
the role of short-term interest rates in ensuring the balance of payments 
(p.297). With respect to credit flows, Young put the emphasis on personal 
credit, not collateral, and hence saw credit as more than the coining of 
salable goods. "A man's probable future income and the probable future 
value of his property [not his holding of salable goods], then, constitute 
the real measure and foundation of his individual credit" (p.247). Young 
further emphasized that the monetization of personal credit depends on 
a bank's willingness to lend or discount, and that a bank's ability to extend 
credit is limited by its reserve position (pp.247-50).
By focusing thus on the actual operation of banking, Young came to 
see that the importance of gold lay not merely in its effect on price but 
also in the fact that gold serves as the ultimate reserve with which banks 
meet demands at the general clearing. The sophisticated system of inter bank balances tends to economize on reserves, but ultimately "like an 
inverted pyramid upon its apex, the great structure of hank credit in the 
United States rests, in large measure, upon the money reserves of the New 
York banks" (p.254). Writing immediately after the 1907 hank panic, 
Young was acutely aware of the vulnerability of the banking system that 
arose from this inverted pyramid structure. The involvement of New York 
banks in the speculative money market through the use of call loans meant 
that speculative fluctuations affected bank reserves, and hence bank credit, 
throughout the nation (p.255). The effect also went the other way. Flows 
of reserves within the banking system (caused, for example, by the operations of the independent treasury), flows of reserves out of the banking 
system (e.g., seasonal crop niovenments), and flows of reserves out of the 
country (international payments) all affect credit availability in the speculative money market (pp.257-60,292-96).


Young began studying the flow of bank reserves as a kind of prolegomenon to a dynamic theory of the price-making process. The establishment 
of the Federal Reserve System in 1913, which brought bank reserves 
within the orbit of social control, subsequently held out the possibility of 
social control over the price-making process and so too the business cycle. 
In this respect, Young found himself sympathetic with the general goals 
of those like Kemmerer and Fisher who viewed the new monetary authority as a potential force for stabilization. Young's conception of how activist 
monetary policy might work, however, differed from the Kemmerer-Fisher 
analysis, which was based on their reformulation of the quantity theory 
of money. Having decided where he stood on Laughlin, Young had to 
decide where he stood on Fisher.
Irving Fisher and the Quantity Theory
Laughlin presented his theory of price as an attack on the quantity theory 
of money, and the quantity theory he wanted most to attack was that 
being articulated by the political movements agitating for cheap money. 
Within the economics profession, the main reaction to Laughlin was to 
reformulate the quantity theory so as to separate it from populist misuse. 
Edwin Kemmerer, for example, in his reformulation, wrote: "The fact that 
a principle is misinterpreted or misused... does not have any bearing 
upon the validity of the principle as a scientific proposition" (1907, 42).12 
Irving Fisher also explicitly spoke out against "the unsound money men" 
even as he provided what became a classic restatement of the quantity theory (Fisher 1911). The influence of Kemmerer and Fisher required 
Young to rewrite the money and banking chapters in the 1916 textbook 
revision.


In The Purchasing Power of Money (1911), Fisher put forward his famous 
equation of exchange as a framework for reformulating the quantity theory 
of money:
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This equation expresses the idea that all transactions (T) at average prices 
(P) involve an exchange of either money (M) or a bank deposit (M'). The 
"velocity" multipliers V and V capture the fact that a given unit of money 
may change hands more than once in a given period of time. By itself this 
equation is merely a tautology, a system of accounting, or, as Kemmerer 
put it, a "truism" (Kemmerer 1907, 13). Fisher, however, used it to argue 
that changes in the quantity of money on the left side of the equation 
cause changes in the level of prices on the right side. In Fisher's hands, 
the equation also became a theory of economic fluctuations with the 
additional idea that rising prices cause trade to boom while falling prices 
cause trade to stagnate (1911, Chap. 4). Stabilizing the price level would, 
Fisher claimed, stabilize the economy more generally, and the way to 
stabilize the price level was to stabilize the quantity of money. It is 
significant that Fisher's emphasis was on stabilization, not on inflation, as 
this by itself distinguished his position from that of the cheap money 
advocates.
In his account of Fisher's theory, Young echoed Kemmerer in describing 
the equation of exchange as a "truism,-an identity, almost, rather than 
an equation" (Ely et al. 1916, 321), and a statement of the "mathematically necessary relations between changes in the quantity of money and 
general changes in prices" that "tells us nothing about the process of 
general price changes" (p.325). Significantly, it is the same limitation that 
Young had identified in Laughlin. Just as Young wanted a dynamic theory 
of relative prices, so too he seems to have wanted a dynamic theory of the 
price level. In fact, for Young, following Laughlin, changes in the price 
level were nothing more than changes in individual relative prices (relative 
to gold) so the same theory would do for both questions. He suggested 
that a dynamic theory of the general price level would trace the process 
through which an increase in bank reserves leads to an increase in lending 
(or discounts) and hence deposits, thence to an increase in spending and 
so also prices in general, and finally to an increased demand for circulating bank notes to make exchanges at the higher prices (p.326). It is notable 
that in this sequence the lines of causation run both ways between money 
and prices, and that money and prices are both cause and effect.


Like Fisher (and unlike Laughlin) Young was interested in understanding the effects of money on price. However, unlike Fisher, it was not 
so much the price level as it was distortions of the structure of relative 
prices that most concerned him. This shows up in his discussion of 
index numbers, where Young underlined the importance of "the distribution as well as the trend of price changes" (Ely et al. 1908, 273; also 1916, 
342). Furthermore, like Fisher (and unlike Laughlin) Young wanted to 
explain business fluctuations (Fisher's "transition period"). However, unlike Fisher, Young did not think changes in the price level had much 
to do with such fluctuations. Fisher had admitted that the quantity theory was not strictly true during transition periods (1911, 159-62) on 
account of the elasticity of the various terms of the equation of exchange. 
Unlike Fisher, Young drew the conclusion that the equation of exchange 
was therefore not very helpful as a framework for a dynamic theory of 
price. Because it focuses on an overly aggregatiye level, "the equation 
of exchange does not carry one very far into monetary theory" (1920b, 
523), Young later concluded. The repercussion of monetary interventions 
"upon banking, upon foreign trade, and upon business enterprise and 
industrial progress in general, are exceedingly complex matters. They need 
more accurate and more thorogoing [sic] analysis than they have yet 
received. Professor Fisher's unusual power of broad and yet precise generalization leads him sometimes to oversimplify his problems" (1920b, 
527).
Young's preferred approach began with his own more disaggregated 
conception of money flows meeting commodity flows and establishing 
relative prices in individual markets. He argued that the effect of a proportionate increase in all money flows (not the quantity of money), holding constant commodity flows, must be to raise prices on average, but not 
all prices necessarily rise in the same proportion, and some individual 
prices may even fall (Ely et al. 1916, 321). This is definitely not Fisher (or 
Laughlin), but what did Young have in mind? In Young's thought experiment, a proportionate increase in money flows is essentially a shift in 
demand for commodities, given constant (inelastic) physical supply, and 
the differing price elasticities of the various commodity demand curves 
imply that prices rise by different amounts for different goods. The suggestion that some prices may even fall indicates further that Young was thinking about the (general equilibrium) effects of changing relative prices 
on the allocation of demand. Because the income of those agents whose 
selling prices rise by a lot tends to increase relative to the income of those 
agents whose prices rise by less, it is quite possible that the demand for 
goods preferred by the latter category of agents may fall, and so also the 
price of those particular goods. Even though Young was prepared to 
accept that average prices rise in proportion with the hypothetical increase 
in money flows, he insisted that a doubling of all money flows does not 
raise all prices in equal proportion (is not "neutral"), but rather distorts 
relative prices. Furthermore, for Young the effect on average prices was 
not so significant as the effect on relative prices because in his mind it was 
distortion of relative prices that ultimately lay behind the phenomenon of 
business cycles.


Because he thought that the aggregative quantity theory missed what 
was most significant about the effect of money on price, Young criticized 
Fisher's theory of business cycles. In a letter to Ely regarding the 1916 
revision, he characterized Fisher's theory as "peculiarly incomplete and 
unsatisfactory, in that it is based only upon the tendency for the interest 
rate to lag behind the rate of business profits. My own opinion, which 
antedates Fisher's, is that the fundamental thing is the difference between 
prices and cost of production in general in their period of advance; the 
consequent inflation of investment, especially in fixed forms of capital; and 
the resulting inevitable collapse when poor crops or some other factor 
reduces the general purchasing power of the community, upon which the 
mass of capital must depend for its ultimate profitableness. It happens that 
this theory is exactly that of Mitchell, although my chapter antedates his 
book...."13 What is important about this letter is not so much the claim 
of intellectual priority as the clear indication that Young's own ideas on 
business fluctuation trace back to his 1908 chapter (especially pp. 26770), which was written before both Fisher (1911) and Mitchell (1913), 
the books referred to in the letter. The question then arises, if the basic 
conception behind Young's theory of business cycles was already clear in 
his mind so early, why did he wait until the 1923 revision to elaborate the 
argument into a free-standing chapter on "Business Cycles"?
The answer seems to be that Young felt the need to wait until he could 
provide a fuller explanation of the actual cause of credit flows, which 
required at a minimum a fuller explanation of the behavior of banks. The 
establishment of the Federal Reserve System in 1913 could be expected 
to change the behavior of the banking system, but the 1916 text revision came before sufficient experience with the new system had accumulated. 
Young dutifully described the new system in detail (Ely et al. 1916, 
302-13), but said little about how it worked in practice. Subsequently, 
war and its aftermath transformed the operation of the banking system 
once again, and it was only in the 1920s that a study of the normal 
operation of banks became possible. Given this context, Young's detailed 
study of bank statistics (1924e, 1925c, 1925f, 1927e) can be seen as 
continuous with the prewar project hinted at in the various editions of 
Outlines. Because of his premature death, Young never linked this work 
up with a dynamic theory of price in order to create a theory of business 
fluctuation, but that seems to be the direction he was heading.


The ultimate payoff from understanding the determinants of credit 
flows was supposed to be the ability to control business fluctuations. With 
the establishment of the Federal Reserve System in 1913 it had become 
possible to intervene in the allocation of bank reserves and hence also to 
influence the flow of credit in a systematic fashion. What the new Federal 
Reserve System needed was a set of principles to guide its intervention. Writing in 1916, Young was willing to say only that: "The best way 
of softening the rigors of a panic and of restoring normal conditions 
promptly is through a wise use of the lending power inherent in a system 
of really elastic bank reserves, just as the best way of preventing panics is 
through a firm control of discount rates when all other conditions are ripe 
for a period of business inflation. It is in these ways, perhaps, that the new 
federal reserve system can best serve the country" (p. 336). Even this brief 
passage is enough to indicate how Young's thought was diverging from 
that of Fisher.
Unlike the quantity theorist, Young expressed little interest in stabilizing 
the money supply or the price level per se. Rather he hoped that by slowing 
credit expansions the central bank could moderate the distorting effect of 
expansion on the structure of prices and so moderate the kind of maladjustment that ultimately caused crises. For Young, complete stabilization 
was probably impossible and even in a sense undesirable because, much 
like Mitchell, Young understood the business cycle, even in its monetary 
aspect, as an integral part of the organic process of economic development. 
He wrote: "That periods of prosperity induced in this way [by monetary 
expansion] are inevitably short-lived real.... and usually end in severe crises does 
notmake themany less The encouragement given to venturesome undertakings leads to the trial of new methods of production, to 
the development of new natural resources, to undertakings of vast pro portion, to a general freeing of industrial organization and methods from 
the restraints of habit and tradition" (p.332). For Young, the proper role 
of the Federal Reserve was not to prevent booms, for that would be to 
prevent progress, but rather to prevent them going too far and to modcrate as well the crisis that follows in their aftermath.


In monetary policy Young should be seen as carving out a position 
intermediate between the passive accommodation of Laughlin and the 
active intervention of Fisher. He supported the gold standard but not any 
larger agenda of laissez-faire. He supported active management of credit 
flows by the Federal Reserve but not any larger agenda of price stabilization. In monetary theory, by the same token, Young's impulse was not to 
lend his weight to Laughlin or to Fisher but to find a higher standpoint 
from which it would be possible to synthesize their apparently competing 
views. His emphasis on the dynamic price-making process moved him 
away from the classical conception of price that had been embraced by 
both Laughlin and Fisher. Young made this move because he understood 
that the classical conception abstracted from money, and he drew the 
conclusion that a full understanding of money and credit required a 
different starting point. Young found that starting point in his disaggregative conception of price as the consequence of diverse money flows 
meeting diverse commodity flows. From that standpoint he could see both 
Laughlin and Fisher in perspective and could adapt those bits of each that 
offered real insights while rejecting those bits that led astray. Thus Young's 
mature monetary thought built on Laughlin's theory of the money standard even while it rejected his non-monetary theory of price. And it built 
on Fisher's conception of an activist role for monetary policy even while 
it rejected his overly aggregative emphasis on the price level.
In the study of money and its effect on the formation of relative prices, 
Young also found a way to synthesize the larger influences on his thought. 
On the one hand, he can be seen bringing the method of English political 
economy to bear on the institutionalist dictum concerning the monetary 
character of the economy. On the other hand, he can be seen bringing 
greater realism into English political economy by turning attention away 
from equilibrium toward the process of price formation. In so doing, 
Young helped to bring a new intellectual energy to the field of money and 
banking, raising it from its position as a technical subfield to a position 
nearer the center of economic science.
Having found his voice in economics, Young was ready to make his 
own contribution and to begin developing a proper monetary economics that Would express his own intuitive sense of the economy as a developing 
organic whole. For Young, the flow of money and credit in the markets 
for individual commodities was not just a symbol of the system's unity 
but also even more the very mechanism through which that unity was 
achieved. Similarly, the rhythm of credit expansion and contraction during 
business cycles was not just a symptom of the economy's underlying 
organic development but also and even more the integral agency of that 
development. For Young, the modern economy was monetary in an 
essential wav, and he drew the conclusion that the theory of money would 
provide the essential key to understanding the workings of that economy.


Ironically, just as Young was finding his bearings in the world of economics, the economic world was losing its own. Soon after the 1916 text 
revision, the economic crisis of World War I and its aftermath took priority 
over more fundamental work, but Young made a virtue of necessity. 
Grappling with the difficult monetary and financial problems of war, 
Young continued to develop his thinking on the fundamental problems 
of his science. Indeed, it was in the diseyuilibrium conditions of wartime 
that Young's emphasis on the dynamics of the price-making process came 
into its own.
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From Allyn Young's point of view, the most important aspect of World 
War I was its essential irrationality. The inflammatory language of war 
propaganda, which would have one believe that war is about achieving or 
protecting national economic interests, seemed to Young to gain its persuasive force from a false analogy between the state and the business firm. 
Firms are forced by the logic of money making to adopt rational rules of 
conduct, but nation-states face no such shaping environment, and the 
behavior of nations is therefore more readily explicable as a phenomenon 
of group psychology. Economists generally agree that nations gain by the 
prosperity of other nations, not by their poverty, but nations are in no 
position to hear or act upon this counsel of rational interest.
For Young, the answer was not for economists to speak more loudly 
or more persuasively, but rather for them to take account of the shaping 
force of the international environment, "a world of man-made patterns 
and symbols" (1927b, 9), and to proceed to make changes in that environment. "Political organization has not kept pace with economic organization" (p.11), Young concluded. The increasing economic interdependence of nations was poorly safeguarded by the political system of 
competing nation-states. Hope for the future lay in the establishment 
of "common agreements" and "organs of international administration," 
multilateral not bilateral. The importance of these agreements was not so 
much their immediate content as the establishment of new institutional 
arrangements that over time would work to "create a new standard pattern 
of thought and conduct" (p.19). "The attitudes and activities which we 
have in mind when we speak of `the economic causes of war' are not 
inevitable and unyielding expressions of permanent traits of human nature. 
They are forms or patterns of conduct and are correlated with particular 
modes of organization. Other forms and patterns, associated with other modes of organization, are within the bounds of practicable achievement" 
(p.20).


Young brought this understanding of the causes of war to his work as 
economic specialist for the inquiry conducted by President Woodrow 
Wilson's advisor, Colonel Edward M. House, and subsequently as a technical advisor to the American Commission to Negotiate the Peace. A 
central concern was the third of Wilson's famous Fourteen Points, which 
called for the establishment of "equality of trade conditions." Young 
worked with the rest of the American delegation to implement the third 
point by putting the requisite international machinery in place. Significantly, Young argued against the prewar system of bilateral bargaining 
tariffs not on economic grounds but on political grounds: "it fosters a 
world view in which the normal relations of international trade are perversely interpreted in terms of commercial belligerency" (1921 a, 63). In 
the final text of the treaty, Wilson's third point appeared in somewhat 
diluted form as a commitment to "equitable treatment" in trade relations, 
but even that achievement Young counted as establishing a highly significant precedent on which it would be possible to build in the future 
(p.84). He considered the economic clauses of the treaty "temporary 
scaffolding set up to hold things in place until a more enduring structure 
can be erected" (1921 b, 304). The subsequent activities of the League of 
Nations, chronicled in Young (1927a), seemed to him to be establishing 
the enduring structure he was looking for.
Young's approach to the question of German war reparations was 
similarly forward-looking and cautiously optimistic. His own calculations 
of Germany's ability to pay led him to conclude that 10 billion dollars 
was the maximum sum attainable, a number considerably below actual 
war damages and even farther below many of the numbers being demanded for political purposes. 'T'hough treaty negotiations did not succeed 
in establishing a specific sum for reparations, they did establish a Reparations Commission endowed with the power to reduce reparations to a 
more reasonable sum, and Young characteristically put his faith in this 
institution. He recognized the exorbitant demands for reparation as inevitable and even necessary political expressions of the enormous destruction wrought by the war, but he expected that cooler heads would prevail 
when it came to putting any plan into practice. Here, however, the 
subsequent experience proved disappointing, as demands for reparations 
continued to escalate despite the Reparations Commission. In Young's 
view, the Commission was unable to do its work properly because it lacked the necessary institutional support, most significantly the support of the 
United States. The failure of the United States to ratify the treaty and to 
participate in its implementation effectively undermined its provisions.


Young's view of the treaty process stands in contrast with that of J. M. 
Keynes in his 1919 Economic Consequences of the Peace. Where Keynes 
expressed dismay and frustration at the sorry political show put on by the 
great political leaders at Paris, Young expressed appreciation for the serious 
and dedicated staff working behind the scenes. Wilson, Lloyd George, 
Clemenceau, and Orlando were the figures in Keynes' drama, and Young 
clearly had Keynes' account in mind when he wrote: "Much has been 
written of the Council of Four, and much emphasis-perhaps too much 
emphasis-has been put on the clash of personalities and purposes in its 
council room" (Young 1921b, 306). Young himself was more impressed 
by the very high caliber of the technical advisors, among them many of 
the best economists of the day, whom he met in Paris for the first time. 
He was convinced that their work would eventually determine the actual 
course of events regardless of political theatrics. For Young it was not 
individual personalities or the precise wording of treaties that mattered, 
but rather the institutional structures within which those words would be 
interpreted. Young believed not only that the scientist should direct events 
but that in general he actually did so, if not always immediately then over 
time, if not in the language of treaties then in the substance of their 
execution.
War Finance and Monetary Disorder
War brought destruction, not just of lives and of capital built up over 
generations, but also of the central institutions of the economic system 
that had guided prewar economic development. Both domestically and 
internationally, decentralized trade of goods gave way under the pressure 
of war to more direct and more central appropriation. In part, at first, this 
appropriation took place within the framework of the previously existing 
system of banking and finance. The belligerent states taxed and borrowed 
what they could from their citizens, liquidated national holdings of foreign 
securities, shipped out gold reserves, and borrowed what they could from 
other states. Inevitably, as war dragged on, the swelling debts took on an 
increasingly forced and noncommercial character, becoming mere accounts of the value of goods appropriated without much connection to 
realistic future revenues available for repayment. The problem of an even tual settling of these debts, both internal and external, was left until after 
the war, and properly so, but as accounts are inevitably reified in the minds 
of hopeful creditors, the settlement turned out to be one of the most 
difficult tasks of reconstruction.


At the very heart of the postwar debt problem was the issue of German 
reparations. So long as there was some possibility of substantial reparations 
payments, it seemed possible that fictional accounts could he turned into 
actual commercial debts. If Germany paid France and England, then it 
might be possible for France to pay its external debt to England, and for 
England to pay its external debt to the United States. Those like Young 
who realized that realistic reparations would fall far short of what was 
needed to validate the inter-Allied war debts recognized the need to simply 
forgive much of the debt, and here the key lay in the hands of the United 
States. If the U.S. forgave England, then England could afford to forgive 
France, and the Allies could begin reconstruction with a relatively clean 
external balance sheet. From this point of view, the U.S. failure to ratify 
the treaty and to play an active role in reconstruction was fatal. The power 
to forgive the European Allies their debts gave the power to control the 
ultimate resolution of the debt problem, but with the U.S. unwilling to 
use that power wisely, resolution of the debt problem receded from view.
Young's writings (1923b, 1924b, 1924c) give a clear picture of his own 
preferred solution to the war debt problem. Taking his lesson from the 
1871 \yar indemnity that France paid to Germain, Young argued that 
while Germany's ability actually to pin reparations might be limited by its 
ability to maintain a net export surplus, it was more efficacious to discharge 
the reparations debt by capital flows. To the extent that Allied citizens 
were prepared to accept German bonds and claims to German property, 
and to the extent that German citizens could be convinced to trade their 
foreign asset holdings for German government debt, the external reparations debt could be discharged without any disruptive effect on trade. In 
this respect, Young argued that those economists who reasoned (from the 
theory of comparative advantage) that export surpluses arc fairly inelastic 
were just as much missing the point as those who reasoned (from the 
theory of purchasing power parity) that such surpluses were fairly elastic 
functions of the exchange rate. More important was the flow of financial 
capital. What was needed was not economic payment of the debt in the 
form of sustained export surpluses but legal payment in the form of 
refunding the single large public debt with a mass of many smaller private 
debts.


With this potential solution in mind, Young was encouraged by the 
willingness of Allied citizens to invest their capital in postwar Germany 
but dismayed at the German government's failure to put into place a 
system for trading its own debt for foreign assets held by German nationals. Even worse, Germany failed to gain control over the foreign-exchange 
market to prevent capital flight and unnecessary imports, and this failure 
further limited its ability to meet its obligations. Yet, even in the face of 
German financial mismanagement, Young insisted that the underlying 
problem was the U.S. withdrawal from the process. It was in large part 
because of the failure of the U.S. to live up to its own obligations that 
other countries were unable or unwilling to live up to theirs. The opportunity to commercialize Germany's reparations obligations was missed 
because of the failure to fix the amount owed at a reasonable level (Ely et 
al. 1923, 400).
Internal debts were a problem as well, and a problem faced by all 
belligerents to a greater or lesser degree. Young argued that repayment of 
large internal debts by means of government fiscal surpluses was in most 
cases impossible, and even the interest on the debt was likely to absorb 
more tax revenue than was feasible. Unlike the case of external debt, the 
capital flow solution to an internal debt-which would involve a wealth 
transfer from taxpayers to debt-holders-was likely not politically feasible 
or desirable because of its effect on the distribution of wealth. As it 
happened, in most cases the wealth transfer went the other way as price 
inflation eroded the real purchasing power of the debt, a transfer that had 
its own political costs but at least resolved the internal debt problem. 
Looking ahead in 1923, Young wrote: "The collapse of the paper currency 
of Germany or of any other important country of western Europe, accompanied by a writing down of its internal debts, would, after the 
immediate reaction had passed, increase Europe's ability to borrow from 
us" (1923c, 13). In the absence of a negotiated solution, the restoration 
of sound financial conditions awaited a collapse of the unsound conditions 
inherited from war, and the sooner that collapse came, the sooner reconstruction could begin.
What was the mechanism of that collapse, which took first Germany 
and Russia and then France and Belgium? Young consistently denied that 
excessive expansion of the money supply was responsible and hence denied 
the obvious quantity theoretic explanation for inflation and hyperinflation. 
"During the past few years money has not been `redundant' in Germany. 
It has been scarce" (1923b, 42). Young traced the German hyperinflation not to excessive money issue, but rather to excessive foreign debt in the 
form of Germany's reparations obligations (1924b, 403).1 Given that 
feasible exports and capital flows were inadequate for meeting reparations 
commitments, the inevitable consequence was a persistent negative clearing in international exchange markets that led to depreciation of the mark, 
a downward pressure made worse by speculation on future depreciation. 
It was this depreciation which, in Young's view, triggered the internal 
German price inflation by raising the cost of necessary imports. Domestic 
inflation subsequently undermined the ability of the government to collect 
taxes and so made it impossible for the government to pay its bills. In this 
desperate circumstance, government printing of nmoney_ was a last resort 
of fiscal expediency, a consequence more than a cause of price inflation. 
For Young, the problem ultimately stemmed from the failure to reduce 
debts to a manageable level.


Young carried this line of analysis further to explain the disordered 
currencies in other European countries whose main problem was internal, 
not external, indebtedness. Accepting for the sake of argument that the 
burden of internal debt causes governments to resort to monetary expansion, Young nevertheless argued that the primary cause of domestic inflation was not this monetary expansion but the action of speculators in 
international exchange markets. Speculators cause depreciation by trading 
on their guesses of the future value of inconvertible currencies. This 
depreciation, by raising the domestic price of vital imported commodities, 
-worsens domestic price inflation, which disorders budgets by disrupting 
tax collection, subsequently necessitating monetary expansion as a last resort of government finance. Here again Young can be seen arguing for a 
line of causation opposite that of the quantity theory. "The one indispensable instrument of stabilization is the balancing of budgets. The burden 
of debts, external and internal, blocks the sway. If the debts can be taken 
care of, the monetary situation would take care of itself" (1924h, 407).
Much of Young's argument reminds one of Laughlin, whose Credit of 
the Nations (1918) emphasized the developing war debt problem and the 
different forms this problem was taking in the different banking and 
financial structures of the various warring nations. What is not Laughlin, 
however, is Young's emphasis on exchange rate determination as a matter 
of the flow supply and demand of bills of exchange= and his emphasis on 
the continuing importance of gold as the ultimate reserve (not just the 
standard of price) even in a world of inconvertible currencies. According 
to Laughlin, wartime price inflation was inevitable as gold depreciated in value relative to essential war materiel, and abandonment of gold convertibility only made price inflation worse because of uncertainty and speculation about the date and parity of eventual convertibility. By contrast, 
Young focused his attention on the dynamic disequilibrium price-making 
process and emphasized how money and credit not only circulate goods 
but also affect the prices at which goods circulate.


Young viewed the entire period of war and reconstruction as an economic disequilibrium for which the analytical tools of both Fisher's quantity theory and Laughlin's anti-quantity theory were of limited usefulness. 
Both theories abstract from the way prices arc created in the process of 
monetary exchange and instead focus their attention on the equilibrium 
prices that are the purported eventual product of the disequilibrium 
price-making process. Young's emphasis on the operation of the exchange 
market as the key to understanding both currency depreciation and domestic price inflation can he understood as his attempt to provide an 
alternative disequilibrium analysis. The question remained, however: Toward what equilibrium, if am-, was the system tending, and what were the 
forces leading toward that equilibrium? Young's support for a return to 
the gold standard can be understood as an attempt to provide the missing 
equilibrium reference point to orient the postwar evolution of monetary 
disorder.
Given the increasing unreality of the underlying credit structure in the 
process of war finance, it was hardly to be expected that gold convertibility 
of the money stock would he maintained, and in most countries it wasn't. 
Just as war debts took on the character of fictional accounts, so too 
exchange rates lost their commercial character and became largely an 
accounting device as the international flow of goods became increasingly 
a matter of political agreements between nations, not commercial relations. Just as resolution of the war debt problem was about recognizing 
the fictional character of debts, so too reconstruction of the international 
monetary system was a matter of establishing first a realistic structure of 
international exchange rates, and second a realistic parity between those 
exchange rates and gold. The disorder in exchange rates as a consequence 
of the unresolved debt problem delayed achievement of the former goal. 
The misallocation of the world's stock of gold reserves, much of which 
had flowed to the United States during the war, delayed achievement of 
the latter goal.
Unlike some of his contemporaries, Young did not see any substantial 
problem arising from scarcity of the aggregate stock of gold. Weighing the flow of new gold production against likely growth in the real economy, 
Young expected in 1923 that the long-run trend of prices would be 
downward, an opinion he reiterated in 1929 after the return to an international gold standard had been largely completed (1923c, 1929a). Deflation was likely, Young thought, but he put his faith in banking mechanisms 
such as the Federal Reserve System for economizing on the monetary use 
of gold and so moderating somewhat the long-run deflationary effect on 
output. In international monetary arrangements, he supported the gold 
exchange standard as another mechanism for economizing on gold. In 
1916 Young had seen gold exchange as a workable system for individual 
countries but not for the world economy as a whole on the view that 
general adoption would only lead to higher prices everywhere and no real 
economies (Ely et al. 1916, 269-70). After the wartime inflation, however, given that higher prices had already been achieved, he saw gold 
exchange as a way of supporting the new higher price level and of avoiding 
postwar deflation.


Young's conception of postwar financial reconstruction can be summarized like this: Reduction of war debts would restore sound credit conditions within and between nations. The gold exchange standard would then 
provide a temporary scaffolding for the restoration of international trade. 
In time the normal workings of commerce would lead to a more normal 
international distribution of the world's gold and hence possibly also to 
a proper gold standard. Gold exchange would also relieve any deflationary 
pressures emanating from the scarcity of gold while a more satisfactory 
system of central bank cooperation could be worked out. The important 
thing for Young was to begin putting in place institutions that could 
bridge the gap between war conditions and normal international commercial relations.
Young's understanding of the international monetary situation in the 
postwar period was most similar to that of the Chilean economist 
Guillermo Subercaseaux, whose work Young greatly admired.; In his 
comprehensive study of world monetary experience, Subercaseaux (1920) 
observed that the adoption of a paper money standard was in most cases 
a temporary measure forced upon monetary authorities by insupportable 
fiscal strain. Return to a metallic standard was, he insisted, more or less 
straightforward, economically speaking, once the underlying fiscal strain 
had been eased. Furthermore, a gold exchange standard could provide a 
kind of transitional stage between paper money and a proper gold standard. With all of this Young seems to have been in substantial agreement.


The Young-Subercaseaux view stood in opposition to Gustav Cassel's 
(1922) quantity theoretic interpretation.4 Cassel argued that monetary 
expansion had caused price inflation in each country and that price inflation then caused exchange depreciation because exchange rates reflect 
relative domestic price levels. According to this "purchasing power parity" 
theory, the key to stabilizing currencies was first to stabilize domestic price 
levels by stabilizing money supplies. That done, international monetary 
order could be reestablished without the gold standard by relying on each 
nation to pursue its own domestic price stabilization program, and in so 
doing also to stabilize its exchange rate. As has already been shown, Young 
disagreed with Cassel on the mechanism of inflation under a paper money 
system. Even more fundamental was his disagreement about the possibility, much less the desirability, of monetary equilibrium in a paper money 
system. Unlike Cassel, Young believed strongly in the importance of a 
monetary standard, and he judged that in the conditions then prevailing 
the standard would have to be gold.
The Monetary Standard
In a letter to William T. Foster, Young outlined his views on the monetary 
standard:
Let me say just what I think a monetary standard is. In the first place, 
it is the one commodity the price of which is definitely fixed in terms 
of money. In the second place, the monetary standard is itself the 
money of gold redemption. In the third place, it, or some money 
directly based upon it, must be used in the payment of balances. I 
mean, in the payment of clearing balances, whether between individual banks, between different regions, or between different countries.,


This is recognizably the position Young had come to when grappling with 
the Laughlin-Fisher controversy before the war. The experience of war 
and reconstruction gave Young the opportunity and the stimulus to develop further this sketch of a theory.


The first point-that the monetary standard provides a fixed point for 
the entire structure of money prices-is characteristic of Young's thought. 
Taking to heart Adam Smith's view of the importance of the "extent of 
the market," Young (1928h) viewed economic development as a cumulative process in which a widening market opens up opportunities for 
improved production methods, the adoption of which then cheapens 
goods and makes possible a further widening of the market.6 In Young's mind, the adoption of a monetary standard, and with it an integrated price 
system, was a crucial step in the creation of a wide market because it 
enabled individual businesses to reach out to distant areas, thus stimulating 
both their individual development and economic progress more generally. 
Young attributed the rise of the U.S. to economic primacy mainly to the 
size of its internal market (1929d, 5242). One of the great achievements 
of the Federal Reserve System was to establish par clearing of checks 
throughout the nation, thereby effectively integrating all sections of the 
United States into a single national market (Reed 1922).-, One of the great 
advantages of an international agreement to use a common monetary 
standard was the integration of diverse national markets into a single 
worldwide market (Gregory 1932).


It was this integration, not any purported stabilization of prices, that 
Young emphasized as the chief advantage of a system built around a 
monetary standard. The monetary standard itself might, of course, change 
in price relative to other commodities over time, so adherence to a 
monetary standard is no guarantee of long-term price stability. Young 
noted the historical trends in price levels under the gold standard and 
attributed these to changes in the supply of gold from new mines and the 
demand for gold, including the demand for monetary purposes. Notwithstanding these trends, Young argued that a monetary standard is essential 
for the long-term coherence of the economic system because it makes 
economic calculation possible and so supports the complex structure of 
contracts that links different businesses together. Consistent with this 
analysis, although he supported a return to the gold standard, he saw no 
reason to insist on the prewar parities. Quite the contrary, because the 
deflation required to restore prewar parities would delay return to the gold 
standard and inflict injustice quite comparable to that of the preceding 
inflation, Young preferred to stabilize currencies at their postwar parities.
Young's second point is that a monetary standard plays a crucial role as 
the definite substance in which other forms of money are ultimately 
payable. "The significant thing is that all other kinds of money are exchangeable, directly or indirectly, for gold coin" (Ely et al. 1923, 239). 
For Young, money was above all a promise to pay the monetary standard, 
and any particular form of money gained its currency from the credibility 
of its promise. U.S. currency is largely government issue, and the government is responsible for maintaining its value, both internally and in international markets, by maintaining convertibility into gold. Young opposed 
proposals for a managed fiat currency on the grounds that without any 
definite commitment to repay the temptation to overissue would be irresistible. And even if resisted by the current government, speculators 
could easily cause ruinous depreciation by their expectations about the 
actions of future governments. A credible commitment to repay avoids 
both such problems.


Similarly, a bank deposit is a commitment to pay currency, and as such 
an indirect commitment to pay gold. It is the disposition of bank assets 
that lends credibility to that commitment. Because the Federal Reserve 
confines its rediscount facility to short-term commercial credit, so-called 
self-liquidating paper, banks are well-advised to hold substantial assets of 
this type. By holding additional assets in the form of high-quality, longerterm securities salable in deep markets, additional resources can be assured. To encourage proper disposition of bank assets, Young emphasized 
the importance of adhering to the principle that deposits are the responsibility of the issuing banks, and he opposed government insurance of 
bank deposit accounts on these grounds."
The third point is that a monetary standard is important as the ultimate 
reserve used to settle clearing balances because the payment of such 
balances performs a critical regulatory function for the economic system 
as a whole. Young saw the institution of banking as essentially a system 
for clearing credits and debts (Ely et al. 1923, 262). In a banking system, 
most debts are not paid but simply canceled by offset with someone else's 
debt. But when the offset is not complete, there is some net balance to 
be cleared. It is the monetary standard, or some claim payable in the 
monetary standard, that flows between banks to clear these net balances. 
Country banks clear with city bank balances, city banks clear with Federal 
Reserve Bank balances, and national banking systems clear with gold, the 
monetary standard (Watkins 1927). All along the clearing hierarchy, it is 
the responsibility of banks to settle at the clearing that forces them to take 
account of their own position in the larger economic system and to behave 
in such a way as to create and maintain coherence in that larger system.9 
If a single bank expands its credit advances too quickly, it finds itself losing 
reserves to other banks as its customers draw down their balances to make 
payments to others. To maintain continued viability, a bank must adjust 
its operations to the rhythms of the larger system of which it is a part. 
And what holds for a single bank holds just as well for regional, or even 
national, systems of banks. By attending to the inflow and outflow of 
international reserves (i.e., gold), individual countries coordinate their 
diverse economies.
Viewing the international monetary system as a clearing system for credits and debts, Young tocused as much attention on the international 
flow of capital (both short- and long-term) as on the flow of goods (Ely 
et al. 1923, 346-50). "1)ifferences in interest and discount rates rather 
than in price levels lead to international borrowings" (p.348). In normal 
times, international borrowings serve as "a secondary reserve-a butter 
protecting the ultimate reserves of gold" (p.350) so that there is no need 
for gold flows. From this banking point of view, the massive gold flows 
of the postwar period seemed to Young more a symptom of disorder than 
a mechanism for correcting it. The loss of gold for a country was, in this 
respect, analogous to the loss of reserves for a bank, an indication that 
something about the country's economic behavior is out of line with its 
actual position in the larger world system, a warning that action is needed 
but not itself an action and not even an unambiguous indication of the 
particular action required.


Understanding gold as the ultimate bank reserve, Young doubted the 
significance of the classical specie-flow mechanism according to which 
gold tends to flow from countries with high prices to countries with low 
prices. According to the classical theory, this flow was supposed to equilibrate the balance of payments by lowering the money supply-and so also 
prices-in the country losing the gold and raising the money supply-and 
so also prices-in the country receiving it. Doubting the efficacy of the 
quantity theory, Young questioned whether price-level phenomena had 
much to do with attracting the gold, or gold flows much to do with 
changing price levels."' Viewing gold flows as a clearing item in world 
trade, it seemed to Young that the direction of gold flows was determined 
by the net balance of commerce more generally, including capital flows 
both long-term and short. Although relative price levels may conceivably 
have something to do with the balance of merchandise trade, differential 
profit rates drive long-term capital flows, and differential money rates of 
interest drive short-term capital flows. Gold flows only as a balancing item 
when other flows do not completely offset each other.
Why Gold?
Even accepting these arguments in favor of a monetary standard, the 
question remains, Why gold specifically? The answer given by classical 
orthodoxy, which focused attention on money's function as a medium of 
exchange, was to emphasize the advantageous physical properties of the 
yellow metal. Jeyons, for example, in his Monev and the Mechanism of Exchange (1882), proposed that the origin of money could be found in 
the inconvenience of barter (Chap. 1) and focused attention therefore on 
those "qualities of the material of money" (Chap. 5) that suited it to serve 
as a medium of exchange. Young wrote criticizing this style of analysis:


I know of not the slightest bit of historical evidence back of the 
assumption that the inconvenience of barter prompted man to seek 
a medium of exchange. This is conjectural history of the same vintage 
as the contract theory of the state. As a matter of fact, the best 
evidence seems to be that the use of money and the beginnings of 
exchange go hand in hand. Nor do I like your list of the various 
commodities that have served as money. This list has nothing to 
commend it in the fact that it has passed down from one elementary 
book to another.... These old requisites of a medium of exchange 
have little relation to the present use of gold as a monetary standard."
Why then did Young support the use of gold? Young's views on the 
matter seem to follow W. W. Carlile (1901), whose own views developed 
from Theodor Mommsen's historical account of the transition from one 
monetary standard to another in ancient Rome.12 Arguing against 
Gresham's Law, Carlile suggested that worse money does not generally 
supplant better money, but rather settles down next to it as a subsidiary 
currency, gaining value from its convertibility (explicit or implicit) into 
the better money. For his own time, Carlile viewed gold as the latent 
standard that operated as an implicit reference point whether or not it was 
explicitly recognized as such in the legal monetary structure. Following 
Carlile, Young supported a return to the gold standard on the grounds 
that gold was already the defacto monetary standard, and this despite the 
fact that after the war almost no currency remained explicitly tied to gold.
As evidence that gold was already the latent monetary standard, Young 
pointed to its crucial role in international payments. Lacking any world 
central bank or international agreement on the settlement of balances, 
international balances had to be settled in something acceptable to the 
nation receiving payment. Gold served this purpose because, as Young 
emphasized, "the demand for it is elastic, while the demand for most of 
the necessaries of life is inelastic. The monetary standard must be something for which there is a demand, either in consumers' wants or in foreign 
trade."13 Because gold is elastically demanded, creditors are always willing 
to receive payment in gold. If they do not want the gold themselves, they 
can always find a market in which to trade it for whatever they do want. It follows from gold's importance in settling international balances that 
gold (or claims payable in gold) is the natural bank reserve. And it follows 
from gold's importance for clearing bank balances that gold is the natural 
currency of convertibility. Finally, once money is payable in gold, gold is 
also the natural monetary unit. For all these reasons, Young supported a 
return to the gold standard, not as an ideal monetary system, but because 
he thought gold was the only viable monetary standard in his own historical period.


Young's defense of the return to gold anticipated many of the possible 
counterarguments, in particular those of Keynes. Keynes characterized the 
case for gold as based on "the double contention, that in practice gold 
has provided and will provide a reasonably stable standard of value, and 
that in practice, since governing authorities lack wisdom as often as not, 
a managed currency will, sooner or later, come to grief' (Keynes 1924, 
178). Young's case for gold, however, had little to do with the stability 
of the value of gold in the long run, and his case against a managed 
currency had little to do with the temptation to overissue. Young was 
clearly an internationalist, but he was not one of those caricatured by 
Keynes as preferring deflation to devaluation or stability of exchanges to 
stability of prices. Young favored a return to gold at the postwar parities 
precisely in order to avoid destructive deflation (Ely et al. 1923, 309), and 
he saw stability of exchanges as a prerequisite for internal price stability, 
not an alternative to it. Where Keynes claimed the mantle of economic 
science for his proposed system of managed fiat currency, Young claimed 
the lesson of history that countries resort to fiat currency only when forced 
by external exigencies outside their control (p.353). The breakdown of 
the gold standard during wartime was, in this respect, inevitable, though 
still to be regretted. For Young, the road forward lay not in learning to 
live with an imperfect fiat currency, but rather in correcting the external 
exigencies that prevented a return to the superior gold standard.
By 1924 Young had reason to be cautiously optimistic. In 1922, the 
International Monetary Conference in Genoa had succeeded in achieving 
a general agreement to adopt a gold exchange system. Then in 1924 the 
Dawes Plan broke the reparations logjam, at least for a time, by providing 
a framework for lending from the United States to Germany. Recycling 
U.S. surplus funds to meet Germany's deficit did not, of course, constitute 
actual payment of the reparations obligations but merely added private 
debts on top of the public debts already in existence. The underlying 
problem of insupportable international indebtedness was thus merely pa pered over by additional layers of privately financed debt. The credit 
expansion did, however, reduce German pressure to export and did allow 
economic reconstruction to proceed in earnest. In the next few years, the 
booming U.S. financial market accepted large German bond issues, and 
the New York investment banks successfully floated short-term German 
loans. These international capital flows were all the more encouraged by 
the Federal Reserve policy of keeping interest rates low in the United 
States so that German bonds attracted American investors chasing after 
yield (Angell 1929; McNeil 1986; Kent 1989). In this way, the very real 
threat of postwar international deflation was largely avoided, at least for a 
time.


Unfortunately, the nations failed to use the opportunity to resolve 
war debts and reestablish normal commercial relations. To make matters 
worse, the integrity of the post war monetary system depended on the 
ability of the world's financial structure to sustain an economic expansion, 
and in that respect the failure to establish more cooperative international 
monetary relations ultimately proved fatal. As the gold exchange system 
evolved into a proper gold standard, the reserve basis of the credit pyramid 
came under strain. Soon the credit pyramid would conic tumbling down, 
and with it also the gold standard. The consequent contraction of markets 
would then lead to a further collapse of credit and output. Capital valuations based on a projected expansion of the world market would collapse 
with the collapse of the expansion, as would the capital spending that 
would have made such projections a reality.
Young did not live to see the denouement, but his last publication shows 
considerable prescience. Writing for the Neil' York Times Annalist, 18 
January 1929, he expressed concern that the attempts of the European 
central banks to build up large gold reserves would stand in the way of 
continuing world prosperity. He wrote:
The present situation is inexplicable on any rational grounds.... To 
attempt, under present conditions, to build up a large idle hoard of 
gold, whether in London or elsewhere, is generally only an expression 
of financial nationalism, and financial nationalism is an expensive 
luxury.... A gradual downward trend of prices is probable, not 
because the supply of gold is or will soon become inadequate, but 
merely because the central banks of different countries will probably 
try to maintain their separate hoards of gold.


Young's hope had been that the new postwar institutions would bring 
about more rational behavior at the level of the nation-state. The failure of cooperation among central banks and the return of financial nationalism 
was the first indication that this hope had been overly optimistic. The 
downward trend of prices was, in this respect, only the first symptom of 
worse things to cone. The world would see a decade of depression and 
another devastating world war before the process of integration and 
expanding markets would again, for a time, support dynamic economic 
expansion.


In 1924, all this was vet in the future. In 1924, Young had reason to 
believe that international reconstruction was on the right track, and he 
finally felt able to give more sustained attention to the problems of 
domestic monetary management. The first installment of his studs' of 
domestic hank statistics was published in October of that year.
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In the domestic economy, the most significant monetary development of 
war and its aftermath was the evolving role of the Federal Reserve. The 
Federal Reserve System had been established in 1913 as a support to the 
commercial activities of competitive capitalism. The central feature of the 
system was intended to be the rediscount of short-term commercial loans 
at the central bank. The exigencies of war finance and postwar economic 
development, however, transformed the balance sheet of the banking 
system and with it the role of the new central bank. Established to meet 
the seasonal liquidity needs of rural agrarian interests and the crisis refinancing needs of urban financial interests, the Fed found itself instead 
financing first the war effort and then, in the 1920s, the accumulation of 
private capital. In adopting these new functions, the Fed went rather far 
beyond the intentions of its founders, but it did so to meet the changing 
needs of the time.'
Along with the evolution from short-term to long-term finance came 
an evolution from the relatively decentralized system of twelve Reserve 
banks envisioned by the founders to a system in which the New York Fed 
emerged as primes inter pares. The federal character of the System had 
been critically important to those who feared that a more centralized 
system would enhance the power of finance over industry and the power 
of the Federal government over state and local government. The use made 
of the System during the war as a mechanism for distributing the war debt 
and the analogous postwar use as a mechanism for distributing private 
debt offerings both had the effect of shifting the power in the System 
more toward the center. Significantly, the major debate within the Federal 
Reserve System in the 1920s concerned not whether the decentralized 
character of the original System should be restored, but whether the center 
of that system properly lay in Washington with the government or in New 
York with Wall Street.


Not only changing economic facts but also changing social attitudes 
provided for an enlarged role of the Federal Reserve. Established as merely 
the guardian of the System's monetary reserves, the Fed emerged from 
the war into a world that had become accustomed to a greater degree of 
government intervention in the economy. In company with other progressives, Allyn Young thought he saw in the acceptance of wartime planning 
the foundation of something more lasting:
War not only enlarges the field of public interest, but it also creates 
a new set of values. These new values are not the outcome of the 
`normal forces of supply and demand' but are, or should be, the 
expression of conscious decision respecting the relative worth of 
different things and different activities for the dominant national 
purposes. (1918, 882)


One particularly important expression of the new values was the interest 
in stabilizing business cycles.


As did Herbert Hoover, Young supported countercvclical public works 
projects as a stabilization measure, but he was more interested in exploring 
the possibilities of monetary policy.2 Understanding the business cycle as 
a matter of maladjusted relative prices, and understanding these maladjustments as a matter of the flow of monetary demand relative to physical 
commodity supply, Young believed that sonic kind of control over the 
flow of credit would be the most efficacious way of controlling business 
cycles. "Even if not the fundamental cause, the expansion of bank credit 
is a necessary condition of the overexpansion of business" (EIV et al. 1923, 
337). As such, Young wrote, "It seems to inc that any practicable line of 
control must come thru banks.",;
The Federal Reserve was established as an "exquisite political compromise that satisfied advocates of both centralized and decentralized banking, as well as supporters of private and public control" (llawlev 1991, 
145). It would be wrong, however, to conclude that the tensions between 
the different interests were thereby resolved in 1913. Rather, what was 
previously a public political clash evolved into competition for influence 
over Federal Reserve policy. In the decade of the 1920s, much of that 
influence was channeled through a series of organizations beginning with 
the Stable Money League, founded in 1921 by Irving Fisher on the 
strength of popular response to the postwar deflation of 1920 and 1921.' 
Soon the inflow of gold and agitation for reflation led to fears of inflation, 
not deflation, and to a new name for the organization, the National Monetary Association, in 1923. When the feared inflation tailed to materialize, the organization was again reformulated as the Stable Money Association 
in 1925. Aside from their educational role in popularizing a simple version 
of the quantity theory of money, these organizations pressed for legislation 
(the Strong Bill) to require the Federal Reserve to focus its intervention 
on stabilizing the price level.


At first, economists of the Federal Reserve System worked with the price 
stabilization movement because they too were troubled by the wartime 
inflation and the subsequent sharp deflation. Although the Fed economists 
characteristically worried more about the expansion of credit than the 
expansion of money (bank assets rather than bank liabilities), they found 
common cause with the practical projects of the price stabilizers to develop 
index numbers for the guidance of monetary policy. This was so even 
though the Fed concerned itself more with indices of production and trade 
than with indices of the general price level. Divergent interests, however, 
soon led to a split over the appropriate direction for monetary policy in 
1924. In the years to follow, this split widened as Fed economists and 
their allies developed their own views on money.
The intellectual effort of the Fed economists and their allies is recorded 
in the large number of books written in this period (Riefler 1930; Burgess 
1927; Warburg 1929; Strong 1930; Reed 1930). In opposition to the 
demand that the Fed orient its activities toward stabilization of the price 
level, the Fed's defenders argued that control of the price level was neither 
feasible nor desirable. They argued that the Fed was not able to control 
the price level as readily as its critics might think, and that anyway a narrow 
focus on stabilizing the price level would prevent the Fed from pursuing 
broader stabilization goals for which it was better equipped.
Throughout the 1920s, Allyn Young allied himself with the Federal 
Reserve against its critics. Initially, as a member of the Research Council 
of the Stable Money League and the National Monetary Association, he 
wrote detailed criticisms of proposed pamphlets that helped to temper 
their more extreme claims.' Then, as the concerns of the price stabilizers 
and the Federal Reserve diverged, Young felt it necessary to sever connections with the stabilizers and to use his voice to lend support to the Fed. 
In 1924 he resigned from the National Monetary Association and subsequently declined membership in the Advisory Council of the Stable 
Money Association.'' As president of the American Economic Association 
in 1925, he organized a roundtable discussion on the question "Can 
Credit Control Provide Adequate Monetary Stabilization during the Next 
Twenty Years?", which allowed supporters of the Fed to respond publicly to their critics (Working 1925). In 1927, as congressional hearings on the 
Strong Bill approached, he made his support for the Fed public in two 
articles for the New York Times Annalist.7


Young supported the Fed on the grounds that the best way to improve 
monetary policy was to support the emerging intellectual culture within 
the Fed itself. He was particularly impressed by the developing systems 
for gathering and evaluating information, both by the professional and 
operational staff in New York and by the Division of Research and Statistics in Washington. In Young's view, the staff's deep and daily involvement 
with the monetary system made them better judges of monetary policy 
than the political appointees on the Federal Reserve Board, and certainly 
better than some legislated rule invented by academics. "What the Federal 
Reserve Banks need most, therefore, is not more power or less power, or 
doctrinaire formulations of what their policy ought to be, but merely the 
opportunity to develop a sound tradition, and to establish it firmly" 
(Young 1927d).
Young's support of the Fed followed his more general conception of 
the role of institutions in economic life. For him, the purpose of economic 
knowledge was the improvement of communal life, and it was important 
that economic intervention be guided by communal values. He was inclined to prefer intervention guided by scientists on the grounds that their 
very inquiry into communal problems demonstrated and reinforced their 
identification with communal values. When Young supported Federal 
Reserve discretion against the attempts of the Stable Money Association 
to shackle monetary policy to a price stabilization rule, he was expressing 
his faith in the ability of those whose jobs involve close daily experience 
with the communal aspects of the financial system to use that experience 
to make wise communal judgments. Likewise, his support of the individual 
Reserve Banks with their professional staffs over the politically appointed 
Federal Reserve Board in Washington was meant to give authority to the 
more likely "repositories and guardians of the accumulated experience and 
practical wisdom of the system" ( 1927d).
More substantial than Young's political support of the Fed was his 
intellectual support, which involved critique of the radical reform proposals of Irving Fisher and adaptation to the American environment of the 
ideas of the British monetary economist Ralph Hawtrev. Just as Young's 
broad orientation to money was developed in engagement with Laughlin 
and Fisher, so too his more focused views on monetary policy evolved 
from his engagement with Fisher and Hawtrev.


Index Numbers and Price Stabilization
In the early 1920s, all those interested in an interventionist monetary 
policy could agree that, if the Fed was to intervene wisely, it needed 
reliable information on the state of the economy. Fisher's work on index 
numbers contributed toward that goal (Fisher 1922), as did the work of 
Fed economists such as Carl Snyder. Allyn Young's contribution was to 
clarify the nature and interpretation of index numbers, with an eye to 
ensuring their wise use by the monetary authorities.' The primary influence on Young's approach seems to have been C. M. Walsh's The Measurement of General Exchange Value (1901). Like Walsh, Young was concerned to find a priori grounds for evaluating which among the myriad 
possible formulae was the best way to calculate an index number.
Young followed Walsh in carefully distinguishing between the problem 
of measuring "general changes in prices" and the problem of finding a 
"just standard of deferred payments." For the latter, Young observed that 
the optimal index would generally depend on the parties involved in a 
particular deferred payment contract, and on that basis he found it not 
surprising that indexed contracts were rare.° For the former, Young was 
initially quite taken by Walsh's argument on the superiority of the geometric index (compared with the arithmetic or harmonic indices) as a 
measure of price changes. Young's reasons, though couched in technical 
language, shed important light on the development of his thought.
First, Young was attracted by Walsh's argument that prices are essentially 
exchange ratios. By convention, prices are expressed as the quantity of 
money exchangeable for a unit quantity of goods, but the same information could be conveyed by expressing price as the quantity of goods 
exchangeable for a unit quantity of money. It seems reasonable, therefore, 
to insist that an index number achieve the same result whether prices are 
expressed in one way or the other, and on this a priori ground the 
geometric formula scores well. The geometric average of prices expressed 
in one way is just the mathematical inverse of the geometric average of 
prices expressed in the inverse way.
Second, and of greater economic significance, was the question whether 
index numbers should properly measure the average of individual price 
changes or the change in average prices. Because Young thought of 
business fluctuations as arising from maladjustments that would show up 
in the structure of relative prices, he was most interested in the average 
of individual price changes. Indeed, as previously mentioned, he was interested in knowing not just the average but also the entire distribution 
of individual price changes. Initially skeptical of concepts like the price 
level or the average level of prices on the ground that such concepts 
obscure the importance of the monetary standard, Young was naturally 
also skeptical about measurements of the change in average prices. A 
further advantage of the geometric index, from this point of view, was its 
mathematical property that a measured change in average prices is always 
exactly equal to the average change in individual prices.


Young's enthusiasm for the geometric index was tempered considerably 
when he came to consider weighted indices as well as umveighted. Once 
the various indices are properly weighted (with the price of each good 
multiplied by sonic specified quantity of the good), there is less room for 
preference between arithmetic, harmonic, and geometric formulae. What 
is more, the objection to measuring the change of the general level of 
prices largely disappears. The reason is that the average of prices, so 
problematic when unweighted, is transformed into a relatively unproblenmatic aggregate sum when weighted, and its change over time measures 
the changing aggregate price of a given basket of commodities, a perfectly 
sensible thing to measure. Young concluded that "a theoretically perfect 
index number is an impossibility" (1923x, 360) but that an index practically useful for any given task could most likely be constructed. Whether 
a given index number was good or not depended on the task at hand. For 
Young, the most important task was the guidance of monetary policy, and 
for this purpose he argued the advantages of a narrow index focusing 
on commodities with prices especially sensitive to the business cycle.'(, 
Young's view in this regard stood in opposition to that of Fisher, who 
used his own extensive research on index numbers to support an alternative proposal.
In his 1920 Stabilizinq the Dollar, Fisher proposed to correct price 
instability by tying the gold value of the dollar to an index of general 
prices. Should that index show prices to be rising, the monetary authority 
was to increase the gold weight of the dollar, i.e., decrease the dollar price 
of gold and so revalue the dollar against all other gold standard currencies. 
Should the index show prices to be falling, the monetary authority was to 
decrease the gold weight of the dollar, in effect depreciating the dollar 
against all other gold standard currencies. Fisher claimed that such a policy 
would stabilize prices in a process "as simple as clock-shifting for daylight 
saving" (Fisher 1920, xxviii). In his view, rising prices were a symptom of 
a decline in the value of the dollar, and increasing the gold content was a way to prop up the dollar's value and so forestall its decline. Similarly, 
falling prices were a symptom of a rising value of the dollar, and decreasing 
the gold content was a way to restore the dollar to its previous value.


Fisher's concern with inflation and deflation stemmed mainly from 
concern for justice in deferred payment contracts. For him, inflation was 
a kind of theft from creditors, and deflation a kind of theft from debtors, 
and as such not only unjust but also extremely unsettling of the established 
order. Fisher saw price stabilization as an important contributor to the 
more general goal of maintaining social stability. But Fisher's case also 
rested on the more narrow economic argument that price stabilization 
would bring business cycle stabilization. For Fisher, the business cycle was 
caused by fluctuation in the price level, a process he called "the dance of 
the dollar." For a given nominal interest rate, an increase in inflation 
reduces the real cost of borrowing, which gives an inducement to borrow 
and invest, and so causes the upward stage of the cycle. Similarly, a 
decrease in inflation reduces the incentive to borrow and invest, and so 
brings about recession. Following this logic, Fisher believed that stabilization of the price level would effectively stabilize business fluctuations 
as well.
Young took a very different view on all of these points. For him, 
following Walsh, the simple fact that some index shows a change in the 
price level was not itself prima facie evidence of any injustice in the 
relationship between debtors and creditors. Nor was price stabilization any 
guarantee of business cycle stabilization because, as he thought, the business cycle was not a matter of aggregate price levels but of the structure 
of relative prices. Thus, even accepting for the sake of argument that 
Fisher's plan would stabilize the price level, Young felt that the benefits 
of the plan were much less than claimed. But Young was not even sure 
that the plan would stabilize the price level over the time horizon of the 
business cycle. He wrote:
It is absurd to attempt to stabilize credit by controlling the monetary 
standard. So far as I can see, changes in the production of gold are 
responsible for long time trends in prices such as characterize the 
periods from 1850-1873, 1873-1896, and 1897-1914. Changes in 
gold production have little or nothing to do with business cycles. A 
small chart of the movement of wholesale prices since the beginning 
of the nineteenth century makes this tolerably clear."


In addition to all these objections, and perhaps most damning, not only 
would the stabilized dollar plan not help much, it would actually hurt because it would give up all the advantages of a fixed monetary standard. 
At a time when the rest of the world was struggling to reestablish gold 
convertibility, it would be the height of irresponsibility for the U.S. to 
adopt a variable parity. To Frederic Curtiss of the Boston Federal Reserve 
Bank, Young wrote: "It would be fatal at this time to tic the federal reserve 
system up to an index tiurriber."12


Significantly-, Young's grounds for opposing Fisher's stabilization plan 
were not entirely economic. Fisher supported legislation that would require the Fed to stabilize prices because he did not believe it could be 
trusted to do so on its own. In this respect, Fisher's campaign for price 
stabilization can be compared with his contemporaneous campaign for 
Prohibition (Fisher 1926, 1928, 1930). For Fisher, the social order had 
to be protected from the weakness of its individual members by laws such 
as the 18th Amendment banning alcohol and the Strong Bill banning 
monetary inflation and deflation. For Young, by contrast, the establishment of an institution like the Fed was of much greater significance than 
the language of any particular law. It was not so much that Young 
preferred the rule of men to the rule of law, though he certainly had more 
faith in the wise discretion of authorities than in the applicability of a 
general rule to all possible eventualities." Rather, as a student of El', 
Young saw rules and laws as themselves social institutions, attempts by 
society to regulate its own internal operations, albeit attempts of a particularly blunt and rigid sort. What was important was not so much the 
language of the law but the mechanism for its interpretation and implementation. Given the organic, developmental character of society, what 
was needed was not some mechanical rule, but rather an organic, developmental institution like the Federal Reserve System. Young's fundamental objection to Fisher's attempt to legislate monetary policy was that the 
Federal Reserve System was better suited for the task of managing monetary evolution than was Congress or the judicial system. Having come to 
this conclusion, Young turned his attention away from Fisher and the price 
stabilization movement and toward what was happening inside the Fed.
Production and Speculation
Although opinion within the Fed was by no means monolithic (Yohe 
1990), there was, in the 1920s, general agreement that the Fed's job was 
to ensure the expansion of credit to support productive trade without 
expanding so much as to provide a basis for destructive speculation (Recd 
1930; Hardy 1932). For the accommodation of productive credit, it was considered appropriate to extend Federal Reserve credit, as, for example, 
to meet the seasonal credit needs of the agricultural sector to finance the 
movement of crops at harvest time. In such cases, it was appropriate for 
the Fed to lend to banks temporarily experiencing a drain, thus buffering 
the bank and its customers from the contractionary effects of the drain. 
By contrast, for the control of speculative credit, it was considered appropriate to withhold Federal Reserve credit, and perhaps even to contract, 
as, for example, to prevent a speculative stock market boom from taking 
hold. In such a case, the purpose of the Fed was to exacerbate or even 
cause a reserve drain in banks participating in the undesirable expansion 
in order to force them to contract earlier than they, otherwise would.


These polar cases seemed clear to the Fed, and the question of the 
appropriate action in a given case was to be resolved by asking whether 
the analogy with seasonal fluctuation was stronger than the analogy with 
stock market speculation. Thus, the Fed intervened to halt the postwar 
inflation and to engineer a sharp deflation in 1920 and 1921, on the view 
that the inflation was speculative in nature. And it intervened repeatedly 
to absorb gold coming into the system from Europe, on the view that 
these flows were temporary and soon to be reversed (analogous to seasonal 
trade fluctuations).
In harder cases, however, the distinction between productive and speculative credit was of less use. A continuing puzzle, responsible for much 
internal Fed discussion during the 1920s, was the question whether the 
business cycle was fundamentally a productive cycle (and hence to be 
passively accommodated), or a speculative cycle (and hence to be actively 
counteracted). Influenced perhaps by the prewar experience of occasional 
financial crises, the dominant view seems to have been that for most of 
the cycle passive accommodation is appropriate, but that careful monitoring and quick action is required to stem incipient speculative tendencies 
before they have a chance to take hold. In the minds of Fed economists, 
speculation was perhaps like tuberculosis, a disease with which it is possible 
to live provided that flare-ups are treated promptly.14
The practical problem of distinguishing productive from speculative 
credit was all the more difficult because the cyclical patterns were overlaid 
on a secular trend that was transforming the nature of banking assets. 
During the war, the banking system had operated as a distribution system 
for the war debt; by war's end, bank balance sheets were heavily loaded 
with long-term government bonds. It soon became clear that the change 
was permanent. Relatively little short-term credit was required by the commercial sector as companies flush with wartime profits first drew down 
their government bond holdings and then financed their operations internally out of profit income. Lacking commercial lending outlets for their 
funds, banks concentrated on supplying the longer-term credit needs of 
agriculture, the postwar building boom, and international lending. In a 
repeat of wartime patterns, surplus funds were invested in bonds either 
directly or indirectly through call loans on bond and equity security. As 
the government reduced its wartime borrowing, country banks replaced 
the government bonds in their portfolios with speculative private issues, 
and city banks replaced lending against U.S. bond collateral with loans 
against private bond collateral. Having financed the \Var effort, the banking system proceeded to finance reconstruction and recovery. It was this 
involvement in long-term finance more than anything else that blurred 
the line between productive and speculative credit. In practice, the Fed 
Viewed brokers' loans as speculation but did not question direct bond 
holdings or bank lending on bond (or even stock) collateral. Clearly the 
distinction was more a rule-of-thumb than one with a solid conceptual 
foundation.


As an observer of these trends, Young started with two important 
foundational ideas. First, having already examined and discarded Laughlin's distinction between normal and abnormal credit, he felt no particular 
urge to draw the line between productive and speculative credit. Second, 
and more positively, as a longtime student of the economic transformation 
being wrought by the rise of the large corporation, Young was prepared 
to view the transformation of the financial system as reflecting the financing methods suited to the rise of big business.'' In his 1925 Principles of 
Corporation Finance, Young sought "to follow through the life of the 
business corporation from its inception to its dissolution" (Reed 1925, 
v), with particular emphasis on the use of bond and stock markets to finance new Ventures. His LSE lectures and popular articles (1929c, 1929d) 
make clear that in the late 1920s Young was wrestling to understand the 
economic significance of the rise of big business. In his famous 1928 
address on "Increasing Returns and Economic Progress," Young advanced 
the View that big business was best understood as "an incident in the 
general process by which increasing returns are secured." Big business, 
and the financing methods required to support its capital-using production methods, was in this sense to be viewed as the form taken by progress 
in the modern age.
From this point of view, it may be supposed that Young was more sanguine about the expansion of stock market credit than was the typical 
Fed economist. Certainly he never wrote anything suggesting that stock 
prices reflected anything more than valuation, albeit possibly exaggerated 
valuation, of potential future economic expansion in a widening world 
market. Young seems to have understood the exposure of the banking 
system in the 1920s as the price paid for the rise of managerial capitalism 
in the United States. It was the stock market, and to a lesser extent the 
bond market, that allowed the founders of corporations to step aside in 
favor of professional management. Public ownership unloosed the creative 
talents of a managerial elite, who promised to add value to corporations 
previously run as family fiefdoms. At the same time, the value locked up 
in long-term capital commitments was made liquid for individual owners 
through the securities markets. As a consequence, individuals became 
more willing to make such commitments, which had the effect of raising 
the valuation of preexisting commitments and easing the financing of new 
commitments. It was the machinery set up to finance big business that 
attracted borrowers from across the world to the New York financial 
market.


It must be emphasized that, without the easy credit provided through 
the Federal Reserve System, much of the postwar expansion would not 
have been possible. Just as during the war the banking system had, by 
lending against government bond collateral, helped to finance the war 
effort, so too in the 1920s it helped to finance domestic and foreign capital 
accumulation by lending against private bond collateral. In both cases it 
was the monetization of debts with bank credit that allowed society as a 
whole to undertake projects for which it was unable to raise funds in more 
orthodox ways. Speculation was not the opposite of production, but rather 
a capitalization of future productive prospects that made it possible to 
finance the investments that would make those prospects reality. Wall 
Street and Main Street were not enemies but partners, at least potentially.
Ralph Hawtrey and the Control of Business Cycles
If the Fed's distinction between speculation and production was unsustainable, there still remained the question of how to use monetary management to control business cycle fluctuation. In his mature thought, 
Young traced aggregate fluctuations to mistaken business decisions that 
build up until the mismatch between the structure of productive capacity 
and the structure of demand causes a downturn in business (Ely et al. 1923, 334). For controlling business fluctuations, Young's view that the 
structure of demand was a monetary phenomenon led him to conclude 
that the monetary system was the most likely location of an "instrument 
of control." "We want to know what lever to pull," he wrote.16


From this starting point, Young was naturally drawn to the work of 
Ralph Hawtrey, who argued that fluctuations could be smoothed by 
judicious manipulation of the central bank discount rate." A further 
attraction was that Hawtrey's work emerged from the tradition of English 
political economy that Young admired so much. What Hawtrey lacked in 
analytical clarity and sharpness he made up for in the realism of his 
description of the actual process of domestic credit fluctuation and international credit flows. What particularly set Hawtrey apart from other 
monetary theorists was his treatment of currency as subordinate to credit, 
a treatment he justified on grounds of realism. "This treatment of the 
subject has the practical advantage that in business, as at present organised, 
credit holds the predominant position, and the functions of money have 
in actual fact become relatively subordinate" (Hawtrey 1930, 214). In 
Young's (1920b) review of the first edition of Hawtrey's Currency and 
Credit, it was this realism that he particularly appreciated, though he did 
not yet see that Hawtrev's starting point yielded analytical advantages as 
well. Young's appreciation for Hawtrey, however, quickly grew. In his 
1924 review of the next edition of Hawtrey's book, his praise was unstinting: "one of the most significant-possibly the most significant-of modern treatises on money."'x
Young's initial caution in embracing Hawtrey was due to discomfort 
with Hawtrey's thoroughgoing nominalism. Hawtrev built his theory 
around an abstract money of account, and he treated the value of gold as 
determined by the value of credit rather than vice versa. By contrast, in 
Young's own early thinking, the monetary standard had a place of central 
importance. He eventually came to see that his approach was compatible 
with Hawtrey's and that Hawtrey's approach had particular advantages 
for thinking about the involvement of credit in the business cycle. It is 
worth following Young's path to an appreciation of Hawtrey because it 
sheds considerable light on those points where their analyses diverged.
Hawtrey's theory focused on the behavior of wholesale firms that finance their inventories of goods by issuing bills of exchange, which are 
then discounted by banks. According to Hawtrey, these dealers constantly 
compare the expected price appreciation of their inventories with the 
discount rate, and they respond quickly to an increase in that rate by contracting their inventories and repaying their bank discounts. Because 
such firms and the debts they issue were so important to the British 
economy, this commercial credit contraction tended to cause a contraction 
in the economy as a whole.'9 By controlling the discount rate, the central 
bank could therefore to some extent manage the flow of credit in the 
whole economy. What is more, because Britain served as the financial 
center where bills of exchange from all over the world were discounted, 
not only traders for the home market but also domestic importers and 
exporters were affected, and the Bank of England could thereby also play 
a role in managing international credit flows.


For Hawtrey, active central control of credit was especially important 
because of the natural instability of credit. In his view, credit, left to its 
own devices, tends to fluctuate widely, carrying the rest of the economy 
with it. An initial expansion of credit-financed spending leads to rising 
prices. Rising prices lead to increased demand for credit to finance larger 
holdings of appreciating inventories. Accommodation of these credit demands by banks then leads to additional spending, additional price increases, and additional credit demand in an unstable upward spiral. According to Hawtrey, this process comes to an end when bank liabilities 
swell beyond the level that can be supported safely by existing bank 
reserves. Credit is cut off abruptly, and the cumulative process begins to 
operate in reverse. As credit is denied, spending falls, which leads to falling 
prices, a desire by traders to reduce their depreciating inventories, and a 
consequent further reduction of credit. According to Hawtrey, this cumulative process could be controlled by means of quick discount rate intervention in the initial stages of an expansion or contraction. However, once 
an expansion or contraction is well under way, discount policy is fairly 
weak and stronger measures of credit control are needed.
Hawtrey developed his theory to explain how the British system 
worked, and Young had to take into account several important institutional differences in order to adapt Hawtrey's analysis to the U.S. case. 
Most important, the commercial credit on which Hawtrey focused so 
much attention was only a small part of U.S. banking business. The 
domestic supply of short-term credit was limited by the fact that U.S. 
firms were much more largely self-financing, and the international supply 
of bills still found its primary market in London rather than New York. 
Instead, industrial and agricultural credits were more important, and these 
credits were, as Hawtrey himself emphasized, less sensitive to discount 
rates. In the first place, the relevant interest rate influencing these longerterm credits was not the discount rate, but rather a longer-term bond yield. In the second place, the fluctuating demand for agricultural and 
industrial credit depends more on volatile expectations of future profitability than on fluctuations of bond yields. The importance of such forms 
of credit in the U.S. system led Young to doubt whether the discount rate 
could be used to regulate the flow of credit in the U.S. context.


A further crucial difference between Britain and the U.S. was the 
elasticity of reserves. In the U.S., a domestic credit expansion could not 
be choked off by inadequate reserves so long as banks held paper eligible 
for discount at the Federal Reserve. Even the constraint to clear international balances with gold did not bind for the U.S. because, due to the 
peculiar postwar arrangements, the country faced a structural inflow of 
gold. In such a system, according to Hawtrev, prices could continue rising 
forever. On this point, however, Young took a different view, based on 
his own conception of the underlying real cause of business cycles and his 
own conception of the long-tern price trend as regulated by the value of 
gold.
Unlike Hawtrey, Young did not view the business cycle as monetary in 
origin. He argued that a business expansion proceeds on the basis of 
certain expectations about the future, expectations that eventually turn 
out for many firms to be mistaken. As mistakes build up in the economy, 
the structure of production increasingly mismatches the structure of demand until the strain causes a downturn in business. "On the strength of 
the estimated size and character of the market, a vast system of production 
is built up, held together largely by contracts,-agreements to deliver, to 
buy or to sell, and to pay.... A crisis cones when the system of contracts 
breaks down, proving that mistakes have been made in estimating the 
quantity and character of the goods consumers will purchase at prices 
profitable to producers and dealers" (Ely et al. 1923, 334). In that crisis, 
the structure of contracts is revised, brought back into line with the 
structure of production, and the ground thereby prepared for another 
period of expansion.
One aspect of the structure of contracts was the structure of outstanding 
credit obligations, and here Young thought he saw a point on which the 
Federal Reserve might exert some leverage. The importance of bank credit 
for floating corporate securities led Young to explore a possible line of 
business cycle control operating through the capital market.
There are certain relations of a quasi-mechanical sort between low 
interest rates and business revival.
The most important relation of this sort is found early in the period of revival, before liquidation of the debts left over from the preceding 
business cycle has been completed. Low interest rates increase the 
price of bonds and create conditions favorable for long-time borrowing.... Low interest rates and high bond prices, rather than profits 
and the volume of business immediately in prospect, are then, in a 
real sense, the determining factors.... The revival of the building 
and construction industries is thus connected, in a quasi-mechanical 
way, with the condition of the money markets.... [F]or the most 
part, once business revival is under way, it may well be that the money 
market plays a passive role, until such time as declining profits encounter a rising rate of interest, and expansion comes to an end. 
(1923c, 69)


In the "quasi-mechanical" relationship between low interest rates and 
business revival, Young thought he had found the control lever he sought. 
Whereas Hawtrey emphasized frequent delicate adjustments of the discount rate to prevent large swings from getting started, Young emphasized 
intervention at the extremes of the swings in order to prevent them from 
going too far, intervention aimed at influencing the timing of major 
funding operations. Young wrote: "I do not believe that the rate of interest 
is an important factor of the business cycle except at the early period of 
recovery and toward the end of expansion."20


Young's interest in exploiting the potential of capital market intervention for stabilizing business cycles came from his broader study of the 
historical patterns of U.S. credit flows. In his systematic study of banking 
statistics, he found that the influence of funding operations on business 
fluctuation predated the establishment of the Federal Reserve System. 
Even before 1913, cyclical credit fluctuations involved a strong alternation 
between New York and the country banks. In times of sluggish business, 
money flowed out of circulation into the banking system, where it eventually found its way to New York and the securities market.21 There it 
created a favorable environment for refinancing bond debt and for floating 
new issues. Later on, as these borrowed funds were spent, business would 
pick up, and money would flow back to the interior banks where it was 
used, along with partial liquidation of interior investment holdings, to 
finance an expansion of bank credit there. In Young's view, whereas the 
expansion of bank credit in New York was caused by an independent 
inflow of surplus balances, the expansion in the interior was caused by a 
prior expansion of business. Money was thus both cause and effect at different times in the cycle and in different places in the system. "Money 
flows back to the interior, we might say, because loans and deposits have 
expanded there. Loans and discounts expand in New York because money 
has flowed there" (1928b, 34). This alternation of credit between New 
York and the interior led Young to express some early enthusiasm for using 
the ratio of loans to deposits as a key indicator of credit cycles" and to 
recommend a policy of cyclical capital market intervention as a kind of 
conscious extrapolation of the natural rhythms of the system.


Unfortunately, after the establishment of the Fed and after the war, the 
alternation of credit flows between New York and the interior was no 
longer so apparent. It was obscured partly by the elasticity of reserves, 
which obviated the need for many of the previous flows, and partly by the 
great wartime expansion of bank credit. And partly also it was obscured 
by the new importance of New York as the capital market to the world, 
so that even though New York bank credit was still used to float securities, 
the funds were not necessarily used in the U.S. Nevertheless, for Young 
the essential tact remained that the involvement of banking with the capital 
market was becoming ever more intimate over time. There is no indication 
that Young ever changed his mind about the basic strategy to influence 
business cycle fluctuation by influencing the timing of capital refunding 
operations.'' As it happened, however, in the next downturn the problem 
was not so much the timing of refinance as it was the very possibility of 
successful refinance during a general credit collapse.
The Limits of Monetary Policy
Except for a brief (but sharp) bout of generalized deflation in 1920 and 
1921, the U.S. experienced expansion throughout the twenties. In the 
early part of the decade, strong European demand for reconstruction substituted for wartime expenditures. And as that demand tapered off, demand from a strong domestic building boom replaced it. The key to both 
sources of demand was the U.S. capital market and the easy credit provided through the Federal Reserve System. Thus it came to pass that 
postwar deflation, which was feared as the inevitable consequence of wartinme inflation, was postponed by a full decade of peacetime credit expansion. The wartime credit expansion had been used to finance extraordinary 
government expenditures on goods and services, with inflationary consequences for the prices of goods and services. The peacetime credit expansion was used to finance extraordinary private expenditures on capital goods and organizations, with inflationary consequences for the prices of 
capital goods and organizations. The wartime expansion had required 
patriotic purchases of bonds whose real purchasing power was sure to fall. 
The peacetime expansion required only self-interested purchases of securities whose value seemed destined to rise as the market came to realize 
the glorious future profits in store for the issuing corporations. But if, in 
this sense, the peacetime expansion was inevitably more vigorous, it was 
inevitably more fragile as well, as self-interest would run just as fast to 
escape from a losing market as it had run to embrace a rising one, driving 
security prices to new, more desperate lows just as readily as it had so 
recently driven toward new, more exhilarating highs.


The seeds of financial fragility lay in both domestic and international 
financial arrangements. Domestically, although aggregate demand was 
strong throughout the 1920s, the pattern of demand shifted away from 
agricultural products. Thus agricultural prices tell for much of the decade, 
undermining the finance of agriculture and leading to bank failures in 
agricultural regions. To make matters worse, by mid-1928 the building 
boom was weakening and defaults were rising. Internationally, the failure 
to resolve war debt problems continued to hang over the market, and new 
credit flows depended on continued belief that somehow the problem 
would be resolved.
In the late 1920s, the last burst of energy in the expansion spent itself 
in a tremendous U.S. stock market boom, financed in part by bank lending 
against stock market collateral. At the peak of the speculative boom, the 
New York banks served as little more than brokers, using their "brokers' 
loans for the account of others" to channel funds to the stock market 
despite efforts of the Federal Reserve to stein the boom. The Fed's 
attempts to halt the expansion by raising the discount rate came too late 
to be effectual, as rising interest rates merely attracted more funds to the 
market, even while threatening the capital values on which so much 
bank lending was based. In the last stage of the boom, high U.S. interest rates even attracted funds from abroad, so reversing the credit flows 
that had sustained the postwar pattern of international payment commitments.
With the collapse of the stock market in October 1929, the creditfinanced expansion came to an end both domestically and internationally. 
Just as the banking system had been at the center of the boom, providing 
the means by which it was financed, so also was it at the center of the 
crash. Just as the expansion of debts had gone hand in hand with an ex pansion of bank credit, so too the liquidation of debts inevitably involved 
the liquidation of much of the banking system. The domestic bank failures 
of 1930 were followed by an international monetary crisis in 1931 and 
eventual abandonment of the gold standard. In startlingly short order, all 
the constructions of the postwar period were swept away. The resulting 
liquidation of the credit pyramid of the 1920s left both the domestic and 
the international financial system a wreck and prevented recovery for the 
rest of the decade. The depression was worst in the United States and 
Germany, centers of the credit expansion of the 1920s, but the whole 
world was swept up in it. As the U.S. credit expansion had been the key 
to postwar prosperity both domestically and internationally, so the tailure 
of that credit structure dragged down both U.S. and world economic 
performance throughout the 1930s.24


In the face of this maelstrom, the Federal Reserve's policy tools proved 
ineffectual. The Fed could and did lower discount rates in the hope of 
stimulating refinance, but it could not itself effect the necessary refinance. 
According to the time-honored Bagehot principle, a central bank operating on commercial loans has to be prepared in times of crisis to refinance 
loans backed by temporarily unsalable commodities. By analogy, a central 
bank operating on the capital market, albeit indirectly, has to be prepared 
in times of crisis to refinance longer-term loans and investments, and so 
indirectly to refinance the holding of the fixed capital which securities 
represent. And it must be prepared to do so until such time as the 
securities can be sold, that is, until the Underlying fixed capital regains its 
former value. To state such conditions is to point out how unprepared 
the Federal Reserve was for the task at hand. Prepared as it was to use 
open market operations to regulate credit in normal times, it was not 
prepared to take the next logical step when crisis loomed.
The Federal Reserve was empowered to make direct loans to troubled 
banks, but only against good security. In the boom of the 1920s, it was 
hard to doubt the security of bonds or of loans secured by bond or equity 
collateral. However, the general collapse of security prices in the aftermath 
of October 1929 left the banks with nothing much to present to a central 
banker. The Fed could buy government securities from banks that held 
government securities, but it could do little to prop up the rest of their 
overburdened balance sheets. Had Hoover's Reconstruction Finance Corporation been ready for operation, some of the domestic consequences of 
credit collapse might have been avoided. Even so, it is hard to see how 
international collapse could have been avoided, given the unresolved debt problems and the failure of central bank cooperation. It is perhaps significant that salvage of the domestic monetary system was accomplished 
by 1935, but it was not until 1944 at Bretton Woods that a new international monetary system could be put into place.


It is hard to avoid the conclusion that Allyn Young was essentially 
correct to insist that what was needed was a set of international institutions capable of changing the environment and so also the criteria of 
national economic policy. The failure to establish such institutions eventually doomed the peace, but first it doomed the economic recovery from 
war. Whether the particular institutional arrangements Young favored 
went far enough, however, may be doubted. What he had in mind was 
essentially an improved version of the pre-World War I system, a gold 
standard with improved international cooperation. An institutionalist by 
training, Young viewed the world as an evolving organism and saw economic reform as a way of guiding its evolution, not as a way of changing 
the nature of the organism. A progressive reformer, Young was nevertheless a conservative in the sense that he saw reform as essentially incremental, always building on existing patterns. Young believed with Marshall 
that "natura non Tacitsaltum"-nature does not make jumps-and even 
when analyzing the dramatic events of world war, it was continuity, not 
change, that most impressed him (1929d).
In the decade after Young's death in 1929, the issue was not reform 
but reinvention. The old system lay dead, and the question was, What 
kind of new system would rise up from the ashes. It was by no means 
obvious that the market system would survive, even in a drastically altered 
form. Had Young lived to see it, the collapse of the market system would 
have struck him as an overwhelming tragedy. Believing as he did that 
market expansion was the source of increasing economic productivity and 
that the impersonal interactions of market exchange were the historical 
origin of the idea of political liberty, he would have seen the collapse of 
the market system as an appalling abortion of human potential and a 
setback not only for the course of economic development but, more 
important, for the development of human freedom.
Even had he lived, it is doubtful whether Young would have proved an 
able guide through the wilderness of the 1930s. The motive forces of his 
thought-the tension between Ely and Marshall, between Laughlin and 
Fisher, between Fisher and Hawtrey-were about equally irrelevant to a 
generation that was questioning whether the market system itself was 
worth saving. Lite in the wilderness required a different kind of mind, one less impressed by continuity and more comfortable with disjuncture. Such 
a man was Alvin Harvey Hansen. As the new structure of economic 
relations took shape in Roosevelt's New Deal, it was Hansen who emerged 
as its most significant interpreter. A guide through the wilderness to the 
land of milk and honey on the other side, it was Hansen who served as 
Moses to the new generation of economists.
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Alvin Harvey Hansen was born the youngest of four on his father's 
homestead in Viborg, South Dakota, on August 23, 1887. His parents, 
Niels Hansen and Marie Bergitta, had both been born in Denmark, 
migrated to the United States as teenagers, and settled in South Dakota, 
where they net and married in 1877. Young Alvin was raised on the prairie 
frontier in a strict Baptist home, speaking Danish with his parents and 
neighbors.
Young Alvin did not take to the farming life, and, encouraged particularly by his mother, he turned instead to education. To ensure he received 
the best education available, his family boarded the teacher from the local 
one-room c entry schoolhouse during Alvin's early years. Later Alvin 
became the first from his community to attend high school at the Academe 
in Sioux Falls and subsequently also the first to enroll in nearby Yankton 
College, where lie majored in English. His main interest was in the 
humanities, including Greek, art history, and theater. As president of the 
college YMCA and editor of the college newspaper, 7'he Yankton Student, 
Hansen was a voice for reform. His interest in economics was stimulated 
by two courses he took from Henry Kimball \Varren, president of the 
college.
It was at Yankton that Hansen net Mabel Lewis, whom he later married 
after a long courtship. Her family cane originally from Norway, but both 
parents were born in the United States. Her father, Ben Lewis (Larson), 
was a dry goods merchant who, with his brother Knute, founded the town 
of Lake Preston, South Dakota. Because her mother, Sophie, died of 
tuberculosis when she was only tour, Mabel grew up with a special closeness to her father and a sense of maternal responsibility for her younger 
sister, Grace. Her childhood, while rural, was that of the small town rather 
than the farm. The life of the Lewis family in many ways paralleled that chronicled by Laura Ingalls Wilder in the Little House on the Prairie books. 
The Lewises knew the Wilders, and Ben Lewis appeared in The Long 
Winter as the man who walked to town to get the mail after the great 
blizzard kept the train from getting through.


After graduating from Yankton in 1910, Alvin served as principal and 
then superintendent of the Lake Preston High School, and Mabel (graduating in 1911) taught high school mathematics and statistics in neighboring Parker. A summer at the University of Chicago in 1912 convinced 
Hansen that the best place for him to pursue his intended plan of study 
in economics and sociology was at the University of Wisconsin. Enrolling 
in the fall of 1913, he came under the influence of Richard Ely and also 
John R. Commons. His coursework centered on general economics, with 
minors in labor and American history. His lack of preparation hurt him 
in the first year, but he soon caught up and surged ahead as he discovered 
his capacity for hard work. Completing his coursework in three years, 
Hansen felt secure enough to marry in August 1916. With Mabel, he set 
off for Brown University in Providence, Rhode Island, where he wrote a 
Ph.D. dissertation on Cycles of Prosperity and Depression while working 
as an economics instructor. Completion of the dissertation in 1918 led 
to a job at the University of Minnesota in 1919, which gave the Hansens 
enough security to start their family of two daughters, Marian and 
Mildred.
At Minnesota, the Hansens lived a modest life in a working-class neighborhood. At the university during the day, Hansen's main teaching responsibilities were in labor economics, but at home in the evening he 
continued his work on business cycles. (Arthur Marget, who had written 
his dissertation under Allyn Young at Harvard, taught the courses in 
monetary economics.) After promotion to full professor in 1923, Hansen's research interests became even more sharply focused. His 1927 
Business Cycle Theory and his introductory text Principles of Economics 
(Hansen and Garver 1926, 1928) with Frederic Garver gave him wider 
exposure in the economics profession. A Guggenheim grant funded travel 
in Europe between 1928 and 1929, which resulted in a book on Economic 
Stabilization in an Unbalanced World (1932a). Back in Minnesota, Hansen worked on a project to develop a state program of unemployment 
insurance to alleviate the suffering of the depression (Hansen and Murray, 
1933; Hansen, Murray, et al. 1934). Eventually this work, and Hansen's 
demonstrated ability to bring economic theory to bear on questions of 
practical policy, recommended him for the new Lucius N. Littauer chair of political economy at Harvard. In 1937, the year after Keynes wrote his 
General Theory of Employment, Interest, and Money, Hansen moved east 
with his family, settling in Belmont, Massachusetts, at 56 Juniper Road in 
a comfortable colonial house that he had built to his specifications.


From his base at Harvard, Hansen became ever more involved in the 
economic policy issues of the day. Renewed depression in 1937 raised the 
spectre of a possible secular stagnation, stimulating Hansen to pose the 
question Full Recoperv or Stagnation? (1938a). The question answered 
itself. Inside the university, Hansen taught a generation of students the 
new economics of Keynes, using his own text, Fiscal Policy and Business 
Cycles (1941a). Outside the university, he campaigned tirelessly for his 
vision of a New Frontier built around a public/private partnership he 
called the "dual econonny." Renewed world war in 1939 created conditions ripe for structural change, not only domestically but also internationally. When the 1944 Bretton Woods agreement laid out a framework 
for reconstructing the world nu>netarv system, Hansen wrote America's 
Role in the World Economy (1945a) to make the case to a wider public. 
When the 1946 Employment Bill outlined a new role for government as 
an agent of economic development, Hansen wrote Economic Policy and 
Full Emplovment(1947a) to show how the lofty aims of the new legislation 
could be practically implemented. It was the high point of his career.
After the war, the economic goal was no longer to create new institutional structures, but rather only to manage the structures already in place. 
No manager himself, Hansen focused on training a cadre of students who 
could fill the need, and, given the postwar revival of economic dynamism, 
the focus of his teaching turned to the smaller issue of stabilizing business 
cycles. His Monetary Theory and Fiscal Policy (1949a), Business Cycles and 
National Income (1951a), and A Guide to Keynes (1953a) all developed 
out of lectures he first gave to his graduate students.
After retiring from active teaching in 1956, Hansen focused his efforts 
on reaching a broader audience. His next books, The American Economy 
(1957a), Economic Issues of the 1960s (1960a), and be Postwar American 
Economy: Performance and Problems (19646) vycre all attempts to frame 
the issues of the day within the larger context of the historical evolution 
of the American economy. His last hook, The Dollar and the International 
Monetary System (1965a), was directed more to a professional audience 
concerned about the fragility of the monetary system put in place at 
Bretton Woods twenty years earlier. It was only a few years before that 
system would give way, and a few years more before postwar prosperity would give way to stagnation, but Hansen did not live to see it. He died 
June 6, 1975, and was buried, according to his wishes, in Viborg, South 
Dakota.


Hansen was many things in his unusually full life, but he was always the 
son of Viborg. In letters lie wrote to Mabel during their courtship he 
idealized his childhood: "the old community feeling centering around that 
old Baptist church in which I was brot [sic] up... the world of those old 
Danish peasants, with their sturdy simplicity."' Despising the "social snobbery" and "petty aristocracy" of small-town life, he wrote: "I'm glad I 
was raised close enough to the soil to value the worth of the common 
man-that's all I claim to be myself."' It was enough to make a town girl 
hesitate, apprehensive about whether this farm boy had sufficient ambition, or "fire" as she put it. It was not until Alvin made good at Wisconsin 
that Mabel was willing to consider him a viable suitor, and after they 
became engaged he continued to strive to prove himself, but he never lost 
contact with his roots.
Instead of allowing the world to pull him away from Viborg, Hansen 
devoted himself to making the rest of the world more like Viborg. The 
"ultimate and absolute democracy" of life on the frontier was the model 
of "real socialism" that guided his lifelong efforts at social betterment.' 
As a child he had watched a community of uneducated Danish farmers 
build a town out of nothing but prairie and their own hard work. The 
reconstruction of the U.S. economy during Roosevelt's New Deal was for 
Hansen ultimately little more than the story of Viborg writ large, and the 
reconstruction of the international monetary system after Bretton Woods 
was likewise different only in degree. It was all a matter of mutual aid and 
communal effort, hard work to be sure, but honest, important, and 
meaningful work as well.
Hansen was attracted to economics by his desire to make the world a 
better place-a desire springing in part from the religious convictions of 
his childhood. A former Yankton teacher remembered: "Economics was 
for him an instrument of action, in the struggle for the betterment of 
human life."4 Material improvement, however, was never an end in itself, 
but only a means to a greater end, the advance of civilization and humanist 
culture. Hansen's 1907 winning college oratorical eftbrt titled "The Tragedy of Lost Childhood" condemned the "greed for gold" that would 
"sacrifice human personality upon the altar of wealth," and called for 
legislation that would "guarantee to the children of the poor the inalienable rights of childhood-the joy of play and the training of school." Fifty years later, he deplored wasteful spending on gadgets in an affluent society 
and called instead for spending on durable capital investments in education, "slum clearance, hospitals, libraries, recreational facilities, renovations, and new construction" (1960a, 80). A reformer at heart, Hansen 
was a humanist before he was a scientist or intellectual.


Hansen's humanism was of a different sort than Allyn Young's. If Young 
was the poet-economist, for whom economics revealed deep truths about 
the world much as a great musical composition might, Alvin Hansen was 
the pioneer-economist. For him, economics was a map showing where 
human society had already been and daring travel to uncharted lands 
labeled Hic dracones. Allyn Young's humility as a scholar came from his 
esteem for the great ones who came before him: Smith, Ricardo, Jevons, 
and Marshall. Alvin Hansen's humility came from his appreciation that 
human society was traveling through lands not previously charted on the 
maps of orthodoxy. Where Young tuned his ear to the eternal music of 
the spheres, Hansen cast his eye on the ground at his feet, assessing the 
fertility of the soil with the thought of possible settlement, looking for 
landmarks to aid the next traveler, searching for the trail to the land of 
milk and honey rumored to lie beyond.
What made Hansen the humanist such a good economist was his 
unusual instinct and ability to position himself between the material world 
of practical business and the ideal world of economic theory. It was the 
tension between these two worlds, and Hansen's ability to channel it in 
his own work, that accounts for the dynamism of his thought. Always 
attentive to the notions of practical businesspeople who got their hands 
dirty in the concrete substance of the economy, Hansen valued ideas that 
came from experience as much as those that came from books. By comparison to academic theories, the ideas of practical businesspeople might 
lack fine logical structure, but they were frequently more relevant for 
understanding economic events. When a decade of depression left economic theorists with little to say, Hansen listened instead to the ideas of 
the businessmen assembled by Robert Hutchins to form the Commission 
of Inquiry into National Policy in International Economic Relations, for 
which Hansen served as Research Director. In later assignments, Hansen 
admired and worked well with the former banker Marriner Eccles at the 
Federal Reserve Board and with the businessman Beardsley Ruml at the 
Committee for Economic Development. "In the history of economic 
thought, the economics of the business man has not infrequently been 
superior to that of the theorist" (Hansen 19406; 1945a, 152). "The history of economics as a science discloses that its practitioners have not 
infrequently adjusted slowly to social change.... Social innovation has 
not infrequently come from practical men of affairs. Indeed, many an 
important institutional change, at its inception, was roundly condemned 
by economists as dangerous and unworkable" (1960a, 153).


To Hansen's disadvantage, his openness to new ideas threatened to pull 
him away from any solid grounding in existing economic theory. For 
avoiding mere advocacy and eclecticism, Hansen depended on colleagues 
ready to explain the theoretical objections to any new idea, colleagues who 
challenged him to integrate the new ideas into the broader pattern of 
economic thought. His two most important colleagues in this respect were 
Frederic Garver at Minnesota and John Williams at Harvard. Both men 
were more conservative than Hansen, always ready with the orthodox 
objection to any plan for social improvement. Their constant critical 
eye on Hansen's reform projects served as an essential stimulant to his 
thought. No perfectionist, Hansen was always willing to follow his intuition where it led, leaving the details for later. By using colleagues as critics, 
Hansen forced himself to deepen his own understanding and to carry 
through with the details.
From the point of view of Hansen's own development, the move from 
Minnesota to Harvard in 1937 was a crucial turning point because it 
widened his exposure both to new ideas and to criticism of them. Characteristically, he responded by writing more and with an even wider range 
of vision. Particularly important was the group of talented graduate students who were attracted to the Fiscal Policy Seminar Hansen conducted 
jointly with John Williams. Also of critical importance was the circle of 
policymakers in Washington, with whom Hansen kept in close contact as 
a regular traveler on the sleeper train between South Station and Union 
Station. The more confident Hansen became that he had considered the 
range of possible objections, the more freedom he felt to push an independent line. The support of family and the community of farmers in 
Viborg had made pioneer life on the prairie possible; the support of family 
and the community of economists at Harvard and in Washington made 
pioneer life in economic policy possible.
The new world Hansen found himself charting was one in which the 
government would play quite a different role than it had previously. As 
a young man, Hansen had conceived of government as an institution 
through which citizens cooperate for their mutual benefit. In line with 
this conception, he advocated a wide range of social welfare policies: "social insurance in all its aspects-accident, sickness, invalidity, old age 
and unemployment" (1920a, 16). The idea was to protect individuals 
from having to bear the costs associated with a highly dynamic (and 
therefore highly volatile) economy and in so doing to forestall moves 
toward more intrusive social control that might interfere with the economy's natural dynamism. The Great Depression that began in 1929, and 
the return to depression in 1937, caused Hansen to doubt the natural 
dynamism of the economy and to embrace a larger role for government 
as a possible motor for dynamic economic development. What Hansen 
had in mind was not just countercvclical public spending to stabilize 
employment, but more important rural electrification, slum clearance, and 
natural resource development and conservation, all with a view to opening 
up new investment opportunities and so restoring economic dynamism. 
The new role of government was not to replace private enterprise but to 
support, encourage, and stimulate it. It was not socialism but government 
as "investment banker."


The government's new role carried with it a new role for the economist. 
In the past, economists had been social philosophers and theorists, innovators and rationalizers of the economic order. Unfortunately, under the 
influence of Alfred Marshall, economics had avoided the great social 
questions and had become merely an "intellectual exercise." The crisis of 
the 1930s and its resolution in the construction of the dual economy 
created room for economics and economists to play a new, more active 
operational role.,, Hansen pioneered by shaping himself into what he called 
"an operating economist." Already in Minnesota, he had advised the state 
government in regulatory cases and worked on a plan for state unemployment insurance (Hansen and Murray 1933), which led to his involvement 
as chair of a technical subcommittee that helped formulate the U.S. Social 
Security program in 1935. His work as research director of the Hutchins 
Commission (1934a) led to work as a trade advisor to Cordell Hull at the 
State Department (1934-1935), which led to involvement as economic 
advisor to the Prairie Provinces before the Canadian Royal Commission 
(1937-1938). His 1939 testimony to the Temporary National Economic 
Committee led to his appointment as special economic advisor to Marriner 
Eccles at the Federal Reserve Board (1940-1945) and as U.S. Chairman 
of the Joint Economic Committees of United States and Canada, posts 
that Hansen used to develop his own ideas and promote them in government circles. It was the Wisconsin Idea applied not only at the state but 
also at the national and international levels.


As an "operating economist," Hansen was more than just an economic 
engineer advising on the most efficient way to achieve a given goal. He 
also advised on appropriate goals and in so doing helped to change 
conceptions of what was possible. For him, the operating economist was 
most of all a social entrepreneur, opening up new territory and then 
turning the details of permanent settlement over to others more qualified. 
As an entrepreneur, Hansen spoke not only to policymakers but also to 
the wider public in his efforts to popularize his vision of the New Frontier. 
In a democracy, it is ultimately the public who decides on the role it wants 
government to play. Public lectures, magazine articles, pamphlets, and 
congressional testimony were all opportunities to spread the word.
In the postwar period, Hansen's vision of the government as an agent 
of economic development gave way to a more technocratic model of 
government as macroeconomic manager. The vision of a humanistic civic 
society enriched by public investment gave way to a consumerist mass 
society financed by tax cuts and private credit. The vision of a new 
economics regaining its engagement with the world after the sterility of 
Marshallian orthodoxy gave way to a new retreat into formalism. And yet, 
though disappointed by all these adverse trends, Hansen never allowed 
himself to become discouraged. The old dogmas had been shattered, the 
new institutions had been erected, and there was no going back.
Like Moses, Hansen's task was to lead his people through the wilderness 
of depression and world war to the promised land that lay beyond. Like 
Moses, Hansen was too old to pass himself into the promised land (and 
he was never much good at math!), but he could and did send his students; 
it was those students who established the new economics. Hansen continued to play a role as the conscience of the New Economics, reminding 
the new generation just why it was that they had become economists. 
Hansen was remembered by Paul Samuelson Hansen as a "creative economic theorist," by James Tobin as a pioneer in public policy, by Walter 
Salant as an inspiring teacher, and by Richard Musgrave as a man who 
cared about the real problems.6 Of these probably Musgrave plumbed the 
deepest. Hansen was a theorist, an advocate, and a teacher, all because he 
cared about the real problems.
Money and Technology
Like Young, Hansen was a student of Ely, but whereas the scholarly Young 
was rather embarrassed by the crusading side of Ely, it was exactly that 
side that most attracted Hansen. Ely has been characterized as a "well-in formed preacher-prophet" (Rader 1966, 236), and the description is 
perhaps equally appropriate for Hansen. Hansen also followed Ely in 
matters of scholarship, most significantly in his dismissal of the classical 
economists as theorists of a bygone cra whose works have little relevance 
for modern problems. For the young Hansen, it was the critics of the 
classical tradition, specifically Henry George and Karl Marx, who most 
captured his imagination, even where he disagreed with their conclusions.? 
Like Ely, Hansen rejected a class struggle interpretation of history, whether 
of the Georgist or the Marxist variety. Instead, what Hansen took from 
these great critics was a vision of the economy as a dynamic system 
evolving through time, impelled by the two great forces of Money and 
Technolog'<y.


Henry George's best-selling 1879 Progress and Poverty would have 
been the constant topic of conversation (not to say agitation) in Hansen's 
childhood farming community. Developing Ricardo's theory of rent, 
George argued that economic progress fails to improve the welfare of 
either workers or businesspeople because the fruits of progress are captured by the owners of land in the form of rising rents. Furthermore, 
because land values capitalize expected future increases in rents, in times 
of prosperity speculation causes the price of land to rise above what can 
be afforded by current productive uses, and so brings economic expansion 
to a halt. The subtitle of George's book captures both themes: "An 
Inquiry into the Cause of Industrial Depressions and of Increase of Want 
with Increase of Wealth."
It seems likely that Hansen got his dissertation topic, Cycles of Prosperity 
and Depression (1921a), from reading Henry George (as filtered through 
and elaborated by Thorstein Veblen's 1904 77ieorv (f'Business Enterprise 
and Wesley Clair Mitchell's 1913 Business Cycles). The argument of the 
dissertation certainly has a Georgist tone in its emphasis on waves of 
speculative expansion and contraction of money and credit as the underlying cause of business fluctuation. Hansen marshalled statistical evidence 
to show how fluctuations in banking are followed by fluctuations in 
investment, which in their turn are followed by fluctuations in industry. "It is this redistribution of purchasing power, accomplished through 
the instrumentality of banking institutions, that changes demand, upsets 
prices, affects the profit margin, and therefore production. Here in short, 
may be found the fundamental cause of the business cycle" (1921 a, 106). 
For the young Hansen, the business cycle was a phenomenon of speculation and money.
The economic trend, however, was a phenomenon of technology, and here an important earls' influence was Karl Marx, whose "Technological 
Interpretation of History" made a lasting impression (Hansen 1921d). 
From Marx, Hansen took the idea that technological change impels 
change in economic structure, which impels corresponding change in 
"government, social institutions, and the controlling ideas of the age." 
"[A]s a rule, social institutions are not changed until some powerful force 
comes along to pry them loose. The Marxian theory is a brilliant recognition of this fact. In modern times at any rate technological changes are 
taking place with astonishing rapidity. New social adjustments must necessarily follow. Profound technological changes compel attention to economic problems" (1921d, 83). Influenced by Marx, Hansen came to 
understand the trend of his times toward increasing social control and 
rigidity as simply society's response to technological change, society's 
fumbling attempt to adjust the economic structure to the technological 
changes under way. "Social control, trade associations, and Kartells, and 
the control exercised by centralized banking systems are illustrations of 
an increasing social adjustment to the capitalistic method of production 
and the money economy. Laissez-faire is gradually being displaced more 
and more by purposeful and scientific control, not only with respect to 
discount policies but also with respect to trade competition and intertrade 
relations. Voluntary associations, even more than governmental regulations, are working in the direction of greater business stability" (1927a, 
205).


For Hansen, money and technology, not class struggle, were the motive 
forces of economic and social evolution. Henry George had argued that 
economic progress benefits only landlords because all the benefits accrue 
in higher rents, and the research of Paul Douglas (1921) seemed to confirm the Georgist prediction by establishing a decline in real wages since 
1890. Hansen challenged that work (1922a, 1925a, 1925c) and continued to challenge even after Douglas (1930) gave the topic an exhaustive 
book-length treatment (Hansen 1930d). Hansen's point throughout was 
that the data is simply not good enough to decide the question with any 
definiteness. However, lie credited George's "remarkable book" for opening the topic (1926).
Whereas George emphasized the common interest of business and labor 
against the landlords, Marx emphasized the conflict of interest between 
workers and capital. Hansen downgraded the importance of this conflict 
as well. Using census data, he studied the changing class structure of the 
American economy, tracing the effect of industrialization (1920c, 1922c). He concluded that, despite the relative decline of the rural classes and 
independent proprietors, American capitalism was in no immediate danger 
from the voting power of the working class. Not only was the capital class 
(including those who identity' with it) larger than might have been expected, but the public (classes uninvolved with industrial conflict) was still 
quite large. As a consequence, in the American context, strikes and unions 
were not about revolution but merely about manipulating labor supply to 
influence wages (192 lb, 1921c, 1922d).


Characteristic of Hansen's thought is the emphasis on common interest, 
not conflicting interest, between economic classes. In 1920, two years 
after receiving his Ph.D., Hansen mapped out the general approach to 
economic reform that was to occupy him for the next fifty 'ears. In a 
paper titled "Thrift and Labor," he argued against the view that thrift and 
spending are unalterably opposed, and proposed instead a "harmony of 
interest." hollowing Harold Moulton (1918), Hansen argued that the 
source of the dynamism of the American economy lay in the "thriftlessness 
of the masses."K Spending stimulates business and so also capital accumulation financed from retained earnings and bank credit. "IUIniversal high 
consumption makes for a deeper, more permanent body of prosperity, 
larger production, more capital equipment and greater wealth and wellbeing" (1920a, 48). Hansen argued against a general thrift campaign on 
the grounds that the resulting slump in demand for the products of 
industry would reduce the incentive of business to invest in additional 
capital equipment, with the consequence that saving would not finance 
domestic accumulation, but rather would flow abroad into "large overseas 
investments and financial imperialism." The kind of thrift that is most sure 
to improve the lot of labor is not saving to accumulate bank balances, but 
rather spending on durable consumer goods such as housing. Taking the 
government farm loan program as a model, the young Hansen urged: 
"Why should not the nation's credit be mobilized in some similar fashion 
for the purpose of assisting our citizens to become home owners.... A 
national housing program would stimulate thrift, that kind of thrift which 
does not lower consumption, which raises the standard of living, and 
which makes for eniploynment, productive activity and industrial prosperity" (1920a, 49). For Hansen, the apparent conflict between thrift and 
spending dissolved once it was appreciated that spending on housing is 
essentially a kind of investment, and hence a kind of thrift. It was an idea 
that would become the cornerstone of Hansen's mature thought.
Hansen's program of thrift without sacrificing high consumption was loosely but explicitly modeled on the program of the European cooperative movement. Because of the relative weakness of the cooperative movement in America, Hansen turned to the government to implement the 
plan, but the underlying idea remained that of mutual aid. The analogy 
with the cooperative movement was important for Hansen because it 
suggested a potential role for government that went far beyond the 
encouragement of homeownership. "There should be a national program 
of thrift which does for its citizens what the cooperative movement does 
for its membership. Social insurance in all its aspects... is clearly a part 
of an economical, worth-while thrift program" (1920a, 49). For the 
young Hansen, the government was an agency through which citizens 
could and should cooperate with one another for their mutual benefit.


Continental Business Cycle Theory
Hansen liked big ideas, and the big idea he liked the most was the business 
cycle. In the field of business cycles, Hansen found everything he liked 
about economics, both the drama of historical evolution and economic 
dynamics, and the opportunity to improve human welfare on a grand scale 
by means of stabilization policy. Hansen's early monetary theory of the 
cycle joined both aspects. The idea that business fluctuations were caused 
by monetary fluctuations held out the potential for monetary management 
to stabilize the cycle.
In his early thinking about business cycles, Hansen followed Veblen and 
Mitchell in focusing on the fluctuation of profit margins. He hypothesized 
that monetary expansion tends to raise selling prices faster than production 
costs, thus offering prospective profits that tempt business to expand its 
operations. Likewise, a monetary contraction causes prices to fall faster 
than costs, squeezing profit margins and causing business to contract. This 
was the theory, but when he came to examine the data, Hansen found 
that although wage rates do fluctuate less than prices (1923x), raw materials prices fluctuate more than final goods prices, with the consequence 
that overall prime costs move more or less in line with final prices 
(1924a). He concluded, therefore, that more important than the fluctuation of 
profit rates is the scale of profits relative to fixed costs.
Hansen's 1924 study of "Prime Costs in the Business Cycle" marks a 
larger turning point in his thinking as well. In that study he used the 
Marshallian cost curve apparatus as an analytical framework for the Veblen-Mitchell monetary theory of the cycle. In effect, he was looking to English political economy to provide a scientific framework for American 
institutionalism (rather like Young). When he found that profit margins 
do not fluctuate much, he concluded not only that a monetary theory of 
the cycle was insufficient but also that orthodox price theory had little to 
offer for explaining cycles. After the 1924 study, Hansen began looking 
for a new theoretical direction and a new analytical apparatus. He found 
both in the tradition of business cycle theorizing emerging from continental Europe.


Whereas in 1921 Hansen emphasized monetary causes of the cycle, by 
1927 his Business Cvcle 'Iljeorv was emphasizing fluctuations in capital 
spending as the underlying cause. Money still played a crucial role, but 
only as a factor tending to widen fluctuations caused by non-monetary 
factors; money and credit are "accelerating forces" not "disturbing 
forces." "The mechanism is essentially of a monetary_ character, but the 
initiating forces are independent variables impinging upon the monetary 
mechanism from the outside, independent variables such as changes in the 
arts, changes in consumers' demand, and changes in the bounties of 
nature" (1927a, 192). A change in any one of these independent variables 
stimulates capital spending, and the new spending begins the cyclical 
upswing.
Hansen's developing views on the business cycle showed the influence 
of Marx, though much of that influence was indirect, filtered through the 
work of Michel Tongan-Baranowskv and Arthur Spicthoff. Particularly 
influential was Spiethoff's idea that investment opportunities were like an 
empty vessel that needed filling. For Hansen, the analogy helped explain 
the apparent dynamic tendency toward full employment-capital spending 
does not stop until the vessel is full. It also helped explain why periods of 
vigorous capital spending lapse suddenly into periods of quiescence-the 
vessel eventually becomes full. From this new point of view, business 
fluctuations seemed to be essentially phenomena of "disproportionalitv." 
Cycles were caused by maladjustment between the stock of physical capital 
and the stock of available labor. Oversupply of capital causes a slump until 
the capacity is absorbed; undersupply causes a boom until capacity rises 
to meet the economic need.
In Hansen's new continental view of the business cycle, the price system 
played a critical mediating role, helping to signal when and where productive investment can profitably be undertaken. Any price stickinesssuch as was becoming characteristic of an economy increasingly under 
social control-tends to slow adjustment by delaying the transfer of factors out of outmoded lines of production into new lines. The advantage of 
flexible prices, in Hansen's mind, was not so much that they tend to equate 
supply and demand at each moment in time-he thought unemployment 
was an inevitable consequence of a highly dynamic economy. Rather, the 
advantage of flexible prices was that they tend to mediate the dynamic 
process of economic development. Hansen believed that under a laissezfaire price system the economy tends toward full employment not because 
flexible prices move to clear the labor market, but rather because flexible 
prices foster the kind of vigorous capital spending that continues to 
swell until the vessel is full. He worried about sticky prices not because of 
their interference with static market clearing but because he feared stifling 
dynamic economic development and so also the tendency to full employment. Hansen's concern about price stickiness came not from the neoclassical tradition of Marshall and English political economy, but rather 
from the business cycle tradition that flourished among continental 
authors.


Building on the continental tradition, Hansen came to view the business 
cycle as an inevitable consequence of dynamic technological change. Technological change, and the consequent capital spending, tends to come in 
spurts, and so the economy tends to grow in spurts. Efforts to stabilize 
the cycle are, therefore, not only wasted but also to some extent misconceived. Fluctuation can end only when progress ends or when the nature 
of progress changes. In this regard, Hansen looked forward to the day 
when the young high-investment economy would give way to the mature 
high-consumption economy. An economy that used its saving to accumulate consumer capital would, he thought, be more stable because the 
demand for consumer capital would not be tied to the inherent volatility 
of technological change. Until that day, however, instability was inevitable, 
and stabilization was futile.
Hansen's resistance to stabilization policy brought him into opposition 
with the new era's economic program being promulgated by Herbert 
Hoover and his colleagues in the 1920s (Barber 1985). Hoover favored 
countercyclical public works as the prime policy for stabilization, with 
monetary policy and wage policy as additional supports. Using a primitive 
theory of income determination, which included a pre-Keynesian multiplier idea, Hoover argued that cycles could be stabilized and prosperity 
maintained by the simple stratagem of maintaining high aggregate demand. High wages were supposed to help maintain consumption in downturns, but Hansen pointed out that high wages do nothing to safeguard purchasing power because employment is free to fluctuate. Public works 
were supposed to increase purchasing power in depression, but Hansen 
pointed out that the necessary funds have to be raised in competition with 
private investment demands, and that private investment might well decrease by just as much as public works spending increases. These were the 
orthodox objections to stabilization policy, but they should not necessarily 
be regarded as symptoms of orthodoxy on Hansen's part. For Hansen in 
1927, economic fluctuation was the price of progress driven by dynamic 
technological change, and not too high a price either.


After 1927, Hansen's views on the business cycle remained very much 
the same for the rest of his life. His later contributions only elaborate 
details or criticize the theories of others (1927c, 19286, 19326, 1933b; 
Hansen, Boddy et al. 1936). In particular, having rejected his own early 
monetary theory of the cycle, lie had little sympathy for the monetary 
theories of Keynes and Havek (1932e, 1933c, 1933d; Hansen and Tout 
1933). Though Keynes urged monetary expansion whereas Hayek urged 
monetary neutrality, both did so because they thought the cycle was 
essentially a monetary phenomenon. Roy Harrod's work on the acceleration principle also came in for criticism on the grounds of unnecessary 
originality (Hansen 1937b). More appealing was the work of Akerman, 
Simiand, and Scluimpeter (Hansen 1933e, 1935; Hansen, Boddv et al. 
1936), particularly Schumpetcr with his emphasis not only on the role of 
technological change but also on the role of bank credit in making it 
possible for entrepreneurs actually to implement new technologies by 
bidding resources away from less productive uses. In his mature writing, 
Hansen reflected: "The first really revolutionary change in economic 
thought came in consequence of the injection of business cycle theory 
into the general framework of economic analysis" (1941a, 407). In that 
revolution Hansen, and the American institutionalist school that produced 
him, was self-consciously in the vanguard.
Money, Income, and Albert Aftalion
Hansen's views on money developed in parallel with his views on the 
business cycle. Though the young Hansen had promoted a monetary 
theory of the cycle, his conception of that theory was sufficiently broad 
to include both Mitchell's anti-quantity theory views and Fisher's quantity 
theory views, and he made no attempt to resolve the differences between 
them (1921 a). When he had to take a position in his 1926 textbook, he came down on the side of the quantity theory, though not without careful 
evaluation of the empirical evidence in favor of the anti-quantity view 
(Hansen and Garver 1926, 312-23). He also made clear that the version 
of the quantity theory he approved was the transactions version of Fisher.9


The demotion of monetary factors from exogenous source of fluctuation to endogenous mechanism of fluctuation in his 1927 Business Cycle 
Theory forced Hansen to rethink his views on money. In the book, he 
expressed a new interest in the income version of the quantity theory put 
forth by Ralph Hawtrey, belatedly finding many similarities between his 
own 1921 Cycles and Hawtrey's 1913 Good and Bad Trade (Hansen 
1927a, 198). In his exposition of Hawtrey's monetary theory of the cycle, 
Hansen put particular emphasis on Hawtrey's view that "It is the flow of 
purchasing power that is important, not the outstanding aggregate of 
money units" (Hansen 1927a, 143). Also new was Hansen's favorable 
treatment of Albert Aftalion's (1925a,b) "income theory of prices," included in a long footnote apparently added at a late stage, and included 
also in more elaborated form in his 1928 textbook (1927a, 145-46; 
Hansen and Garver 1928, 365-67). Even more than Hawtrey, Aftalion 
traced prices directly to the flow of money income. Indeed, in Aftalion's 
theory, the quantity of money disappears completely, and it is the pressure 
of money income on real output that determines prices. Though Aftalion 
himself viewed his theory as an alternative to a discredited quantity theory, 
Hansen viewed it as a superior version of the quantity theory. "It is quite 
possible that the income formula gives a more dynamic approach to the 
problem of price fluctuations. Possibly, also, the income formula may help 
us to apply the equation of exchange with better insight into the relationships of cause and effect between the various factors which it takes into 
consideration" (1928a, 367).
Where did this sudden interest in Aftalion come from? The timing gives 
a clue, suggesting that Hansen became aware of Aftalion's monetary 
theory during revision of his 1927 hook, possibly from comments on an 
early draft. If so, it is possible that Allyn Young's comments on the draft 
were the stimulant for what turned out to be a crucial intellectual shift. 
Hansen wrote his book as a submission for the Pollak Prize (offered for 
the best criticism of Foster and Catchings' 1925 Profits), Allyn Young was 
one of the three judges, and there is considerable internal evidence in the 
book that Young made detailed comments on the prize submission. Specifically, there are seventeen references to Young, almost all of which are 
in footnotes that appear to have been added at a late stage. Furthermore, Young is credited with a much more elaborated theory of cycles than he 
ever put down in writing. If Young did influence the final form of the 
book, it would also resolve the puzzle of Hansen's sudden enthusiasm for 
Hawtrev. Young admired Hawtrey and preferred Hawtrev's formulation 
of the quantity theory to Fisher's, whereas Hansen had previously shown 
no awareness of Hawtrey and had only praise for Fisher.'('


Whatever the origin of Hansen's encounter with Aftalion's income 
theory of prices, after 1927 that theory became the framework of Hansen's 
own thinking about money. Hansen's conclusion that exogenous fluctuation in investment spending was the ultimate cause of the cycle necessarily 
implied a considerable degree of elasticity in the monetary system. If 
investment could fluctuate exogenously, it followed that money income 
could rise or tall exogenously, which seemed to imply that the quantity of 
money M and the velocity of money V played an adaptive rather than a 
causal role. More concretely, Hansen argued that in general banks stand 
ready to accommodate business demands for credit, an accommodation 
that necessarily shows up either as an increase in the quantity of money 
or as an increase in velocity. Thus analysis had better begin from investment or money income, not M or V, which is precisely what Aftalion did. 
Attalion summarized his theory in the equation R = 1'Q where R is 
money income, I' the price level, and Qreal income. In this equation, the 
nominal value of real output (PQ) is related directly to money income 
(R) rather than to the quantity of money times the velocity of money 
(MV), as was customary in the tradition of the quantity theory of money. The story of Hansen's intellectual formation shows him as a man who 
characteristically worked with the ideas of others, finding in each author 
some new insight to be integrated into his own thought. Resolutely 
empiricist, Hansen used the data not so much to decide among competing theories as to elaborate the implications of the theories and to ascertain how they fit together in practice. His view seems to have been that 
good theories are never mere intellectual fancy, but always reflect some 
actual experience with the economy. Hansen found his own synthesis not 
by rising above the level of the individual theories to achieve some 
metatheory (like Young), but rather by delving below the level of abstract 
theory to the concrete experience of economic life.


As a consequence of Hansen's intellectual style, the various components 
of his thought were never completely consistent with each other. For another man, such internal inconsistency might have been intellectually 
debilitating, but for Hansen it was the source of his unusual intellectual 
vitality, dynamism, and flexibility. Hansen was a man who could change 
his mind because his mind was never fully made up. Economics was for 
him a set of tools for making the world a better place. Hammers, screwdrivers, and drills all have their place, and the craft of the carpenter is 
knowing which to use when, and how best to employ each tool. To a 
hammer all the world might look like a nail, but not to the carpenter. 
Similarly, the craft of the operating economist is choosing the right tool 
for the job and then employing the chosen tool with as much skill as past 
experience has been able to develop. It was an intellectual style that would 
soon prove invaluable in the challenging years of depression and war.
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The sickening collapse of the U.S. economy from 1929 through 1933 
began as an ordinary cyclical downturn but soon gained a cumulative 
momentum. It took only a few years to undo the progress made since the 
war. On the domestic front, falling prices undermined the debt structure 
built up in the 1920s, leading to defaults and further deflation that 
undermined the domestic banking system. One of Roosevelt's first actions 
in office was the Emergency Banking Act, which closed the nation's banks, 
many of which never reopened. On the international front, the withdrawal 
of lending to Europe caused serious deterioration in the European balance 
of payments, which led to collapse of the gold standard and a sharp 
curtailment of international trade, all of which only exacerbated domestic 
problems. Attempts to restore the gold standard at the June 1933 World 
Monetary and Economic Conference in London came to nothing as 
Roosevelt withdrew the American delegates in order to gain a free hand 
for domestic action.
If it seemed clear to most contemporary observers that the Great 
Depression had a lot to do with the simultaneous collapse of both the 
domestic and the international monetary systems, it nevertheless came as 
a shock that the fundamental financial structure could prove so fragile and 
vulnerable. The conflagration was simply worse than anyone, even the 
worst Cassandra, had ever imagined possible. For economists, and particularly for monetary experts, it was like the sudden loss of an intimate 
friend, and all the dimensions of grief were on display: numbness, denial, 
anger, and only finally some degree of acceptance. Just as wrenching as 
the death of existing monetary arrangements was the death of the ways 
that monetary phenomena had been understood in the years before the 
Depression. When the impossible happens, worldviews change.


Money and Depression
On the eve of depression, American monetary thought was loosely organized into two opposing camps, following roughly the lines of the preWorld War I debate between Fisher and Laughlin. Within academic circles, 
the conversation mainly revolved around the quantity theory of money, 
with particular reference to Irving Fisher's formulation. In opposition, the 
broader financial community was on the whole hostile to the quantity 
theory, without, however, offering any coherent alternative construct. 
Aside from certain ideological objections to the very suggestion that 
money should be "managed" (a conclusion presumed to follow from the 
quantity theory), the financial community simply did not believe that 
money could be managed, at least not in the sense that the quantity 
theory seemed to imply. Fluctuations in the quantity of money and the 
level of prices seemed to them to be caused by economic fluctuation more 
generally.
Antagonism between the camps was promoted and sustained by the 
more extreme members of each camp, but there were always alliances 
between the more thoughtful members of each. Most important, some of 
those whose positive views on money placed them in the anti-quantity 
camp were nonetheless interested in economic management and so found 
common ground with the quantity theorists, even while they disputed the 
precise means and ends of management. Benjamin Strong, president of 
the New York Federal Reserve Bank, and Allvn Young, professor at Harvard University, were two of the most important bridgebuilders in this 
regard. Both, however, died shortly before the crash that marked the onset 
of depression, and with the crash the intellectual bridges they had built 
collapsed as well.
In the twenties, the Federal Reserve in alliance with the financial community had always been strong enough to beat back attacks on its authority such as the Strong Bill. Depression, and the failure of the monetary 
authorities to stem it, brought forth new and more powerful attacks, 
but, with President Hoover as its ally, the Fed was still strong enough to 
repel them, just barely. In 1932 the Goldsborough Bill, which would have 
required the Federal Reserve to stabilize prices, passed in the House but 
failed in the Senate. All this changed with the election of Roosevelt. The 
Pecora hearings of 1933 and 1934 made it clear that the financial community no longer had the ear of Washington. Devaluation of the dollar, on the advice of the academics George Warren and Frank Pearson (1933)agricultural economists, not monetary experts-and against the advice of 
the financial community, came as a shock. The response of the anti-quantity authors blended mourning for the lost world of the past and righteous 
anger at the cavalier manner of its passing with fear for the future world 
(Reed 1934; Warburg 1934; Sprague 1934). Firm in their knowledge that 
monetary measures could do little to force the recovery, the anti-quantity 
camp watched helplessly from the sidelines as the inflationists they had 
successfully battled in the 1920s took control of the monetary machinery. 
The 1935 Banking Act shifted monetary authority away from the New 
York Fed toward the Treasury and a newly constituted Board of Governors 
in Washington (Johnson 1939). Furthermore, the composition of the 
Board shifted from the most extreme "passive accommodationist" members of the anti-quantity theory camp to the most extreme "active management" members of the quantity theory camp.


A key text for the newly ascendent monetary activists was Lauchlin 
Currie's 1934 quantity-theoretic Supply and Control of Money in the 
United States, which urged monetary expansion. Currie had been a student of Allyn Young and then an assistant professor at Harvard University.' 
When Currie left Harvard to become an advisor to Marriner Eccles at the 
Federal Reserve Board (via Jacob Viner's Treasury), the financial community looked on in horror. Benjamin Anderson, like Currie also a former 
assistant professor at Harvard, who had left in 1918 to become Chief 
Economist at Chase National Bank, was the point man for the financial 
community's response to Currie.2 His speech to the New York chapter 
of the American Statistical Association, reprinted in the financial press 
(Anderson 1935), drew a sustained response from Currie in the academic 
press (Currie 1935). The exchange provides an object lesson in the difficulties of communication between the academic and financial worlds. 
Anderson attacked Currie as "the uncompromising advocate of an extremely tight and inflexible version of the quantity theory," which Currie 
denied. Currie attacked Anderson as offering a "crude statement" of 
"the nineteenth century Banking Principle," which Anderson denied. The 
bridge between the two camps that Young and Strong had built in the 
twenties lay in shambles.
The financial policies of the early New Deal can be understood as 
attempts first to halt the cascading debt deflation that had played such an 
important role during the descent into depression (Fisher 1933; Hart 1938) and second to rebuild the wrecked financial system as a prerequisite 
for eventual economic recovery.' The immediate problem was how to ease 
debt burdens that had become insupportable on account of falling prices 
and falling incomes. The Reconstruction Finance Corporation, established 
in the last year of Hoover's administration, lent money against good 
security to allow solvent but illiquid banks and businesses to continue in 
operation.4 The Banking Act of 1933, also an initiative of the Hoover 
administration, sought to bolster the banking system against the consequence of debt default by establishing deposit insurance and by divorcing 
investment banking from commercial banking. Necessary as debt relief 
was, at best it only succeeded in saving the economic system from further 
self-induced damage. The problem of recovery remained.


If the economy was suffering under an unsustainable debt burden 
caused by falling prices, it seemed possible that rising prices might reverse 
the problem. The question was how to raise prices. Price-fixing under the 
National Recovery Act was an attempt to raise prices directly, while unorthodox monetary measures were intended to have the same effect more 
indirectly. Devaluation of the dollar against gold was supposed to raise 
domestic prices, but when the policy was tried in 1934 it had little 
discernible effect. Similarly, expansion of the domestic money supply was 
supposed to raise prices, according to the quantity theory of money, but 
when the Board of Governors under Marriner Eccles engineered an expansion, its main effect was on the volume of excess bank reserves. In the 
face of this failure, the monetary enthusiasts sought, but did not achieve, 
even greater powers by means of a system of 100% reserves (Simons 1934; 
Currie 1934; Hart 1935; Fisher 1935; Phillips 1994).
The return of depression in 1937 and 1938 marked the end of monetary 
experimentation. Opponents were quick to write negative evaluations of 
the period (Paris 1938; Spahr 1938; Crawford 1940), but, though events 
had tarnished the prestige of the activist quantity theorists, they had done 
nothing to improve the prestige of the anti-quantity theorists. The rejection of the quantity theorists in 1937, therefore, provided no reason to 
return to the anti-quantity theorists who had been rejected in 1933. The 
dire warnings of the financial community about the potential inflationary 
consequences of trying to force recovery seemed quite as much out of 
touch as the monetary ambitions of the New Dealers. Thus, renewed 
depression left a vacuum in American monetary discussion as its two main 
poles fell silent.


The Depression as a Business Cycle
Alvin Hansen associated himself with neither camp in the monetary debates of the 1930s, and in retrospect it is clear that this lack of engagement 
was of considerable intellectual advantage for him. Unlike the quantity 
theorists, Hansen saw money as essentially endogenous, as an accelerating 
but not a causal factor in business fluctuation. Unlike the anti-quantity 
theorists, his views did not derive from any deep involvement with the 
financial system, but rather merely followed from his views on business 
cycles. In 1927, he became convinced that business fluctuation was caused 
by fluctuation in capital spending, and depression provided no reason to 
change his mind on that.
Until 1937 Hansen thought that the Depression was just a particularly 
bad business cycle, deeper and longer but not different in kind from other 
cycles. As had been the experience in other cycles, he expected that with 
time capital spending would develop enough vigor to lift the economy 
out of depression with enough momentum to drive through to full employment. Given his view that the key factors in business cycles were 
technology and money, with technology typically serving as the initiating 
cause and money as an amplifier, it is not surprising that Hansen understood the worldwide depression of the 1930s as the trough of a long 
Kondratieft cycle of technological change (1931b). He recognized, however, that in this case money had served as an initiating cause as well as 
an amplifier. Gold was scarce, Hansen thought, but a more important 
problem was its maldistribution as a consequence of the abnormal capital 
flows of the twenties. It was the abnormal capital flows that had caused 
the collapse of the gold-exchange standard and the consequent worldwide 
price deflation. So important were these international monetary factors 
that Hansen insisted there would have been a depression of approximately 
the same magnitude even if they had been the only depressive factors 
(1933f)..;
[image: ] inability of the price system to direct the reallocation of factors of production to adjust to technological change. The most important consequence 
of stickiness was, therefore, a slower rate of economic development coupled with more or less permanent technological unemployment. Still, 
Hansen was loathe to urge greater price flexibility as the solution to 
depression because he understood rigidity as the attempt by economic 
agents to protect themselves from the destructive price fluctuation of 
laissez-faire markets. He believed that social control of prices slowed 
recovery, and so opposed the price-fixing measures of Roosevelt's National 
Recovery Act, but he also believed that truly flexible prices were socially 
and politically out of the question. In his view, the flexibility of some prices 
would not so much aid adjustment as it would throw the entire burden 
of adjustment onto the backs of the most vulnerable sectors of the economy. Instead, he suggested that if some prices would not fall, then other 
prices also had to be prevented from falling by expansionary monetary 
policy, even at the cost of an upward drift in the price level (Hansen and 
Tout 1933). Further, if the problem was one of coordinating a general 
increase or decrease in prices, then a dose of economic planning might be 
able (paradoxically) to increase flexibility, for example by indexing individual prices (1934b).


Even though the Depression was unusually severe and prolonged, at 
root it was just a cycle and recovery would come in due course, so Hansen 
thought, when the prospective profitability of new capital investment rose 
above the interest cost of making that investment. The key to recovery 
lay in technological advances, lower production costs, and lower interest 
rates, and the important thing was not to delay recovery by ill-conceived 
government policy. Expansionary monetary policy could perhaps help 
somewhat by lowering interest rates, but it was no panacea. Public works 
expenditures could substitute to some extent for the missing private capital 
spending, but government borrowing to finance those expenditures unfortunately tends to raise interest rates and discourage private spending 
even further. Better to wait than to abort the recovery by attempting to 
force it.
Because he thought the room for achieving greater price flexibility was 
so small and the stimulus to be expected from monetary expansion and 
public works was so weak, Hansen feared that recovery would take a long 
time. Meanwhile, the pain of prolonged disequilibrium was fueling political pressure to do something, anything, to force the recovery. The solution 
Hansen found was in measures to ease the pain of disequilibrium in order to ensure that the adjustment process would be allowed to continue. Here 
he took a lesson from the British return to gold in the 1920s. The 
remarkable patience shown by the British throughout a very painful adjustment was attributable, Hansen thought, to central bank policy and 
unemployment insurance, which acted to put a floor oil the British depression, preventing it from getting so bad as to destabilize the political 
system (1934c). As Hansen understood the British experience, both 
monetary policy and unemployment insurance worked by stabilizing purchasing power, and he hoped that similar measures in the United States 
might provide the security that individuals were desperately trying to 
achieve on their own by fixing prices. In this way it might be possible to 
buy time for the cost-price structure to adjust and for the forces of 
technology to stimulate a new wave of capital spending. "What is needed 
is a transfrof factors, and this can most speedily be effected by safeguarding the general purchasing power" (1934b,236).


In effect, Hansen proposed a form of aggregative social control in order 
to ward off more harmful microeconomic forms of social control. Stabilization of consumption, he thought, would help stabilize aggregate purchasing power and so stave off further encroachment by the forces of 
social control. In this respect, Hansen's views can be seen as similar to 
those of the monetary radicals like Irving Fisher, who proposed social 
control of the price level while leaving individual prices free to move. Like 
Fisher, Hansen defended aggregate control as consistent with a liberal 
market system whereas control of individual markets was clearly inconsistent. Social control of money, he argued, had generally been accepted as 
consistent with a liberal market system (1931a), and his own proposal for 
unemployment insurance was merely an extension of that accepted idea 
(Hansen and Murray 1933; Hansen, Murray, et al. 1934). In 1934 Hansen looked for unemployment insurance only to provide a floor on the 
Depression; full recovery in the domestic economy would have to wait for 
a new burst of investment.
On the international front, he favored tariff reduction and welcomed 
the Hull trade agreements as a significant step toward reconstructing an 
international economic order on a multilateral basis. The key to ensuring 
the stability of that order, however, was not free trade itself, but rather 
establishment of a more normal pattern of capital flows. Toward that end 
Hansen favored elimination of wartime indebtedness that had caused 
abnormal flows, reduction of tariffs to increase U.S. imports, and oversight 
of international capital flows. For the latter purpose, he proposed an International Board of Foreign Investments "designed, by research, publicity, and the stamp of its approval or disapproval of security issues seeking 
the international capital market, to keep new investments within productive fields and to steady the flow of capital movement whether short or 
long term" (1933f). His interest was not in limiting capital flows so much 
as it was in regulating their direction in order to bolster what he saw as 
the natural flow from mature economies to developing economies. Only 
after capital flows stabilized would it be possible to reconstitute the 
international monetary system and to restore full free trade.,,


In sum, Hansen's response to depression was to propose institutional 
innovation: unemployment insurance at home and control of capital flows 
internationally. As he understood the situation, the dynamically evolving 
economy had outgrown the institutions through which it had formerly 
been self-regulated, and the challenge for economists was to design new 
institutions that would enable the new economy once again to be selfregulating. A dynamic progressive economy would always be subject to 
fluctuation, and hence also unemployment, because of the natural tendency of technological change to come in spurts. "Unemployment is 
essentially the product of a highly dynamic and progressive society" (Hansen and Murray 1933, 23). For Hansen, in the early 1930s the aim of 
policy was, therefore, to ensure that fluctuations were not too extreme 
and that their cost was fairly distributed. For him, the economy was like 
a car buffeted by a violent and unpredictable windstorm. His concern was 
to build guardrails along the side of the road and to install seat belts in 
the back seat as well as the front, but then to wait until the storm died 
down.
Hansen's Monetary Thought
For understanding the forces buffeting the economy and for devising 
measures to safeguard its passengers, Hansen relied on the intellectual 
framework of the theory of business cycles and in particular on Aftalion's 
income theory of prices. Characteristically, it was only when he used 
Aftalion's framework to analyze concrete problems that the full implications of this way of thinking became clear to Hansen. He had changed 
his mind in 1927, but it took the next decade to work out the consequence 
of that change.
The first step in Hansen's continuing intellectual development came in 
1931 when he argued against the orthodox v,iews° that technological change cannot cause more than temporary unemployment. It is worth quoting 
at length:


The fallacy in the [orthodox] argument... arises from a confusion 
resulting from the identification of the demand for labor with the 
demand forgoods.... [Suppose] labor-saving improvements are introduced to an extent which permits half of the labor formerly employed to be discharged, and so labor costs are cut in two. [Suppose 
further that] prices are reduced in proportion to costs, but the quantity sold is not greater than before. Consumers gain, indeed, in 
purchasing power, but their gain is offset by the loss in purchasing power 
suffered by the displaced workers.... The purchasing power set free 
by the reduction in price, consequent upon lower costs, is sufficient 
to maintain the former demand frrgoods despite the reduced purchasing power of the displaced wage-earners, but it is not sufficient to 
maintain the owner demand fror labor:... It turns out that, as far as 
this analysis goes, there is no reason at all why the displaced labor 
should not remain permanently unemployed. (Hansen 1931c, 686- 
87, emphasis in original)


In this passage, the influence of Aftalion is evident in the argument that 
money income falls in line with reduced production because, with some 
part of the labor force unemployed, the buying power of labor is reduced. 
It is this attention to the buying power of labor as it affects total money 
income that separates Hansen's analysis from orthodoxy because it leads 
directly to the argument that there may be no force of demand pushing 
to return output to full employment. Significantly, it was just this part 
of Hansen's analysis that came under criticism. Gottfried von Haberler 
(1932) pointed out that if money income was supposed to fall, then it 
must be because of a decline in the velocity of money, but Hansen had 
provided no reason for such a decline. Haberler thus followed the orthodox path in tracing money income to the quantity of money and the 
velocity of money, whereas Hansen followed Aftalion in considering the 
determinants of money income directly.


Hansen's work on unemployment insurance provided an opportunity 
to consider the forces determining money income in greater detail. At first 
Hansen was only interested in the social welfare aspects of the program 
and explicitly denied that the program would have any macroeconomic 
stabilization effect (1932a, 365). He reasoned that liquidation of the 
securities held in the unemployment reserve fund did not increase pur chasing power but merely transferred it from purchasers of the securities 
to the unemployed. By 1934, however, he was prepared to argue that 
unemployment insurance transferred purchasing power over time, from 
booms to depressions, and so helped to stabilize aggregate consumption. 
The key to his changed position was considering the problem from the 
standpoint of Aftalion's income theory of prices.


In an article titled "The Flow of Purchasing Power" (1934b), Hansen 
argued that the headwaters of the river of purchasing power emerge from 
three channels or "faucets"-business spending, consumer spending, and 
government spending-in each case spending financed from idle money 
balances or the extension of new bank credit. Regardless of the particular 
faucet, an "injection of new money into the market will raise the money 
income of the community not by the initial expenditure, but by this 
amount multiplied by the income velocity of money, or the number of times 
this initial money passes through a related sequence of production in any 
given period, for example one year" (p.211).7 Using this primitive theory 
of income determination and the multiplier, Hansen assessed the potential 
for countering a shortfall in the banker-producer channel with an extra 
impulse from the hanker-consumer channel or from the banker-government channel. Any new borrowing would tend to raise interest rates, 
which Would tend to reduce further the flow of investment from the 
producer faucet, but he thought this effect should not prove an overwhelming obstacle. The important thing was to stabilize the flow of 
new money income by ensuring that new credit flows to consumers and 
the government whenever business was not prepared to take it up. "It 
may, therefore, be possible and desirable to offset individual hoarding and 
dishoarding of money and credit by effective and managed hoarding 
and dishoarding [from unemployment reserve funds] and to offset individual extinguishment and creation of bank credit by collective and managed creation and extinguishment of bank credit" (Hansen, Murray et al. 
1934, 167).
To the modern reader, Hansen in 1934 sounds quite a bit like Keynes 
in 1936 except that Hansen, unlike Keynes, did not present his ideas as a 
challenge to orthodoxy: within his chosen tradition of continental business 
cycle theory, his ideas were not unorthodox. For Hansen, to the extent 
that traditional monetary policy worked, it did so by stabilizing money 
income. What was new about his unemployment insurance idea was, 
therefore, not that it sought to stabilize aggregate purchasing power, but 
rather that it offered a new means for accomplishing that end. Even the traditional quantity theory of money, which viewed the economy from the 
standpoint of the circulation of money, always had room for the suggestion 
that aggregate purchasing power MV could be stabilized by manipulating 
the quantity of money M. Aftalion's income theory of prices showed the 
way to a more direct influence on aggregate money income by treating 
the flow of aggregate purchasing power as emerging from the production 
and sale of final goods, not the circulation of money. Such an approach 
suggested to Hansen that unemployment insurance might serve as a more 
powerful tool than monetary policy for achieving the quite traditional goal 
of stabilizing money income.


Having developed his own view so far, Hansen used his new insights 
to steer a careful course between two more or less equally disastrous plans 
being proposed by monetary enthusiasts. On the one hand were those 
identified with Major Douglas and the Social Credit movement who 
wanted to drastically increase the range of assets monetized by the banking 
system, in the hope of stimulating economic growth. On the other hand 
were those, identified with the 100 percent reserves proposal, who wanted 
drastically to decrease the range of assets monetized by the banking 
system, in the hope of gaining greater control over the money supply and 
so also the aggregate economy. Hansen saw clearly that both proposals 
looked for a monetary panacea and missed the true cause of economic 
fluctuation in fluctuating capital spending (1936a; Hansen, Boddy and 
Languor 1936). Hansen viewed both proposals in the context of the long 
history of money, a history which had involved a gradual but continual 
expansion of the class of assets monetized by the banking system. This 
expansion was neither good nor bad; it was just the way the monetary 
system adapted to the needs of the growing real economy. The error of 
monetary radicals of both varieties was in reversing cause and effect. "The 
onward sweep of technical innovations, industrial growth, and expansion 
invariably snapped the fetters imposed by the monetary prohibitionists. 
This often led to a quite disorderly and disastrous `drunk' in the form of 
privately issued means of payment or wild-cat banking. But these sprees 
only show that business expansion refused to be thwarted by monetary 
limitations" (Hansen, Boddv ct al. 1936, 57).
Though a critic of both Social Credit and 100 percent reserves, Hansen 
nonetheless (and characteristically) found a place for both ideas in his own 
thinking. The important idea behind Social Credit, he recognized, was 
that the government's signature can be used to raise the quality of private 
credit and hence to alter the flow of capital funds. Although he opposed Social Credit plans to make wider use of the signature of the monetary 
authority, he became an enthusiast for using the Treasury's signature to 
make credit available to fund socially beneficial investments. The Federal 
Housing Authority (FHA), which used government credit to widen the 
availability of household mortgages, was always for Hansen an outstanding 
example of good public policy. Similarly, with respect to the 100 percent 
reserves proposal, though he rejected the idea that bank money should 
be backed 100 percent by liabilities of the Federal Reserve System, he 
became quite interested in requiring banks to hold more Treasury bonds 
and bills. The money supply was a cheap source of finance that he thought 
ought to be tapped more effectively by the government, particularly at a 
time when it was not being tapped to finance private investment.


By 1937 Hansen's monetary ideas had clearly evolved quite far from 
his 1927 encounter with Hawtrey and Aftalion, but they were not yet 
sufficiently settled for him to feel comfortable including them in the 
revision of his textbook. Nevertheless, the 1937 revision does confirm his 
shift away from Fisher toward Hawtrey and Aftalion. The debate in the 
1928 edition between the quantity theory and the anti-quantity theory is 
gone, and it is replaced by new material on the debate between the 
quantity theory of money (Hawtrey's income version preferred) and what 
Hansen now called the investment theory of prices (Aftalion). Both theories have reasonable explanations of long-run price movements: The quantity theory emphasizes abundance or scarcity of gold, and the investment 
theory emphasizes abundance or scarcity of investment opportunities. The 
text concludes that the two theories complement one another. Gold 
abundance does not create investment opportunities, but it does enable 
business to take advantage of them. Likewise, gold scarcity makes it more 
difficult for business to take advantage of what investment opportunities 
exist (Hansen and Garver 1937, 340-41).
Social Control versus Laissez-Faire
In the early months of 1937, Hansen thought recovery was well under 
way. International monetary reconstruction had failed, but domestically 
the forces of social control that had threatened to slow recovery seemed 
to be in abeyance. Events seemed to be confirming his diagnosis that the 
Depression was just an unusually large business cycle, but events would 
soon prove him wrong. Unlike the more narrowly monetary economists, 
Hansen's intellectual crisis came not with the initial slide into depression in 1929 through 1933, but with the 1937 return to depression, because 
it was this latter event that had no place in his worldview. According to 
his Nvorldview, the vessel would keep filling until it was completely full, 
and it was clear in 1937 that it was still far from full.


If the 1937 return to depression marks a turning point in the development of Hansen's thought, it is nevertheless important to emphasize the 
origins of his post-1937 thought in the pre-1937 years. At one level, the 
shift in Hansen's thought after 1937 can be understood as simply a shift 
in emphasis from the cyclical aspects of the situation to the deeper trends 
at work beneath the surface, trends that he had been watching and 
analyzing long before 1937. Hansen's 1932 Economic Stabilization in an 
Unbalanced World had already interpreted the early years of the Depression as an expression of a deeper conflict between two opposing principles 
of social organization-social control and laissez-faire.' His thought after 
1937 can be understood as building on this fundamental insight.
As Hansen understood economic development up to World War I, it 
had been driven by the extension of the industrial revolution from England to the rest of the world (Hansen 1932a, 65). Not only had industrialization provided a tremendous impetus for growth in the world economv, but it had simultaneously structured international economic relations 
among countries in such a way as to ensure a large degree of stability. 
International trade had been structured by the division of labor among 
the countries of the mature industrial core, the newly industrializing 
countries, and the undeveloped raw commodity producers. And international capital flows had been structured by the flow from mature countries 
to the industrializing countries in order to finance their development. 
Given this fundamental balance, day-to-day international commerce 
needed little explicit organization, and the more or less automatic mechanism of the gold standard proved adequate for knitting the world into a 
single market.
This stable process of international development came to a natural end 
as the industrialization of the nineteenth century transformed the international division of labor and the international pattern of capital flows. 
Industrializing countries matured, becoming producers of a wide range 
of goods now competitive with the production of other mature industrial 
countries. As the economic basis of the international order shifted, so too 
did the political basis for international peace. Once autarky became ceonomically feasible, individual countries began to flirt with nationalism. The 
Great War and its aftermath made vividly clear the threat posed by nation alism and totalitarianism to the nineteenth century institutions of internationalism and democracy. At the same time, because it accelerated the 
maturation process, the war undermined further the economic basis of 
the international order. The boom fostered by European Reconstruction 
in the early 1920s disguised this fact for a while and fostered dreams of 
an international order reconstituted along prewar lines, but worldwide 
depression beginning in the United States in 1929 made clear how illusory 
were such dreams.


Not just the spread of prosperity, but even the very experience of 
prosperity had a tendency to undermine itself as wealth brought increased 
pressure within each country for social control of the market system. In 
the United States, industrialization and urbanization transformed the 
previously agricultural and rural character of the nation, and rising wealth 
brought an increase in the relative proportion of luxury spending in the 
structure of final demand. With these changes came a new economic 
vulnerability and a new social attitude toward economic fluctuation. In an 
increasingly specialized and interdependent economy, business fluctuation 
was amplified and any given degree of fluctuation proved more costly. The 
trend toward increasing social control was the reaction of a wealthy society 
no longer prepared to suffer fluctuation as the price of progress.
The difficulty was that social control measures designed to solve specific 
problems tended to pose new problems of a different kind. Attempts to 
shelter one group or another from fluctuation only succeeded in shifting 
the burden to other unsheltered groups. Furthermore, because the rigidity 
of a socially controlled price system hindered the mobility of factors, 
technological change threatened to cause more or less permanent unemployment. No longer willing to endure the turmoil and disruption of 
unfettered technological change, society responded by resisting change. 
The way it responded, however, only ensured continued, even greater, 
turmoil and disruption.
To make matters worse, social control at the national level operated to 
undermine the international economic order that had made national progress possible. Under the gold standard, differences in the rate of technological change across countries called for corresponding adjustments in 
the rate of wage and price growth. The efforts of individual countries to 
exert social control over their own prices stymied this adjustment process. 
At best national efforts at social control only succeeded in shifting the 
burden of adjustment from one country to another, and at worst they 
prevented adjustment altogether with the result that technological change [image: ]


Hansen viewed the decade of the 1930s not just as a business cycle but 
more fundamentally as a struggle between the principle of laissez-faire, 
which was compatible with a dynamic progressive economy, and the 
principle of social control, which was compatible with stability and economic security. The Depression was an economic crisis brought on, or at 
]east prolonged, by the contradiction between that part of the economy 
still subject to the laissez-faire price system and that part newly subject to 
social control. The two were incompatible, but society was neither willing 
to suffer the insecurity involved in a return to greater laissez-faire, nor was 
it prepared for the sacrifice of progress involved in a move toward ever 
greater social control. Society wanted both progress and security; the 
challenge for economists was to find a way to make the mixture of 
flexibility and rigidity work. In the early Depression, Hansen pinned his 
hopes on unemployment insurance and regulation of international capital 
flows in the belief that by stabilizing aggregates he could also safeguard 
flexibility at the level of individual markets.
From the trough in 1933, the economy seemed to be recovering rapidly, 
albeit from a very low base, and by 1937 Hansen was even beginning to 
write of the dangers of a boom (1937f). The return to depression in 1937, 
however, convinced him that stabilization was not enough and that security was illusory Without progress. As his attention shifted from ensuring 
security to ensuring progress, it shifted also from the cyclical to the secular 
aspects of the problem. Guardrails and seat belts are irrelevant if the engine 
of the economic car lacks the necessary horsepower to propel it forward. 
What was needed was a new engine.


 


[image: ]
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Hansen had long recognized that the forces responsible for economic 
dynamism and its associated volatility were dying out, but the consequence 
he had anticipated was merely a cessation of fluctuation, not a permanent 
stagnation (1927a, 206). The first few years of the Depression, bad as 
they were, did little to change his mind because there seemed an ample 
supply of special factors and rigidities to account for its depth and duration. Similarly, he recognized that the consumption-led recovery after 
1933, a recovery financed by government relief and installment credit, was 
inherently less dynamic than an investment-led recovery. Not until 1937, 
however, did he consider the possibility that a consumption-led expansion 
might lack the momentum to push on to full employment.
After the fact, however, he was quick to develop an analysis of what 
went wrong. If investment was being driven by consumption growth (the 
so-called accelerator), then all it would take to cause a tall in investment 
was a slowdown in the growth of consumption, which was inevitable as 
the vessel neared full capacity. When the attempt to build up a reserve 
fund for the new Social Security program brought consumption growth 
to a halt, the inevitable occurred and the economy returned to depression. 
Preliminary national income data emerging from Simon Kuznets' magisterial 1937 study provided all the confirmation for this diagnosis that 
Hansen needed (Hansen 1941a, 48-65).
Once he recognized the anemic character of the recovery of the 1930s, 
Hansen looked again more carefully at the 1920s, again using the Kuznets 
data. What he found was a building boom, driven by pent-up demand 
from the war, not any larger technologically driven investment boom. 
Thus, even though the boom of the 1920s had been sufficiently vigorous 
to push the economy to full employment, it had failed to open the door 
to any new investment opportunities in the 1930s. In retrospect it ap peared that the engine of the economy had not been working for almost 
two decades. Its failure had been disguised in the 1920s by a number of 
special one-shot stimulants, but once these were used up there was nothing else to drive the economy forward, and it fell into stagnation.


Looking hack into the more distant past, Hansen saw that economic 
dynamism had depended not only on new inventions but also on the 
discovery of new lands and resources and on rapid population growth.' 
Looking ahead into the future, Hansen argued that while one might still 
hope or a new wave of invention, there were no new lands to discover, 
and population growth was slowing. For this reason he concluded that 
the Depression was no mere business cycle, but rather a period of secular 
stagnation due to the exhaustion of investment opportunities (1939a). In 
his testimony to the Temporary National Economic Committee in Max, 
1939, Hansen summarized his conclusions:
The economic order of the Western World is undergoing in this 
generation, it seems to me, a structural change no less basic and 
profound in character than the Industrial Revolution beginning 150 
years ago and extending deep into the nineteenth century. That 
revolution transformed the Western World from a primitive, rural 
economy into a highly industrialized machine economy. In this generation we are passing over a divide which separates the great era of 
the growth and expansion of the nineteenth century from an era 
which we can not as yet characterize with clarity and precision. 
(Hansen 1939d, 341)


The experience of 1937 was all it took to change Hansen's mind. The 
Great Depression was no mere business cycle. It was the end of an era.


The New Frontier
Though the precise road was not clear, the general direction seemed to 
Hansen very clear. The road forward for the mixed economy, part flexible 
and part rigid, lay in the development of the "dual economy," part private 
and part public. The way to resolve the underlying contradiction between 
social control and laissez-faire, Hansen concluded, was to use government 
intervention to open up new investment opportunities for the private 
sector, and in that resolution would be found a new engine for dynamic 
economic growth and development. For Hansen, the diagnosis of secular 
stagnation was not so much an indictment of the old economic system as it was a recognition of its maturity.z Furthermore, the diagnosis was 
nothing to fear, not just because age has its compensation in wisdom, but 
also because maturity brought new opportunity.


Ever since his 1920 "Thrift and Labor," Hansen had looked forward 
to an economy with higher levels of consumption coupled with higher 
levels of public investment. Now he had his chance. Programs that he 
had long favored on grounds of social welfare could now be advanced on 
grounds of economic development. On the consumption side, Hansen 
urged adoption of minimum standards for nutrition, health, housing, 
and education, as well as an expanded program of old-age pensions and 
family allowances. On the investment side, he urged a systematic program 
of urban redevelopment and housing construction (Hansen and Greer 
1941), combined with a systematic program of resource development, to 
include river valley development (on the model of the Tennessee Valley 
Authority established in 1933), rural electrification, reforestation, soil 
conservation (Hansen and Perloff 1942), and a national transportation 
program (1943d). "In place of our 19th century western frontier we can, 
if we look for it, find and develop a great new frontier in our own 
backyard.";
Able finally to join heart and head, Hansen found himself filled with a 
new energy and enthusiasm. Before 1937, he had blamed technological 
change for structural unemployment but could not bring himself to condemn it even as he deplored its social cost. After 1937, he embraced 
technological change as the cure for secular unemployment. Before 1937, 
he questioned the efficacy of countercyclical public works on the grounds 
that they might prevent resources from flowing into the private investments that were the basis of any sustainable recovery. Afterward, he 
became an enthusiastic proponent of permanent public works as the only 
way out of an epochal stagnation. There were plenty of needs to be met 
and no lack of available resources to meet them; if the existing financial 
system was unable to mobilize the resources, then government must do 
it. "Governments all over the world are in the process of becoming 
intermediaries between the ultimate savers and investment outlets, but the 
process of production is still carried on by private enterprise. This is neither 
socialism in production nor even in the ownership of wealth. The governmerit is becoming an investment banker" (1938a, 318).
Hansen's New Frontier was about economic planning of a sort, but 
always with the idea of stimulating and complementing private enterprise, not competing with or replacing it. "The incentive to invest which, in the 
dynamic economy of the last century, came mainly from technical progress 
and extensive growth, will, in the future, be fed from the combined springs 
of technical progress and a greatly expanded public consumption and 
public investment program" (1941 a, 309). "The planned and intensive 
development of our resources will open up a new economic frontier" 
(Hansen and Perloft 1942, 5), he wrote. The real choice facing the U.S. 
economy was, he thought, between the planned market economy and the 
totalitarian command economy, between the England envisioned in the 
1942 Beveridge Report and the Soviet Union of Joseph Stalin. That 
choice was only muddied by demagogic appeals to concepts of personal liberty that were appropriate for an earlier age of yeoman farmers 
and independent proprietors, appeals such as that of Hayek in his 1944 
The Road to Serfdom. In his review of Hayek's hook, Hansen wrote: 
"Under modern conditions it is th[e] mixed society which furnishes the 
best hope for personal freedom and real democracy" (1945n, 117). Business should, and he thought Would, recognize that an economy whose 
long-term prospects were ensured by government planning was hound 
to be more, not less, attractive for investment. Government planning 
would make business planning possible, quite unlike the erratic "hand-tomouth" policies that had made business so difficult under the early New 
Deal (1934a, 22).


Hansen recognized that adoption of the dual economy model in the 
United States alone was not enough to solve the problem of worldwide 
depression. Not only national but also international economic management was needed. "The world has become too independent to achieve 
internal stability without securing first of all a workable external security" 
(1938a, 224). Just as the institutions of national government needed to 
be transformed, so too did those of the international system, or rather 
they had to be invented anew. In Hansen's mind, the most pressing need 
was for an international bank for managing capital flows from the developed to the undeveloped world, an institution he explicitly saw as an 
alternative to the Nazi "New Order" and the Japanese "East Asia CoProsperity Sphere" (1945j). Just as the economic dynamism of the past 
150 years had stemmed from the expansion of the Industrial Revolution 
from England to the European continent and America, so the expansion 
of the next era would involve development of the yet undeveloped nations, 
and for that long-term capital flows would be needed. "Increases in the productivity of the Balkan peasant, of the Hindu and Moslem in India, 
or the Chinese may seem of remote interest to many Americans; but they 
will contribute in the long run to both the economic and political security 
of the United States" (Hansen and Kindleberger 1942). Economic planning was needed to foster those productivity increases.


Toward that end, Hansen proposed establishing a new international 
lending agency because he judged that securities markets could not adequately channel the required funds on account of their volatility. His 
proposal can be understood as a version of his 1933 International Board 
of Foreign Investments, now reworked to focus on long-term rather than 
short-term capital flows. Already in May 1941 (before Pearl Harbor and 
the subsequent U.S. entry into war) Hansen was calling for an "international RFC" (modeled on the domestic Reconstruction Finance Corporation) devoted to "rehabilitation and reconstruction of England and 
the Continent, and investment in Latin America and China".4 The industrialization of Latin America was particularly important because of the 
possibility that Germany might win the war and take Europe in an isolationist direction, thereby reducing the market for U.S. agricultural exports 
(1940e; Hansen and Upgren 1941; Hansen and Soule 1945). Under the 
auspices of the State Department, Hansen traveled to England in September 1941 where he shared his views with Keynes, Lord Catto, and others 
at the British Treasury, Oxford, and Cambridge.' Internationally, as well 
as domestically, Hansen was convinced that the road forward involved 
government institutions acting as investment banker to stimulate and 
support vigorous private investment spending.
As the tide of war turned toward the Allies, thoughts turned toward 
postwar planning to ensure that the mistakes of Versailles were not repeated. In the talks that led up to the 1944 Bretton Woods conference, 
Hansen repeatedly urged the importance of an International Development 
Authority that would concern itself with identih'ing investment needs and 
opportunities in the underdeveloped economies, and then channeling 
long-term funds to meet those needs.6 He used his position as chair of 
the Joint Economic Committees of the United States and Canada to put 
the idea into circulation in U.S. policy discussions.' As a special advisor 
to the Federal Reserve Board, he helped to influence the official American 
position on international financial institutions being formulated under 
Harry Dexter White at the Treasury. The International Bank for Reconstruction and Development (or World Bank) that emerged from the Bretton Woods conference was recognizably a somewhat weakened version of the institution Hansen had in mind. It was not enough, but it was 
something.


After Bretton Woods, it was clear that the central international institution of the post-war economy would not he the World Bank, but rather 
the International Monetary Fund (IMF), itself a weakened version of 
Keynes' Clearing Union plan. As a sort of international exchange stabilization fund, the IMF was intended to ease adjustment to short-run 
payments disequilibrium. However, for treating "fundamental" disequilibria of the kind that Hansen was concerned to address, the IMF had 
inadequate power. In Hansen's view, exchange rate adjustments were 
appropriate policy for realigning national cost-price structures, but that 
was all. "[S]o far as the cycle is concerned,... a solution must be found 
by a direct attack upon the problem of full employment and by parallel 
programs of economic stability in the leading industrial countries, and not 
by juggling the foreign exchange rate. And the solution of a chronic deficit 
in the balance of payments in many countries is to be found in resource 
surveys and developmental programs" (1944h, 183). Nevertheless, despite its limitations, Bretton Woods did establish the principle of international economic management, and for Hansen that was enough to earn 
his whole-hearted support (1944j, 1945a).
Big Government
Hansen's vision of government as investment banker was the crucial step 
leading to his acceptance of an enlarged role for government in society. 
Every schoolchild knows, or ought to know, that Roosevelt's New Deal 
and the subsequent war economy permanently transformed the role of 
government in the U.S. economy. As a contemporary observer of that 
transformation, Hansen was not at first enthusiastic about what he saw as 
an increase in social control that threatened to suffocate innate economic 
dynamism. As a humanist, he always supported measures to alleviate 
suffering, but as an economist, he had his reservations about more direct 
economic intervention. As his own views evolved, however, lie came to 
see government as part, indeed the essential part, of the solution to 
stagnation. Hansen's 1956 account of the evolution of Woodrow Wilson's 
views on government might be read as a reflection on the evolution 
of Hansen's own views. Wilson had begun, Hansen argued, as a Jeffer sonian liberal who believed in laissez-faire, sound money, and free trade, 
but his engagement in the realm of politics induced a certain intellectual 
evolution.


Sensitive to the powerful flow of events which Jefferson could not 
have foreseen, Wilson saw that democracy could not survive in a 
laissez-faire uncontrolled private capitalism. Urbanization and modern industrialism rendered the people helpless in a society which 
accorded to the state only the powers of police protection. The 
government belonged to the people. Instead of an instrument of 
oppression (a conception of the state carried over from the days of 
absolute monarchy) the state was the only means by which a democratic people could find a solution for the problems posed by urbanism and industrialization. (Hansen 1956a)
Hansen's own views underwent an analogous transformation. Hansen 
began his career with views on the proper role of government much like 
those with which Wilson ended. As a young man, Hansen conceived of 
government as an institution through which citizens cooperate for their 
mutual benefit. In line with this conception, he advocated a wide range 
of social welfare policies: "social insurance in all its aspects-accident, 
sickness, invalidity, old age and unemployment" (1920a, 16). It is significant that this early conception of the government's role included 
neither macroeconomic stabilization nor public investment. He endorsed 
the macroeconomic stabilization aspects of a national unemployment insurance scheme only in 1934 when he became convinced that instability 
was hindering adjustment, not helping. And he endorsed a comprehensive program of public investment to rekindle economic dynamism only 
in 1937 when he became convinced that stagnation was the only alternative. Both programs involved the government ever more deeply in the 
economy, more deeply than the young Hansen would have found congenial. Like Wilson, Hansen's views on the appropriate role of government 
evolved with the times.
A constant throughout that evolution was Hansen's view that economic 
growth and development was the foundation of social welfare. When he 
thought that economic fluctuation was an inevitable consequence of dynamic development, he argued against stabilization. When he recognized 
that fluctuation was proving an obstacle to development, he devised more 
effective stabilization policies. When he came to think that the dynamic 
of economic development was itself exhausted, he proposed ways that the government might kindle a new dynamic. Throughout, Hansen adapted 
his view of the appropriate role of government to his view of what was 
best for economic development.


Even as lie became convinced of the importance of an enlarged role 
for government, Hansen always insisted that government spending should 
complement private spending rather than substitute for it. Above all, 
Hansen wanted to avoid the kind of totalitarian state controls that were 
having such visible economic success in Germany, Italy, and Russia 
1936f). In context, Hansen's proposal to use the government as investnment banker nu►st he understood as an attempt to limit the degree of 
intervention. Indeed, his 1938 proposal for the "government as investment banker" can usefully be considered a revival of Hoover's 1932 
proposal to extend the authority of the Reconstruction Finance Corporation (RFC) from refinance of existing troubled operations to finance of 
new operations (Barber 1985, 170-80). Unlike Hoover, who constructed 
the RFC as a separate institution off the federal budget, Hansen proposed 
to conduct financing operations within the federal government but on a 
separate capital budget. What Hansen saw that Hoover did not was that 
mere supply of finance would do little to bring forth demand for its 
productive use. The exhaustion of private investment opportunities in the 
previous long wave meant that very few projects would be funded by a 
bank that merely waited for private individuals to come firrth with proposals. The government must actively to seek out new projects, indeed 
entire new avenues for investment that only the government could undertake. Although opportunities for private investment might be exhausted, 
opportunities for public investment had barer been tapped.
But if Hansen's vision of the New Frontier was in this respect more 
conservative than the often anti-business New Deal had been, in other 
respects it was more radical. Roosevelt had greatly increased the size of 
government and expanded its role, but the tocus had always been on 
salvage, not investment. By contrast, Hansen was never much interested 
in creating make-work jobs for the unemployed. For the New Frontier, 
Hansen envisioned not just the usual roads and bridges proposed by public 
works advocates, but rural electrification, slum clearance, and natural 
resource development and conservation. What Hansen was advocating was 
nothing less than the use of government as a conscious force for economic 
development. The government as investment banker was for Hansen a 
form of the developmental state that was consistent with both a market 
economy and political liberty.


The existing government, even as enlarged by the New Deal, was clearly 
ill-prepared to serve as investment banker for the next long wave of 
investment. Very well, it would have to prepare itself. Hansen urged that 
a comprehensive list of projects be drawn up and an assessment made of 
which could be undertaken by the private sector with appropriate encouragement (such as credit guarantees), and which would have to be undertaken by the government itself on a self-liquidating or a permanently 
subsidized basis. He urged further a comprehensive overhaul of the way 
the government raised its funds through a combination of taxation, borrowing, and money issue. Finally, he recommended a comprehensive 
reorganization of the government's budgetary apparatus (adoption of a 
capital budget) in order to provide the appropriate accounting framework 
for the new capital spending role of government (1939d). Thus, as the 
problem of restoring economic dynamism overshadowed the problem of 
fluctuation, Hansen's longtime interest in business cycles was transformed 
into a new interest in public finance. Implementation of the New Frontier, 
he realized, would require a revolution in public finance, particularly at 
the state and local level where the new services would be provided and 
the new investments implemented (Hansen and Perloff 1944).8
It was a bold plan, in the end more hold than the political climate could 
tolerate. Just as in international reconstruction the World Bank was a 
weakened version of the International Dcvelopment Authority Hansen 
preferred, so too in domestic reconstruction the Employment Bill of 1946 
seemed to Hansen a weaker version of the Murray Full Employment Bill 
of 1944 that he had advocated. The final bill did not commit the government to full employment but only to maximum employment, and the 
comprehensive planning apparatus was scaled down to the Council of 
Economic Advisors, the President's Annual Economic Report, and the 
Joint Economic Committee of the Congress. It was not everything, but 
it was definitely something. The principle that government would take 
responsibility for economic performance, both cycle and trend, was firmly 
established.
Money and Sound Finance
The evolution of Hansen's general economic views after 1937 impelled 
further evolution of his views on money more narrowly. The shift in his 
thinking toward technology and away from money, which dated from 
1927, was given a further push by his 1937 shift toward understanding the Depression as a problem of trend, not cycle. In his 1941 text, Fiscal 
Policy and Business Cycles, investment is finally firmly planted at center 
stage and money plays at most a supporting role.9


If forces are present tending to cause a rise in the money income, the 
possibilities under modern conditions of increasing the quantity of 
money regardless of the gold base, or of utilizing any given quantity 
of money more efliiciently through changes in turnover or velocity, 
are so great that it may within broad limits safely be said that there 
are no serious limits, from the side of the money supply, to movements of money income. We must look for other factors, notably 
those affecting the prospective rate of profit, rather than limitation 
or superabundance of the money supply, to explain secular movements in income and prices. (1941a, 37)


In Hansen's mature thinking, prices tend to rise in periods of rapid growth 
and to fall in periods of stagnation, and there is little that monetary 
manipulation can or should do about it. The great force driving economic 
development is technological change, and "gold and monetary factors play 
a subsidiary role" (1941a, 38), both cyclically and secularly.


In emphasizing the subsidiary role of money, Hansen meant first to 
make a positive statement about the changing role of money in the history 
of economic development. Part of the process of becoming a developed 
nation was "bursting the monetary straitjacket" by developing a sophisticated financial structure. In Hansen's view, the quantity theory of money 
worked best for undeveloped countries. In developed countries however, 
"M adjusts itself to the requirements of business" through the operations 
of the banking system.10 The establishment of the Federal Reserve in 1913 
severed the connection of the domestic money supply with gold, whereas 
the breakdown of the gold standard in the Depression did so internationally. These institutional developments allowed investment to become a 
force increasingly independent of money.
As a consequence of these positive developments, Hansen concluded, 
monetary factors play a subsidiary role also in the normative sense that 
monetary policy is subsidiary to fiscal policy in developed countries. It is 
possible to caricature Hansen's views on monetary policy by the slogan, 
"Money doesn't matter," but such a caricature hardly does him justice. 
Hansen did not believe that the quantity of money or the rate of interest 
have much effect on spending, but he did believe that the availability of 
credit could play a role. Most important, in a dynamic economy, invest ment tends to expand in advance of saving, and for accommodating this 
tendency banking credit is key. With respect to the cycle, Hansen agreed 
with his colleague John Williams' formulation that monetary policy could 
play a supporting role, encouraging spending in a sluggish economy and 
discouraging it in a booming economy, but that its potential contribution 
to overall stabilization was modest at best (1957a, 74). Attempts to make 
money do more than that through aggressive tightening and loosening 
probably do more harm than good, insofar as their main consequence is 
just to destabilize security prices. In later years, Hansen summarized his 
views on monetary policy with a telling analogy (1949a, 163, 185). 
If a man is gaining weight, looser trousers will make him more comfortable. Loose trouser policy, however, will do nothing to cause corpulence, 
and tight trouser policy can prevent corpulence only by tightening so 
much as to cut off circulation completely, killing the man and trimming 
the fat at the same time.


Hansen's later writings on monetary policy merely add details to this 
general picture (1946c, 1951d, 19556, 1957c, 1960c). He thought it 
most important to orient monetary policy toward facilitating long-term 
economic growth. This means keeping interest rates low and limiting their 
fluctuation to avoid wide swings in the securities market. The authorities 
could do this by means of open market operations in government debt of 
various maturities, including long-term bonds. In the shorter run, interest 
rate or money supply controls could make some modest contribution to 
cyclical stabilization, but direct control of specific forms of credit (e.g., 
speculative and real estate) would be more effective. Furthermore, because 
the relation between money and the price level is extremely tenuous, it is 
best to fight general inflationary pressures by fiscal measures (e.g., taxation) and bottlenecks in the production of particular goods by means of 
price controls.
With this view of the role of money in mind, Hansen rejected the 
arguments of "sound finance" that abhorred public debt and counseled 
paydown of accumulated war debts. Most of all, he feared that the dogma 
of sound finance might stymie his bold plans for the New Frontier by 
preventing the issue of new debt to finance expansion of public capital 
infrastructure. Hansen knew the argument well because as recently as 
1934 he had made it himself, warning against debt-financed public works 
as a "levy on the future." When he changed his mind after 1937, he was 
therefore able to marshal) the most effective counterarguments, and he 
soon became the most prominent spokesman for an unbalanced budget (Hansen and Greer 1942; Hansen 1943e, 1943g, 1944e). Hansen seems 
to have considered his fight against the dogma of sound finance to be the 
most critical one of his intellectual life, and he threw everything into it. 
In the heat of battle, he sometimes went too far. For example, his slogan 
"eye can afford as high a standard of living as we are able to produce" 
(1942a) suggests that finance poses no obstacle at all, which is more than 
he believed. But in a battle so important-the future of democracy and the 
market economy was at stake-he permitted himself some exaggeration."


Against those who condemned "unproductive" government spending, 
Hansen argued that activities are not unproductive simply because the 
government undertakes them. If a private firm builds a road, we consider 
it investment, and so should we also if the government does the building. If a private firm finances its construction by borrowing and then 
amortizes the debt by charging a toll on the road, we do not consider 
that a levy on the future, and neither should we when the government 
finances its capital expenditures by borrowing. Indeed, this is the case 
whether the debt is amortized by a direct fee for use such as a toll, or an 
indirect fee for use such as a tax. In this sense, sound finance properly 
understood does not even require government capital expenditures to be 
self-liquidating. So long as the underlying investment contributes to economic growth, and hence to the tax base, debt finance can be sound. What 
matters is not the absolute size of the debt, but rather its size relative to 
the economy. The argument is only strengthened by the recognition that, 
in an economy with unused resources, new investment increases production directly and immediately through an expenditure multiplier, as well 
as indirectly and eventually as the new investment is used to produce 
more goods.
Against those who viewed the public debt as a burden on future generations, Hansen argued that an internally held public debt is fundamentally different from a private debt (or an externally held public debt) 
because it is merely a redistribution from taxpayers to bondholders. Potentially, such redistribution can cause problems, but not in the U.S. 
context because the debt is so widely held that distributional consequences 
are minimal. Most households own some government debt either directly 
or indirectly by holding the debt of some financial intermediary that holds 
the debt. Indeed, a widely held public debt is a good thing, Hansen 
insisted, insofar as it operates like a national system of insurance. The debt 
is a financial vehicle that the average household can accumulate in times 
of personal prosperity and sell off in times of personal hardship, allowing individuals to offset their own fluctuating incomes even as federal countercyclical measures offset aggregate fluctuations.


According to Hansen, not only was there little cause to fear public debt, 
there were benefits to be gained from using debt wisely. The "institutionalization of saving" through insurance companies had increased the demand for bond debt, whereas the debt problems of the 1930s had raised 
awareness of the dangers of private debt finance and so reduced the supply 
of bond debt; public debt could fill the gap. Similarly, public debt held 
by banks provides a solid foundation for the money supply, allowing 
households to indulge in liquidity preference without interfering with 
capital accumulation and at the same time subsidizing the payments system 
by means of interest payments to banks. More generally, a large public 
debt stabilizes the financial system by giving investors a safe and liquid 
asset complementary to the more risky and illiquid assets being offered 
by the private sector (1941 a, 154). Finally, and most important to Hansen, 
a large public debt gives government the ability to implement a rational 
fiscal policy that he defined as "compensatory and developmental government expenditures to achieve economic stability and full employment." 
Given the large pool of debt, government can act to stabilize the economy 
by adding to the pool in depression (budget deficits) and subtracting from 
it in booms (budget surpluses). Thus, a large public debt can serve as a 
kind of "balance wheel" for the aggregate economy.12
Despite Hansen's efforts, the dogma of sound finance proved an important counterargument to proposals for an expanded government role 
in the economy, not only in the immediate postwar period but also in the 
decades that followed. To little avail, Hansen continued to battle the 
balanced budget dogma (1947a, 275; 1949b, 1955a, 1959b, 1959d). If 
people are afraid of inflation, he argued, they should look to taxation to 
reduce demand pressure and adopt controls to keep wages from rising 
faster than productivity. If they are worried about financial instability as a 
consequence of a large liquid government debt, they should consider ways 
to reduce the liquidity of that debt, such as by requiring banks to hold 
security reserves in addition to the usual cash reserves (1945k, 1946d, 
1948b, 1951d, 1959a, 1959c). Hansen insisted throughout that inflation 
and debt posed no obstacle to the New Frontier.
Hansen and Keynes
Among economists, Hansen is most commonly remembered as a popularizer of the ideas of the great British economist John Maynard Keynes.13 According to what has become the accepted view, Hansen's special genius 
was his intellectual flexibility, to wit his willingness to abandon the neoclassical orthodoxy of his first fifty years in favor of the fresh ideas blowing 
in from across the ocean (Samuelson 1976). It must be admitted that it 
makes a marvelous story: Hansen as convert, like Saul on the road to 
Damascus, overwhelmed by the Keynesian light on the train from Minnesota to Harvard. The historical usefulness of the conversion myth must 
also be admitted. If Hansen at fifty could reject the barren orthodoxy he 
himself had promulgated for twenty years at the University of Minnesota, 
why should any mere graduate student delay? If Hansen was Apostle Paul, 
then Keynes was the Messiah, and the young Keynesians were the early 
Christians, with a message destined to sweep the world.


It makes a good story, but hardly any of it is true. First, Hansen was 
never really an orthodox neoclassical economist. His intellectual formation 
was equal parts American institutionalism and continental business cycle 
theory, and he had little sympathy with the market-clearing paradigm of 
English political economy. Prices in the modern economy were fixed, he 
thought, as much by mechanisms of social control as by free markets. 
English political economy was the economics of free markets and as such 
was largely irrelevant for the modern world.
Second, Hansen was no convert to Keynes, at least not in the sense 
implied by the conversion myth. Hansen's apparent Keynesianism (for 
example, in his 1938 Full Recorcrv or Stnguation?) was in fact already a 
feature of his thought in the earl, 1930s, where it owes much to Attalion 
and practically nothing to Keynes. Indeed, Hansen understood Keynes as 
a belated (and incomplete) convert from the traditional Anglo-Saxon 
monetary theory of the cycle to the continental investment theory that 
had informed his own work since at least 1927. Hansen's review of the 
1936 General i7icorv criticized Keynes for continued commitment to the 
old-fashioned and outmoded tradition of English political economy, an 
intellectual commitment that he claimed prevented Keynes from taking 
proper account of the ways in which the trend toward social control had 
altered the economic system. "The system is half rigid, half flexible. A 
theoretical apparatus applicable to a flexible system Isuch as the apparatus 
employed by Keynes] is not always adequate for an analysis of current 
economic life.... The book is more a symptom of economic trends than 
a foundation upon which a science can be built" (1936e, 686).
If it took some time for Hansen to grow to appreciate Keynes, the chief 
obstacle was their disparate approaches to economics. Their underlying 
visions of the nature of capitalism were poles apart, and as a consequence they had different views on the kind of economic theory that was needed, 
as well as on the kind of policy proposals that would be most helpful. For 
Hansen, capitalism was a dynamic system in constant flux, driven by 
technological change and its diffusion throughout the world. Free markets, and the prices in those markets, were important for Hansen mainly 
because they were the mechanism for the diffusion and absorption of 
technological change. Like Keynes in his famous 1926 "End of LaissezFaire," Hansen (1932a) recognized that the forces of social control were 
increasingly encroaching on free markets. But whereas Keynes was more 
or less resigned to the fact and even welcomed it as the victory of 
disinterested scientific management over the haphazard and crass ways of 
the market, Hansen had regrets because he continued to believe in progress, messy and disruptive though progress might be, and he feared that 
social control would get in the way.


For Hansen, progress was the goal and laissez-faire only a means to that 
end. Therefore, when he became convinced that the dynamic force of 
private investment was no longer sufficient to drive the economy forward, 
he was able relatively easily to embrace an enlarged role for government 
as an alternative dynamic force. Keynes (1936, 378) famously foresaw the 
need for a "somewhat comprehensive socialisation of investment" as a 
consequence of the imminent satiation of the capital needs of the economy 
that was driving the return on investment to zero. By contrast, Hansen 
saw myriad high-yield investments that only required the government to 
serve as investment banker. For Keynes, the economic problem was how 
to live with stagnation, and he found the answer in the high-consumption 
society. For Hansen, the economic problem was how to rekindle economic 
development, and he found the answer in the high-investment society with 
the proviso that government would have to play a larger role in opening 
up new investment opportunities. In Keynes' rather static view of income 
determination, the problem was to find new sources of spending to fill 
the gap between consumption and full employment income. In Hansen's 
more dynamic view of economic development, the problem was to find 
new investment outlets to replace those already satiated in the previous 
long wave.
For Hansen, the restoration of economic dynamism was not only a 
national problem but also a larger problem of stimulating the development 
of yet undeveloped nations. He focused his attention on restoring dynamism to the U.S. economy because he judged that U.S. instability was a 
major cause of international instability, but he did not stop there. In his proposal for an International Development Authority (IDA), Hansen can 
be seen thinking about how to foster investment both in rebuilding 
Europe and also in developing the undeveloped countries. Keynes was, of 
course, also interested in reconstructing the international financial system, 
but, unlike Hansen, his focus was more on the immediate problem of 
financing the postwar balance of payments than on longer-term problems of regulating the pattern of international long-term capital flows. 
Significantly, Keynes' Clearing Union proposal was the ancestor of the 
International Monetary Fund, and Hansen's IDA was the ancestor of the 
World Bank.


Keynes' experience with British capitalism led him to promote scientific 
economic management using monetary policy and public works expenditures to overcome the failures of the market economy. It was an elitist 
conception of policy, one in which the top people would make expert 
decisions on everyone else's behalf. As Skidelsky (1992, 228) has remarked, "Keynes's anti-market, anti-democratic bias was driven by a belief 
in scientific expertise and personal disinterestedness which now seems 
alarmingly naive." To Hansen, from his own experience with American 
capitalism, Keynes seemed alarmingly naive even then. Even if we could 
develop a full understanding of how the economy works, and even if our 
public officials could be trusted, the shocks hitting a truly dynamic economy are so frequent, so large, and so unpredictable, that scientific management is simply a pipedream. The hope of safety lies not with the kind 
of professional discretionary economic management advocated by Keynes 
but with a system of automatic stabilizers, such as unemployment insurance. For the purpose of stabilization, Hansen preferred guardrails and 
scat belts to Keynes' professional drivers. His version of democratic economic planning was likewise informed not by any belief that the experts 
can pick winners better than the market, but rather by the belief that 
despite the exhaustion of private investment opportunities, there are 
plenty of productive investment outlets remaining, and ordinary intelligence can easily identifi' them. Indeed, businessmen of Hansen's own 
acquaintance seemed to him quite capable for the task.
If Hansen's enthusiasm for Keynes grew over time, and it did, it was 
because he became convinced that Keynes was a genuine convert to his 
own way of thinking. It seems to have been Keynes' 1937 article outlining 
"Some Economic Consequences of a Declining Population" and raising 
the specter of stagnation that first stimulated Hansen to reconsider his 
negative assessment.14 Keynes' article suggested that slowing population growth might reduce future capital spending below what is needed to 
absorb savings and hence cause permanent unemployment. Hansen developed this theme in his December 1938 presidential address to the 
American Economics Association titled "Economic Progress and Declining Population Growth," by expanding the set of depressive factors to 
include the closing frontier and by recasting the argument in a developmental framework of long-term growth. Clearly Keynes' article was an 
important stimulus for the line of thought that led to Hansen's famous 
"secular stagnation" thesis, but just as clearly Hansen was no convert to 
Keynes. Keynes' passing thought became the cornerstone of Hansen's 
theory because Keynes reminded Hansen of some undeveloped aspects of 
his own earlier thought at a moment when he was casting about for an 
explanation of the return to depression.


After 1937, Hansen began to integrate Keynes into the body of his own 
thought by using Keynes' theories to address concrete problems, much as 
he had earlier done with Aftalion. Looking again at Keynes' General 
Theory, Hansen came to realize that his reaction had been overly colored 
by his impression of Keynes' earlier Treatise on Money. That early work he 
had considered a rather incoherent blend of the Marshallian version of the 
quantity theory of money with a new savings-investment theory of disequilibrium business fluctuation, and neither element of the blend appealed 
to him. Hansen had already rejected the quantity theory in favor of the 
income theory (Aftalion) and rejected a monetary theory of interest in 
favor of a loanable funds theory. As a consequence, he was skeptical of 
any theoretical developments that built on the quantity theory, including 
both Keynes' Treatise and Richard Kahn's multiplier analysis." Furthermore, because Hansen understood business cycles as fundamentally caused 
by the dynamic character of the economy, he criticized the savings-investment analysis for treating cycles as disequilibrium fluctuations around a 
static equilibrium. In his view, Keynes' proposal to stabilize the economy 
by aligning saving with investment not only would fail but would actually 
make matters worse. The dynamic economy requires continual expansion 
of bank credit in order to keep investment greater than saving. This 
imbalance allows money income to expand in line with the tendency of 
technological change to expand real income. Holding investment equal 
to saving in a misguided attempt to stabilize the economy would, in an 
environment of technological change, force prices to fall in order to 
equate money income to real income. Given the stickiness of individual 
prices, such price-level deflation would necessarily result in real deflation and depression. For Hansen, Keynes' Treatise offered both inadequate 
positive theory of the cycle and potentially harmful advice for stabilization 
(1933c).


Keynes's musings on the possibility of stagnation opened Hansen's 
mind to the possibility that Keynes might have more to offer than first 
appeared, and that Keynes might be less stuck in neoclassical orthodoxy 
than Hansen at first imagined. Study of the General Theory subsequently 
made clear to Hansen that Keynes' new ideas followed in the income 
theory tradition of Tooke, Wicksell, and Aftalion (Hansen 1949a, Chap. 
6; 1953a, 169), the very tradition that Hansen himself had joined in 1927. 
Despite its apparent attachment to traditional English political economy 
and its more or less complete ignorance of the continental tradition, the 
General Theory was in fact a contribution to the continental investment 
theory of cycles and prices. Wicksell and Aftalion had been concerned 
only to argue that an increase in investment would tend to increase 
income, but Keynes was able to show by how much. Hansen wrote: "It 
is one of the important achievements of Keynes' General Theory to have 
formulated explicitly the role of the consumption function in cycle theory" 
(1941a, 249).
Even after lie became more sympathetic to Keynes, it was a long struggle 
for Hansen to integrate Keynes into his own thought, largely because the 
analytical apparatus was so foreign to him. The biggest obstacle was 
Keynes' use of a static equilibrium framework rather than the period 
analysis he was accustomed to from the continental literature. According 
to Keynes' definitions, economic equilibrium was achieved when saving 
equalled investment. Hansen continued to think that such a conception 
of equilibrium concealed much of importance about the dynamic process 
of economic growth over time. Realizing that the conception of equilibrium flowed from Keynes' definitions, Hansen tried to reformulate the 
Keynesian message in the language of Dennis Robertson, which was 
designed for period analysis. Significantly, Hansen's 1939 testimony to the 
Temporary National Economic Committee, often cited as evidence of 
Hansen's conversion to Keynes, in fact used Robertson's definitions of 
saving and investment exclusively.", Though lie soon came to see compelling advantages to Keynes' approach, Hansen never abandoned his preference for period analysis, and he continued to insist that, in a dynamic 
economy, investment has to be greater than saving in order to keep money 
income rising (1947a, 188). He came to accept Keynes' account of the 
expenditure multiplier but was always happier with the "dynamic multi plier," which presented the idea in the framework of period analysis 
(1953a, Chap. 2). Even after Keynes became the new orthodoxy, Hansen 
continued to insist that, in a dynamic economy, investment must exceed 
saving, and bank credit must continually expand to fill the gap between 
them (1960a, 66).


In his nature reflection, Hansen understood Keynes as a kind of economic reformer:
a reformer who is responsive to the historical process, who notes the 
stream of evolutionary forces at work and who contrives ways and 
means, not of suppressing these forces, but of guiding them toward 
a workable solution.... [His] proposals survive because they arc 
based on economic realism. They work with the tide of history, not 
against it. Keynes was this kind of reformer. Were this not so, despite 
all his brilliance, he would not today be the foremost architect of 
the economic reconstruction we have witnessed in this generation. 
(1957a, 155)
Hansen finally understood Keynes, one might say, as a man very much 
like himself, or like the ideal he held up for himself. Two dogmas-the 
gold standard and the balanced budget-had barred the way to the new 
dual economy. From his early tract on Monetary Refr.rm, Keynes had 
worked to abolish the former. In his polemics on government debt, 
Hansen had worked to abolish the latter.
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Hansen's dream of a New Frontier saw only limited realization in the 
postwar period, and vet there was no denying the economic dynamism of 
the years that came to be called the Golden Age.' Indeed, postwar prosperity proved a more decisive obstacle to the New Frontier than the 
platitudes of sound finance ever were. As the postwar restocking boom 
gave way to the Korean War boom, the Cold War, and Vietnam, military 
spending-rather than public investment-fueled expansion, and the new 
frontier that opened was in the defense-related industries of electronics 
and automation. Similarly, at the international level, the Marshall Plan and 
the U.S. Export-Import Bank took over many of the functions Hansen 
had wanted to locate in a genuinely multilateral institution.
It was not what Hansen hoped for or expected. For him the war had 
provided compelling evidence for both the necessity and the feasibility of 
the New Frontier. War had demonstrated the enormous productive capacity of the modern economy and had demonstrated further that finance 
was no insuperable obstacle to the mobilization of that capacity. The key 
to prosperity after the war, Hansen concluded, lay in finding a permanent 
replacement for war spending. For solving the immediate reconversion 
problem, he recommended a comprehensive program of construction 
spending. For the longer term, he advocated an economy oriented not 
toward rapid growth, but rather toward meeting social priorities, toward 
accumulation of consumers' capital rather than producers' capital, toward 
public investment not just private, and toward producing services not just 
commodities.
Had there been any sustained period of unemployment after the war, 
perhaps there would have been more political room for Hansen's Nev., 
Frontier. As it was, the rebirth of economic dynamism, after so much war 
and depression, came as a kind of magical blessing, the foundation of which was not to be examined too closely. With the election of President 
Truman in 1948 and Eisenhower in 1952, the political climate turned in 
a conservative direction, and the country put aside the big questions. 
Economists no longer considered how to save the market system; they 
concentrated instead on the smaller question of how to stabilize economic 
fluctuation. It was a letdown for Hansen, but also in a way a relief, and a 
return to familiar territory in the theory of business cycles.


Hansen responded to the new climate by trying to generate interest in 
a guaranteed wage system (Hansen and Samuelson 1947a,b), a proposal 
that can be understood as an expanded version of his earlier unemployment insurance scheme (Hansen and Murray, 1933; Hansen, Murray, et 
al. 1934). It was supposed to work not only as an automatic stabilizer but 
also as a regulator of wage pressure and inflation. When the proposal went 
nowhere, and it became clear that fundamental reform was not politically 
possible, Hansen shifted his effort toward writing texts for the next 
generation (1949a, 1951a, 1953a), consolidating the Keynesian revolution within academia.' When next the opportunity for fundamental reform 
opened, he was determined that his students would be better prepared 
than he had been.
Much as Hansen regretted the conservative political turn, he was 
pleased to find that even conservatives accepted fiscal policy as the main 
weapon for stabilization. Indeed, cyclically adjusted tax and spending 
policy became the new postwar orthodoxy. For Hansen, the danger was 
that the shift of attention toward stabilization might also lead to reemergence of the idea of cyclically adjusted monetary policy. Anxious to keep 
interest rates stable and low in order to stimulate investment, he opposed 
using interest rate policy as a cyclical stabilizer. Even while the need to 
support government bond prices held back revival of activist monetary 
policy, Hansen was quick to condemn academic writings (Modigliani 
1944; Polanyi 1945) in which he detected "a modern recrudescence of 
an excessive preoccupation with the mere quantity of money-a preoccupation no less indefensible than the old" (Hansen 1946g).
After the 1951 Treasury-Fed Accord opened the door for a revival of 
monetary policy, Hansen continued to urge the irrelevance of the quantity 
of money and the impracticability of cyclically adjusted interest rate policy. 
Not money but credit management was the key, he insisted. In this regard, 
he looked somewhat favorably at Roosa's 1951 availability doctrine, which 
was supposed to work not by affecting credit demand through the interest 
rate, but by limiting the supply of bank credit directly. Whether or not it was true that banks would resist an expansion of credit if it required therm 
to liquidate their bond holdings at a capital loss-Roosa thought they 
would resist-at least the argument focused attention in the right direction: on credit not money, and on the flow of credit, not its price.


Hansen's involvement with debates about countercyclical policy did not 
keep him from yearning for more fundamental reform, and his opportunity finally came, or so he initially thought, With the election of Kennedy 
in 1960. Once again Hansen raised the banner of the New Frontier, 
pointing to the challenge of a rapidly growing Soviet Union in an attempt to attract political support (1960a,b). But the Kennedy administration disappointed, with its preference for sharing the gains of growth 
through tax cuts rather than public investment. Having learned the economic lesson of how to manage the macroeconomy, there remained 
stubborn political obstacles in the way of managing it in the public 
interest.
Another opportunity came as the Bretton Woods monetary system came 
under stress. In the immediate postwar period, the U.S. economy had 
been substantially also the world economy, and its economic institutions 
therefore substantially the framework of the world economic system. As 
other countries recovered, however, their hunger for dollar assets was soon 
satiated and the immediate postwar dollar shortage gave way to the dollar 
glut of the 1950s and 1960s. Here Hansen's understanding of the structural causes of balance of payments problems helped him steer a course 
between those who argued that U.S. deficits required domestic contraction and those who argued for exchange rate devaluation. Hansen argued 
that the dollar problem was not a U.S. problem but a world problem, and 
the solution could be found only in international cooperation to shore up 
the gold exchange system. His concrete proposal to indemnity official 
exchange holders against losses from devaluation was intended to ease the 
immediate destructive tendency toward gold hoarding. For the longer 
term, he proposed to establish an International Reserve System issuing an 
international dollar against a portfolio of the ten strongest world currencies. Modeled after the U.S. Federal Reserve System, the purpose of the 
plan was to free the world monetary system from the remaining shackles 
of gold (1964c, 1965a). At 78, Hansen's instinct in the face of economic 
crisis was, as it had always been, structural reform. And once again he was 
ahead of his time. The world was no more ready for a truly international 
currency than it had been at Bretton Woods. The Bretton Woods fixed 
exchange rate system was abandoned rather than strengthened.


The Making of American Keynesianism
Hansen's failure to attract significant support for his fundamental reform 
proposals in the postwar period meant that his most significant influence 
was not on economic policy per se, but rather on the way that the workings 
of the postwar economy were understood. Working through his many 
students, Hansen played a critical role in the stabilization of the postwar 
economics profession, influencing both the content and the style of postwar economics discourse and pedagogy.
A key text in the stabilization of postwar economics was The New 
Economics edited by Hansen's Harvard colleague Seymour Harris (1947).3 
Significantly, Harris' description of Keynes' contribution sounds more like 
Hansen than Keynes:
Keynes' great contribution ... was to adapt economics to the changing institutional structure of modern society.... Up to 1936.. . 
accepted economics in general belonged much more to the banished 
age of competition, of capital deficiencies, of full employment or 
transitional unemployment, and the like, than to the twentieth-century economy which tolerated and, to some extent encouraged, monopolies, rigidities, excessive savings, deficiency of demand, and unemployment. (p.4)
If Hansen's contribution to the New Economics has been underrated, or 
attributed to Keynes, it is probably because Hansen himself put so much 
focus on Keynes (Hansen 1946g, 1947g), and therein lies a puzzle. If 
Hansen was not himself a convert to Keynes, why did he want everyone 
else, in particular his students, to be Keynesians?
The answer lies in Hansen's understanding of the role of ideas in history, 
another area where he and Keynes stood at opposite poles. Keynes was an 
idealist in the sense that he believed that ideas change history, and even 
more that he himself could change history by the sheer persuasiveness of 
his rhetoric. Keynes wrote: "[T]he ideas of economists and political philosophers, both when they are right and when they are wrong, are more 
powerful than is commonly understood. Indeed the world is ruled by little 
else" (1936, 383). Hansen, by contrast, was a materialist in the sense 
that he believed that ideas reflect history, and change as a consequence of 
historical change. He never reversed his early conclusion that technological change impels change in economic structure, which then impels corresponding change in "government, social institutions, and the controlling ideas of the age" (1921 d). Looking back in 1957, Hansen wrote: "Economic thinking, both on the part of professional economists and on the 
part of the public generally, has undergone in recent years a very substantial change. The change in thinking reflects the changes in economic life" 
(1957a, 2). The Depression, Hansen thought, had been caused by changes 
in technology and economic structure that outran existing social institutions and ideas. From this perspective, the New Deal was essentially about 
bringing government and social institutions into line With economic reality, and the rise of "Keynesianism" was about bringing the controlling 
ideas of the age similarly into line.


In Hansen's view, Keynes did not cause the Keynesian revolution, he 
explained it. He gave people a way of understanding the new world in 
which they found themselves, a way to make sense of their yet unfamiliar 
new life experiences. Hansen worked to popularize Keynes because he 
recognized that Keynes offered something invaluable for the smooth 
working of the new system; Keynes offered an ideology for the dual 
economy. Hansen was able to recognize the value of Keynes even when 
his contemporaries could not because he saw the impression that Keynes 
was making on his students. Evidently Keynes was helping them make 
sense of what was happening, and Hansen concluded that Keynes must 
have more to say than he had previously realized. Hansen's genius was to 
understand the meaning of his students' conversion to Keynes; it meant 
that Keynes had captured the trend of history. Had the time been right 
for the New Frontier, perhaps we would all be Hansenians now. Instead, 
for the path actually taken, Keynes' formulation made more sense.
What about Keynes made sense to Hansen's students? In the era of the 
operational economist, what economics needed more than anything else 
was an operational theory, and for that the Keynesian framework seemed 
well-suited.4 For one, Keynes' terminology lined up with the categories 
of national income accounting and so appeared to refer to measurable 
quantities. It will be recalled that Allyn Young called for a new kind of 
theory to make sense of the new aggregatiye statistics, and in this respect 
the General Iheorv of Keynes seemed to fit the bill. Second, Keynes' theory 
brought into sharp focus the potential of certain instruments of government policy, specifically fiscal and monetary policy. It was apparently an 
instrumental theory, purporting to explain not only the qualitative direction of likely_ effects but also their quantitative magnitude. In 1933, 
Hansen had criticized Keynes for providing a kind of "slot machine into 
which one may insert a question and draw out the correct answer" (Hansen and Tout 1933, 130). A decade later it was precisely that aspect 
of Keynes that he found most compelling.


Though the New Economics was by no means unopposed, in retrospect 
it is remarkable that, at least in academia, the opposition was so weak and 
so easily overcome.' This success can be traced to a number of special 
factors. After the war, returning GIs flooded Harvard, soaking up the new 
economics in Hansen's Fiscal Policy Seminar and then moving on to 
spread the gospel to colleges and universities all over the United States, 
all of which were hungry for professors to meet both immediate student 
demand and subsequent rising enrollments. It is important to emphasize 
that the New Economics expanded into the vacuum of an educational 
structure hollowed out by depression and war. As Thomas Kuhn (1970) 
has recounted, the pace of scientific revolution is measured by the retirements and deaths that allow new thinking to rise to prominence. The New 
Economics was fortunate to arrive on the scene at an unusual moment 
when there was no need to wait on account of a preexisting backlog of 
retirements and deaths.
Internationally as well, the New Economics rapidly achieved hegemonic 
status; for this the most immediate cause was probably the postwar dominance of the United States as an economic power because inevitably a 
good deal of U.S. prestige rubbed off on American economics and economists as well. As the center of the world economy shifted from London 
to New York, the center of the world economics profession shifted from 
Cambridge, England, to Cambridge, Massachusetts. Nothing exemplifies 
this shift better than the emergence of Keynes' own students and colleagues as heterodox Keynesians. American Keynesianism became Keynesianism tout court, and so much the worse for Keynes and his followers if 
they held rather different views on certain points. In sum, Hansen was 
simply lucky to find himself at Harvard at a moment of considerable 
fluidity, a moment when lie was able to influence the direction of postwar 
economic thought not just at one institution, but in the entire country 
and even the world.
Hansen was in the right place at the right time, but he was also the 
right man. Though lie saw himself as only an agent of larger historical 
forces and not a prime mover, in retrospect it is clear that Hansen's agency 
played a crucial role in the formation of what came to be the characteristic 
style of American Keynesianism. The "Keynesian revolution" was not just 
the acceptance of a new, more interventionist role for government; it was also the acceptance of a new way of reasoning about economic phenomena. Hansen did more than simply endorse his students' enthusiasm for 
Keynes. He supported their enthusiasm for using simple mathematical 
Models to convey the Keynesian message. It was a new style, and Hansen 
not only endorsed it, he practiced it.


Already in 1941 Hansen was consciously working to translate his own 
ideas into the new Keynesian language, and the success of this initial 
attempt set the pattern for the future. He began on familiar ground by 
drawing the distinction between a dynamic economy and a circular flow 
economy (1941a, Chap. 14), following Schumpeter. In the circular flow 
economy, there is no progress because output is entirely devoted to 
consumption and to replacement of depreciating capital. In the dynamic 
economy, there is progress because expansion of bank lending to entrepreneurs allows them to bid resources away from old uses. Applying this 
distinction to the U.S. economy, Hansen argued that, because of the long 
U.S. experience with dynamism, the structure of relative prices had become frozen into a position where a large amount of mnyestment was 
required to achieve full eniploynment. Unfortunately, that investment was 
no longer forthcoming, and, as a consequence, the economy had reverted 
to its circular flow mode. The problem was that, given the structure of 
relative prices, circular flow equilibrium was achieved at a level of income 
far below full employment. All this was familiar ground from Hansen's 
previous work.
What was new was Hansen's attempt to express these ideas using the 
Keynesian consumption function apparatus (1941a, Chap. 13). Thinking 
of consumption as a function of income, Hansen pointed out that at some 
level of income aggregate consumption is just equal to aggregate income. 
He associated that level of income with the circular flow economy in 
contrast to full employment income, which he associated with the dynamic 
economy. The gap between the two levels of aggregate income is the space 
within which a dynamic, expanding economy fluctuates as it undergoes 
waves of investment spending. The gap is also an index of the degree of 
unemployment in a less rapidly expanding, mature circular flow economy. 
In a dynamic economy, there is a tendency toward full employment, and 
consequently the appropriate policy goal is stabilization, a goal that may 
be achieved by means of a cyclically adjusted tax on consumption in order 
to discourage consumption in the boom and make room for more investment. In a mature economy, there is no tendency toward full employment, and consequently the appropriate goal of policy is to achieve hill employment, a goal that suggests a progressive income tax in order to raise the 
propensity to consume and hence the level of circular flow income.


In this example one sees both the useful and the Procrustean character 
of the Keynesian analytical apparatus. On the useful side, the apparatus 
allows sharp delineation of the difference between the dynamic economy 
and the mature economy, and it also helps to sharpen the discussion of 
appropriate tax policy. On the Procrustean side, the apparatus obscures 
the role of hank credit and the entrepreneur, as well as the importance of 
sticky prices and the reason they are sticky. It even obscures the main 
attraction of the dynamic economy, which is presumably progress, not full 
employment, because the mature economy could easily achieve full employment by raising consumption without any increase in investment. On 
balance in this example the analytical apparatus probably helps more than 
it hurts, but what it adds is sharpness of exposition, not any new thought.
The success of this first attempt to put old Hansenian wine into new 
Keynesian bottles led to other attempts, as the analytical framework continued to evolve. The next milestone was Hansen's 1945 article "Three 
Methods of Expansion through Fiscal Policy." There for the first time he 
used the Keynesian apparatus as an integral part of the argument, not just 
a translation or capsule summary of an essentially literary argument. Fiscal 
expansion could be achieved, he noted, by means of deficit-financed 
spending, tax-financed spending, or a tax cut, and he went on to consider 
which of the three was the most expansionary. It was an exercise that 
would become standard in introductory undergraduate courses. What was 
important about the exercise in 1945 was not just the new style of 
reasoning, and not just its controversial policy conclusion that deficit 
spending is the most expansionary policy-articles by other, younger 
economists had already begun to make inroads on both accounts. The 
importance of this article was that it was written by Hansen. Hansen was 
endorsing a new style of economic reasoning and a new role for economists. He was publicly aligning himself with the assorted Wunderkinder 
who had been making nuisances of themselves by pronouncing on economic policy on the basis of simple Keynesian models.
After 1945, Hansen continued to support the move toward formal 
modeling in a Keynesian mode, even as the Procrustean character of 
the framework became more evident. Hansen's embrace of the Hicksian 
IS-LM apparatus (Hicks 1937), for example-an apparatus that subsequently became the standard framework for macroeconomic analysis forced him to treat money and investment on the same plane, even though 
he viewed money as a subsidiary factor. Significantly, Hansen preferred 
Hicks' formulation to Keynes' own because he thought that Keynes, 
overly influenced by the monetary optimism of his earlier work, had 
over-emphasized the importance of money in his liquidity preference 
theory of the rate of interest. Hicks' formulation brought the real side of 
interest determination (involving the marginal efficiency of capital and the 
loanable funds theory) back into the story (Hansen 1951c). Hansen 
embraced the Hicksian formulation not so much because it brought 
Honey into the simple non-monetary Keynesian model but because lie 
thought it provided a more adequate account of the subsidiary role of 
money than Keynes himself had offered.


Hansen even embraced the so-called neoclassical synthesis-the uneasy 
marriage of Keynesian disequilibrium with classical full employment equilibrium-even though it forced him to elevate another factor, price stickiness, to equal importance with investment. Once again, Hansen was 
attracted to a formalism because he thought the emphasis on price stickiness was a step in the direction of realism. Keynes in the General Theory 
had produced an account of the theory of effective demand that purported 
not to depend on price stickiness. What Keynes had seen as an analytical 
attraction, helping to distinguish his theory of unemployment from neoclassical orthodoxy, Hansen saw as an unrealistic foundation for a theory 
of the modern economy. Hansen embraced the neoclassical synthesis not 
so much because it took Keynes yet another step toward orthodoxy as 
because it took Keynes yet another step toward a realistic account of 
modern capitalism.
A clearer understanding of Hansen thus reveals that American Keynesianism was not so much the illegitimate child of Keynes ("Bastard Keynesianism" in the words of Joan Robinson) as it was the thoroughly legitimate child of Hansen. It was not Keynes made safe by means of a 
Hansenian neoclassical gloss, but rather Hansen made formal and analytical by means of a Keynesian (Hicks-Samuelson) gloss. Though he sonictimes regretted the way that "engineering economics" came to overshadow the older political econom, in the final accounting Hansen judged 
the advent of formal modeling a net gain, and for him perhaps it was. He 
certainly never lost his sense of which factors were primary and which 
subsidiary. The model was always for him about illustrating certain aspects 
of his much broader and richer theoretical framework. If the model 
suggested that the relative efficacy of fiscal and monetary policy had to do with slopes of certain curves, Hansen felt free to assume slopes that 
conformed to his own understanding of how the economy works. If the 
model suggested that increased flexibility of prices would result in full 
employment, Hansen hardly paid attention-he took it as given that 
inflexibility of prices was deeply rooted in the institutions of the American 
economy.


For Hansen, the model was never a way of thinking, but only a way of 
talking. For Hansen's students, however, the New Economics became also 
a way of thinking, even the way of thinking, because it was the only 
language they learned to speak. For them, the models that Hansen had 
used merely to illustrate his ideas became inseparable from the ideas 
themselves, and economic thinking became coextensive with the manipulation of models. In the postwar period, the Hicksian IS-LM apparatus 
and the neoclassical synthesis became not just the language but also the 
substance of the New Economics.
Keynesianism versus Institutionalism
Not everyone was pleased at the sight of young Keynesians bearing models. Arthur Burns, research director of the National Bureau of Economic 
Research (NBER), was appalled at the sight and said so in his annual 
report, "Economic Research and the Keynesian Thinking of Our Times" 
(1946). The essay purported to be a defense of the Bureau's careful 
empirical researches against the armchair a priori theorizing of the modern 
Keynesians, to wit Alvin Hansen. The subsequent exchange with Hansen, 
however, made clear that the Methodenstreit was largely a cover for Burns' 
dismay at Hansen's success influencing the controlling ideas of the age. 
No real issue of method separated Burns from Hansen; as a student of 
Mitchell, Burns was at heart an American institutionalist much like Hansen 
(1949d). The real issue was Hansen's turn away from the slow and careful 
empirical work of his youth in favor of Keynesian missionary work. Bad 
enough that he was a turncoat; worse that he was a highly effective 
turncoat. Games with models are fine, Burns wrote, but "Economics is a 
very serious subject when the economist assumes the role of counselor to 
nations" (Burns 1946, 265). To his credit, Hansen did not take the attack 
personally. He understood it as the anxiety of a conservative in the face 
of rapid change. Hansen might have been thinking of Burns when he 
wrote: "A conservative is a person who warmly and heartily approves of 
a reform measure ten years after it has been put into effect" (1957a, 152).


Unfortunately for Burns, by couching his criticism of Hansen in methodological terms, he tied the debate about the new Keynesian thinking 
to the ongoing, and increasingly acrimonious, rivalry between the research programs of the National Bureau of Economic Research and the 
Cowles Commission at the University of Chicago. The economists of the 
Cowles Commission, mans' of them from engineering backgrounds in 
Europe, had difficulty understanding the American institutionalist tradition of Burns and Mitchell that used empirical study as a source of ideas 
for theorizing, and the incomprehension was mutual. For their part, the 
economists of the National Bureau were deeply suspicious of speculative 
theorizing, particularly narrowly neoclassical theorizing, in advance of a 
full understanding of the facts. The conflict between the two research 
programs came to a head when in 1944 the Cowles Commission mounted 
a project to build a macroeconometric model of the American economy 
along the lines of J. Tinbergen (1937, 1939). Here was a project of the 
scale and ambition to seriously challenge the NBER for scarce research 
funds. When Cowles recruited Lawrence Klein, a newly minted MIT 
Ph.i)., to bring the freshest Keynesian thinking to the project, it looked 
like the Cowlesmen and the Keynesians were joining forces, as indeed they 
were (Klein 1991). Given this context, Hansen's 1945 paper looked like 
confirmation of the alliance, all of which explains why Burns framed his 
attack on Hansen as a critique of Keynesian a priori theorizing. Burns was 
attacking what he saw as a Cowles / Hansen alliance.
It is not clear from Hansen's response to Burns whether he was aware 
that lie had inadvertently walked into the thicket of the Cowles / NBER 
Methodenstreit (Hansen 1947f). Even supposing he was aware, he most 
likely would not have cared much. He had no more methodological 
quarrel with the Cowlesmen than he had with Burns. In 1944 the Cowlesnien were New Deal Democrats who wanted to build a model of the 
American economy to help with postwar economic planning. That is no 
doubt what Hansen found most important. Burns was fighting a battle 
against the tide of history and would eventually have to give way. If it 
entered Hansen's mind that an alliance with the Cowlesmen might have 
permanent consequences for the style of economics in the years to conic, 
that is, an increased emphasis on mathematical formalism, there is no 
indication that lie was bothered by the thought. After all, who better to 
staff the corps of economic engineers than a bunch of engineer-economists? Hansen was never one to be concerned with debate about method, 
even when it escalated to T)'alling Koopmans' attack on the Burns-Mitchell corpus as mindless empiricism, mere "Measurement without Theory" 
(Koopmans 1947).6 What mattered to Hansen was that the new technicians were prepared not only to study the new Keynesian theory but also 
to use it in planning the postwar dual economy.'


In retrospect, Koopmans' counterattack can be read as confirmation of 
Burns' instinct that the New Economics involved a methodological departure and that the landscape of American economic thought was being 
transformed under the banner of Keynesianism. Though Hansen could 
make the New Economics seem continuous with the traditions of American institutionalism, Koopmans revealed that there were other, less hospitable versions of the New Economics also in play. Ultimately it was 
Burns' methodological conservatism, not his political conservatism, that 
was the biggest obstacle to his acceptance of the New Economics. He had 
no philosophical objection to government intervention-he went on to 
distinguished government service as chair of the Council of Economic 
Advisors under President Eisenhower and of the Board of Governors of 
the Federal Reserve under President Nixon. What kept Burns from embracing the New Economics was his continued allegiance to his inductive 
institutionalist upbringing and his opposition to the new deductive style. 
That is not to suggest that Hansen by contrast ever rejected his own 
methodological roots-he did not. Nevertheless, in his eagerness to embrace a new operational role for economists and economics, and in his 
Veblenian enthusiasm to build a society where the engineers rule the 
captains of finance rather than vice versa, Hansen made choices and 
developed alliances that had the effect of shifting the balance of American 
Keynesianism away from its roots in American institutionalism.
It was Hansen who made the match between American institutionalism 
and the new formalism, the marriage that formed the basis of the New 
Economics. If the differing commitments of Burns and Koopmans set 
them at each other's throats, the same methodological difference attracted 
others within the opposing camps, and Hansen made the match. American 
Keynesianism built on the idea that an inductive empiricist program and 
a deductive formalist program could naturally complement one another. 
The methodological friction between the two research programs was 
supposed not to be a source of dissension, but rather the spark of American 
Keynesianism's intellectual dynamism. Where the two programs rubbed 
most closely, in the practice of econometrics, that spark would kindle a 
flame. By providing a home for both theorists and empiricists, econometrics organized a scientific division of labor that seemed bound to increase 
the productivity of economic inquiry.


The key to communication between the different divisions was the 
formulation of the New Economics as a set of simultaneous equations. To 
the institutionalists, the discipline of converting qualitative institutional 
knowledge into mathematical equations with statistically estimated quantitative parameters felt like a progressive research program. The program's payoff was the opportunity afforded by the simultaneous equations framework for studying the interaction of diverse institutions in a 
systematic way, or so it was hoped. Significantly, the first large-scale 
econometric models were not intended as forecasting instruments, but 
rather as scientific research tools for understanding the structure of the 
American economy.8
To the formalists, the models of the New Economics were not just a 
way of summarizing institutional knowledge but also a way of thinking 
about the economy. The IS-LM model was not just an illustration of 
certain key features of the economy but also a framework for theorizing 
about it. Thus, in addition to the intellectual vitality that came from the 
empirical program, the new formalism seemed to offer a source of internally generated vitality. Refinements of the model came to be understood 
as refinements of the theory, and it was this that captured the imagination 
of the young engineers and mathematicians who organized around the 
Cowles Commission.
American Keynesianism flourished throughout the Golden Age, as marriages do when bolstered by worldly success. The success that mattered 
most involved a new relationship between the world of scholarly economics and the world of economic policy. The point of the New Economics 
was not to interpret the world but to change it, and the most direct route 
toward that end was to influence the policymakers who had the power to 
effect change. Postwar economic debate, therefore, took the new form of 
professors battling other professors for the ear of government policymakers. The IS-LM model, with one curve for fiscal policy and one for 
monetary policy, offered a simple and graphic way to engage that policy 
discussion. The New Economics served the practical needs of policymakers 
just as well as it served the scholars' interest in basic research, and this 
external validation was critical for its success.
In time, however, economic policy began to fail (or was seen to fail) in 
the stagflation of the 1970s. With that failure the heady new relationship 
between economics and government began to break down as well, and 
the American Keynesian marriage of institutionalism and formalism entered a period of crisis. Knowing how the story ended, it is easy to see 
that the two partners had been growing away from each other even in the good years. In retrospect, the division of labor between theoretical and 
empirical workers was never equal. It was not the dialectical combination 
of deduction and induction that Dewey had recommended as the logic of 
scientific inquiry, but rather the division between theory and application, 
with theorists on top telling empiricists what to look for. It was a long 
way from Ely's look-and-see method, indeed the very opposite. Economics could hardly escape the general cultural trends of a generation coming 
to terms with the awesome triumphs of science and engineering represented by the atom bomb. Economists wanted to be scientists, and the 
Deweyan commonsense conception of what it meant to do science no 
longer had quite the same resonance as it did before the war.


In the postwar world of economics, men like Burns found themselves 
classified as applied economists, a species more valued outside the halls of 
academic economics than inside, and Burns' decision to move into governinent work is emblematic of the shrinking room for the old institutionalism within the new academy. As the Golden Age matured, increasingly academia and government became the homes respectively of those 
who preferred deductive and inductive styles of research, and as a consequence dialogue between the two branches of the New Economics became 
progressively harder to sustain. Each research program continued generating results that felt progressive to its members, and so long as the New 
I momics was perceived as having useful things to say about important 
questions of economic policy, the divergence of its two roads was disguised. But when the efficacy of its policy advice was questioned, it became 
clear that the scientific aspirations of American Keynesianism had all along 
been honored more in word than in deed. Policy failure precipitated the 
crisis of American Keynesianism in the 1970s, but the depth of the crisis 
came from the way that its two purportedly complementary research 
programs had each moved ahead, but not together, in the previous two 
decades.
The New Economics and Money
The rise and tall of the monetary side of the New Economics followed a 
similar arc, though it started from a much lower point because initially 
the New Economics had very little to say about money. The 1947 Harris 
volume contained only a single chapter, by John Lintner, investigating the 
monetary side of the Keynesian system.' Why the lack of interest in money? 
In part the reason must be put down to the lingering discredit suffered during the Depression by both sides of the quantity theory versus antiquantity theory debate. Subsequently, the strict New Deal regulation and 
the financial exigencies of total war sufficiently suppressed traditional 
monetary phenomena that monetary thought simply stagnated. These 
facts explain why monetary theory was so slow to revive but not why the 
revival took the form it did.


On the surface the story of the revival of monetary economics seems 
simple enough. The American Keynesians appreciated that they had to 
have something to say about money, if only to counter what the more 
conservative enthusiasts for monetary policy were beginning to say. The 
Hicksian IS-LM apparatus was convenient to hand (Hicks 1937), and 
seemed to do the trick; it was adopted without much further ado and 
subsequently set the agenda for the development of postwar monetary 
economics. Two ideas in particular were central: first, to simplify monetary 
theory by treating money as an asset, with its own supply and demand, 
and so to open up monetary economics to the usual supply and demand 
analysis (Hicks 1935); second, and building on the first idea, to integrate 
monetary economics into the rest of economics by considering the general 
equilibrium of all markets at once (Hicks 1939), including the "money 
market" on the same footing as the market for any other particular 
commodity. Postwar American monetary thought was to a large extent 
constructed out of the implications of these two ideas (Johnson 1962).
Once the Hicksian approach to monetary economics became the standard model, attention turned to the question of theoretical foundations. It 
was all eery well to reason about money using the familiar supply and 
demand apparatus, but economists wanted sonic assurance that the analogy was legitimate. Two milestones, lion Patinkin's (1956) Money, Interestand Pricesand James Tobin's (1969) "A General Equilibrium Approach 
to Monetary Theory," provided the needed assurance. The former examined the interaction between the money market and the market for goods 
in a full employment equilibrium. The latter expanded the idea of money 
market equilibrium to encompass also equilibrium in the market for the 
whole range of financial assets. In both cases, the emphasis on equilibrium 
signalled that the exercise was one of theory. By equilibrium, Patinkin and 
Tobin meant a state in which all markets "clear" in the sense that at given 
(equilibrium) prices the quantity supplied of each particular commodity 
is exactly equal to the quantity demanded. It was a conception of the 
economy historically associated with the work of Leon Walras, a French 
engineer and the most prominent member of the mathematical school of Lausanne in Switzerland, active in the late nineteenth and early twentieth 
century.1°


So dominant did the Walrasian approach become in the postwar period 
that it was adopted even by critics of the New Economics. Milton Friedman's 1956 restatement of the quantity theory of money, for example, 
was recognizably a restatement of the Hicks-Keynes theory of money 
demand, albeit in a form that fit within the confines of the quantity 
theory (Patinkin 1969). And his 1969 "Optimum Quantity of Money" 
explicitly appealled to the conception of Walrasian general equilibrium. 
Thus "Keynesians" and their "monetarist" critics spoke the same lair 
guage, though they used that common language to spin distinct narratives 
about the appropriate goals for economic policy and the relative efficacy 
of monetary and fiscal policy for achieving those goals.
Because both Keynesians and monetarists spoke the same language, 
their disagreement seemed resolvable by appeal to the facts. In the hope 
of finding support for their own views, both sides looked with anticipation 
to the new facts emerging from the National Bureau. Raymond Goldsmith 
(1933, 1954, 1955, 1956, 1958) provided exhaustive statistical studies 
of the changing historical patterns of financial intermediation; Morris 
Copeland (1952) devised a new set of money flow accounts for the U.S. 
economy; and Milton Friedman and Anna Schwartz (1963) combined 
detailed empirical study of the various components of the money supply 
with historical work on monetary policy. It is important to emphasize that 
all three projects went beyond mere statistical compilation and sought to 
draw generalizations from the mass of data, in a spirit continuous with 
the prewar institutionalist tradition. Monetary theorists working in a Hicksian mode, however, saw only new data sources that might be used to 
resolve theoretical disputes, and, in the scientific spirit of the age, this 
latter tendency dominated.
The questions that focused postwar monetary debate were not only 
apparently answerable, but the answers seemed of immediate use for 
improving the operation of monetary policy. This instrumental connection 
provided the main external justification for the development of postwar 
monetary economics. Both the content and style of monetary discourse 
were shaped by the perceived need to serve policymakers. As was the case 
before the war, popular opinion continued to gravitate to the quantity 
theory, whereas bankers and others with financial experience continued 
to espouse anti-quantity views. But these voices from civil society no 
longer linked up with the voices of economists. For the most part, both monetarists and Keynesians avoided sullying themselves with popular alliances or appeals to the crowd. The location of the public interest was in 
the institutions of government, or should be. Monetary discourse appropriately concerned the rather technical question of what the monetary 
authorities should or should not do and not the larger question of how 
the money interest might be aligned with the public interest. If the 
conversation had little room for popular participation, those who did 
participate took it as a sign of the maturation of economics as a science. 
Debate on monetary policy, like debate on how to build an atom bomb, 
was a matter for experts.


Given the close connection between monetary economics and Walrasian 
general equilibrium theory, one might have supposed that the work of 
Kenneth Arrow, Gerard Debreu, and others (Debreu 1959; Arrow and 
Hahn 1971), which sought to clarify the conception of Walrasian general 
equilibrium, would have had decisive consequences for the development 
of monetary thought. Most important, that work showed that the Arrow 
/ Debreu formulation of Walrasian general equilibrium had no place in it 
for money (Hahn 1965), from which it seemed to follow that the idea 
that monetary theory could be developed as a branch of applied general 
equilibrium theory was simply wrong. The foundations provided by Patinkin and Tobin turned out to be built on shifting sand. The subsequent 
history of theoretical monetary economics can be written as the search for 
alternative non-Walrasian, or at least non-Arrow / Debreu, theoretical 
foundations (Gale 1982, 1983), a search that has so far been unsuccessful.
But that is not the only history that can be written. What is surprising, 
and what needs to be explained, is that the apparently devastating results 
from high theory did not immediately throw the field of monetary economics into chaos, no more so at least than did the policy failures of the 
1970s. The reason was not just that it takes time for an idea (particularly 
if it is a disturbing idea) to percolate through the profession and gain 
acceptance. A more important reason was that what Patinkin and Tobin 
(and Friedman and Modigliani) meant by general equilibrium was something rather different from the Arrow / Debreu model, and so the results 
from high theory did not seem to touch them, at least not at first. The 
postwar monetary economists were Walrasians to be sure, but they were 
monetary Walrasians, and their conception of monetary general equilibrium was no mere mistake or idle fancy to be exposed by the results of 
high theory. It was a conception continuous with the institutionalist 
tradition of prewar American economics, which had always insisted that understanding the monetary character of the market economy is essential, 
not incidental, to understanding how that economy works.


The task of tracing the residual institutionalist influence in the work of 
the postwar monetary Walrasians would require another book. For the 
present volume, it is more important to pick up the tale in the early 1930s 
when the monetary traditions of the 1920s were in crisis, and to trace the 
lines of continuity forward into the postwar period. In emphasizing continuity, the point is not to deny the very real aspects of discontinuity 
between postwar monetary economics and that of the interwar period. 
Indeed, the extent of discontinuity shows most starkly in the fact that the 
clearest line of continuity passes some distance from the center of postwar 
economic discourse. Pursuit of the line of continuity involves a shift away 
from larger-than-life figures like Young and Hansen to more ordinary men 
who, precisely because they made their homes off the beaten path, were 
able to keep the old traditions alive when the beaten path veered off in a 
different direction. Such a man was Edward Shaw, whose most significant 
work came after the war, and Arthur Marget, whose work kept the old 
traditions alive during the dark days of depression and war.
The Origin of Monetary Walrasianism
The two guiding ideas of postwar monetary thought, which came to be 
associated with the work of Hicks, were both introduced into American 
economics as early as 1931 by Arthur Marget, who insisted, it is important 
to note, on their continuity, not discontinuity, with past tradition. According to Marget, the English school of monetary thought out of which 
emerged the work of Hicks (and Keynes) was a mere branch of the tree 
planted by Leon Walras in his Elements of Pure Economics (1874, 1926) 
and Theorie de la Monnaie (1886). What attracted Marget to Walras was 
not just the idea of general equilibrium but also Walras' "cash-balance" 
approach to the theory of money, which seemed to Marget to offer not 
just a way of analyzing the money market by analogy to other markets 
but also a way of analyzing the monetary character of all markets (Marget 
1931, 1935). What is important here is not whether Marget's interpretation of Walras was correct, but that he represents the origin of monetary 
Walrasianism in American economics and a crucial link between the monetary traditions of the 1920s and those of the early postwar period.
Marget's main link with the past was as a student of Allyn Young, under 
whose direction Marget wrote his Ph.D. dissertation on the monetary theory of interest that he detected in the writings of John Stuart Mill 
(Margot 1927). Margot is today remembered as a follower of Ralph 
Hawtrcy, a taste for whom he no doubt developed under Young's guidance. The influence of Young can also be detected in Margct's two-volume 
magnum opus, 77eorv of Prices (1938, 1942), when he characterizes 
monetary theory as a "single unified organon," when he characterizes 
economics as an "integrated system of analysis" analogous to a Gothic 
cathedral built over centuries to a plan that has evolved along with the 
structure, and when he insists on the principle of Continuity as a fundamental organizing idea for the history of economics. More direct evidence 
of Young's influence is contained in Marget's copious footnotes that direct 
the reader to the seminal importance of Young's 1911 "Some Limitations 
of the Value Concept" (Margot 1935, 165, 176; 1942, 67, 74, 301, 
361, 422). These notes make clear that Margot saw the Walrasian approach as a way of developing Young's idea about the essential role of 
money in establishing a coherent structure of prices. Where Young had 
insisted that the Walrasian model was implicitly already a monetary economy, not a barter economy, Margot went further to argue that the 
Walrasian model was also explicitly a monetary economy. In a passage 
particularly reminiscent of Young, Margot interpreted Walras' ntameraire 
not as an abstract unit of account, but rather as the monetary standard (Marget 1935, 196). In short, Marget's Walras was definitely not 
Arrow / Debreu.


Marget's link with postwar economics was as a colleague of Hansen at 
the University of Minnesota, where he taught starting in 1927. Like 
Hansen before 1937, Margot was a critic of Keynes, and the two volumes 
of the Tlieorv of Prices were devoted largely to a critique of Keynes' Treatise 
on Money (1930) and The General Theory of Ernplovment, Interest, and 
Money (1936), respectively. Hansen (19384) reviewed the first volume, 
and his subsequent conception of Keynes' place in the history of economic 
thought-he ultimately placed Keynes in a continuous tradition stretching 
from Tooke through Wicksell and Aftalion-shows the influence of Marget's critique. Hansen himself, however, never became a monetary Walrasian. To the extent that his students became such, it was more likely 
through the influence of Hansen's Harvard colleague Joseph Schumpeter 
who, like Margot, also admired the work of Walras.I I Margot also admired 
Schumpeter, and his eulogy "Monetary Aspects of the Schumpeterian 
System" (1951) was also his own swan song to a profession that had 
become increasingly dominated by the New Economics he deplored. His experience with government work during the war convinced him that his 
talents would be appreciated more highly outside the halls of academe, 
and he resigned his university post in 1948. From 1950 to 1961 he served 
as director of the Division of International Finance at the Federal Reserve 
Board of Governors.


As a historian of economic thought, Marget kept the old traditions alive 
in a dark time, but he did not do much to develop them. Having planted 
his flag in opposition to Keynes, he found himself with nowhere to retreat 
as the New Economics swept through the economics profession. In the 
early 1930s, Minnesota had been far enough from the center for Marget 
to avoid being crushed in the last stages of the quantity / anti-quantity 
theory dispute, but it was not far enough to protect against the onslaught 
of American Keynesianism in the late 1940s. The line of continuity that 
stretches on into the postwar period must therefore be sought even farther 
away from the center. Such a place was Stanford University in California, 
where Edward Shaw was just publishing his textbook Money, Income, and 
Monetary Policy (1950) as Marget was taking his leave.
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Edward Stone Shaw was born in 1908 in Albuquerque, New Mexico, the 
survivor of twins, and the youngest by twelve years of three boys. His 
father, John Abisha, had grown up in Maine but traveled west when lie 
received the call to become a minister in the Northern Baptist Church. 
His mother, Florence Colwell, a Canadian-born minister's daughter, suffered from crippling arthritis that kept her bedridden for nuich of her life. 
Two years after his birth, Edward's family moved even farther west, to 
Idaho and then to a series of small towns in the state of Washington, 
where Edward spent his childhood. Academic success in high school in 
Kennewick, Washington, led to admission at Leland Stanford Jr. University in 1925. Edward's parents moved with him to Palo Alto, California, 
and he lived at home while going to school.
Having arrived at Stanford, Edward never left. He took his bachelor's 
degree in 1929, his master's in 1930, and his Ph.D. in 1936, and he stayed 
on as a professor. When he started at Stanford, the university was quite 
definitely a second-tier institution but nevertheless a place through which 
distinguished economists on occasion passed. Allyn Young, for example, 
had been chair of the economics department, and Thorstein Veblen had 
taught there. In Shaw's years, one of the brightest intellectual lights was 
John B. Canning, whose Economics of Accountancy (1929) was a standard 
text. Shaw's closest personal contact, however, was with Bernard Haley, 
who became Shaw's mentor and his closest friend. A Canadian by birth, 
Haley had taken his bachelor's and master's degrees at Stanford in 1922 
and 1923, and his Ph.D. at Harvard (studying under Allyn Young) in 
1933, all the while teaching at Stanford. Together, Haley and Shaw built 
the Stanford economics department.
It was through Haley that Shaw net his future wife, Elizabeth Ashworth. Born the youngest of three (including a sister and a much older half-brother) in Minneapolis in 1910, at age ten she traveled the Yellowstone Trail to California with her family. Settling in Palo Alto, she was 
raised in a strict Presbyterian home by her father, Clarence Edgar, a small 
businessman with little formal education, and her mother, Emiline Rose, 
a bookstore clerk. Robust and athletic, as a teenager Elizabeth was considered a bit of a tomboy. Through tennis she got to know Stanford 
student Bernard Haley, and she maintained the acquaintance when he 
joined the faculty. During the Depression, when Haley became department chair, he hired Elizabeth as departmental secretary, and it was while 
in this job that she met Ed Shaw by auditing one of his courses. He soon 
began courting her, and they were married in 1935. Because of the war, 
they delayed having children until 1946, when their only daughter, Janet, 
arrived.


For the next fifty years, the Shaw family remained in the dream house 
they built in 1940 at 525 Los Arboles Street on the Stanford campus. 
There they lived a quiet, even circumscribed, life. Edward habitually 
arranged his classes in the morning to leave the rest of the day free for 
work in his extensive home office. Aside from economics, he spent his 
leisure hours gardening and listening to music, favorite activities of Bernard Haley as well. On the weekends he played tennis, and Bernard Haley 
was his favorite partner. It was a quiet life that suited him. Given the 
depression gripping the nation, it was no mean accomplishment to have 
carved out an oasis of security for himself and his family-a beautiful home 
surrounded by a maturing Japanese garden in idyllic northern California. 
Shaw's lifelong loyalty to Stanford was no doubt born of appreciation, 
perhaps even overappreciation, for how much he personally owed to the 
institution.
Shaw's life at Stanford provided a secure place to watch and reflect on 
the outside world, a world that seemed perpetually tossed by a Manichaean 
struggle between good and evil, with the forces of good by no means 
comfortably in the ascendant. In his attempt to make sense of the drama 
outside his window, Shaw followed a single thread, money. What fascinated him about money and the monetary system was the "mixture of 
good and evil" in it (1950, vii). To him, a bank was never just a bank; it 
was a pawn in the battle between good and evil. "The banks are torn 
between the compulsion to take chances ... and the compulsion to avoid 
taking chances...." (1950, 205), and left to their own devices they tend 
to do the wrong thing at the wrong time. Monetary instability was the 
work of the evil angel whispering in the ear of plodding bankers, simple souls protected only by the good angel of the monetary authority. The 
Young Shaw cast the Federal Reserve in the role of hero, struggling 
valiantly against the winds of inflation (World War I), deflation (the Great 
Depression), and then inflation again (World War II), struggling to gain 
control despite "imperfect controls... imperfect understanding ... and 
uncertainty about the goal" (1950, 425). To appreciate the contribution 
of the Federal Reserve, he felt, it was only necessary to look at the 
international monetary system, where there was no Fed and where things 
were even worse: "almost a continuous crisis... from 1914 to 1939" 
(1950, 589) followed by world war.


Stanford also provided a secure base from which Shaw could watch and 
reflect on developments within the economics profession. He found himself out of step With the increasingly dominant Keynesian mainstream 
because he rejected both the technocratic ambitions of macroeconomic 
management and the formalist theorizing and model building that lent 
intellectual respectability to those ambitions. At the very start of his career, 
in 1937 and 1938 when he was in England observing the birth of British 
Keynesianism, Shaw determined to oppose the Keynesian tendency; he 
was apparently confirmed in that decision by his wartime experience at 
the Office of Price Administration observing the birth of American Keynesianism. Shaw's opposition to the emerging American Keynesian hegemony explains much of the focus of his subsequent research and also the 
form in which he chose to present that research. In an era when economists increasingly wrote articles, Shaw wrote books (Shaw 1950; Gurley 
and Shaw 1960; Shaw 1973a). In a time when other economists sought 
incremental progress within a common intellectual framework, Shaw deyeloped his own framework and consequently struggled to be heard and 
understood.
Two powerful forces motivated Shaw in both his life and work: the need 
to find some kind of intellectual order in the apparent chaos of the world 
outside and the need to have that sense of order validated by communication with others. However interesting it may be to speculate about 
psychological origins, it is sufficient for understanding Shaw's work to 
appreciate that he experienced internal drives as something external to 
himself, not so much as personal needs but as duties or responsibilities. 
Never a very introspective man, Shaw did what he did because it seemed 
to him the right thing to do. It was simply a scholar's duty to strive for 
personal understanding and to present one's work in a form and language 
that could be understood by other scholars.


It was difficult for Shaw to satisfy both responsibilities simultaneously, 
because the intellectual standards he brought to his own efforts to understand the world differed from those of much of his audience. Shaw's 
standards were those of American institutionalism, and his characteristic 
research methods were essentially inductive. That is not to say he couldn't 
do purely theoretical work, or thought such work was of no value, but 
only that purely theoretical argument never convinced him, nor was it ever 
even the starting point for his investigation of any problem. Shaw's way 
was to immerse himself in the data, both quantitative and qualitative, 
probing this way and that until the pieces of the problem began to fall 
into place in his mind. Only at the end of the research did he summarize 
and generalize, and when that time finally did cone, Shaw's mind was 
made up. In this sense he was self-taught, as practically everything he knew 
he figured out for himself. Only then did he face the vexing problem of 
persuading others who had not themselves been through the same research process. For Shaw, the process of communication was mainly about 
finding the right formulation to express what he himself had previously 
determined to be true.
Because of the inductive way Shaw worked, he was attracted most to 
people who could help him widen and deepen his knowledge base, although he always withheld the right to draw his own conclusions. It was 
not that he didn't want help from others-to the contrary, he welcomed 
it, and from whatever quarter-but most often the kind of help others 
could offer was not the kind that he wanted or needed. He was particularly 
anxious to guard against premature closure of a question before the facts 
were in and to ward off facile criticism of hard-won conclusions that was 
not based on careful consideration of the facts. He could be extraordinarily 
flexible in generating multiple formulations of his conclusions in order to 
reach different audiences, but he was at the same time extraordinarily rigid 
in insisting on the essential correctness of his conclusions over other 
contenders.
This combination of flexibility and rigidity characterized not only 
Shaw's research methods but also his way of engaging with the world 
generally. Perhaps as a result of the frequent moves of his early life and 
the fishbowl exposure of life as a minister's son, Shaw was a perceptive 
observer of people and their customs and mores. When meeting new 
people or entering an unfamiliar environment, he could and did use this 
ability to great effect, intuiting and then entering into the frame of 
reference appropriate for the situation and audience. If he subsequently appeared, even to his admirers, as rigid, judgmental, or unwilling to 
compromise, it was because once Shaw made up his mind about the right 
thing to do, he could not be swayed. This combination of openness and 
decisiveness made him an engaging lecturer in the classroom, a department administrator of rare judgment, and an unusually effective consultant 
to central bankers. It also enabled him to survive intellectually and to work 
productively during the long American Keynesian hegemony.


Shay was by nature an outsider, and the way he worked not only suited 
that nature but reinforced it. Growing up in small towns far from the 
action, lie was earl, accustomed to getting his information about the world 
through the newspaper. Because lie gained his professional education and 
built his career at Stanford rather than a more established university, he 
was accustomed to getting his information about the economics profession through the processional journals, rather than through personal contact. Throughout his life, he kept well-informed about what others were 
doing but felt no particular urge to involve himself in it. As an outsider, 
he had the luxury of choosing his own problems and working on them 
in his own way, and he took advantage of the opportunity by choosing 
hard problems that took a long time and much energy to solve. It was 
this work that ultimately gave structure and meaning to his life.
The frustration, and even tragedy, of Shaw's life was to live at a time 
when the intellectual standards of his chosen profession were diverging 
from his own, with the consequence that much of his energy was dissipated in the search for a way to convey his ideas to others. Here his 
distance from the center of the profession, an advantage for the intellectual 
independence it afforded, proved a disadvantage because he never gained 
a very clear sense of just who his audience was. Never a native speaker of 
mainstream postwar economics, he had to rely on students and colleagues 
to correct his awkward translations. Nonetheless, the achievement, and 
even triumph, of Shaw's life was that he was able to bridge the widening 
gap for long enough to produce three hooks, two of them of seminal 
importance. Had Shaw not felt the need or responsibility to satisfy both 
himself and his imagined audience, he might well have been more content 
as a nian, but his contribution would have been obscured by either 
idiosyncracy or conformity, equally fatal flaws.
That said, it must be emphasized that the books for which Shaw is 
remembered were themselves highly imperfect bridges and can only be 
hilly understood as such. Indeed, perhaps the most significant criticism of 
Shaw is that too often his way of satisfying both his own standards and those of his audience was to combine private idiosyncracy with public 
conformity. If excessive rigidity sometimes marred his personal relations, 
excessive flexibility too often obscured his public contribution. Finding 
himself relatively alone intellectually, he presented his research always as 
a version of orthodoxy rather than a challenge to it. The strategy bore 
fruit as both Money in a Theory of Finance (Gurley and Shaw 1960) 
and Financial Deepening in Economic Development (Shaw 1973a) became 
standard texts marking the origin of new lines of monetary analysis. 
Unfortunately the strategy also had a cost-Shaw's work was misunderstood and distorted, a common fate perhaps for a seminal thinker. Though 
many of Shaw's conclusions entered orthodoxy, the analysis that supported and gave meaning to his conclusions, and the prescientific worldview that drove him to pose the initial research questions, did not.


Shaw's worldview was that of American institutionalism, but without 
its optimism.' By comparison with the poet Young and the pioneer Hansen, Shaw must be classed as the pessimist-economist. Shaw's modesty 
had little of Young's appreciation for the achievements of his predecessors, 
or Hansen's appreciation for how much yet remained to be done, but 
stemmed instead from his sense of the frailty of all human achievement 
against the forces of chaos. During the years of depression and war, the 
young Shaw pinned his hopes on the Federal Reserve, but in his mature 
writing he realized that even the Fed enjoyed no effective control. The 
monetary authority was no hero but only a pawn in the larger Manichaean 
struggle between good and evil. Shaw continued to root for "David of 
the Federal Reserve against two Goliaths, cyclical instability and price 
inflation" (Gurley and Shaw 1961, 120), but he became increasingly 
pessimistic about what David could actually achieve with his puny slingshot. So far as he could see, judging by the resurgence of inflation in the 
1960s and its acceleration throughout the 1970s, the evil angel was just 
as powerful a tempter of the monetary authority as it was of individual 
bankers. Not only did the monetary authority fail to provide the hoped 
for protection from instability, it had become an additional source of 
instability.
In Shaw's mature thought, the world appears as a threatening place in 
which each must look after his or her own individual security. This worldview accounts for the conservative streak in his thought, but a strangely 
progressive conservative he was. East of Eden the world might be complicated and chaotic, and people fractious and frail, but it was still one's 
duty to keep trying, and so Shaw did. If only the value of money could be safeguarded, he urged, then at least individuals could use their financial 
wealth to protect themselves. "Stockpiling of financial assets is a defensive 
measure for spending units in a hostile economy, much as stockpiling of 
weapons is a defensive measure for nations in a hostile world" (Gurley 
and Shaw 1960, 188). Shaw abhorred inflation, most of all because he 
saw it eroding financial stockpiles and so threatening the only security 
individuals could hope to enjoy. He looked on with dismay in the decade 
of the 1960s as not only the developed United States but also the lessdeveloped nations of the world embraced inflation as an intentional strategv of economic development, often with the urging of quite respectable 
economists. For developing countries with only rudimentary financial 
structures, Shaw argued, inflation not only erodes financial stockpiles, but 
it also obstructs and represses the development of a more adequate financial system, and so also represses economic development more generally. 
For poor countries it was not enough to safeguard the value of money. 
What was needed was a more or less conscious construction of a financial 
infrastructure that could provide the basis not only for economic development but also for individual security in the face of that development 
(Shaw 1973a).


Of course financial stockpiles are no more adequate as bases of individual security than military stockpiles are of national security, and Shaw had 
occasion to discover this for himself. Over the years he saw the basis of 
his own security erode, even as his own finances remained more than 
adequate to his modest needs. As California developed, so did Stanford, 
both the town and the university, and Shaw experienced that development 
as an encroachment on his own security. Freeways and traffic were bad 
enough, but it was especially hard to endure his diminished role in the 
now first-rank (and Keynesian) department and university where he had 
made his home since 1925. It was a home that had made possible Shaw's 
lifework, but as that lifework drew to a close it was a home he no longer 
recognized. Retiring in 1974, Shaw withdrew to his home office on Los 
Arboles Street, from which he continued to watch and reflect on the 
world. The stagflation of the 1970s, the narrow escape from monetary 
conflagration engineered by Paul Volcker, the boom and bust of the 
Reagan-Bush years, all seemed to confirm Shaw's essentially tragic worldview. Perhaps even more distressing, the developing countries whose 
financial affairs he had sought to influence on the side of good were "so 
many ... torn apart in one degree or another. . . . Have we caused the 
trouble? . . . I regret my writing on financial deepening and develop ment."2 It was perhaps characteristic of Shaw, even as his life was nearing 
its end, to experience world events as a tragicomic drama external to 
himself and also at the same time as something for which he bore personal 
responsibility.


Both bemused and outraged by the world around him, both openminded and uncompromising, conservative and progressive, self-reliant 
and public-interested, Shaw embodied the contradictions of Progressivism 
as it played itself out in the Golden Age. He died June 15, 1994, and was 
memorialized by his colleagues as "a modest but determined man, [who] 
made a difference for the good to the lives of people in many countries" 
(Abramovitz et al. 1994). It was perhaps how Shaw, and the Progressive 
tradition he represented, would have wanted to be remembered.
John B. Canning and Ralph Hawtrey
The most important formative influence on Shaw's economic thought was 
his training in accounting under John B. Canning. Canning's 1929 Economics of Accountancy was an attempt to construct a bridge between the 
two disciplines of accounting and economics, the former mainly concerned with guiding individual business decisions and the latter more 
concerned with social problems, the former evolving out of the practical 
art of keeping records and the latter out of social philosophy. Canning 
hoped that such a bridge would strengthen accounting by bringing to it 
a more systematic theoretical basis, and also strengthen economics by 
bringing to it a stronger empirical basis. "Unlike the economists, the 
accountants have always had access to more facts (of a certain kind) than 
they knew what to do with" (Canning 1929, 9). Whereas economists 
typically proceed by means of a priori deductive analysis, accountants 
proceed inductively by trying to generalize from the abundant mass of 
raw data. "Accountants, in general, start from a common point of departure and arrive at a common destination area. But they do not follow a 
road; they explore the country round about both point of departure and 
point of arrival; and they explore all the intervening terrain. When they 
have decided from which route the best view of the country can be had, 
they are then ready to conduct their party of interested spectators from 
one point to the other" (p.137).
According to Canning, the different methodologies of the accountant 
and the economist have one of their most significant consequences in their 
differing attitudes toward stocks and flows. From the standpoint of ac counting, the flow of income is the basic concept and the measurement 
of net income the most basic product of accounting practice. Economists, 
however, treat wealth (or capital) as the basic concept and think of income 
as flowing from wealth. The problem with this latter procedure is that 
"the wealth concept is, without exception, the most complex and most 
difficult of comprehension to be found in the science" (p. 175). From the 
standpoint of accounting, wealth is merely the current valuation of anticipated future flows of income, and so inevitably an approximation based 
on incomplete evidence about future flows. Income is the basic measurable 
fact, and wealth can only be measured indirectly if at all. "If economics is 
ever to become essentially a statistical science, it will be necessary, in 
economics as elsewhere, to begin with simple measures of elementary 
things that most frequently recur. That beginning point is, in the present 
writer's opinion, most likely to be income-income as close to the recipient as possible" (p.178).;


Shaw's lifework can be seen as an attempt to implement Canning's 
methodological ideas within the field of monetary economics. Different 
aspects emerge at different times, but there is something of Canning in 
almost everything Shaw wrote. The influence is clear in Shaw's 1936 
dissertation, "The Federal Reserve Requirement for Commercial Banks as 
an Instrument for Credit Control" (which Canning signed). Taking for 
granted that changes in the money supply affect the real economy by 
affecting the price level, Shaw focused his attention on the determinants 
of the money supply by using the balance sheet of the commercial banking 
system to trace the origin of monetary fluctuation. Organizing his analysis 
around what Canning called the fundamental equation-"assets less liabilities equals proprietorship"-Shaw wrote: "Every change in the totals 
of transferable bank credits must have a debit or credit offset somewhere 
in the balance sheets of the banks concerned. If the total of transferable 
credits [the aggregate money supply] increases, non-monetary liabilities 
and net worth must decline or there must he a gain in the asset 
total.... From an inspection of the offsetting entries, it is easily possible to determine the principal immediate causes of variation in the money supply. 
These factors should be the chief object of control measures" (1936b, 7). 
In this passage, Shaw evidently expresses his intention to emulate Canning's idealized accountant exploring the countryside, tracing fluctuations 
in monetary liabilities to fluctuations in each term of the rest of the balance 
sheet, and then tracing each of these fluctuations throughout the economy 
as far as possible.


If in matters of research methodology Shaw followed Canning, in 
matters of monetary theory more specifically he followed Ralph Hawtrey, 
at least in his early work.4 Like Hawtrey, the young Shaw emphasized the 
inherent instability of credit, the role of credit in amplifying economic 
upswings and downswings, and the importance for the public interest of 
deliberate management by a powerful central bank. "Cut down to its 
essential elements, the commercial banking system is evidently an extremely dangerous machine. Without external curbs and support it is 
certain to manipulate the money supply in such a way as to produce the 
most disastrous fluctuations in price levels and realignments in the structure of production. Regulation is necessary..." (1936b, 22). The specific 
focus of the dissertation was on the potential use of the reserve requirement as an additional tool for controlling the supply and disposition of 
money. It was a timely topic, given the cancellation of expansionary 
monetary policy during the Depression by the accumulation of excess 
reserves in the banking system.
What is most interesting about Shaw's dissertation, however, is not its 
narrow research question, but rather its innovative use of hank balance 
sheets as the central organizing principle for monetary analysis. Because 
most of the fluctuation in monetary liabilities traces to fluctuation in bank 
assets (loans and investments), Shaw was led by the balance sheet approach 
to focus on the bank's portfolio decision. "Money is created or destroyed 
accordingly as loan committees of the commercial banks are moved by 
the prospect of profits and losses to alter portfolios of earning assets" 
(p.14). Because banks are free within very wide bounds to alter their 
portfolios as they wish, acquiring assets by issuing money or selling assets 
and retiring money, Shaw concluded that the money supply is potentially 
quite variable. Monetary instability traces ultimately to the profit-nmaximizing decisions of individual bankers, and it follows that monetary control measures must concentrate first on reducing the freedom of banks 
and second on manipulating the essential parameters of the bank portfolio 
decision. For achieving these purposes, Shaw concluded, the reserve requirement has some potential but still leaves considerable room for variability in the flow of credit.
Shaw's subsequent career was devoted to working out the consequences 
of his early insight that banking is the key to understanding money and 
that banks are not pawns-not of the Federal Reserve, nor of their depositors or borrowers-but rather economic actors in their own right. The 
question, What do banks do?, lies under the surface of all of Shaw's work. His characteristic balance sheet approach meant that all of his answers 
involved both assets and liabilities, both credit and money, both lending 
and borrowing. Furthermore, because bank assets and liabilities are the 
liabilities and assets of other economic agents, the balance sheet approach 
also lent itself to exploration of the connections between banks and the 
rest of the economy. It is banks where trades are concluded by making 
and receiving payment, where loanable funds are transferred, and where 
society's debts and credits arc brought into balance. The bank balance 
sheet, therefore, provided Shaw not just with a narrow snapshot of a 
particular economic institution but with a wide angle view of the economy 
as a whole. It was not, however, a view shared by most other economists, 
and Shaw soon had occasion to experience the communication difficulties 
that would haunt him throughout his life.


London, Robertson, and Keynes
As a junior professor at Stanford, Shaw received a grant to spend the 
academic year of 1937 to 1938 in England at the London School of 
Economics (LSE) and Cambridge University. It was the first trip abroad 
for both Edward and his new wife. They traveled by ship from San 
Francisco through the Panama Canal to New York and then on to London. First impressions of England confirmed Shaw's preconceptions: rigid 
class structure, parasitical nobility, sensationalist press, pollution, high 
prices, and bad food. Compared with scenic northern California, he found 
England to be "a scenic garbage heap, embossed here and there with a 
modest garden such as the Cotswolds and the Lake country." Summer 
travel in Europe at the end of the year left hint impressed by Paris and 
Florence, quite shaken by fascism in Italy and Germany, and most comfortable in Stockholm, Sweden. "Next to California, it's heaven on 
earth ... as the spot for settling down to live-only San Francisco can beat it."'
The saving grace of the year was the intellectual stimulation of English 
academic life, which Shaw found greatly superior to that of provincial 
California, both in quality and in quantity. Not only was the intellectual 
caliber higher than Shaw had previously experienced but also the intensity 
of intellectual conversation and disputation was a revelation. He wrote to 
his mother: "At home, you know, it's almost verboten to broach shop talk 
in occasional gatherings. Here shop is almost the sole topic. More, everyone is interested in every field. At present, for example, everyone is most 
exercised about two such different topics as the history of the business cycle and the economic feasibility of socialism." Over the months, this 
intellectual stimulation worked to revise Shaw's negative impression of 
England. By April he was writing: "England is now the spot for the young 
economist, and no fooling. Lots of the mysteries of economics are being 
ironed out, and the process is cumulative. Each week of work here seems 
more valuable than the one before."6


During the year, Shaw met personally with most of the leading thinkers 
in his field: T. E. Gregory and Friedrich Hayek at the LSE, N. F. Hall at 
University College (his supervisor), Ralph Hawtrey at the Treasury, Dennis Robertson and Piero Sraffa at Cambridge, and John and Ursula 
Hicks at Oxford. His great regret was not meeting Keynes, who was in 
poor health. Particularly significant were his meetings with Hawtrey and 
Robertson, respectively his former and future academic idols. He found 
Hawtrey "a distinct disillusionment," but was soon writing of Robertson 
as "my notion of number one in the profession, so that I naturally thrive 
on working with him. Add to his eminence the fact that he's the most 
kindly person living and my cup is full."7
Shaw was quick to enlist on Robertson's side in his ongoing debate 
with Keynes over Keynes' 1936 General Theory of Employment, Interest, 
and Money. The aspect of the debate that was most important for Shaw 
concerned the theory of interest. The whole thing had begun in June 
1937 when Keynes published an article on "Alternative Theories of the 
Rate of Interest" in which he insisted on the distinctive features of his 
new liquidity preference theory, against his critics who had been arguing 
that the new theory was simply a reformulation of the old loanable funds 
theory of interest. The subsequent debate involved all the heavyweights 
of monetary theory-Bertil Ohlin, Dennis Robertson, Ralph Hawtrey- 
and Shaw. Prohibited by his fellowship from publishing during his year 
in London, Shaw waited until he was back in California to go public 
(1938b,c; Shaw and Jastram 1939), but by that time the main lines of his 
thinking had already been worked out in private correspondence with 
Keynes and Robertson. What is remarkable about Shaw's contribution to 
the debate is his recognition that the dispute about the theory of interest 
stemmed from a more fundamental difference concerning "technique of 
analysis." Today economists recognize that much of what was revolutionary about Keynes' work was his "abandonment of sequence analysis in 
favor of the method of equilibrium" (Kohn 1986, 1191). That Shaw, 
essentially self-taught, so quickly zeroed in on the key point is testament 
to his intellectual powers.


In a letter to Keynes, Shaw (1938a) began by suggesting that the source 
of Keynes' difference with his critics might trace to Keynes' habit of 
reasoning primarily in terms of stocks whereas his critics reasoned in terms 
of flows. As a consequence, Keynes' theory had the rate of interest determined by the demand and supply of the money stock, whereas that of his 
critics had the rate of interest determined by the demand and supply of 
the credit flow. Presuming that the two alternatives both concern shortperiod equilibrium in which expectations can be wrong, Shaw suggested 
that Keynes was simply confused by the different language of stocks and 
flows, and that Keynes' liquidity preference theory was in tact just the old 
loanable funds theory in new garb." Indeed, Keynes' willingness to accept 
a finance motive for money holding seemed to Shaw to indicate that in 
the back of his mind Keynes really was thinking in the familiar way.'
Upon reflection, and when he failed to make any headway with Keynes, 
Shaw saw that the difference lay at a deeper level. In his December 
1938 "False Issues in the Interest-Theory Controversy," Shaw argued that 
Keynes reasoned within the framework of long-period equilibrium in 
which expectations were realized, whereas his critics reasoned within the 
framework of short-period equilibrium in which expectations could be 
mistaken. Keynes cane to different conclusions because his technique of 
analysis was different. Having conk so far, Shaw went even farther. Not 
only was Keynes' technique of analysis different, it was wrong. Keynes 
suffered from "confusion between stocks and flows and between shortperiod and long-period equilibrium" (1938c, 838). If Keynes wanted to 
be talking about the level and fluctuations of income in the actual economy, he had to be talking about short-period equilibrium in which people 
make mistakes. The simple fact of the natter is that the actual economy 
never achieves long-period equilibrium and is only ever in short-period 
equilibrium. Long-period equilibrium is a never-never land useful 0111V ill 
abstract theoretical discussions of no empirical relevance.
If Keynes' liquidity preference theory really was a long-period equilibrium theory, then although Keynes might he right to insist that his theory 
is not assimilable to the loanable funds theory, his alternative theory simply 
must be wrong. Shaw concluded: "The period-by-period type of analysis 
is the soundest possible precaution against a failure to realize that the 
closing of one period, in which savings and investment are equal ex-post, 
does not conclude the story of economic variation, but simply enables one 
to measure the extent to which expectations have been disappointed and 
to understand the changes in expectation which follow. Moreover, one has more to learn by watching the processes of change than by examining 
the system after the forces of change have ceased to act. Disturbances run 
a perpetual relay race; there is no finish line where the economist can make 
a simple judgment of their consequences for income and employment" 
(1938c, 856).10


Shaw's argument failed to make an impact. If he enjoyed the advantage 
of the autodidact in being able to look on familiar territory with a fresh 
gaze, he also suffered the disadvantage of being unable to communicate 
easily what he saw. In defending the role of productivity and thrift as 
determinants of the rate of interest, for example, he had little sense that 
his argument would most likely be read as a defense of the neoclassical 
long-run full employment equilibrium. Further, in tracing the dynamic 
consequences of a business disgorging cash balances that had been accumulated in order to make an investment expenditure, Shaw spoke the 
language of an accountant, tracing the cash from one balance sheet to 
another, and failed to allow for the fact that most of his audience would 
not have absorbed Canning's methodological strictures. Finally, and again 
showing the influence of Canning, Shaw habitually privileged flow analysis 
over stock analysis but did not adequately appreciate that this preference 
was shared by almost none of his readers. Communication was a problem 
that was to plague him his whole life.
Shaw's understanding of Keynes' larger argument was permanently 
colored by his tangle with the theory of interest. Thereafter Shaw always 
viewed Keynes' theory as an alternative to the neoclassical long-period full 
employment equilibrium, not as a short-period equilibrium achieved during some process of convergence to the neoclassical equilibrium." Keynes 
argued that a given increase in investment spending would cause an even 
greater increase in income because it would stimulate additional consumption spending as well. The question, How much greater?, he answered 
with his theory of the multiplier. Significantly, Shaw objected to the 
multiplier formula on the grounds that it has no empirical referent because 
it derives from an equilibrium theory. "The doctrine of the multiplier, as 
it stands now, is not an explanation of the fact that expectations turn out 
to be wrong, that plans go awry and are changed, that expenditure on 
durable goods and stocks fluctuates. It is a statement of relationship 
between investment, the determinant, and income, the determinate, in a 
stable environment" (1938b, 63). Attempts to develop quantitative estimates of the multiplier from national income data impressed Shaw as 
misguided in the absence of any reason for thinking that each data point captures the economy at a moment of stable equilibrium (Shaw and 
Jastram 1939). Shaw's 1940 "Elements of a Theory of Inventory," which 
built on Hawtrey, can be understood as an attempt to provide an alternative dynamic theory of income fluctuation in opposition to the static 
equilibrium theory of Keynes.


War brought all this debate to a halt. Shaw spent the war first in the 
Office of Price Administration (with Haley) and later as a lieutenant in 
the navy. At the end of the war, he started up where he had left off 
but with his focus widened from the economics of Keynes to the new 
American Keynesian economics. In his glowing appreciation of Burns and 
Mitchell's 1946 Measuring Business Cycles, Shaw (1947) allied himself with 
the most intellectually serious indigenous alternative to the new Keynesian 
thinking.
Shaw did not, however, go along with the dichotomy proposed by 
Burns (1946) between the empiricist precepts of "Economic Research," 
and "the hurried and ill-digested statistical inquiries, the speculative excursions from the dreamland of equilibrium, and the caprices of common 
sense that have sufficed for Keynes and his followers" (Shaw 1947, 283). 
According to Shaw, "There is economics which is neither Economic 
Research nor a sterile hybrid of secular-stagnation and underconsumption 
doctrine. It is a judicious combination of systematic theoretical construction and conscientious concern for the facts" (p. 283). Indeed, much of 
the work done within the National Bureau, including work by Burns 
himself, is exemplary in this respect. Similarly, though much of Keynes is 
nonsense, there is considerable substance in it also. "Economists may 
adopt the liquidity-preference, marginal-efficiency, and income-consumption functions and still agree with Burns that the Keynesian equations 
neither explain the volume of employment dynamically not satisfy the need 
for authentic knowledge of the causes of unemployment, that economics 
cannot stop with macro analysis..." (p.283).
The passage accurately describes how Shaw himself used the Keynesian 
corpus, accepting many of the pieces but rejecting the equilibrium apparatus within which Keynes fit them, and so also rejecting Keynes' conclusions. Forty years later, writing to Maxwell Frv, Keynes would still be on 
Shaw's mind: "As I must have told you bet ore, my one academic ambition 
is to write an essay attacking the General Theory. The real rate of interest 
is determined in the market for money? Nuts! An increase in the propensity to save reduces savings? Nuts! One should assume, ignoring technological change, that the efficiency of investment should be driven to zero by government finance? Mercantilism is not a had idea? Etc."12 Shaw never 
wrote the essay, but he did write three books that constituted a positive 
contribution of their own-without, however, doing much to stem the 
Keynesian tide. The first one, Shaw's 1950 textbook Money, Income, and 
Monetary Policy can be thought of as a kind of holding action, an attempt 
to put forgotten prewar and preKeynesian ideas back into play. The battle 
for the hearts and minds of a new generation had begun, as evidenced by 
the textbooks being written by the young Keynesians. If the older wisdom 
was to be kept alive, it was up to someone like Shaw to do it.


Money in a Theory of Banking
The 1950 text presented itself as an account of monetary orthodoxy, 
which is to say Robertson, not Keynes.; By Shaw's own admission, the 
book contained "no new factual material and no fresh inspiration of 
monetary theory" (1950, viii). Underneath the Robertsonian patina, however, there was the balance sheet approach Shaw had outlined in his 1936 
dissertation, and the parts of the book that built on that approach were 
both original and penetrating and were recognized as such by contemporary reviewers (Bach 1951). It is an indication of Shaw's own thought 
processes that whenever the time came to analyze particular monetary 
events (Chaps. 18 and 19, 23 and 24), he largely left monetary theory 
aside and proceeded instead with the help of what he called the fundamental monetary equation:
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Two main consequences of the balance sheet approach recur as central 
themes throughout the book. First, banks appear as a particular kind of 
dealer in securities, distinguished from other dealers by the fact that they 
finance their operations primarily by issuing monetary liabilities. "[T]he 
monetary system ... buys assets, principally interest-bearing securities and 
bullion, and pays for them by creating new money balances in the form 
of fixed-price claims against itself. It incurs debt to buy assets, and the 
debt is money. The system sells assets and takes payment by canceling 
fixed-price claims against itself, by destroying money" (p. 9). The result 
is that the supply of money is a by-product of the security dealings of the commercial banking sector, and this fact goes a long way toward explaining monetary instability.


Second, not just the operations of commercial banks but also those of 
the Federal Reserve, and especially the Treasury, have effects on the supply 
of money that can be traced by following their influence on cash assets. 
Because in 1950 the Federal Reserve was still constrained by the wartime 
policy of pegging interest rates, Shaw paid particular attention to the 
monetary aspects of Treasury funding operations. His strategy for this 
analysis involved tracing fluctuations on the left side of the fundamental 
equation to fluctuations on the right side, and this strategy proved to be 
revealing. Fluctuation in cash assets (reserves) is one source of monetary 
fluctuation, but another is fluctuation in the public's demand for monetary 
as opposed to non-monetary assets, and yet another is fluctuation in 
international payments which shows up as gold flows and purchases or 
sales of foreign securities by the banking system. In all these respects, Shaw 
used the fundamental monetary equation to elucidate the full range of 
potential sources for monetary instability.
IfShaw's own contribution was to expose the complexities of the money 
supply process, he depended largely on Robertson for an explanation of 
the effects of money supply fluctuation on the larger economy. In Robertson's schema, banks are conceptualized primarily as the place where the 
market for loanable funds clears. In his terminology, as a matter of accounting, planned investment differs from planned saving by the amount 
of planned increases in money holding over the existing money supply. 
According to the loanable funds theory, it is the rate of interest that brings 
plans for the future into this kind of preliminary gross accord. For Shaw, 
because of his emphasis on banks as dealers in securities, this meant that 
a monetary imbalance has its first impact on the rate of interest in the 
market for securities. "A change in the terns on which the monetary 
system is willing to create money, then, is a change in the terms on which 
the monetary system is willing to deal in securities" (p.23). As a consequence of such a change, consumers find that their portfolios are out of 
balance and so begin to reshuffle their security holdings, along with their 
holdings of productive capital and their consumption expenditures. What 
guides them in this reshuffling is the attempt to equate the marginal 
returns from each disposition of their funds, and the consequence of their 
reshuffling is that any change in the general level of interest rates gets 
translated into changes in the entire structure of interest rates throughout 
the economy.


For Robertson, disequilibrium adjustment involved more than just asset 
prices. Ex post investment must equal saving (as a matter of accounting), 
and it is changes in the level of income that bring about this equality. As 
Shaw put it: "An excessive supply of money involves a rising level of money 
expenditures by all households together on current output of goods and 
services. Expenditures on markets for consumer goods and producer 
goods rise until redundant cash is absorbed into desired cash balances and 
until savings and investment as defined here are equal.... The supply of 
money is balanced with the demand to hold it not simply by changes in 
security prices but by changes in the flow of expenditures on all markets" 
(p. 328). Viewed from the monetary side, the amount by which nominal 
income increases depends on the income velocity of money, which is to 
say it depends on the public's reception of the newly created moncy.'4 If 
they hoard it, then velocity falls and there is no effect on income. If they 
spend it, however, then the new money generates an increase in income 
for the recipients of the new spending. Furthermore, the increase in 
nominal income may come all in prices, all in real output, or in a mix of 
both, depending on the degree of utilization of productive capacity.
Unfortunately, this is not the end of the story. Instability is contagious 
and cumulative (though luckily non-explosive), so that instability originating in one sector of the economy tends to spread itself over the whole 
economy and to last for some time. An increase in income brought about 
by the banking system's inclination to expand its security holdings (or any 
other cause) begets further increase in expenditures, which then begets 
further increase in income. One extremely special case, illustrative of the 
process, is the Keynesian (Hansenian) accelerator-multiplier model, but it 
is not very realistic because it is too simplistic and assumes an entirely 
improbable degree of stability in economic behavior. Shaw concluded: 
"This is the environment in which monetary policy has to work. Endogenous instability, complicated by exogenous disturbance, is the target for 
monetary policy. Its job is to influence, as best as it can, the public's 
relative preferences for cash, securities, consumption, and capital formation. The ultimate aini of monetary policy is to level off fluctuations in 
real national income oil some plateau approximating full employment of 
available resources" 393).(p.
Toward achieving that aim, Shaw favored a policy of stable money 
growth, allowing room for growth in real output and perhaps even an 
upward drift in prices, and he opposed a policy of countering economic 
fluctuation by discretionary monetary expansion or contraction (p. 405). He judged that, given the great uncertainty about how monetary policy 
ultimately affects the real economy, it is best for the authority to avoid 
overly ambitious goals of short-run stabilization and to focus rather on 
stabilizing long-term money growth. He opposed a policy of countercyclical monetary policy because he was impressed by the amount of slippage 
between the levers of monetary control-primarily the rediscount rate and 
open market operations-and the level of real income. Given the existing 
institutional framework, fiscal policy was likely to prove the more effective 
instrument for cyclical stabilization, and he concluded that monetarv 
policy is only a "junior partner in an overall program of economic stabilization" (p.409).


In his attempt to revive and promote his conception of monetary 
orthodoxy, Shaw can be seen positioning himself within the universe of 
monetary views then current. On the one hand, his advocacy of stable 
money growth, reiterated in Shaw (1958) and Shaw (1959), has the flavor 
of monetarism (as noted by Tobin 1963). On the other hand, his views 
on the superiority of fiscal policy over monetary policy for cyclical stabilization sound rather Keynesian. And yet, despite the apparent overlap 
with both monetarism and Keynesianism, it would be a serious mistake 
to class Shaw as an eclectic blend of the two. Indeed, he explicitly rejected 
both, and for much the same reason. Shaw viewed both the quantity 
theory and the Keynesian theory as equilibrium theories, and rejected 
them both on this account. "Monetary equilibrium, free of uncertainty 
and risk, is a never-never land. The short-run transition is chronic" (Shaw 
1950, 361).
Shaw rejected the quantity theory of money because he understood it 
to be the adjunct of the neoclassical equilibrium theory, which assumes 
full employment and uses the quantity theory of money to analyze distortions in the structure of output such as investment booms. In controversion to this view, Shaw wrote: "Monetary instability crops out in the gross 
of output, as well as in the make-up of output. If the supply of money is 
not neutral for either income velocity or output, there can be no very 
important niche for the quantity theory in monetary analysis. It is a 
special-purpose doctrine, apropos to an improbable monetary situation" 
(p.362). The Keynesian doctrine was better in its attention to the role of 
uncertainty and risk, but Keynes also made insufficient escape from the 
neoclassical equilibrium method. "Keynes did not pursue, step by step, in 
a moving situation the repercussions of instability in both the supply of 
money and the demand for balances.... His method was comparative statics-the comparison of one position of rest... with an alternative 
position of rest" (p.363).


One reason Shaw was able to reject all equilibrium accounts was that 
his balance sheet approach provided a more general alternative framework 
that was applicable to the dynamic disequilibrium process of the actual 
economy. For Shaw, the accounting apparatus was not just a convenient 
expository tool, but more important an analytical framework alternative 
to the equilibrium method. He was attracted to the method of sequence 
analysis used by Robertson because he thought that method was compatible, or could be made compatible, with his own balance sheet approach, 
and he knew that equilibrium theories never could. For him, the study 
of the properties of monetary equilibrium was simply a waste of time from 
any practical standpoint. Shaw was concerned to understand the process of 
monetary disequilibrium because real-world monetary experience seemed 
to him in obvious and perpetual disequilibrium. For that purpose, the 
balance sheet approach seemed preferable, if not ideal, because balance 
sheet relationships hold even in disequilibrium.
For Shaw, the road to wisdom passed through the world of historical 
data, and there was no shortcut passing through the world of theory. What 
the data of the U.S. experience told him was that cyclical stabilization 
through monetary manipulation was unlikely to be successful because 
there was simply no stable relationship between anything the monetary 
authority controlled, such as the discount rate, and aggregate income. It 
has already been noted that Shaw found the Keynesian multiplier-accelerator model to be excessively simplistic, and it is worth emphasizing again 
that he felt the same way about the quantity theory favored by postwar 
monetarists. As he read the historical record, an increase in the money 
supply is typically absorbed partly by a decrease in velocity (an increase in 
hoarding), partly by an increase in real output, and partly by an increase 
in prices (p.467), and the relative size of these different parts is itself 
unstable over time. If Shaw nevertheless advocated a constant money 
growth rule, it was not because he thought such a rule would stabilize 
the aggregate economy, but because he thought it would at least prevent 
the monetary authority itself from serving as an additional source of 
instability. It was the counsel not of a monetarist, but of a pessimist.
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From the point of view of Shaw's own intellectual development, the most 
significant conclusion of his 1950 text was that there is no very important 
role for monetary policy in cyclical stabilization. "There is more than a 
bare chance that monetary controls and monetary policy are obsolescent" 
(1950,627). Had Shaw's main interest been in stabilization policy, no 
doubt he would have focused his subsequent research on fiscal policy. As 
he was mainly interested in understanding the role of banks in a market 
economy, the conclusion that monetary control could do little in the short 
run merely caused him to focus his subsequent research on the long run. 
The role of money, and finance more generally, in long-run economic 
development became the central concern of both Money in a 777eorv of 
Finance (Gurley and Shaw 1960) and Financial 1)ecpeninq in Economic 
Development (Shaw 1973a).
The seeds of this later work were present already in the 1950 text, most 
prominent in Shaw's concern for protecting what he called the "monevness of money" (p. 5). According to Shaw, the distinctive and defining 
characteristic of nurncy is that its price is fixed in terms of the unit of 
account (p.4). From the point of view of the theory of value, the fixed 
price of money is anomalous. The price of everything else fluctuates along 
with fluctuations in supply and demand, but not money, and it is precisely 
that property that makes it money. It is the fixed price of money that 
accounts for its usefulness both as a means of payment held as transactions 
balances and as a store of value held as hoards for future contingencies or 
speculation (p.4).
Shaw was well aware that other liabilities within the financial system also 
serve as means of payment and stores of value, but he considered them 
non-monetary on the grounds that their price is not fixed. They may be 
substitutes for money from the point of view of people who hold money, but they are not money. Shaw would not have agreed with the modern 
view, so prevalent that it has become cliche, that "money is as money 
does."' The slogan achieved cliche status during postwar debates about 
what to include in measures of the quantity of money, and in that context 
it had the force of recommending a more inclusive measure. Shaw by 
contrast favored a narrow definition of money, and one that could be 
decided on a priori grounds without appeal to the possibly shifting consumer preferences underlying a concept such as money demand.


According to Shaw, the fixed price of money is the essential property 
that makes it useful, but it is also the property that makes it dangerous. 
Precisely because money provides a good store of value, the demand for 
it tends to fluctuate, sometimes wildly, depending on expectations about 
the future. "One can say that a recession is a shift in preference by the 
public from illiquid assets to liquid assets that are money or gilt-edge 
[bonds]."2 Thus, by its nature money is both good and evil, and this fact 
places limits on the degree and kind of improvement intelligent management might reasonably hope to achieve. Reform is possible, but eradication of evil is impossible so long as the economy is a monetary economy.
Despite the impossibility of eradicating its evil aspects, Shaw remained 
always a defender of the monetary system against those who would repress 
it in the interest of some purportedly higher social good. "[T]he monetary 
system is the economic system of modern capitalism" (1950, 6). "The 
economic system that has the most to gain from the right choice of 
monetary organization, monetary controls, and monetary policy is the 
form of capitalism that relies on private choice to allocate scarce resources 
to their optimum uses" (p. 636). Shaw was inclined to defend modern 
capitalism, despite all its imperfections, and his defense of the monetary 
system stemmed from that more basic inclination. In 1950, Shaw believed 
that, after a decade or more of disuse as a consequence of the Depressionera National Recovery Act and then wartime price controls, the price 
system had to be deliberately reestablished or given up for lost. He looked 
for reform of the banking system as part of that broader project, on the 
grounds that the heavily regulated system established by the Depressionera Banking Acts, and then exploited during the war as a source of cheap 
government finance, was unsuited for the form of decentralized capitalism 
he most wanted to see.
Though Shaw defended the decentralized market economy, he was no 
advocate of laissez-faire, and he saw clearly that the market economy 
contains evil as well as good. Most significant, he doubted the social contribution of organized securities markets because he thought they 
provide excessive scope for speculative instability (1950, 266), instability 
which tends to provide ammunition for those who would urge a more 
wide-ranging suppression of the price system. For Shaw, instability was a 
problem not only in itself but more important for its political consequence in the call for greater social control over the market system. If 
he focused his efforts on fundamental reform rather than on stabilization 
policy, it was because he believed that instability was inevitable given the 
existing structure. To overcome the inherent instability of securities markets, for example, Shaw long favored wider use of bank term deposits 
to fund private investment, and toward this end urged elimination of 
reserve requirements on term deposits (Shaw 1936b, 478). This early 
preference for financial institutions over financial markets is a theme that 
runs through his entire lifework.


Though Shaw might have disapproved, there was no denying the important role played by financial markets and speculation in the U.S. 
experience. He seems to have understood this historical experience not as 
evidence of the inherent superiority or necessity of markets, but rather as 
proof of the inadequacy of existing U.S. financial institutions for meeting 
the needs of a dynamic developing economy. Fundamental reform was 
needed if the potential benefits of financial institutions were to be gained. 
Two problems in particular concerned him: fragmentation of the banking 
system and divided authority for monetary supervision and control. For 
the first, he favored a move toward tower and larger banks with multiple 
branches (1950, 110), and for the second, a resolution of the perennial 
tug-of-war between the inflationist Treasury and the deflationist Federal 
Reserve. For both, he was enough of a realist about the politics of money 
to appreciate that adoption of the appropriate technical solution to the 
problem would require as a prerequisite a resolution of the political battles 
that had given rise to the existing system. No politician himself, Shaw 
seems to have viewed his own role as one of merely pointing out the social 
costs of the existing system and the potential social benefits from a more 
rational arrangement.
In 1950, Shaw viewed the costs and benefits of the existing system from 
the perspective of maintaining what he Understood to be the essential 
property of money, its fixed price. Excessive fragmentation of the banking 
system was responsible, in his view, for the systematic failure to maintain 
parity between bank deposits and currency. For Shaw, it was the duty of 
commercial banks issuing monetary liabilities to ensure their interconverti bility with currency, which they can do most effectively by looking after 
their own solvency and liquidity. Their failure to do so not only inconveniences individual depositors but also places in jeopardy the very moneyness of money, and so threatens the very basis of its acceptability. 
Unfortunately, it is not necessarily in the private interest of individual 
banks to uphold their duty. As dealers in securities, banks expand their 
earning assets by issuing money whenever it seems to them in their own 
private interest to do so, even if that involves putting their solvency and 
liquidity at risk. The problem is particularly acute in the U.S. context with 
its enormous number of banks, many of them quite small and undercapitalized. "The alleged democratic right of citizens in small groups to 
organize a commercial bank, often on a shoestring, and to choose the 
more lenient between a federal and a state charter has produced both 
numerous banks and numerous bank failures" (p.79). Left to their own 
devices, banks have shown a "strong propensity for mass insolvency" and 
a "propensity to suicide" that accounts for "the American tradition of 
bank failures" (pp.79,98,87). "We have farmed out the sovereign's 
function of creating and destroying money to private banking corporations 
and... the trust has been betrayed over and overagain...(p. 79).


One legacy of this sorry history, according to Shaw, was that the 
business of issuing the money supply had come to be widely regarded "as 
a public utility par excellence. Since we deplore nationalization, we are 
taking the middle road of federal subsidy, federal investment, and intensive 
federal regulation" (p. 91). What worried Shaw about this middle road 
was that the regulatory response, though understandable, tended to obstruct the decentralized operation of the monetary infrastructure that was 
so critical for supporting the price system, and so also tended to undermine the continued existence of the decentralized market economy. Bigger 
banks would help and would certainly be preferable to ever stricter regulation of the existing small banks, but even with large banks monetary 
instability would still result from private profit-seeking behavior, and for 
this reason Shaw was willing to consider even more fundamental reform. 
"The orthodox device of relating the money supply to dealings by the 
government and banks in two metals and a limited range of securities 
frankly has not passed the test with honors" (p.253). Recognizing that 
the institution of private deposit banking had proved an efficient way of 
operating a payments system, he suggested that the 100% reserve system 
might be a good way of achieving both efficiency and stability and at the 
same time offering a good compromise between private ownership and government control (p.120). By raising required reserves to 100%, banks 
would be forced to finance their security dealings by issuing non-monetary 
liabilities, and in this way the money supply would be disentangled from 
the bank's portfolio decision and the monevness of money safeguarded.'


The 100% reserves plan would prevent private banks from undermining 
the moneyness of money, but it would do nothing to prevent the government from courting the same danger, and here the divided authority for 
monetary control and supervision posed a second fundamental flaw. In 
1950, the Treasury was the principal monetary authority, and it continued 
the wartime policy of requiring the Federal Reserve to support the price 
of government bonds by purchasing any excess that might appear on the 
market. In Shaw's view, there was sufficient doubt about the continuation 
of this policy that the bonds were not actually money, despite their fixed 
price, but he worried nonetheless that the commitment to maintain the 
fixed price amounted to a commitment to monetize the entire government 
debt if necessary. Outstanding government debt was not money yet, but 
it could become money very easily. The solution, he argued, was to 
abandon the peg and to restore monetary authority to the Federal Reserve. 
In 1950, Shaw thought the Treasury was the problem and that the Fed 
would do a better job. In this context, his advocacy of a constant money 
growth rule can be understood not as a fundamental r6orm designed to 
replace the Fed, but rather as a particular policy he hoped the Fed would 
implement. The point was not stabilization, but rather putting a cap on 
the open-ended money supply that was a consequence of pegging bond 
prices. In this respect, Shaw was no doubt pleased by the 1951 Accord 
that gave greater autonomy to the Fed, at least initially.
Not only did Shaw oppose the practice of pegging bond prices in 1950, 
he went further to argue against using the monetary system to finance 
government expenditures even in wartime. In joint work with Lone 
Tarshis considering how to mobilize maximal resources for a possible 
future war with the Soviet Union, Shaw favored government borrowing 
by means of illiquid purchasing power bonds and annuities in order to 
avoid the World War I I proliferation of money substitutes (Shaw, Scitovskv 
et al. 1951; Shaw and Tarshis 1951). He thought that standard fiscal and 
monetary policy along Keynesian lines would likely prove too weak to 
handle the stress of an all-out mobilization. He recommended instead a 
system of multiple currencies, one acceptable as payment for consumer 
goods and another as payment for taxes or security purchases and suggested that it would be possible to manipulate aggregate consumption expenditures by controlling the proportion of ,vages paid in each kind of 
currency. Such a system would also have the considerable side advantage 
that no price controls would be required on individual products, so that 
aggregate demand could be controlled without losing the advantages of 
scarcity pricing. This proposal shows very clearly the extent to which Shaw 
was willing to go in terms of monetary reform in order to safeguard the 
market economy.


Ultimately, Shaw was concerned about maintaining the moneyness of 
money at the international as well as the domestic level, but here he 
thought there was less prospect of immediate success. For him, the exchange rate, like the price of money, was not a price like other prices. Its 
virtue lay in its stability, not its flexibility, and ideally the price of different 
currencies ought to be fixed and interconvertibility assured. In this respect, 
the International Monetary Fund established at Bretton Woods in 1944 
was a step in the right direction. A free market in exchange, in which the 
exchange rate for each currency is determined by market supply and 
demand, may clear the market, but it does little to address the underlying 
source of payment imbalances and may even make problems worse. Like 
bank failures and price inflation, currency depreciation is a symptom of 
monetary overexpansion, which is not to say that the solution necessarily 
lies in monetary control, since monetary overexpansion may be the symptom of a deeper problem. Given the extent of structural imbalance in the 
world economy and the jealousy with which national sovereignty over 
money is guarded, Shaw thought the adoption of a fixed exchange rate 
system was probably premature, and occasional adjustments would inevitably be required (p.633). "Nothing can stabilize foreign exchange rates 
in a world addicted to wars, uneven rates of secular change, and uneven 
and violent cyclical changes."4
Money in a Theory of Finance
The 1950 text was not a financial success, nor was it very successful in 
carving out a third road in monetary thought alternative both to the 
quantity theory of money and to Keynes. It did, however, establish Shaw 
as a national authority on monetary matters and so opened up opportunities for the next stage of his career. A month spent lecturing in Japan 
(July 1953) only whetted his appetite for new adventures. In 1954 Shaw 
wrote to Robert 1). Calkins, president of the Brookings Institution: 
"There is no strictly academic alternative that I would consider. Only some 
rare amalgam of academic, executive, and policy-oriented opportunities would catch my eye. Under Calkins' guidance, Shaw framed his research 
objectives as a proposal to study "Trends in Commercial Banking," a 
proposal that was able to attract funds from private foundations.6 More 
important than the project's fundability, from the perspective of Shaw's 
own intellectual development, was its orientation toward drawing lessons 
inductively from the data, an orientation that allowed Shaw to step out 
of the shadow cast by Robertson and Keynes and to blaze his own trail 
based on the facts of the U.S. experience.


From the very beginning, the project was intended to address two 
different audiences, both the policymakers at the Federal Reserve and 
Shaw's fellow professional academic economists. The former had to be 
convinced to update their ideas about money to take account of institutional developments, specifically the enormous expansion of the federal 
debt and the proliferation of non-monetary financial intermediaries both 
private and governmental. The Fed had begun to consider such developments on its own, most notably in the availability doctrine promoted by 
Robert Roosa and others, but not vet in any systematic way (Gurley and 
Shaw 1955, 538). The academics had to be convinced of the importance 
of money, and more generally finance, for the aggregative phenomena of 
instability and growth. In the dominant aggregative approaches to macroeconomics, it was all too common to net out much of the financial 
system on the grounds that "we owe it to ourselves." Here Shaw saw an 
opening in the concern about macroeconomic effects of government debt 
and the "institutionalization of saving and investment" (1954a), and he 
determined to use that opening to engage a broader discussion.
For engaging these audiences, Shaw eventually would have to frame his 
ideas in the terms of traditional banking theory and economic theory 
proper, and would eventually find himself in a position of iconoclasm with 
respect to both bodies of orthodoxy (Gurley and Shaw 1960, ix). At the 
beginning of the project, however, the focus was on the data and the 
inductive theory it might suggest. Indeed, Shaw's main reason for thinking that it might be possible to develop a new theory was the availability 
of new data emerging from the research of Raymond Goldsmith on 
financial intermediaries (1954, 1955, 1956, 19i8), Milton Friedman on 
the money supply, and the NBER project on money flows (Copeland 
1952; Federal Reserve System 1955, 1957, 1959). Just as in his textbook 
he had used Canning's balance sheet approach as a framework for monetary theory, so in his more original research Shaw determined to use the 
balance sheet approach as a framework for a general debt theory.
Using a relatively unfamiliar research strategy to break relatively unex plored ground, Shaw could never have succeeded in obtaining a hearing 
without the institutional support he received from the Brookings Institution. Not least, the support enabled Shaw to recruit his former student 
John G. Gurley to the project, at first as research associate but soon 
thereafter as co-author in recognition of Gurley's significant independent 
contribution. Gurley's wife, Yvette, was also recruited as research assistant 
and Shaw crowed, "it's like having two alter egos."7 Later another former 
student, Alain Enthoven, was recruited for his mathematical skills to cast 
the Gurley-Shaw theory in formal terms for an academic audience. Money 
in a Theory of Finance was thus the product of three generations of 
Stanford, a crowning achievement of the department that Shaw and Haley 
had created.


Though Shaw's co-authors had been his students, they brought their 
own intellectual orientations to the project, and those orientations shaped 
both the style and content of the book. Gurley brought to the project a 
much more favorable impression of Keynes and Keynesian analysis than 
did Shaw (Gurley 1952, 1953b, 1954, 1962a), a sympathy that in part 
accounts for the attenuation of Shaw's critique of Keynesian monetary 
theory in the final manuscript. Gurley was also much more sympathetic 
than Shaw toward countercyclical monetary policy, and he explicitly rejected Shaw's position as "much exaggerated" (Gurley 1959d, 885). 
These differences aside, Shaw's enthusiasm for Gurley must have stemmed 
from Gurley's early work on the postwar European monetary reforms 
(1953a), work that concerned precisely the relationship between financial 
structure and economic development that most interested Shaw. This 
common starting point made for a remarkably close and effective collaboration in which the central ideas were developed jointly. Gurley's initial 
role in developing the empirical basis of the new theory (reflected in 
Gurley 1959d, 1960b) soon expanded to include significant responsibility 
for formulation of the theory (Gurley 1959e, 1965a, 1967) and defense 
of the theory against its many critics. So close was the collaboration that 
it is possible to use Gurley's independent writings to help fill the gaps in 
the story of Shaw's own intellectual development. Gurley's testimony 
against excessively favorable tax treatment of the savings and loan associations (1959c), for example, anticipates Shaw's larger study on the subject 
(1962a). Gurley's criticisms of the work of Milton Friedman (Gurley 
1957, 1961b, 1969b), of Richard S. Sayers and the British Radcliffe 
Committee (1960a, 1965c), and of Joseph Aschheim and the U.S. Commission on Money and Credit (1961a, 1962b), are all consistent with Shaw's own incompletely articulated views, as are Gurley's appreciations 
of Raymond Goldsmith (1958, 1965h) and Arthur F. Burns (1959h).


Alain Enthoven, a recent MIT Ph.D., brought to the project a more 
favorable impression than Shaw of neoclassical equilibrium analysis, in 
particular the neoclassical growth models of Solow (1956) and Tobin 
(1955). Joining the project in its final stages, Enthoven's contribution was 
to draw links between the largely complete Gurley-Shaw theory and 
orthodox economic analysis, links that were subsequently tightened by 
Patinkin's influential 1961 review of the book. Significantly, it was Enthoven who provided the only mathematical model in the book, a contribution that turned out to he decisive in light of the growing interest in 
formalization within the economics profession.
There can be no question that Money in a 77)eorv of Finance was 
throughout the work of Gurley as much as Shaw, and that Enthoven's 
appendix influenced what Gurley and Shaw wrote in the body of the book 
(particularly Chapters 2 and 3) and was no mere translation of the Gurley-Shaw theory into mathematics. An intellectual biography of Shaw 
must, however, necessarily he less concerned with the contribution of his 
co-authors and more concerned with understanding what Shaw himself 
was trying to do in the hook, and with what the hook meant to Shaw's 
own intellectual development. Shaw's views were developed in collaboration, but they were not identical with the views of his collaborators. After 
all, Shaw was a Robertsonian, not a Keynesian, and he was an institutional, 
not a neoclassical, economist. The focus on Shaw, though necessary to 
avoid implication of his co-authors in some of Shaw's more extreme and 
controversial views, risks underestimating the role of his co-authors. Such 
an implication is neither intended nor should be inferred. It is probably 
impossible to untangle Shaw's contribution to the book from that of his 
co-authors, and the exercise would anyway serve no essential purpose in 
the present context. What follows is instead an attempt to view the joint 
project through Shaw's eves, and from the perspective of his own intellectual development.
Finance and U.S. Economic Development
Viewing the 1960 Gurley and Shaw book from the vantage of Shaw's 
1950 text, there is a lot that is familiar. The hand of Shaw can be 
recognized in the definition of money as an asset whose "price is fixed in 
terms of the accounting unit" ((-;urley and Shaw 1960, 152) and in the habitual use of accounting as a framework for analysis-balance sheets, 
national income and product accounts, and flow of funds accounts all 
make prominent appearances (pp.15-25,134-37,146). There is also the 
familiar preference for financial institutions over financial markets--expressed now as a preference for "intermediary techniques" over "distributive techniques" (pp. 123-26)-the familiar rejection of laissez-faire in the 
world of finance (pp.79,195), and support for regulating banks and other 
financial intermediaries as public utilities (pp.195,290). Also familiar, 
both the quantity theory and the Keynesian theory are rejected, both for 
their emphasis on the "neurotic" aspects of money in the short run 
(pp.182,156) and for their treatment of money as "trivial" in the longer 
run (pp.42,184). Shaw's alternative Robertsonian proclivities are evident 
in the use of the loanable funds apparatus (pp.218-21), in the discussion 
of imbalance between ex ante saving and investment 
(pp.36,202,218, 243), and in the conception of growth as a process characterized by 
endemic excess demand for money (pp.37,179,185) and chronic excess 
supply of primary securities (pp.150,153).


What is new is the idea that imbalances between demand and supply 
are brought into line not only by changes in asset prices and output but 
also by changes in financial structure. Financial intermediaries, conceptualized as security dealers that finance their acquisition of financial assets 
by issuing their own liabilities, are able to absorb the excess supply of one 
kind of security and meet the excess demand for another kind. Historical 
data reveal that they have in fact done just that, that "indirect finance" 
through financial intermediaries has increased over time relative to "direct 
finance" on organized securities markets. This trend suggests the hypothesis that one way finance supports economic development is by resolving 
problems of excess demand and supply directly, before they have a chance 
to distort asset prices and output.
The argument in support of this hypothesis begins, as Canning would 
have approved, with accounting. In any market economy over any interval 
of time, some economic units spend more than they earn ("deficit units"), 
whereas others earn more than they spend ("surplus units"). The flow of 
loanable funds from surplus units to deficit units is the origin of all 
financial assets in the economy, and the existing stock of financial assets 
is the residue of past flows. From this point of view, the primary function 
of financial intermediaries is to facilitate the current flow of funds, by 
purchasing the debt issued by deficit units and by issuing their own debt 
for purchase by surplus units. Insofar as intermediaries accommodate both the borrowing needs of debtors and the lending preferences of wealthholders, the growth of "indirect finance" through intermediaries is both 
cause and effect of economic development. Indeed, by virtue of their 
ability to mismatch assets and liabilities, the institutions of indirect finance 
demonstrate their superiority over more primitive systems of self-finance 
and direct finance. Under self-finance, a unit's ability to invest is limited 
by the "strait jacket" (p.56) of its own saving. Under direct finance, a 
unit's ability to invest is limited by the willingness of savers to accumulate 
the kind of debt the investor wants or needs to issue. The great achievement of indirect finance is to transform the debt of deficit units into an 
asset that surplus units are happy to hold. Financial intermediation thereby 
permits greater divergence of the pattern of income from the pattern of 
spending and so relaxes financial constraints on development.


Finance does more than simply facilitate the flow of funds. Economic 
specialization may be productive but it is also dangerous, and financial 
markets play an important role by enabling spending units to buffer some 
of the risk involved in specialization by holding a "balanced portfolio" of 
different kinds of financial assets. By supporting the division of labor, 
finance helps to overcome a potential constraint on economic development. Net debtors and net creditors alike adjust their portfolio holdings 
of the available collection of assets so as to equalize marginal returns. "In 
brief, the demand for money, the demand for diversification among other 
financial assets, offers of differentiated primary securities, and the demand 
for mixed asset-debt positions are to be explained by a common principle. 
They are tactics of risk-avoidance by spending units in a society where 
division of labor between saving and investment creates stocks of claims 
and counterclaims" (p.121)."
Within this general framework, banks seem to be a particular type of 
intermediary, important not so much because they operate the payments 
system, but rather because they act as conduits for loanable funds. Money 
appears as one among many possible ways of transferring funds from 
surplus units to deficit units, from saving to investment. Historically, 
commercial banks were the first important financial intermediary, but in 
the modern economy they are only one of many-for example, savings 
and loan associations, insurance companies, and pension funds-each 
raising funds by providing its own distinctive financial service. Banks may 
he unique in their ability to create means of payment, but so too are other 
intermediaries unique in the services they offer.
What is special about banks is the particular risk-hedging property of their monetary liabilities. "Money is pre-eminently a sanctuary, a haven 
for resources that would otherwise go into more perilous uses" 
(p.172). As such, risk-avoiding portfolio behavior implies that the demand for 
money grows pari passu with the quantity of outstanding debt over time. 
The importance of commercial banks comes from their ability to solve the 
problem of endemic excess demand for money and excess supply of 
primary securities by purchasing risky securities and issuing money. "Aside 
from providing an efficient payments mechanism, it is the function of the 
monetary system in a growth context to clear the primary security market 
of excess supply and the nioncv market of excess demand" (p.151). "By 
supplying nominal money, the monetary system may reduce the burden 
of accumulated debt and assets upon new financing of economic growth. 
The easing of the past's dead hand upon the present, by nominal money 
expansion, works itself out, in a world where money is not neutral, 
through the interest rate and through rates of real saving and investment" 
(p.127).


The importance Shaw attached to the accommodation of a growing 
money demand must he understood in the context of his Robertsonian 
worldview. For Shaw, economic growth was a matter of monetary disequilibrium, an expansion of ex ante investment in advance of ex ante 
saving, and an expansion of the money supply in advance of money 
demand. At any given moment in time, money supply is not necessarily 
equal to money demand. "If it is not, there is monetary disequilibrium 
... the normal state of affairs" (1958). "Monetary disequilibrium is the 
common state of affairs.... The pressure of monetary disequilibrium on 
levels of output can raise or lower historic growth rates of real income" 
(Gurley and Shaw 1961, 103). From this point of view, the secular 
tendency for money supply to lag behind money demand operates as a 
deflationary force on the growth of real output, a force that is countered 
by a secular expansion of financial intermediation.
This conception of the role of finance in economic development begs 
the question how one might judge whether the expansion of financial 
intermediation is rapid enough to support a given pace of economic 
development. More narrowly, what is the secular trend in money demand 
to which the secular trend in commercial banking ought to be tuned? 
Gurley and Shaw saw that this latter narrow question could be answered 
only in the context of the former broader one. It was toward answering 
this broader question that the massive empirical researches that underlay 
Money in a Theory of Finance were directed. At any given moment in time, an economy has a certain "distinctive pattern of institutional finance" 
(Shaw 1954a) encompassing sonic degree of self-finance, some direct 
finance, and some indirect finance through an assortment of diverse financial intermediaries. 'T'herefore, one way to focus the question of optimal 
financial structure is to ask what is the optimal proportion of each of these 
categories of finance, and how does that optimal proportion change with 
economic development. As an institutionalist, Shaw looked for the answer 
to this question not in a priori theory, but rather in the historical data of 
U.S. financial development (Gurley and Shaw 1957; Gurley and Shaw 
1960, Chap. 4).


In an attempt to organize the search for patterns in that data, Gurley 
and Shaw conceptualized the key indicators of financial structure, such as 
the debt-income ratio, as dependent variables of a dynamic process with 
underlying stable parameters. From this point of view, what counted as 
explanation was identification of the law of motion for the variable in 
question, measurement of the parameters of that law to establish their 
stability over time, and comparison of the path predicted by the law of 
motion with the actual historical experience. In this way, apparent change 
was to be explained by showing that it was consistent with stability at a 
deeper level. For example, the data on U.S. financial development showed 
the debt-income ratio rising over time and then stabilizing. Gurley and 
Shaw explained this pattern as the consequence of a relatively stable ratio 
of new debt issue to income (about 10% according to Goldsmith's data) 
and a fairly stable rate of long-run income growth (about 4% annually). 
A simple calculation shows that if the debt-income ratio starts off at zero, 
it then rises rapidly and levels off at about 2.6, a theoretical path that fairly 
well mimics historical experience." In a similar way, the rising proportion 
of outstanding debt held indirectly through financial intermediaries can 
be explained as a reflection of wealth-holders' preference for holding some 
constant proportion of the flow of new debt in indirect torn.
Of course the historical record does not proceed smoothly in accordance with any simple law of motion. War and depression disrupt the secular 
trend, and regulatory intervention sometimes prevents intermediation 
from proceeding as rapidly as wealth-holders might wish. Gurley and Shaw 
seem to have viewed these exceptions to the trend as useful natural 
experiments. If it is true that wealth-holders prefer to accumulate a certain 
amount of indirect debt along with their growing accumulation of direct 
debt, they reasoned, then anything that prevents them from doing so 
should affect the interest rate. Comparing the ratio of direct debt holding to the rate of interest, they found that (long-term) interest rates tend to 
rise when direct debt holding is high and to fall when indirect finance 
plays a larger role (Gurley and Shaw 1957). Thus the exceptions to the 
smooth trend confirm the underlying forces at work.


A Theory for Policymakers
Gurley and Shaw's conception of the role of money in economic development carried with it rather explicit instructions for the monetary authority: Simply match money supply to money demand as best as possible. 
Shaw (1958) termed this policy the "Demand Standard," by contrast with 
the "Credit Standard" that arose from the Fed's practice of stabilizing 
security prices. Because he thought the monetary system was in almost 
constant disequilibrium, Shaw proposed that the authority should not 
chase fluctuating demand but should rather aim at where monetary equilibrium should be. In this context, his continued support of a constant 
money growth rule can be understood as reflecting the idea that the 
equilibrium reference point tends to follow a smooth growth curve. "The 
authority's responsibility is then to see to it that the supply of money 
adheres to the same growth curve [as money demand]" (Gurley and Shaw 
1957, 253). It is important to emphasize that for Shaw this was not a 
conclusion that held only in some theoretical model, but rather a lesson 
from U.S. monetary experience.
Shaw's 1958 advocacy of a constant money growth rule was recognizably his 1950 position, but with the new twist that the optimal money 
growth rate depends not just on the growth of income and the rate of 
upward price drift but also on the growth of debt, both in quantity and 
quality. For example, a young economy, which has not yet achieved a 
stationary debt-income ratio, is likely to require a money supply growing faster than income for the simple reason that debt is growing faster 
than income and debt-holders wish to hold some proportion of their 
growing accumulation in the form of money. On the other hand, in a 
more developed economy, new debt may act as a substitute for money 
(e.g., short-term government debt), and as a consequence optimal money 
growth may be slower. The general point is that the optimal growth rate 
of the money supply must take into account how money demand is 
affected by financial development.
On this score, Shaw criticized the Fed's monetary management for 
failing to take into account financial development. Whereas in 1950 Shaw 
had viewed commercial banks as the source of instability and the Fed as a vital corrective, his study of trends in commercial banking convinced 
him that commercial banks were potentially a positive force and that 
attempts by the Fed to control the banks had not only obstructed that 
positive effect but had even contributed to instability. Noting the historical 
"relative retrogression of commercial banking" (Gurley and Shaw 1956), 
Shaw concluded that regulation designed to safeguard the moneyness of 
money and manipulation of reserves for the purpose of short-run economic stabilization had operated perversely by preventing commercial 
banks from fulfilling their role as supporters of long-run economic development. In their place, other financial intermediaries, such as the lightly 
regulated savings and loan institutions, had stepped in to provide close 
substitutes for the monetary liabilities of commercial banks. The effect 
was not only to distort the allocation of loanable hinds but also potentially 
to recreate the pre-1951 problem of an open-ended money supply, now 
with private quasi-money posing the problem rather than public quasimoney. In both respects, monetary mismanagement operated to make 
things worse rather than better.


At first, Shaw seems to have thought he could persuade the Fed to 
change its ways by explaining how its actions, well-meaning though they 
might be, actually affect the economy adversely. As he understood the 
Fed's own view,'() reserve operations were supposed to have their major 
impact on the real economy by inducing commercial banks to alter their 
holding of government securities. A contraction of reserves was supposed 
to cause banks to sell bonds to other financial institutions, causing a 
contraction of new private credit of various kinds, so causing contraction 
of spending and consequently also of real output. Shaw made three 
principal criticisms of this line of reasoning, all of which urged a conception of monetary policy that takes into account that commercial banks are 
only one of many financial intermediaries issuing liabilities and creating 
credit. First, not only the monetary policy of the Federal Reserve but also 
the debt management policy of the Treasury has effects on bank holdings 
of government securities, and hence monetary policy may or may not have 
the desired effect, depending on what the Treasury is doing. Second, a 
narrow focus on commercial banks misses the ability of non-monetary 
financial intermediaries to expand credit on their own by purchasing 
primary securities and issuing their own non-monetary liabilities. Third, 
a narrow focus on the money supply misses the way that money substitutes, such as government bonds and non-monetary financial liabilities, 
influence money demand.
Ironically, not only is monetary manipulation frustrated by the alterna tive sources of credit and money substitutes, but, with the development 
of these alternatives, ever tighter controls on the monetary system are 
required to achieve a given degree of aggregate monetary tightness, and 
all the while the banking system loses business to its competitor nonmonetary intermediaries. Thus the use of the monetary system for stabilization tends to bring about structural changes that reduce the effectiveness of monetary control over time, as the monetary system becomes a 
decreasingly important part of the growing system of financial intermediation. If cyclical control is desired, Shaw argued, then general financial 
control must replace monetary control, and the entire collection of intermediaries producing money substitutes must be brought under the same 
kind of control as the monetary system.


This attempt at constructive criticism had no great success with Fed 
policymakers, perhaps in part because they suspected that Shaw's true 
agenda was not the improvement of stabilization policy but its abandonment in favor of a constant money growth rule." When Shaw made his 
full position public in 1958, the possibility of maintaining amicable relations with the Fed was at an end. He wrote: "It is an illusion that the 
money supply can be manipulated, according to the daily flux of economic 
statistics and their translation by men of refined intuition, into continuous 
equilibrium. The limit of feasibility is to ascertain the trend rate of growth 
in demand for money at a given price level and to set the money supply 
automatically on the same course" (1958). "It is more important to put 
monetary control on automatic pilot so that mistakes in policy will not 
aggravate our misfortunes.... In rough weather the wheel of the monetary system should be lashed down" (1958, 69). These were fighting 
words, to say the least, and Shaw pulled no punches.
Even the very modest goal of expanding money at a constant rate 
would, he argued, require fundamental reform of monetary institutions. 
At a minimum, it would be necessary to resolve once and for all the 
location of monetary control that had been seesawing back and forth 
between the Treasury and the Fed ever since the establishment of the Fed. 
When the Treasury gets control we have monetary inflation (e.g., 1914- 
1919, 1933-1951), when the Fed gets control we have monetary deflation (e.g., 1919-1933, 1951-1957), and these long periods of inflation 
and deflation have had much more significant effects on economic development than the abortive short-run stabilization efforts that have dominated monetary discussion. So disappointed was Shaw with the Fed's 
operation of monetary policy since the 1951 Accord that by 1958 he was willing to give up the putative advantages of an independent Fed for the 
genuine advantages of a coordinated approach to long-run monetary 
policy. For those vet unwilling to abandon hopes of stabilization (as 
Friedman 1959), Shaw pointed out that stabilization of money growth 
should operate as a sort of automatic stabilizer, but his own interest was 
clearly in the longer-run implications. For him, the problem was not 
just suboptimal monetary policy but more fundamentally the suboptimal 
monetary and financial structure within which that policy was being 
implemented, and whose deficiencies the policy only exacerbated.


Shaw's attack on the Fed generated counterattacks (Culbertson 1958; 
Aschheim 1959), but his decision to go public seemed to be confirmed 
as the Gurley-Shaw theory began to win support in wider policy circles. 
By the late 1950s practically everybody recognized the importance of 
government debt operations and non-monetary financial intermediation. 
Shaw was particularly heartened by the apparent conversion of Arthur F. 
Burns, president of the National Bureau of Economic Research and former 
chair of the Council of Economic Advisors under Eisenhower, as expressed 
in his Prosperity without Inflation (1957). In Britain the work of Richard 
S. Sayers (1958), professor at the London School of Economics, and the 
Radcliffe Committee (Committee on the Working of the Monetary Systenm 1959) were also encouraging. "It appears that the Brookings project 
is no longer a voice crying in the wilderness! Sayers, [Brian] Tewy and 
['T'homas, Lord I Balogh arc nice people to have as cohorts." Even the 
U.S. Commission on Money and Credit, which originally appeared to be 
opposed, seemed ready to go along.'' It was a heady time for Shaw. His 
disappointment at the final contents of the Radcliffe Report and the 
Report of the Commission on Money and Credit lay still in the future.
A Theory for Academics
The academic audience posed even more of a challenge than the policymakers. At least the policvmakers thought money was important. By 
contrast academic thought had experienced two decades of dormancy, 
with the consequence that monetary economics had become "so becalmed 
in an intellectual doldrum that no gentle breeze of inquiry can stir it" 
(Shaw 1958, 71). Throughout the project, Shaw found little help in either 
Keynesian or quantity theory approaches (Gurley and Shaw 1955, 524, 
535; Gurley and Shaw 1960, 156, 182). It is noteworthy, however, that, 
unlike in 1950, he based his criticism of both orthodoxies not on princi pled objection to the equilibrium method, but rather on grounds of 
empirical relevance. The mistake of the Keynesians was to base their 
analysis on a "neurotic economic system" of absolute liquidity preference 
and secular stagnation, which led them to conclude that monetary policy 
has no important role to play in stimulating long-run investment (Gurley 
and Shaw 1960, 179-87). The mistake of the quantity theorists was to 
emphasize short-run price stickiness and other "neurotic aspects of the 
real world" (p. 156), while treating money as neutral in the long run. In 
both cases, the problem was not so much the equilibrium method but the 
failure to grapple with the most essential aspects of the modern financial 
system. Both focused too narrowly on money and missed the larger 
picture.


In his attempt to engage the academic audience, Shaw located one 
source of the problem in the overly aggregative view of the economy 
adopted by many academic economists, a view which missed the essential 
role played by money (and finance more generally) in supporting a decentralized system of productive specialization. "Spending units are federated in a capitalist economy, rather than consolidated, and finance in 
various forms serves in many ways as a substitute for economic centralization" (Gurley and Shaw 1960, 17). Largely because of this, it seemed 
clear to Shaw that "the logical way for an economist to study finance is 
to study it as a market problem.... Each set of demand, supply, and 
market-equilibrium equations defines a market that is susceptible to analysis in its own right-to partial analysis" (p.3). But he did not just embrace 
partial analysis, he also embraced general equilibrium analysis: "One senses 
the full significance of finance only in the context of general-equilibrium 
analysis" (p.68). Given his former antipathy for equilibrium thinking, and 
given the evidence within the book itself that Shaw continued to reason 
along the lines of Canning and Robertson, this endorsement is a puzzle. 
What did Shaw think he was endorsing?
A careful reading of the book in the context of Shaw's earlier work 
suggests that when Shaw embraced general equilibrium analysis, it was the 
"general" and not the "equilibrium" that attracted him. The general 
equilibrium approach apparently was concerned with the interaction of 
different markets, and so was Shaw. Habitually, he used the framework of 
accounting (particularly flow-of-funds accounting) to trace these interactions, and he seems to have viewed general equilibrium as a kind of 
glorified accounting framework with more substantial behavioral foundations. Even more attractive, the general equilibrium approach seemed to Shaw admirably suited for disaggregated analysis because in principle it 
could incorporate demand and supply equations for each individual spending unit. Contrasting his own "gross-money doctrine" with the aggregative "net-money doctrine," Shaw emphasized that "disaggregation is the 
essence of monetary theory" (Gurley and Shaw 1960, 140).


A second, and likely more decisive, reason for Shaw's unlikely embrace 
of the general equilibrium approach was that he thought it could be used 
as the vehicle for his criticism of neoclassical monetary economics. Notwithstanding his explicit acceptance of what he called "the ground rules 
of neoclassical economics" (p. 10), the main target of Shaw's criticism was 
the neoclassical monetary theory outlined in lion Patinkin's 1956 Money, 
Interest and Prices.' Chapter 2 of Money in a Theory of Finance was an 
attempt to summarize Patinkin as a theory of "Rudimentary Finance" in 
which money issued by the government ("outside money") is the sole 
financial asset. Chapter 3 was an attempt to build an analogous model 
with both money and private bonds in which the money supply is the 
liability of a bank that holds bonds as its assets ("inside money"). This 
latter model was apparently intended as a generalization of Patinkin, 
encompassing it as a special case. The purpose of this encompassing move 
apparently was to reverse Patinkin's conclusion on the long-run neutrality 
of money and on the indeterminacy of the price level in a model of pure 
inside money. These were not, one supposes, questions that Shaw himself 
cared much about. What he wanted to do was to open intellectual room 
for considering the role of money in the long run, and he was convinced 
that the Patinkin propositions were barriers to that larger project.
The decision to frame the Gurley-Shaw theory in the language of 
general equilibrium theory came late in the project. As late as June 1958, 
Gurley and Shaw were still presenting their theory as a critique of the 
simple quantity theory of money,'4 which they understood as a theory 
about the consequences of monetary disequilibrium caused by shifts in 
money supply brought about by banks. It was only in the final stages of 
the project that their attention shifted toward Patinkin. In correspondence 
between Shaw and Calkins, the first mention of a reorientation was in a 
letter dated February 26, 1958. On March 12: "Working out a conclusive 
rejoinder to and criticism of traditional doctrine has been tough, but now 
it's done and the writing proceeds.... We have taken Patinkin as the 
prototype of traditional doctrine and, believe me, paraphrasing Patinkin 
simply is tough going." On March 26, Shaw reported progress on the 
"rewrite necessitated by the broad interest in Patinkin's book. His volume is the definitive statement of views that oppose our own, and must be met 
head on."


The decision to focus the critique of orthodoxy on Patinkin came late, 
but the decision to frame that critique in the language of general equilibrium came later still. On May 10: "Patinkin's model turns out to be a 
limiting case that we can incorporate. It is an improbable and unreasonable 
limit, but treating it this way rounds out our system very neatly." Where 
did Shaw get this idea? A clue can be found in a letter Shaw wrote to 
Calkins looking back on the completed project and forward to a possible 
second volume. On July 20, 1959, he wrote: "Your comments notwithstanding, I didn't show up well on the first volume. There is no excuse 
for taking so long to understand precisely what I was up to. Jack [Gurley] 
and I stewed around in a few obscurities of doctrine and took unconscionably long to find our way out. It was some of Enthoven and a little of 
Tobin that finally cleared things up. Both men accept our stuff and were 
faster than we in pointing out a few links between it and established 
doctrine."
The reference to Alain Enthoven concerns the formal model that was 
ultimately published as an appendix to Money in a Theorv of Finance under 
the title "A Neo-classical Model of Money, Debt, and Economic Growth." 
In August 1958, Shaw wrote: "Enthoven has a manuscript for Econometrica that puts our analysis into highly elegant form with differentials and 
integrals running all over the landscape. Wish I could understand it." In 
September: "Enthoven's manuscript is a mathematical demonstration that 
our Chapters II and III make sense, contrary to Patinkin et al." The 
reference to Tobin concerns his January 1958 paper titled "Financial 
Intermediaries and the Effectiveness of Monetary Controls"." In February 1959 Shaw wrote: "Tobin adopts our entire method of analysis and 
demonstrates its conclusions in most effete mathematics. He even anticipates much of Ch. VII that the committee did not care for. He takes care 
of Culbertson, the Fed, and all other interested parties. In the higher ranks 
of the profession, the case appears to be made. I hope."
As nearly as can be determined from the evidence available, what seems 
to have happened is this. Even though Gurley and Shaw had developed 
their theory explicitly as an alternative to and critique of neoclassical 
monetary theory, Shaw was convinced by the work of Enthoven and Tobin 
that some parts of the theory could be expressed within neoclassical 
ground rules, and he decided to embrace those ground rules as a way of gaining a hearing. The decision to embrace the neoclassical framework 
was made easier by the fact that Shaw was genuinely attracted to the 
neoclassical behavioral analysis, particularly its commitment to abstract 
from mane}' illusion and its conception of portfolio choice as a matter of 
equating the marginal returns on different financial assets. But this was 
only the first part of the monetary Walrasian program that had been 
advocated by Hicks.


The second, and critical, part was general equilibrium, and here Shaw's 
embrace can only have been tactical. There is plenty of evidence, both in 
the 1960 book and in his subsequent writing, that Shaw never changed 
his early view that equilibrium is simply not a good model of the real 
world. Shaw's own ideas, both about how the world works and about 
how it might be made to work better, stemmed always from his empirical 
study of the historical record. At best equilibrium was an ideal goal for 
monetary policy or perhaps a long-run tendency of the market economy. 
The general equilibrium approach was for Shaw more a language for 
presenting his results than an analytical technique for achieving them. His 
observation that his conclusions, for example about the non-neutrality of 
money, would be even stronger outside the ground rules of neoclassical 
economics (pp. 10, 86-88), should be read as a signal that it was by 
operating outside those ground rules that the conclusions were originally 
reached.
As the book neared completion, it seemed to Shaw that his views were 
carrying the day both in policy circles and in academia. Soon after publication, however, it became clear that people were figuring out how to 
adopt the patina of Gurley-Shaw without changing their more fundamental views. On the policy side, Gurley-Shaw came to be understood as a 
quasi-Keynesian argument about the ineffectiveness of traditional monetary policy as a tool for economic stabilization (on account of the large 
number of money substitutes). Shaw's own concern with the institutional 
structure of money and finance, and his particular concern about the 
distortions arising from preferential regulatory treatment of the savings 
and loan associations (Shaw 1962a), found no large audience. On the 
academic side, Gurley-Shaw came to be understood not so much as a 
critique, but rather as a positive contribution to neoclassical monetary 
theory. Partly this was Shaw's own doing, as we have seen, but partly it 
was the work of acade►nic reviewers (Patinkin 1961; Marty 1961; Johnson 
1962). At any rate, in this guise the book was welcomed as a seminal text of what came to be called the New View of monetary theory (e.g., Tobin 
1963), and it subsequently became a standard graduate text throughout 
the 1960s. It is one of the ironies of this history that Shaw, an institutionalist and a Robertsonian, should have thus played such an important part 
in promulgating the neoclassical and Keynesian message that was American Keynesianism.
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Money in a Theory of Finance was supposed to be the first volume of a 
multivolume work, the theoretical framework for later volumes on monetary history and particular police problems. Gurley and Shaw (1961) did 
sketch the outlines of the history volume, but that was as much as they 
were able to complete together. Their collaboration had already lasted well 
beyond its initially projected three years, and after completion of the first 
volume, both men seem to have felt the need for a change. Shaw wrote 
to Calkins (in July 1959): "I need the sense of freedom that cones from 
hearing all the risks, without hazard to a collaborator, of saying something 
new that may also be foolish." Two years later: "I am floundering in a 
stage of development somewhat like that of 1952-53 when the first 
volume was starting to take shape in my mind.... At this stage of my 
work, I am a grouchy lone wolf and an intolerably had financial risk for 
any foundation or research institute. I may well tail, and I want nobody 
else involved in a flop."'
What Shaw was beginning to think about was a new project on financial 
structure in developing economies. In another letter to Calkins, after 
listing all the issues he might touch upon in the planned second volume, 
Shaw concluded: "I, for one, expect to spend the rest of my professional 
life on this range of issues and on the very exciting question of how one 
starts in a newly developing country to set up a structure of finance that 
is rational in terms of environment. My suspicion is that technical aid to 
foreign financial development Would do more, in some instances, toward 
real development than would technical aid in more conventional forms."2 
The second volume never got written, but Shaw did spend the remainder 
of his active research life gathering evidence and developing arguments to 
flesh out and back up his early suspicion about the relationship between 
financial and real development.


In context, Shaw's decision to refocus his attention outside the United 
States can be seen as abandoning the traditional field of monetary economics, where the increasing Keynesian hegemony left little room for him 
to continue developing his own views. After President Kennedy took office 
in 1961, the Keynesian dominance spread from academia to government 
circles, and the subsequent 1963 publication of Friedman and Schwartz' 
Monetary History established monetarism as the loyal opposition to Keynesianism. The intellectual landscape of American monetary thought thus 
came to be organized around two positions, the Hansen-style Keynesianism associated with Harvard and the Friedman-style monetarism associated with Chicago. It must have been a disappointment to Shaw. Only a 
few years earlier, in the throes of the Brookings project, he had turned 
down offers of visiting positions from both Harvard and the University 
of Chicago, as well as a permanent offer from Chicago.; By the time Money 
in a Theory of Finance was complete, both institutions had gone their own 
way, and the job offers were not repeated. It was the symptom of a 
changing intellectual climate that had less and less room in it for a man 
like Shaw.
Throughout the decade of the 1960s, both Keynesians and monetarists 
focused most of their attention on short-run stabilization, with Keynesians 
arguing for the superiority of fiscal policy and monetarists arguing for the 
superiority of monetary policy. In that context, Shaw appeared both 
Keynesian in that he emphasized the ineffectiveness of monetary policy 
under the existing institutional regime, and monetarist in that he advocated a constant money growth rule. There was simply no room for Shaw's 
view that it was precisely in the long run that money matters most. In the 
context of his times, Shaw appeared to his contemporaries as at least 
eclectic, at worst incoherent and inconsistent. In a longer context, a case 
could be made that Shaw was continuing the project of Allyn Young to 
find a middle ground between the quantity theory of Irving Fisher and 
the anti-quantity theory of Laurence Laughlin. His difficulty in doing so 
is an indication of how much had changed since Young. It was not so 
much that the two poles of monetary discourse had hardened into an 
opposition that allowed no compromise. Quite the opposite, it was the 
fundamental agreement of Keynesians and monetarists that posed the 
problem, because it left no room for discussion of fundamentals. Both 
schools accepted the neoclassical synthesis and only disagreed about the 
size of certain key parameter values.
The narrowness of the postwar academic debate mirrored the narrow Hess of political debate about the role of banks in a democratic society. 
Young's monetary views had grown out of the debate surrounding the 
establishment of the Federal Reserve System in 1913, and Hansen's views 
had grown out of the banking collapse and reconfiguration during the 
Ncw Deal. Similarly, Shaw thought he was living in an age of monetary 
reform, and there was evidence to support his conviction. In Britain the 
Committee on the Working of the Monetary System reported in 1959, 
and in the United States the Commission on Money and Credit reported 
in 1961. "Postwar monetary history is culminating in another sweeping 
review of money's role in this country's development" (Gurley and Shaw 
1961, 122). The review happened, but it did not serve as the foundation 
for sweeping reform. Instead of a beginning, it was an end. After Money 
in a Theory of Finance, there seemed no point in continuing on to write 
the second and third volumes.


Shaw's decision to go his own way brought with it a new freedom to 
speak his mind, and his lectures to the SEANZA Central Banking Course 
in Japan (1962) and Pakistan (1964) are perhaps the most straightforward 
and comprehensive accounts of Shaw's mature views extant. There, in 
what might be understood as a repudiation of the New View that claimed 
the Gurley-Shaw theory as an ancestor, Shaw rejected the Keynesian idea 
that the effects of money operate largely through their influence on the 
price of credit, that is, the rate of interest. "The simple chain of causation 
from money to credit to goods is illusory, and no amount of measuring 
alleged interest elasticities of demand for goods or money will give it 
substance" (19626, 62). In Shaw's view, it was misguided Keynesian 
thinking that bore the responsibility for monetary policy during World 
War II. "The blame is theirs for the inflation of 1945-1948, because 
liquidity trap theory saw no dangers in postwar excess of liquidity" 
(p.71). After the war, the dominance of the Kevnesians, with their theory (1964b, of the 
liquidity trap, was largely to blame for the "period of decadence" 
24) in monetary theory during which academic economists came to believe that monetary policy was largely irrelevant. Most troubling, the 
Keynesian cost-push theory of inflation missed the fact that "Inflation is 
a monetary phenomenon: it could be stopped by the monetary authority" 
(p.27).
Even while he opposed the Keynesian theory, Shaw found no alternative 
in the traditional quantity theory of money because at its heart was the 
idea of long-run neutrality, a different kind of triviality of money. Proponents of the quantity theory argued only for short-run non-neutrality, on grounds of price stickiness and other imperfections. By contrast, Shaw 
believed that money was not neutral in the long run, that "money imposes 
its influence on growth in output, composition of output, distribution of 
income, and stability of income" (1964b, 25). Shaw rested this belief on 
his study of U.S. monetary history, but in the postwar intellectual climate 
history was no match for analytics. "With his professional hostility to the 
notion that changing the number of money units can promote economic 
welfare, the economist is beguiled by quantity theory for long-run analysis 
despite the fairy-like character of its premises. He believes that monetary 
madness can wreak short-term havoc and even that money has a cyclical 
role, but he is chronically suspicious of money's real importance in long 
periods" (1964b, 25).


Shaw was disappointed by the direction in which U.S. monetary 
thought was developing, and he was dismayed by the influence that 
thought was having on monetary policy. The ascendance of Keynesianism 
meant the manipulation of the institutions of the monetary system, and 
those of the economy more broadly, to achieve illusory goals of stabilization and full employment. Inevitably, the monetary authority was called 
upon to help finance what became chronic federal deficits, with the consequence that the money supply began to rise more rapidly than money 
demand, so that inflation began to rise and with it also nominal interest 
rates. Shaw saw that, for the monetary authority,
the nearly irresistible temptation is to put ceilings on nominal rates 
of interest, including deposit rates. It is tempting as well to employ 
various specific controls on financial markets as first one and then 
another market appears to be the troublemaker. This is a sorry trail, 
especially in long-term perspective. Real growth of intermediaries 
including the monetary system is repressed, and their service in 
collecting and allocating savings is impeded.... Society has spent a 
substantial amount of imagination and resources in developing capital 
markets and intermediaries. It seems a pity to shrink and distort this 
savings-investment mechanism with ceilings here, rations there, and 
scoldings at large. (1967)
To make matters worse, the Keynesian policies of the 1960s were 
undermining not only the domestic financial structure but also the international system put in place at Bretton Woods. Starting in about 1966, 
growth of the money supply outpaced money demand, not only domestically but also internationally on account of the central role of the dollar. " `Avalanche' is rather too mild as a description of growth that occurred 
in reserves of the world's monetary system" (1975a, 14). "Accelerating 
inflation and the breakdown of Bretton Woods were the only possible 
outcomes" (p.5). Powerless to stop the Keynesian juggernaut on the main 
road of monetary thought and policy, Shaw turned his attention instead 
to the back roads that Keynesianism had vet to invade. Abandoning the 
United States, he threw himself into a new project on finance in developing countries.


Financial Deepening
Shaw organized the new research project in much the sane way as the 
Brookings project, focusing first on drawing general lessons from the data, 
then framing the lessons to address the relevant policymakers, and only at 
the end drawing the links and contrasts with orthodox economic thought. 
Because neither Keynesians nor monetarists had much to say about the 
role of finance in economic development, Shaw enjoyed a relatively free 
hand in the initial stages of the research. At the beginning he seems to 
have imagined his main audience to be what he called the Structural 
Inflation School, who argued in favor of inflation and financial repression 
as a strategy for development (Shaw 1964b, 1968b; McKinnon and Shaw 
1968). At least they thought money was important, although for all the 
wrong reasons. Because the structural inflationists appealed for intellectual 
support to the New Economics and Keynesian theory, Shaw eventually 
had to address the source of their ideas in U.S. academic circles (Shaw 
1972), but the final book nevertheless remained oriented more toward 
the problems of lagging economies than the inadequacies of Keynesian 
monetary theory.
Unlike the Gurley-Shaw project at Brookings, the new project never 
enjoyed any substantial institutional support, and this was hardly surprising given the offbeat character of the topic. Instead, Shaw supported the 
research himself by serving as a consultant to central hankers and finance 
ministers in the countries that interested him. His lectures to the SEANZA 
Central Banking Course in Japan (1962) and Pakistan (1964) opened that 
world to him, and his first consulting assignment on the Korean financial 
system followed soon after. David Cole, then an officer of the U.S. Agency 
for International Development, had first proposed the study to Hugh 
Patrick, and Patrick recommended Gurley and Shay as the obvious collaborators. Six weeks of intensive work in Korea during the summer of 1965 produced the report, "The Financial Structure of Korea" (Gurley, 
Patrick, and Shaw 1965), a document that served as the framework for a 
series of monetary reform measures adopted in September 1965.4 The 
success of the Korean reform subsequently opened up opportunities for 
Shaw in other countries, including eventually Brazil, Colombia, Uruguay, 
Iran, Afghanistan, Malaysia, Ghana, and Portugal. It was this practical 
experience that provided the data from which he drew the theory outlined 
in his final hook, Financial Deepening in Economic Development (1973a).


In the early stages of the research, Shaw worked with Gurley (Gurley, 
Patrick, and Shaw 1965; Gurley and Shaw 1967), but soon Gurley went 
off on his own. Gurley's subsequent independent work on finance in 
developing countries continued in a vein similar to the Gurley-Shaw 
collaboration (Gurley 1967, 1968), and his empirical work on Indonesia 
provided an additional case study (Gurley 1969a). More and more, however, Gurley's attention was drawn to understanding the development 
experience of Mao's China, and this interest led him away from finance.
Shaw's subsequent attempt to involve Ronald McKinnon, then a junior 
professor at Stanford, failed for a different reason. McKinnon brought to 
the project a background in international trade theory, which influenced 
Shaw to think about the connection between financial reform and trade 
liberalization (McKinnon and Shaw, 1968). He brought also his graduate 
training in monetary theory, which Shaw no doubt hoped would help him 
draw connections between his own theory and orthodoxy. Unfortunately, 
McKinnon's attempt to make the connection by emphasizing the complementarity of money and capital in the portfolio of wealth-holders 
contained too much orthodoxy and too little Shaw for Shaw's taste, and 
he broke off the collaboration. The problem was that, from the standpoint 
of the wealth-holder and the theory of portfolio choice (McKinnon) 
money appears as a form of wealth, whereas from the standpoint of the 
financial intermediary and the theory of banking (Shaw) money appears 
as a kind of debt. McKinnon continued to work independently and went 
on to write his own book, Money and Capital in Economic Development 
(1973).
Because of the relative independence with which Shaw worked on his 
final project, Financial Deepening in Economic Development was much 
more the product of Shaw himself than was the 1960 hook. The main 
theme of the book grew out of the tension between two strands of Shaw's 
previous thought. On the one hand, he thought finance, and particularly 
money, was the essential infrastructure of a market economy and the price system (Shaw 1950, 636). On the other hand, he thought finance, and 
even money, was an expensive luxury that only the most wealthy economics could afford (Shaw 1950, 635). His suspicion, or hypothesis, that 
financial development could make a positive contribution to real development essentially proposed a reconciliation of these two ideas. Shaw eventually concluded that the role of finance in lagging economies was fundamentally the same as in advanced economies. In both cases, finance is 
about facilitating the interaction of economic units in a decentralized 
market economy, and more particularly about channeling the flow of 
loanable funds from surplus units to deficit units. It follows that financial 
underdevelopment can provide an obstacle to real development. The 
practical question was how in each particular case to foster sufficient 
financial development so as to remove the obstacle without overdoing it 
and saddling the poor country with more financial infrastructure than it 
needed or could afford.


The economies that most interested Shaw were those that had in the 
past prevented the development of financial structure, either by accident 
or as part of an explicit strategy for development. In an effort to marshal 
social resources, many poor countries had embraced a centralist (not 
necessarily socialist) model of development in which much of the economy 
was under state control and, as a consequence, self-finance within the state 
sector was the predominant mechanism for channeling funds from saving 
to investment. Organized financial institutions may exist in such economies, but they typically do little intermediation because their main function is to shuttle funds from one arm of the government to another, for 
example by taking deposits from state enterprises and investing the proceeds in state debt. Indeed, true intermediation, and monetary intermediation more specifically, is typically repressed in these economies-both 
by explicit regulation and by reliance on the inflation tax as a source of 
state revenue-on the grounds that it is competitive with the system of 
self-finance.
The repression of finance poses few problems and may indeed be quite 
appropriate in a centrally planned economy. However, the resulting primitive financial structure is more problematic in a decentralized market 
economy. The lagging economics that interested Shaw were those that 
had made, or were making, the decision to move in the direction of a 
market economy (a decision with which lie was in deep sympathy), but 
found their development hampered by an inadequate financial structure. 
He studied such economies with a view to recommending a path out of financial repression, and hence also out of underdevelopment. Recognizing that mechanisms of self-finance remain important even in the advanced 
economics (e.g., government taxation, corporate retained earnings), his 
purpose was not to replace self finance, but rather to introduce along side 
it some additional mechanisms that he thought would serve the future 
needs of the economy better. "Underdevelopment is partly constriction 
of the financial artery for savings flows" (McKinnon and Shaw 1968, 17).


An important measure of the extent of "money deepening" is the ratio 
of the quantity of money in an economy to its income, M/PY, and for 
Shaw the first goal of financial development was to increase this ratio 
(1973a, 115). The purpose in so doing was not just to provide a safe asset 
that savers can use as a means of payment and store of value complementary to the other assets in their portfolios. More important, the idea was 
to stimulate a flow of funds from savers to investors through the banking 
system. Money is a liability of the banking system, and an expansion of 
money is therefore an increase in intermediation and a flow of funds from 
money holders to bank borrowers. To achieve this goal, money had to be 
made a more attractive asset for savers by bringing down the rate of 
inflation (a tax on money holding) and raising the interest rate paid on 
bank deposits.
Shaw suggested that the way to get money deepening was first of all to 
get the price of money right. There are a lot of reasons for doing so, but 
for Shaw the most important was the creation of an environment in which 
commercial banks could develop and flourish as the most basic form of 
financial infrastructure required for successful development of a market 
economy. He recognized that the development of commercial banking 
would be a long, slow evolutionary process, longer and slower depending 
on the degree to which the existing economic structure had been distorted 
by a previous history of financial repression. Yet however primitive or 
distorted the financial structure of a particular lagging economy might be, 
Shaw was convinced that there was some path out of financial repression, 
and he was determined to find it.
In his consulting assignments, Shaw spent most of his time learning 
about the financial structure that was already in place. The problem, as he 
saw it, was how to turn existing financial institutions into proper monetary 
intermediaries and how to turn the existing curb loan markets into a 
proper bill market. Most of the needs of the lagging economy could be 
met, he thought, by a vigorous and competitive commercial banking 
system complemented by a small market in short-term commercial bills (1973a, 141). He consistently opposed any rapid move toward establishment of domestic capital markets in lagging economies (Gurley, Patrick, and Shaw 1965, 64; McKinnon and Shaw 1968, 68). "Forcing the 
evolution of capital markets is premature and wasteful, a financial parallel 
for construction of airports in an oxcart society" (McKinnon and Shaw 
1968, 17). Even the development of non-monetary intermediaries such 
as insurance or pension funds was something for much later. "The repressed, lagging economies have nothing to gain by adding the paraphernalia of long-term finance to their financial systems.... Tlhe first step in 
financial reform is money deepening, and the second step diversifies intermediation. Creating new Wall Streets cones later, if at all" (1973a, 144, 
147).


Shaw's preference for financial intermediation over financial markets is 
a familiar theme from his earlier work, but with a new twist. Financial 
markets, he said, "depend heavily on the growth of social capital in the 
form of facilities for, say education and communication, and cannot be 
grafted on to a relatively immature economic system" (1964b, 22). "Historically the development of intermediaries has been a necessary condition 
for broad and active markets in primary securities" (1968a, 435). In short, 
for developing economies, intermediary institutions are preferred to markets both because they are less costly and because they are prerequisites 
for eventual financial markets. In choosing intermediaries, it is important 
to avoid the proliferation of different intermediaries that is typical of 
advanced economies, particularly so because the proliferation is to a great 
extent the product of regulation and monopoly (1973x, 68). Furthermore, although a capital-rich advanced economy may need mechanisms 
for long-term finance, they make little sense in a capital-poor lagging 
economy, simply because capital-intensive investments make no sense. 
What lagging economies need most is not financial markets but financial 
intermediaries, and the financial intermediary Shaw liked above all others 
was the commercial bank.
Nevertheless, once given the establishment of commercial banking, 
Shaw remained open to cautious experimentation with further financial 
development. For the case of Korea, realizing that political pressures for 
privatization could not be completely frustrated, Shaw supported a proposal that shares of state-owned enterprises be deposited in open-end mutual funds that would issue "negotiable participation certificates" (Gurlev, 
Patrick, and Shaw 1965, 73). More generally, he favored lodging government stockholdings in a Development Bank that would issue "participat ing certificates" in various denominations (McKinnon and Shaw 1968, 
69). For Afghanistan, he supported the introduction of a five-year maturity "development savings certificate" as a cautious initial step (1973c).


Getting the price of money right-and the consequent financial deepening-was never a goal in itself but only a means of supporting and 
encouraging the nascent market economy that Shaw was convinced lurked 
inside all lagging economies, albeit in repressed form. Shaw's enthusiasm 
for the curb market is an indication of where his own heart lay (1973a, 
135-38). Even in the most repressed financial systems, he insisted, rationed borrowers with high-yield projects and savers discontent with 
negative deposit yields find each other in the unorganized curb market. 
"Like lovers, savers and investors can arrange their trysts" (1973a, 137). 
For Shaw, the back-alley love nest of the curb market was a sign of the 
indomitability of the spirit of enterprise, and the very existence of the curb 
market was an indication of the potential gain from financial liberalization. 
The purpose of financial reform was to move these covert love affairs into 
the open and, even more, to mobilize a cadre of commercial bankers to 
serve as active matchmakers.
So close was the link between financial deepening and the development 
of the market economy in Shaw's mind that he tended to promote the 
former by emphasizing the advantages of the latter. Most important, 
financial deepening would increase the flow of domestic saving and even 
attract foreign saving, and at the same time improve the allocation of that 
saving among competing investment opportunities. As a side benefit, it 
would also cure chronic unemployment and improve the inequality of 
income and wealth by correcting the distorted price of capital relative to 
labor. Further, financial deepening would even reduce aggregate instability 
by freeing up relative prices to absorb destabilizing shocks (1973a, 9-12).
Despite this paean to the market economy, Shaw was no unquestioning 
supporter of laissez-faire. Markets have their problems too, he recognized. 
"Markets and their relative prices have innate flaws that can be corrected 
by tax and subsidy. They tolerate imperfect competition, ignore external 
economies and neighborhood effects, misinterpret the future, create inequities. `Market forces' are not always economizing or humanizing" 
(McKinnon and Shaw 1968, 62). From his earliest writings, Shaw had 
favored a strong central bank to regulate the money supply, on the 
grounds of the externalities involved in issuing money. More generally, 
because of the widespread externalities involved in finance, he thought 
there tended to be insufficient investment in financial infrastructure, and the solution was for the government to undertake the needed investment. The government might be the problem insofar as it had chosen 
the path of financial repression, but it was also the solution insofar as it 
could he persuaded to choose the alternative path of financial reform and 
deepening.


A Theory for Policymakers
The main audience Shaw wanted to reach with his message of financial 
deepening was the finance ministers and central bankers who set policy in 
the lagging economies. It was not enough to preach the vice of financial 
repression and the virtue of financial reform, he also had to convince them 
that virtue could be practically implemented, and here Shaw faced his 
biggest challenge. The problem was that, far from regarding financial 
repression as sinful, mans' actually favored it as a strategy for development. 
According to their way of thinking, which Shaw called the "Structural 
Inflation" theory, inflation in lagging economies arose from real causes 
such as struggle over distributional shares, and so the monetary authority 
had no real choice but to validate inflation by increasing the money_ supply 
in line with prices. Furthermore, inflation was supposed to play a positive 
role in transferring income from consumers to investors and so helped to 
overcome the structural shortage of savings in lagging economies. Finally, 
the ability of the monetary authority to print money amounted to the 
ability to allocate credit to socially desirable investment projects. In all 
these ways, inflation was not so much a problem as it was a solution. 
Inflation may cause financial repression indirectly, by serving as a tax on 
money holding, but that was hardly a major concern for authorities willing 
to repress finance directly by means of direct controls on lending and on 
interest rates (Shaw 19646, 1968b).
It hardly needs to be said that Shaw disagreed profoundly with the 
structural inflation theory. For him inflation was always a monetary phenomenon, even so-called cost-push inflation. He saw the shortfall of 
savings in poor countries not as a justification for financial repression but 
as a consequence of it, insofar as savings was typically punished by negative 
real interest rates. Nevertheless, he seems to have realized that none of 
these counterarguments was really decisive for the practical audience he 
was trying to address. More significant was his practical argument that, 
however well the structural inflation strategy might work for a while, it 
was doomed to tail in the long run. Basically, the argument was that people inevitably find ways around financial repression and find ways to adjust to 
inflation. "Capital is so fungible, so slippery for regulation to cope with, 
that there is a strong tendency to multiply restrictions" (1973a, 92) in 
order to maintain its effectiveness. Ultimately the proliferation of controls 
becomes simply unmanageable, and reform becomes necessary. Shaw's 
most effective argument for financial deepening was that it offered a 
specific and concrete direction for reform in countries that had already 
come to feel the need for reform of some kind.


The basic policy advice was to get the price of money right, or rather 
the three prices of money-the price level, the interest rate, and the foreign 
exchange rate. The most basic of these three, in Shaw's view, was the price 
level. Price inflation is a tax on the financial system, a tax that savers avoid 
most easily by refusing to accumulate financial assets. In this way, inflation 
represses finance, and the true cost of inflation is therefore the foregone 
benefit of financial deepening, a benefit that Shaw believed was very large, 
including as it does all the benefits of the division of labor in a decentralized market economy. For the purpose of slowing inflation, Shaw accepted 
the quantity-theoretic recommendation to slow the rate of nominal money 
growth relative to the growth of demand (1973a, 64). He warned, however, against outright contraction, the effect of which was likely to be so 
traumatic as to derail reform, and instead he preferred measures to increase 
money demand. As always, he recommended a constant growth rate target 
for the money supply but with flexible rebasing in the event of mistakes. 
By this policy, he hoped to achieve an expectation of future price stability 
in order to stimulate money demand, an expectation that he thought 
would never settle in if monetary policy proceeded in sharp zigs and zags.
As an additional measure for stimulating money demand, he recommended raising nominal returns such as bank deposit rates. A typical legacy 
of inflation in lagging economies was a system of administered interest 
rates, put in place by the government in an attempt to keep nominal 
borrowing costs low for favored sectors. In an inflationary environment, 
caps on nominal interest rates result in low and even negative real interest rates, a price distortion that discourages savings and leads inevitably 
to rationing as a mechanism for allocating scarce funds. Eliminating caps 
and allowing real interest rates to rise would send the message to domestic savers that their savings are needed for domestic purposes and would 
send the message to domestic investors that scarce savings have to be 
allocated first to high-yield investments. Getting the price of money right 
would, Shaw thought, not only increase aggregate saving but, just as important, would also bring saving out of its hiding places in the curb 
market and foreign capital markets and make it available to finance domestic investment.


Devaluation of the exchange rate was the third leg of Shaw's strategy 
to get the price of money right. Overvaluation, a legacy of inflation and 
fixed exchange rates, inhibits exports of goods and services, encourages 
exports of financial capital, and drains scarce stores of foreign exchange 
reserves, precisely the opposite of what lagging economies need. Shaw 
recommended correction of the distortion by devaluation and subsequent 
commitment to maintaining convertibility at a flexible exchange rate. His 
endorsement of exchange flexibility comes as a surprise, given his litclong 
view that the fixed price of money in terms of the unit of account is the 
key to its usefulness. His reasons for deviating on this point of principle 
were pragmatic. Lagging economies are simply unprepared to fend off 
speculative attacks on a fixed exchange rate and so will be forced to devalue 
anyway, so that any resources spent on defending the exchange rate will 
simply be wasted.'
"Get the price of money right" was the central theme of Shaw's message 
to policymakers, but it was not his only message. What made Shaw such 
a good advisor was that he was not content with the facile recommendation that governments stop repressing finance. He understood that financial repression was not simply a mistake, or the product of a misguided 
ideology, but that it solved certain problems within the lagging economies. 
There were reasons that the price of money was systematically wrong in 
lagging economies, and there was no hope for getting the prices right 
unless those reasons were addressed. Financial deepening was necessary 
but not sufficient for economic development, and even financial deepening 
could not really be achieved without other reforms.
The most important additional area of reform concerned the government's fiscal apparatus. A significant reason for reliance on the inflation 
tax in lagging economies was the state's inability to gather revenue in any 
other way. Hence fiscal reform is critical for the success of a strategy of 
financial deepening, and Shaw put his weight behind introduction of a 
value-added tax (among other measures) on grounds of simplicity (1973x, 
Chap. 6). Similarly, he saw trade liberalization as an essential complement 
to a strategy of financial deepening. Because deepening is essentially a 
strategy for development of a decentralized market economy, it is crucial 
that domestic relative prices are aligned with world prices in order to send 
the right message to producers and consumers. It deepening will work less well without trade liberalization, Shaw insisted that trade liberalization 
would not work at all without deepening because of the inevitable capital 
flight out of the repressed domestic financial system (1973a, Chap. 7).


Because he was impressed by the complementary character of financial, 
fiscal, and trade reft rms, Shaw insisted on the importance of "doing 
everything at once" (McKinnon and Shaw 1968, 75; Shaw 1973a, 251). 
Because of the ambiguity of the phrase, it is important to clarify that, in 
context, what Shaw meant to emphasize was the importance of proceeding 
on all fronts at the same time, rather than sequentially. He was definitely 
not in favor of intentional "creative destruction" or a "leap across the 
chasm" or any other such radical traumas that might be suggested by the 
words "at once." To be sure, he emphasized that it is important to make 
a sharp break from the policies of the past in order to change expectations 
about the future, but getting the price of money right was quite a large 
enough break for his taste. Always he was interested in working within 
the institutions already in place, no matter how primitive they might be, 
and never did he recommend simply junking the system and starting 
afresh. In his view, the market economy was already present in primitive 
form and the task was to encourage its growth.
Shaw's emphasis on finance as a strategy for development can be misunderstood. In his mind, financial deepening was not so much an alternative to a development strategy that emphasizes real variables, but rather 
it was a framework for a real development strategy. In his mind, development was essentially about creating the infrastructure needed to support 
a decentralized market economy, and for this goal the development of 
adequate financial infrastructure was the sine qua non. The deepening of 
money and finance inevitably involved the liberalization of money and 
finance, in the sense of removing regulatory distortions and relying instead 
on market processes. It is important, however, not to be misled by Shaw's 
own tendency to summarize his program as one of "financial liberalization" tout court. Shaw never supported the radical laissez-faire program 
of simply dismantling all regulation and letting the market rip. Convinced 
as he was of the large positive externalities of a functioning financial 
system, he was also convinced that the market by itself tends to provide 
too little investment in the necessary institutional infrastructure. Though 
he marched under the banner of financial liberalization, what Shaw most 
wanted to do was to establish the institution of commercial banking. If 
he emphasized getting the prices of money right, it was because he made the practical judgment that this was the best way to encourage the kind 
of institutional development he wanted to sec.


Subsequent debate over alternative development strategies has tended 
to revolve around two polar extremes, one emphasizing the virtues of 
decentralized markets and prices in providing an environment conducive 
to entrepreneurship, and the other emphasizing the virtues of central state 
control and economic planning for overcoming the distortions of backwardness. In this debate, Shaw's book has cone to be viewed as bolstering 
the former "liberals" against the latter "structuralists." Certainly Shaw 
allied himself with the liberals, referring to his own proposal interchangeably as "financial deepening" and "financial liberalization," and certainly 
he attacked the structuralists as intellectual obstacles in the way of transition to a market economy. However, a closer consideration of his writings 
reveals a more subtle and balanced analysis, one that finds a place for both 
state and market in a strategy to use the power of the state to establish 
the essential institutional infrastructure for a market economy.
A Theory for Academics
Though policymakers were Shaw's main intended audience, much of the 
1973 book was addressed explicitly to his academic colleagues. One reason 
for this was the influence of academic thinking, particularly Keynesian 
thinking, on policymakers in the lagging economies. The Keynesians 
whose work bothered Shaw the most were those who advocated deficit 
spending and expansionary monetary policy for the lagging economies 
without appreciating the difference between these economies and the 
more advanced economies for which the policies had originally been 
designed. "Youths may prefer Guevara and Mao, but the idols of policymaking are [Walter] Heller and [Paul] Samuelson" (McKinnon and Shaw 
1968, 62). However appropriate such policies might be for a nature 
economy in which ex ante saving tends to outrun ex ante investment, 
the problem of lagging economies is more typically one of insufficient 
saving to finance their extensive investment needs and opportunities. Shaw 
awarded the Keynesians his "Golden Order of Money Illusion" to emphasize that their misguided policies would only accelerate inflation and 
further repress finance (1972, 488).
Shaw's engagement with academic discourse went deeper than mere 
name-calling. Misguided policy advice came from misguided thinking about money, and it was important to root out the origin of the policy 
error in the dominant ways of reasoning about money. Just as Money in 
a Theory of Finance opened with an account of Patinkin contrasted with 
the Gurley-Shaw view (Gurley and Shaw 1960, Chaps. 2 and 3), so 
Financial Deepening opened with the contrast between the Tobin-Friedman Wealth View and Shaw's own Debt Intermediation View (Shaw 
1973a, Chaps. 2 and 3). The 1973 contrast was, however, posed rather 
differently. In 1960 the Gurley-Shaw theory confronted Patinkin on his 
own ground, arguing that Patinkin offered only a special theory that was 
subsumed under the more general Gurley-Shaw theory. In 1973, Shaw 
rather presented his Debt Intermediation View as an adaptation of the 
Wealth View to the particular special circumstances of the lagging economies, and he made no greater theoretical claims, at least not explicitly. 
What he says is only that analysis relevant to the lagging economies must 
take explicit account of their imperfect and segmented markets, fixed and 
possibly mistaken past investments, inadequate flow of information, and 
imperfect foresight.


The relatively temperate tone of Shaw's criticism of his academic colleagues reflects in part Shaw's insecurity in discussions of pure theory. Also 
important, by 1973 academic discourse had moved in Shaw's direction to 
some extent, insofar as both Keynesians and monetarists appeared to 
accept the long-run non-neutrality of money. For the Keynesians, James 
Tobin (1965) had suggested that inflation can be a good thing by inducing savers to switch out of barren monetary wealth into productive real 
capital. For the monetarists, Friedman's (1969) "optimum quantity" suggestion proposed that deflation can be a good thing by inducing savers 
to satiate their holdings of costlessly produced real money balances. Evidently long-run non-neutrality had been accepted, though for narrow and 
technical reasons rather different from the historical and institutional 
argument that had convinced Shaw. What remained to be done was to 
make the case for price stability, as opposed to inflation or deflation, and 
to explain where the impressive theoretical arguments of Tobin and Friedman still went wrong in understanding how money works.
The fundamental difference between the Tobin-Friedman style of analysis and Shaw's own, he argued, was that both Tobin and Friedman viewed 
money as a form of wealth, whereas Shaw viewed money as a kind of debt. 
Shaw's preferred Debt Intermediation View (DIV) can be understood as 
an outgrowth of the balance sheet approach through which he habitually 
viewed monetary phenomena. Money was clearly a financial asset in the portfolio of households and businesses, and the simple logic of accounting 
required it also to be a liability on someone else's balance sheet. Shaw 
wrote: "Money in any form-coins, notes, or deposits-is debt of the 
issuer, whether monetary authority or private bank" (1973x, 53). Shaw's 
1973 contrast between the Tobin-Friedman Wealth View (WV) and his 
own DIV was clearly a development of his 1960 distinction between 
"outside money" and "inside money," but it went even further by insisting that even government-issued money is essentially an "inside" phenomenon.


Shaw's balance sheet approach kept very clear in his mind just what it 
is that money does in a decentralized market economy. As he put it: "The 
basis of demand for money is the service it performs in clearing the area's 
payments matrix" (1973a, 60). Once again this is clearly a development 
of the 1960 Gurley-Shaw idea that money is a form of intermediation that 
channels funds from surplus units to deficit units, but it goes even further 
by insisting that monetization improves the efficiency of simple exchange. 
By contrast: "We can detect no services for money to perform in the 
[Wealth View] regime.... Full liquidity is in the WV regime without 
money" (p.59). And again: "In the WV regime with perfect nobility, 
price flexibility, foresight, and competition, a financial system serves no 
purpose" 78).(p.
The failure of the WV analysis to appreciate the debt character of money 
does not vitiate all of the analysis, but it does undermine the WV conclusions about the desirability of inflation and deflation. As debt, money is 
not a substitute for real capital, and so taxing money holding by means 
of inflation does not necessarily imply increased capital accumulation as 
argued by Tobin. Furthermore, as debt, money is not costlessly produced, 
and so it cannot be optimal to satiate money holdings as recommended 
by Friedman. By contrast to both Tobin and Friedman, a case could be 
made for price stability on the grounds that such a policy favors neither 
the debtor (money issuer) nor the creditor (money holder), but Shaw did 
not make this case. Rather he argued that price stability is essential for 
successful financial deepening and that financial deepening increases social 
,wealth by improving the efficiency of market exchange and the flow of 
loanable funds. By contrast to Tobin and Friedman, the benefit of money 
is no free lunch as it requires the establishment of a system of intermediaries that requires social resources. Shaw's intent was "to exploit fully the 
positive income effect of growth in real money subject to the negative 
income effect that growth in money entails real social costs" (1973a, 67).


Shaw's book, along with that of McKinnon (1973), spawned what 
became an enormous academic literature on finance in economic development (see Fry 1995, Chaps. 3 and 4). In the approved style of the day, 
much of this literature has been highly formal, mathematical, and theoretical, a far cry from the essentially inductive style of Shaw's historical 
and institutional analysis. More significant than the difference in style, 
however, is the difference in content, though the latter to some extent 
reflects the former. Invariably in the modern literature, financial institutions are introduced as the solution to some particular market failure, but 
the market economy itself is conceptualized as something that exists 
whether or not there are financial institutions. This is almost the exact 
opposite of Shaw, who saw finance as the essential infrastructure of a 
market economy. For Shaw the benefit of financial deepening was not so 
much the improved efficiency of markets, but rather included all the 
benefits of the market economy. For him, finance was not a sector of the 
market economy, but rather the essential underpinning of the whole thing.
For one familiar with Shaw's life and work, there is something almost 
tragic about the lines with which he opened the preface to Financial 
Deepening: "This is an old-fashioned book. It is neoclassical in insisting 
that relative price counts in economic development. It is monetarist in 
insisting that money and its relative prices affect real aspects of the development process" (p. vii). In the context of his life and work, we can 
understand that Shaw was an American institutionalist ("old-fashioned") 
who was driven finally to embrace neoclassicism and monetarism by his 
even more profound distaste for first Keynesianism and then structuralism. 
To the end, Shaw remained fundamentally an institutionalist, as evidenced 
by the fact that his work continued to reflect an underlying vision of the 
market economy as somehow essentially monetary in character. The tragedy is that his need to communicate that vision forced him to translate 
the results of his own research and thinking into languages that were 
foreign to him, and much was inevitably lost in the translation.
In both economic policy and economic theory, Shaw was a man out of 
step with the Keynesian mainstream. If he nevertheless survived and 
remained intellectually productive, it was because his upbringing and his 
character had prepared him for life as an outsider. Indeed, it can be argued 
that Shaw needed to be an outsider to do his best work, and that he would 
have been less productive in a more sympathetic age. Perhaps he needed 
the tension between his own institutionalist worldview and that of his 
imagined audience of policymakers and academic economists to keep him at his desk for the years it requires to produce a hook. That ever-present 
tension made for hard writing and for hard reading but also for deep and 
sustained thinking.


Shaw's strength was depth, not breadth. Shaw had neither Allyn 
Young's range of learning nor Alvin Hansen's wide vision of the evolution 
of capitalism. Not a fox but a hedgehog, Shaw knew one thing not many, 
and in that one thing he knew the whole world. In this Shaw was finally 
fortunate, as in the postwar world of academic specialization he was 
able to carve out a niche for himself, or rather a successive series of niches 
at various protective distances from orthodoxy. From these niches he 
watched and wondered at the ways of the world. In the end, if there is 
only one thing to be said about him, it is this: Edward Stone Shaw knew 
money. Believing as he did that money was the essential institution of the 
market economy, that knowledge was triumph enough for one person.
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The Young-Hansen-Shaw story is about the development of American 
monetary ideas, but it is also about the American institutionalist tradition 
in economics and about American Progressivism more broadly. Continuity 
and change are central themes of all three tales. Each in its own way traces 
not only the evolution and fulfillment of the Progressive vision but also 
its frustration and even its defeat.
The continuity in these stories stems from the ever-present concern for 
understanding the place of money and financial institutions in American 
democracy, a concern that focused not so much on preventing finance 
from subverting the public interest as it did on harnessing the power of 
finance for achieving public goals. All three men understood the monetary 
system as the basic infrastructure of the American decentralized market 
economy and all three looked to the monetary system for the solution of 
important communal problems. For Young the problem was economic 
stabilization, for Hansen it was finance of the New Frontier, and for Shaw 
it was finance of economic development. Whether it was the sudden 
trauma of war or depression, or the more pleasant trauma of rapid growth, 
these men were ready to respond with interpretations that enabled society 
to make sense of the new challenges facing it, and with proposals for 
institutional innovation to meet the new challenges.
Though Young, Hansen, and Shaw were very different men-poet, 
pioneer, and pessimist-they shared a common intellectual legacy and 
pursued a common intellectual strategy. Within the field of monetary 
thought, their concern to align the money interest with the public interest 
compelled all three men to straddle the fault line that separates the 
quantity theory of money in the world of low finance from the credit 
theory of money in the world of high finance, and the dialectical tension 
along that fault line proved an important source of fertility for their thought. The same public concern compelled them to keep themselves 
open to the widest possible range of information and ideas, open to 
anything that night bear upon the problem and help toward its solution. Consequently, they welcomed European immigrants to American 
shores-whether it was Marshall and Hawtrey, or Aftalion and Keynes, or 
Robertson and Walras-for the contribution they each could make to the 
communal problems of economic life. In this sense, their institutionalism 
was not so much an alternative theory as it was a framework within which 
other theories could he incorporated and find new meaning.


What held American institutionalism together, and what prevented it 
from degenerating into mere opportunistic eclecticism, was its commitment to the American project of blending democracy and a decentralized 
market economy. Significantly, it was not a commitment to defend the 
blend of any particular moment, but rather a commitment to participate 
in the ongoing social experiment of refining and improving the blend. It 
was a project with a goal, perhaps never to be fully achieved but always 
to be kept in mind as a guide. Whether or not America was in fact 
exceptional, the institutionalist economists certainly thought it was, or 
should be, and that idea gave focus and direction to their research. If 
the Progressive economists became "service intellectuals," the cause they 
meant to serve was not the power structure of the status quo but their 
own vision of America as it might be. Keepers of the public faith, they 
meant to be in the world, but not of it. They were secular preachers, but 
they were also committed scientists. If this sounds a contradiction to 
modern ears, it is a measure of how distant is our time from theirs. They 
took for granted that their vision of the good society was shared by all 
people of good will. The problem was how to get from here to there, and 
that is where the science came in.
Within the general agreement on ends, there was room for disagreement about means, even among those who shared the same conception 
of economic development as an open-ended process that could be directed 
by conscious human intervention. The idea that human intervention could 
alter the course of evolution did not mean that it should, or that a 
particular alteration was necessarily for the good. The idea that the status 
quo has arisen from a long historical process of adaptation could easily 
lead to the conservative conclusion that one ought to go slow in making 
changes to it. The point has already been made that the vitality of institutionalism stemmed in part from its open architecture that was able to 
find a place for each of the warring European factions. Here the point is that the architecture of institutionalism was open in the further sense that 
it allowed room for internal debate about the direction in which the 
American experiment should be encouraged to evolve. In this sense too, 
openness bred vitality.


If the story is about continuity, it is also about change, most importantly 
change in the character of government. The evolution from Young to 
Hansen to Shaw mirrors the evolution in American reform politics from 
Woodrow Wilson to the New Era managerial liberalism of Hoover to the 
New Deal of Roosevelt to the New Frontier of Kennedy. It is a story of 
the increasing importance of government, and particularly federal government, as the problems of industrialization and urbanization outstripped 
local solutions. In the Progressive mind, big government was supposed to 
he a means, not an end, and it was supposed to be a location for pragmatic 
solution of common problems, not a battlefield for the war of rival 
interests. But as government took on more responsibilities and became 
bigger, it became a Them, not the collective Us. In their anxiety about 
big business and big finance, Progressives looked to government as a force 
for the public interest, but the big government they got was much like 
any other interest, at best a countervailing power alongside other forces 
of concentrated power.
In parallel with the rise of big government, the professionalization of 
academia transformed a secular priesthood into a middle-class career. To 
he an operating economist was not to have a mission, but to have a job, 
and economists gained acceptance as experts whose opinions on narrowly 
economic matters were entitled to special consideration. A professionalized economics differentiated itself from other social sciences, not only by 
the special nature of its problems but also by its particular research 
methods and special technical vocabulary. In the Progressive mind, academia was supposed to remain above the fray and speak for the public 
interest. Progressives embraced professionalization and specialization for 
the expert status they conferred, but what they got was the status to speak 
as economists for the economic interest, not as citizens for the more 
general public interest.
Both government and academia were small and relatively powerless 
when the Progressives first sought to colonize them as institutionalized 
loci of the public interest. The Wisconsin Idea imagined that these two 
relatively weak institutions could help each other, and in so doing work 
for the general good. The New Deal was in this respect the Wisconsin 
Idea writ large, and Hansen's career shows clearly that the New Economics was the fulfillment of the Progressive vision. Economics and government 
grew into power together. But in victory lay also defeat. By tying their 
fortunes to government, economists succeeded in gaining real power but 
inevitably lost contact with the civil society from which, in a democracy, 
any sustainable conception of the public interest must come.


The increasing distance between the economists and civil society came 
initially as a consequence of the shift in focus of economists toward their 
new client, big government. That distance was further widened by economists' adoption of a formal style of discourse that most non-economists 
found impenetrable. By contrast, the institutionalists, because they envisioned the economy as a historical process, were never comfortable thinking about the economy as a system in equilibrium, and this kept them 
from ever becoming mathematical thinkers, however willing they might 
be to embrace particular formal models and tools. The rigor of their 
thought came from history and statistics, not mathematics. As a consequence, the language of institutionalist economists was not so different 
from ordinary language, and their books could address a general as well 
as a professional audience. Against this background, the increasing formalism of economic discourse in the postwar period stands in sharp 
contrast.
To the extent that the shifts in audience and language were just symptoms of the maturation of economics as a scientific discipline, the institutionalists were bound to accept both changes as simply the price of 
scientific progress, and so for the most part they did. The new technocratic 
language might prove somewhat awkward for discussing the larger question of how to align the public interest with the money interest, and it 
might reflect only imperfectly the institutionalist sense of the evolutionary 
and organic character of the economy, but what was this vague disquiet 
as weighed against the promise of progress? And anyway, how often did 
economists actually need to talk about the big questions? Didn't the real 
contribution of economics lie in its ability to answer the smaller questions? 
The decline of the American institutionalist tradition in the postwar period 
was in this respect just a symptom of the general cultural fascination with 
the potential achievements of a professionalized natural science and the 
division of scientific labor that went with it, a fascination that was shared 
by the institutionalists themselves and which undermined their confidence 
in the older traditions, and so also their confidence in themselves.
The Young-Hansen-Shaw story reveals how much changed between the 
initial Wisconsin Idea and the institutionalization of big government and the New Economics. Allyn Young's problem was to position himself 
among the various forces arrayed in civil society-Main Street and Wall 
Street, the debtor interest and the creditor interest, the West and the East. 
He was convinced that in the midst of all these vying interests there was 
also a larger public interest, and he even seems to have been convinced 
that in the logic of history the larger public interest would inevitably 
triumph in a sort of dialectical synthesis that would emerge from the 
contradiction of private interests. In his own research he looked to find 
emerging historical patterns that would reveal the direction of future 
evolution. His involvement with government commissions and inquiries 
seems to have been directed more toward preparing the ground for future 
developments than toward diverting the course of history onto a different path.


Depression and war changed all that. The natural course of history 
seemed to be leading toward stagnation and barbarism. It was no longer 
enough to prepare the ground for the future; the future had to be 
changed. In Alvin Hansen's early career, he urged expansion of the role 
of government to alleviate the personal suffering caused by dynamic 
economic growth, but Depression and war convinced him that even more 
was needed. He turned to government first to rekindle economic growth 
by opening a New Frontier, and then to guide economic growth by 
guaranteeing full employment. His idea was that, through big government, citizens would collectively make their own history, and economists 
would show the way. With Hansen's endorsement, prewar institutionalism 
went into decline because its essentially historical methodology tagged it 
as incurably conservative in an age that sought to break from the past. 
Progressive institutionalists like Hansen embraced the new, more scientific 
style because they wanted above all else an instrumental economics.
Against this background, Edward Shaw appears as a kind of throwback 
to prewar traditions. More like Young than Hansen, Shaw sought to 
understand the course of history in order to help society adjust to its 
changing challenges. He was committed, as were the early Progressives, 
to participating in the great experiment of combining democracy with a 
decentralized market economy. Unlike them, however, the great obstacle 
he saw to further evolution of the experiment was not big business or big 
finance, but big government and its ambition to make history deliberately 
rather than allowing it to emerge organically. By virtue of its monetary 
mismanagement and malregulation, big government had become the 
problem, but as a progressive Shaw could hardly attack it. Rather, he focused his attack on convincing big government to behave differently. 
That is why, unlike Young, Shaw focused so much of his energies on 
addressing government policymakers and academic economists. In the 
postwar period, appeals to the public interest had to be made to the official 
representatives of the public interest.


In a letter to Virginia Woolf written in 1934, John Maynard Keynes 
reflected on the importance for his generation of the shared Christian 
worldview they had inherited from Victorian years, a worldview that 
enriched their lives and thinking even as they rebelled against it.' Something similar can be said about the generations of American monetary 
thought chronicled here, though it was not their Christianity but their 
grounding in American institutionalism that provided the lens through 
which they interpreted the events of their time. None of them perhaps 
would have self-identified as an institutionalist, and all of them certainly 
reached beyond their institutionalist training in their mature work, but 
there can be no question that institutionalism shaped their conception of 
their own role in society and continued to influence both the questions 
they asked and the way they went about answering them.
Today, the tradition of American institutionalism that was taken for 
granted by Young, Hansen, and Shaw is apparently in decline. One reason 
is that the material conditions that fostered it, and that it helped to explain, 
are foreign to us. We find it hard to imagine a world in which urbanization 
and industrialization seemed the most pressing threats to democracy and 
liberty. We find it no less hard to enter a mind that saw collective action 
through the institutions of self-government as the best guard against these 
threats. Today rapid structural change threatens to overwhelm society's 
capacity for adjustment, while big government seems powerless or, even 
worse, an additional threat. There is no clear sense of possible futures, and 
certainly no consensus on which is the most desirable. In the fashionable 
cynicism of the day, the very idea of the public interest is easily dismissed 
as a childish notion that we, now adults, have outgrown. In the politics 
of the day there is no public interest, only special interests.
For us today, the story of these three lives is more than the story of 
how American economics came to be what it is. It is also the story of the 
intellectual resources that lie hidden within American economics even 
today. The tendency here revealed as having run throughout the history 
of American economics may have been neglected in recent years, but it is 
still there in the architecture that constitutes the house of economics. The 
dictates of professionalization, which have required specialization and differentiation, have focused attention on the individual rooms of the 
house and on the careerist competition between the interior designers 
each of whose idiosyncratic taste is reflected in a particular subspecialty. A 
larger perspective, however, reveals the design of the house itself, which 
spills out to the larger social landscape. If economic development is an 
open-ended, non-deterministic process, so too has been the economics 
that seeks to make sense of that process. Yes, there are reasons to despair, 
and to join the chorus of voices bemoaning the state of economics. But 
if there is one lesson to take away from the Young-Hansen-Shaw story, it 
is the continued resilience and creativity of the economic mind in American civilization. 
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Laughlin about monetizing property in general. Significantly, Fullarton's 
famous Law of Reflex, which relied heavily on the purported self-liquidating 
character of commercial loans, receives no mention in Laughlin's Principles. 
In the English tradition following from Tooke and Fullarton, it cane to be 
realized that commercial bills lose their desirable self-liquidating property 
during a crisis, and this recognition led to Bagehot's famous emphasis on the 
need for a central hank as lender of last resort.
10. It is perhaps worth emphasizing that it is observable price Young wants to 
explain, not some mystical underlying value. In this regard, he saw Marshall's 
concern with market prices as an advance over the classical concern with 
normal prices. See also Mitchell (1916).
11. Veblen (1903) had earlier made this point in a well-known article.
12. Kemmerer, like Fisher, used the equation of exchange but, more than Fisher, 
emphasized that the link between the quantity of money and price went both 
ways. Young was sufficiently impressed by Kemmerer that he recommended 
him for a job at Wisconsin after he left for Stanford (Ely Papers. AAY to 
Richard T. Ely, 3/10/06), but Kemmerer instead returned to Cornell, where 
he had done his graduate study. Later, at Princeton, Kemmerer became 
famous as an international "Money Doctor" who promoted the gold standard. On Kemmerer's career, see his son's account (D. Kemmerer, 1993).
13. Ely Papers. AAY to Ely, 1/10/16.
3. War and Reconstruction
1. In this respect, Young may he said to have anticipated Frank Graham's (1930) 
study of the German hyperinflation, which emphasized how the weight of 
reparations payments caused uncontrollable currency depreciation. Graham, 
however, sought to defend orthodoxy by insisting on the exceptional character of the German devaluation (downplaying Young's emphasis on the role 
of destabilizing speculation in other countries) and by insisting even in the 
German case that internal price inflation was ultimately caused by excessive 
note issue (Graham 1930, 56, 129). The study of Bresciani-Turroni (1937) 
was even more focused on resurrecting classical doctrine.
It should be noted that Young was not alone in his heterodoxy. An argument similar to Young's was made by his colleague John Williams (1922, 503) 
and his student James Angell (1926, 195), both cited in Bresciani-Turroni 
(1937, 47).


2. After the war, Young wrote to Professor Furniss at Yale University: "One 
point that impressed itself upon me at that time [when working in 1904 for 
Brown Brothers and Co.] was that almost all the books in English made the 
explanation of the exchange market unnecessarily difficult because they did 
not take account of the simple fact that in general the thing was a simple 
matter of the exporter's supply of documentary bills as compared with the 
importer's demand for banker's bills" (Young Papers. AAY to Furniss, 
10/14/21).
Young wrote this letter to persuade Furniss to write a book for Houghton 
Mifflin. The hook appeared the next year as Foreign Exchange, The Financing 
Mechanism of International Commerce (1922) with an introduction by Young.
3. He recommended Subercaseaux as a new honorary member of the American 
Economics Association, placing him second on his list behind Edwin Carman 
and ahead of Gustav Cassel (Ely Papers. AAY to RTE, 12/2/26). The copy 
of Subercaseaux's 1920 Le Papier-Monnaie held by Harvard's Widener Library was a gift from Young.
4. In an introduction letter for James Waterhouse Angell to M. J. Bonn (Young 
Papers, 8/22/22), Young wrote: "I do not know whether you are as skeptical 
as I am respecting the value of Cassell's `purchasing power parities' doctrines." 
In a similar letter to Keynes: "[Y]ou know that in general we over here are 
not more than luke-warm about `purchasing power parities' even as recently 
reformed, and we are trying to find a better formula." Not surprising, Angell 
(1922, 363) found Cassel's doctrine "quite untenable."
5. Young Papers. AAY to William T. Foster, 4/12/22.
6. See Sandilands (19906).
7. In his book on the Federal Reserve System, Reed placed unusual emphasis in 
the second chapter on par check clearing. Quite possibly this emphasis was 
due to Young who, in his capacity as editorial advisor to Houghton Mifflin, 
recommended publication. Reed concluded his preface with the sentence: 
"Professor Allvn A. Young, of Harvard University, has been a constant source 
of inspiration." Not only did Young adopt the book for his classes, but he 
promoted Reed's career. In a letter to L. C. Marshall at the University of 
Chicago (Young Papers, 6/2/22), Young wrote: "I honestly believe that 
Reed is the best available man in the country in money and banking."
8. Young Papers. AAY to F. W. Foote, Vice President of the First National Bank, 
Hattiesburg, Mississippi, 4/1/22. Foote had written to solicit Young's views 
on state guarantees of deposits.
9. Young Papers. AAY to F. W. Foote, 4/1/22.
10. Young Papers. AAY to W. Russell Maxwell of Dalhousie University, 6/12/25. 
Regarding Jacob Viner's hook on the Canadian balance of payments, Young 
wrote: "I am inclined to agree with you, I think, respecting the rise in the 
prices of Canadian domestic commodities. One might argue that a period of 
rise in prices and of high profits is inevitably a period in which foreign capital 
flows into a country. If it were not for the inflow of foreign capital the prices 
would not go so as far. But it appears to me extremely dubious to say that the inflow of capital is necessarily the cause and the rise of prices the 
effect."


11. Young Papers. AAY to W. T. Foster, 4/12/22.
12. Young Papers. AAY to W. T. Foster, 4/12/22.
13. Young Papers. AAY to W. T. Foster, 4/12/22.
4. Monetary Management in the Twenties
1. See Timberlake (1993) and Friedman and Schwartz (1963).
2. Young Papers. AAY to The Honorable William S. Kenyon, 11/25/21. On 
Hoover, see Barber (1985).
3. Young Papers. AAY to T. S. Adams, 3/18/22.
4. Irving Fisher (1934) provides a thorough but partisan history of the movement. More balanced is Joseph Dorfman (1959, vol. 4, Chaps. 11-12).
5. Young Papers. AAY to William T. Foster of the Stable Money League criticizing his paper on the gold standard, 4/12/22. The paper was subsequently 
published as NMA Pamphlet #2 "Shall We Abandon the Gold Standard?" For 
the National Monetary Association, Young reviewed several papers in letters 
to Professor Hudson Hastings, 3/1/23, 3/6/23, 3/7/23, 4/4/23. The 
first pamphlet of the NMA, titled "Money in the United States," was published without Young's review. When it drew detailed criticism, Young sent a 
point-by-point response in a letter to H. M. Waite, 6/22/23.
6. Young Papers. Hudson Hastings to AAY, 3/21/24. AAY to Norman Lombard, 5/25/26.
7. These articles contrast with an earlier article by John R. Commons titled 
"Price Stabilization and the Federal Reserve System," published in the Annalist on 1 April 1927.
8. Young Papers. AAY to T. S. Adams, 3/18/22: "If then we have to rely upon 
banking control, the principal questions are first the criterion, and second the 
mechanism. I am not sure that an index number of physical production would 
afford a good criterion. I am inclined to think I should rely upon a variety of 
indices, including physical production, speculation, an index number of selected prices which lead the way in general price movements, the ratio of bank 
loans to bank deposits, and retail trade."
9. In response to a query from a former student about index bonds, Young 
wrote that the proposal seems "extremely dubious." Young Papers. AAY to 
Ralph Nicholson, 6/11/25.
10. Young Papers. AAY to Irving Fisher, n.d.
11. Young Papers. AAY to T. S. Adams, 3/18/22. Young provided just such a 
chart in his chapter on "Business Cycles" for Outlines of Economics (1923, 
320).
12. Young Papers. AAY to F. Curtiss, 1/16/23.
13. Modern discussion on the vexed question of rules versus authorities dates 
from a famous article by Henry Simons (1936). Young's view would suggest 
that much of this discussion has been misplaced.


14. The analogy is suggested by the fact that Benjamin Strong, governor of the 
New York Federal Reserve Bank, suffered from tuberculosis throughout the 
1920s. Strong succumbed in October 1928 even while the financial system 
was in the throes of its own final bout.
15. Young's first significant intellectual engagement with the phenomenon came 
in his 1915 paper evaluating U.S. anti-trust legislation. In addition to the 
writings cited in the text, Young's views can be gleaned from Watkins 
(1927). Watkins had been a student of Young's, and Young arranged for the publication of his book and corresponded at length with the author during manuscript preparation.
16. AAY to J. W. Angell, 1/12/23. It was no doubt Young's search for an 
instrument of control that recommended his ),work to Keynes. In his Monetarv 
Refimnn, Keynes wrote approvingly of the "latest scientific improvements, 
devised in the economic laboratory of Harvard.... The economists of Harvard know more than those of Washington, and it will he well that in due 
course their surreptitious victory should swell into public triumph" (Keynes 
1924,215-16).
17. Allyn Young served as an occasional advisor to the New York Fed which, 
under Benjamin Strong, was very much influenced by the ideas of Hawtrey. 
In the battles between New York and the Washington Board of Governors, 
Young consistently supported New York (Young 1927b, AAY to John Jay 
O'Connor, 1/16/17).
18. It is significant that Young found Hawtrey more appealing than Wicksell, 
despite the efforts of Bertil Ohlin to convince him otherwise (Young Papers. 
Bertil Ohlin to AAY, 5/18/25). Young wrote of Wicksell that "despite 
some vagaries, [het is an extremely able economist" (AAY to J. M. Clark, 
2/5/23), and he was sufficiently impressed by Wicksell to begin arrangements for the translation and publication of Wicksell's Lectures on Political 
Economv.
19. Writing before Keynes' General 7lieorv, Hawtrey traced the influence of 
reduced credit demand to a reduction of the "unspent margin" (his preferred 
broad measure of the money supply) that would then cause a reduction in 
"consumer outlay." This mechanism leads to much the same result as the 
Keynesian multiplier, according to which it is argued that a reduction in 
inventory investment will reduce consumption spending by reducing consumer income. In Hawtrey's hands however, it is the banking system that 
connects inventory spending and consumer spending. Inventories are financed 
by hank loans which are the financial counterpart of bank deposits owned in 
large part by consumers. A contraction in bank assets caused by reduced credit 
demand brings about a contraction in bank liabilities which then causes a 
reduction in consumer spending through a wealth effect. Hawtrey's emphasis 
on the connection between money and income proved very influential on 
Keynes (I)eutscher 1990). Young himself adopted the Cambridge income 
formulation of the quantity equation (1929a) in preference to Fisher's equation of exchange.


20. Young Papers. AAY to H. Hastings (Pollak Foundation), 3/1/23. See also 
Young (1929c, 82-3).
21. Some funds were also sent abroad. "As a rule, New York was exporting gold 
while it was receiving money from the interior, and New York's gold imports 
generally coincided with the flow of money from New York to outside banks 
and into circulation" (1925c, 33).
22. Young Papers. AAY to T. S. Adams, 3/18/22: "The ratio of bank loans to 
bank deposits is a hobby of mine, and I may exaggerate its importance."
23. Young's LSE lectures (1929c, 72-3) evidence sympathy for the savings investment approach being developed by Robertson and Keynes. Characteristically, Young understood that approach as emphasizing the effects of 
a maladjustment between the structure of demand and supply of consumption goods relative to capital goods. This interpretation fits Robertson into 
Young's conception of the business cycle as a bull market in capital goods 
(1929c, 82).
24. It may be noted that the argument here falls into neither camp of the money 
versus spending debate that organized postwar debate about the causes of the 
Depression (Temin 1976). An institutionalist at heart, Young emphasized 
reconstruction of international monetary and financial institutional arrangements as the essential prerequisite for more general economic recovery. Likely 
he would have pointed to institutional failure as a more fundamental cause 
of depression than either the stock of money or the flow of spending.
5. Intellectual Formation
1. AHH to Mabel Lewis, 12/20/14.
2. AHH to Mabel Lewis, 10/19/14.
3. Quoted in a newspaper report on a talk given by Hansen at the Men's Forum 
of the Newport YMCA, March 15, 1917. The talk was titled "The Socialist 
Movement in the United States and Europe."
4. "Alvin H. Hansen as a Student in College, Reminiscences by One of his Old 
Teachers." Typescript by G. Harrison Durand (December 1945).
5. Hansen Papers. "The Changing Role (or Function) of the Economist," n.d.
6. See Samuelson (1976), Tobin (1976), Salant (1976), and Musgrave (1976).
7. In a handwritten note titled "AHH Development of Thinking" (Hansen 
Papers, Research Notes), Hansen included the following passage: "Why did 
I quickly accept Keynes. / (a) Marx and Henry George / (b) Chapter IV in 
Business Cycle Theory."
8. "The thriftlessness of the masses of American people gave the impetus to an 
everexpanding capitalistic production, while the commercial banking machinery provided the funds necessary for the development of new capital" (Moulton 1918, 874).
9. In this he was possibly following the lead of his teacher John Commons, who 
was a leader of the price stabilization movement in the 1920s.


10. On the connection between Young and Hansen, see also the interview with 
Paul Samuelson in Colander and Landreth (1996, p.168).
6. Depression
1. Sandilands (1990a) provides a comprehensive biography. The influence of 
Young on Currie seems to have been more through his theory of growth (as 
Young 1928h) than his theory of money. See, however, Laidler (1993) for a 
diftcrent view.
2. An overview of Anderson's career can be obtained by reading his 1917 
magnum opus, his articles attacking Keynes, Fisher, and Cassel (1925, 1929, 
1933), and his reflections in retirement (1949).
3. The best account of economic thinking during the New Deal is Barber 
(1996).
4. The memoir of Jesse Jones (1951) is the classic reference.
5. Charles Kindleberger (1973) presents an account of the Depression that 
emphasizes international monetary breakdown as a fundamental cause. Kindleberger worked with Hansen on the Joint Economic Committees of United 
States and Canada, and co-authored an article (Hansen and Kindleberger 
1942). It is perhaps also significant that Kindleberger wrote his dissertation 
at Columbia under the direction of James Angell, who was one of Allyn 
Young's favorite students at Harvard.
6. On the narrower issue of monetary reform, at first Hansen would only go so 
tar as to endorse a Gold Pool in order to economize on gold (I932a). 
Similarly, he favored the 1932 Glass-Steagall provision, which reduced the 
gold cover of domestic currency (1933f). By 1934 he was willing to consider 
establishing a "moveable" gold standard that would allow periodic changes 
in parity, but he continued to favor fixed exchange rates. There is no record 
of Hansen's prospective views on Roosevelt's 1934 devaluation of the dollar, 
but after the fact he made clear that he thought devaluation had solved the 
world gold shortage (19376). On the whole, the evolution of Hansen's views 
on monetary reform followed events rather than led them. More significant 
to Hansen than monetary reform was regulation of international capital flows.
7. In a letter to J. M. Clark (Hansen Papers, 8/8/34), Hansen used much the 
same reasoning to express greater enthusiasm for a program of public expenditures: "All that public expenditures do is to throw new funds into the market 
and thereby increase the income, which action, since it is certainly not likely 
to reduce the income velocity of `money' is very likely to increase the total 
`money' income of society by more than the amount of `money' injected. It 
is, therefore, correct to say that public expenditures are likely to have an effect 
on income in excess of the expenditures."
8. Hansen's emphasis on social control shows the influence of E. A. Ross, who 
taught sociology), at Wisconsin from 1906 to 1937. For a sample of his 
teachings, see Ross (1901).


7. Stagnation
1. Frederick Jackson Turner taught at Wisconsin while he developed his famous 
thesis on the closing of the frontier (Turner 1920), and he was instrumental 
in bringing Ely there. In 1910 he left to take a position at Harvard, but it is 
easy to imagine that his influence remained behind to affect the young 
Hansen.
2. Critics such as Terborgh (1945) did not always recognize that Hansen came 
to save the market system, not destroy it.
3. Hansen Papers. "Postwar Financial Problems," mimeo, n.d. [1944?].
4. Hansen Papers. Draft of "Post-defense full employment," 5/14/41. See also 
Hansen (1942d).
5. He gave a major address, "Science and Government," to the British Science 
Association on September 27, 1941, promoting a domestic New Frontier and 
also a revival of international investment. On the reception Hansen received, 
see Harrod (1951, 527). Also, in the Hansen Papers, Roy Harrod to Seymour 
Harris, 5/25/68, and AHH to Eddie [Bernstein], n.d.
6. The most important document was his "International Adjustment of Exchange Rates," written for the Council on Foreign Relations, April 6, 1943. 
Many of the ideas are contained in more developed form in the published 
(Hansen 1944j).
7. F. D. Roosevelt to AHH, 2/6/42.
8. For further development of this particular line, see especially the work of 
Richard Musgrave (1959, 1973, 1986), who was a favorite student of Hansen's.
9. The first draft, titled "Fiscal Policy in Relation to the Business Cycle and 
Chronic Unemployment" (1939) was used in courses in mimeographed firm.
10. Hansen Papers. Research Notes. "Money and Banking Theory-Eton 141," 
"Monetary Theory," "Monetary Theory and Fiscal Policy."
11. A significant opponent was Harold Moulton, whose 1943 The Nets' Philosophy 
of Debt attacked Hansen. It is one of the ironies of history that this was the 
same Harold Moulton Whose 1918 article had so stimulated Hansen in his 
(1920a) "Thrift and Labor."
12. Here Hansen's case for using the public debt as an instrument of stabilization 
is strongly reminiscent of his thinking about unemployment insurance and a 
Consumers Reserve (1934x).
13. In an enormous literature on Keynes, the biographies by Skidelsky (1986, 
1994) and Moggridge (1992) stand out as the most useful general references.
14. In his review of Keynes published in October 1936, Hansen (1936e) raised 
"the problem of structural, or secular unemployment" as one likely to be 
faced in the future, and one not addressed by Keynes. In remarks to a seminar 
dated November 9, 1937 (original in Hansen Papers, eventually published as 
Hansen 1939h), the problem of secular unemployment appears more imminent.


15. He was equally dismissive of the transactions multiplier developed in the 
United States by J. M. Clark. Hansen Papers. AHH to J. M. Clark, 8/8/34.
16. The Hansen Papers contain substantial correspondence with Robertson covering the period from 1939 to 1956. See also Hansen (1950), which expresses 
his preference for the Robcrtsonian period analysis over that of Wicksell and 
his followers on the grounds of its greater dynamism.
8. The Golden Age
1. Among the many accounts of the Golden Age, see Marglin and Schor 
(1990) and Hobsbawrn (1994).
2. Other early Keynesian texts were those of Tarshis (1947), Samuelson 
(1948), and Dillard (1948).
3. Seymour Harris wrote his dissertation under Allyn Young's supervision, arguing against a quantity theory explanation of the French Revolution monetary experience with the assignats.
4. Stein (1990) emphasizes wartime experience with the Keynesian framework 
through Keynes' pamphlet "How to Pay for the War." The apparent success 
of the framework for wartime planning made its operational virtues very 
apparent.
5. Indeed the yen' rapidity led to conspiracy theories that would have been 
laughable had they not been so politically potent. See Dobbs (1962).
6. The title of Koopmans' 1947 paper perhaps echoes Snyder (1933) -Measurement versus Theory in Economics," which was an empiricist defense of the 
quantity theory of money as a generalization from the data.
7. In later years, as he came to understand better the Cowles approach to 
planning, Hansen became more critical. The econometric models they were 
using to guide fiscal and monetary policy were for the most part constructed 
along the lines of Ragnar Frisch's pendulum theory of the cycle (1952b). By 
treating cycles as disequilibrium oscillations around an equilibrium position, 
they tooled themselves into believing that economic policy could eliminate 
the cycle. What they missed in their concentration on the endogenous equilibration process were the exogenous forces tending always to jar the economy 
away from equilibrium. What was needed was more study of the rhythms of 
technological change and less study of how the economy adjusted to a given 
spurt of technological change. The focus of research should, Hansen thought, 
be on understanding the dynamic forces driving both growth and fluctuation, 
that is to say on the developmental, not the equilibrating, aspects of economic 
evolution (1947e, 1949c, 1952b). These were serious criticisms, but they 
were criticisms from within the camp of the new engineering economics, not 
from outside as Arthur Burns.
8. See Edwin Kuh (1965) and 1)uesenberry et al. (1965).
9. It is perhaps significant that I,intner was a student of John Williams, who led 
the Fiscal Policy Seminar with Hansen. In addition to I.intner, Dudley Dil lard's 1948 text was also an exception. For the general rule, see H. H. Villard's 
(1948) contemporary survey of the field.


10. Walker (1987) provides a useful sketch of Walras' life and work. It is perhaps 
significant that William Jaffe's translation of Leon Walras' Elements was published for the American Economic Association in 1954.
11. It is perhaps significant that James Tobin wrote his dissertation under Schumpeter's direction. Patinkin's monetary Walrasianism links more directly with 
Marget, as both the content and quantity of his footnotes attest (Patinkin 
1956).
9. Intellectual Formation
1. George Stigler (1964, 39) got Shaw's intellectual allegiance largely right when 
he called hint a "'Texan institutionalist lamenting that this is not the most 
perfect of all theoretical worlds."
2. ESS to Maxwell J. Frv, 2/12/89 and 8/31/89.
3. Given this point of view, it is odd that Canning held up Irving Fisher's work 
on income-both %77e Nature of Capital and Intone (1906) and The Rate of 
Interest(1907)-as exemplit~,ing the direction he advocated. As an economist, 
Fisher viewed income as derived from capital rather than vice versa.
4. It is possible that the influence traces in part to Allyn Young because Shaw 
learned monetary economics from Bernard Haley, who was a student of 
Young at Harvard, and Young was an admirer of Hawtrey.
5. ESS to Mrs. John A. Shaw, 1/13/37, 8/5/38.
6. ESS to Mrs. John A. Shaw, 10/14/37, 4/1/38.
7. ESS to Mrs. John A. Shaw, 1/20/38, 5/19/38.
8. In the postwar debate concerning the difference between loanable funds and 
liquidity preference theories, for a while it was accepted that the theories are 
logically the same (Patinkin 1958; Johnson 1961 ). Not until Foley (1975) 
was it recognized that the two theories are in fact distinct, with loanable funds 
referring to end-of-period, or flow, equilibrium, and liquidity preference 
referring to beginning-of-period, or "stock," equilibrium. However the difference only emerges in models that drop the perfect foresight assumption so 
that expectations about the future may be disappointed. Shaw adopted a flow 
equilibrium conception and rejected perfect foresight because he was concerned with short-period equilibrium. It follows that his flow specification 
was in fact different from Keynes' stock specification.
9. Shaw pointed out that once it is admitted that firms accumulate money 
balances in anticipation of future investment expenditures, and that such 
accumulation affects the rate of interest, then it must he admitted that the 
fundamental forces of productivity and thrift affect the rate of interest in 
Keynes' theory just as in the older theory. Productivity enters because the 
quantity of finance required stems from ex ante investment needs, and thrift 
enters because the eventual funding of investment depends on the rate of 
saving out of income (Robertson 1938a).


10. Perhaps Keynes' most powerful argument for the relevance of a long-period 
equilibrium theory of unemployment was the extended depression of the 
1920s in England. Keynes wrote: "[T]he evidence indicates that full, or even 
approximately full, employment is of rare and short-lived occurrence" (Keynes 
1936, 250). In a marginal notation to this passage in his own cope of Keynes' 
book, Shaw wrote: "This ntay mean: (a) that Keynes is right, and a situation 
of equilibrium is firm, or (b) that new disturbances are constantly appearing. 
I prefer the latter, especially in view of Keynes' own analysis of expectations, 
i.e. constancy in one position may mean not equilibrium but an extraordinary 
balance of disturbing forces, e.g., England, 1925-1931."
11. Shaw's interpretation of Keynes is similar to that pressed by Milgate 
(1982), but Milgate's conclusion is just the opposite of Shaw's. Milgate suggests that 
in offering an alternative long-period equilibrium conception, Keynes was in 
fact deviating more radically from orthodoxy than has been appreciated by 
the authors of the neoclassical synthesis. Shaw's conclusion is that by sticking 
to the neoclassical method of long-period equilibrium analysis, Keynes was in 
fact deviating less radically from orthodoxy than was needed.
12. ESS to Maxwell J. Fry, 5/1/85.
13. The textbook was largely a transcription of three courses of undergraduate 
lectures he had honed over the years since his dissertation. The three courses 
were Econ 125 "Money and Banking," Econ 126 "International Monetary 
Policies and Problems," and Econ 127 "Monetary Policies."
14. In the logic of the Robertsonian framework, there is an equivalence between 
(1) an imbalance between planned investment and planned saving and (2) 
planned net hoarding (Shaw 1950, 305-6). Hence, it is possible to trace the 
consequences of the imbalance from either the income side (saving-investment analysis) or the monetary side (money-velocity analysis). Shaw chose 
the latter, on account of his interest in monetary phenomena but insisted on 
their equivalence (p.352).
10. From Money to Finance
1. His (1958) invocation of the cliche represents a unique wavering in this regard 
and may be explained as an attempt to appeal to his imagined audience on 
its own terms. Alternatively, perhaps Shaw was simply convinced that what 
money does could only be achieved by a fixed price asset.
2. Enthoven Papers. Lecture Notes for Econ 125 "Money and Banking," 
10/24/50. See also Shaw (1950, 634).
3. It is perhaps significant that Shaw opposed Benjamin Graham's proposal to 
finance a scheme of commodity stockpiling by means of money issue because 
he was just as concerned about tangling up money with the commodity 
business as he was about the existing tangle of money with the security 
business (Shaw 1949). Also revealing, he viewed the proposal as a variant on 
bimetallism, with all the connotations that term conjured of the silver interest 
and its nefarious effect on U.S. monetary politics.


4. Enthoven Papers. Lecture Notes for Econ 126 "International Monetary 
Policies and Problems," 3/15/51.
5. Calkins Papers, President's General Files, Box 35. ESS to Robert D. Calkins, 
1/14/54.
6. Brookings initially committed to support the project for three years (until 
September 30, 1957) but extended that support to see the project through 
to conclusion.
7. Calkins Papers. ESS to Robert D. Calkins, 4/29/54.
8. This aspect of Shaw's thought links up with the portfolio choice theory 
developed by Markowitz, Tobin and others, but there is a difference worth 
noting. In portfolio choice theory, attention focuses on the individual investor 
allocating funds between competing financial assets. Shaw, by contrast, placed 
banks and other financial intermediaries, not the non-financial savers or investors, at the center of his analysis. This focus also explains Shaw's attempts 
to develop a theory of the financial firm, most fully in his (1962a) study of 
the savings and loan industry.
9. Gurley and Shaw's calculations were done assuming discrete time, which 
explains why they arrive at the figure 2.6 for the steady-state debt-income 
ratio rather than 2.5 (= .10/.04), which is the solution in continuous time.
10. Calkins Papers, Folder 2. "Processes and Effects of Credit Control," n.d. 
[1956?].
11. Calkins Papers. Allan Sproul, president of the Federal Reserve Bank of New 
York, wrote several letters to Robert Calkins expressing his reservations 
(7/8/55, 10/7/58) about the Gurley-Shaw project. Subsequently, George 
Garvey at the Federal Reserve Bank of New York used his position on 
the Advisory Committee for the Gurley-Shaw project to urge orthodoxy 
(7/17/58, 11/12/59). Shaw's response was to ignore Garvey and to try 
repeatedly to engage Sproul (1/23/56, 1/2/59).
12. Calkins Papers. ESS to Robert D. Calkins, 1/2/58: "Arthur can be viewed 
as fully representative of our point of view." ESS to Calkins, 2/26/58, 
9/21/58. ESS to Calkins, 11/18/58, reporting that he has accepted an 
invitation to join the advisory committee. The Commission reported its 
results in Money and Credit: Yheir Influence on jobs, Prices and Growth (1961).
13. Modern readers can easily miss Shaw's intention because of his decision to 
include no footnotes or citations. Notwithstanding Patinkin's (1961) disingenuous review, contemporary readers (e.g., Johnson 1962) had no trouble 
recognizing the target. The fact that the original target had been the quantity 
theory of money even remained sufficiently obvious that the book attracted 
unfavorable review by proponents of that theory (Marty 1961).
14. Calkins Papers. "Theory of Money, Debt, and Financial Institutions" (June 
1958). The paper was prepared for publication as a pamphlet but was never 
issued.
15. The paper was issued by the Cowles Foundation as Discussion Paper #63 and 
eventually published in revised form as Tobin and Brainard 1963.


11. Financial Structure and Economic Development
1. Calkins Papers. ESS to Robert 1). Calkins, 7/9/59, 12/12/61.
2. Calkins Papers. ESS to Robert 1). Calkins, 7/20/59.
3. Calkins Papers. ESS to Robert 1). Calkins, 4/6/57. "1 decided against the 
visiting protcssorships at Harvard and Chicago. The permanent offer from 
IW. AllenI Wallis at Chicago is to stay in pending status for a year...."
4. For an account of the Korean context, see Cole and Lyman (1971). Because 
the Korean financial relbrm immediately preceded that country's remarkable 
acceleration of growth, the case has been used to support the broader conclusion that market-oriented reforms are the key to development 
(Brown 1973; Fry 1995). Others, however, have pointed out that the Korean financial 
reforms tell tar short of establishing free markets, and that anyway the acceleration of growth could just as much be traced to a broad reorientation of 
government policies (fiscal and exchange rate as well as interest rate and credit 
policies) toward promotion of export industries (Cole and Park 1983).
5. Shaw's willingness to consider exchange Flexibility stemmed also from his view 
that the United States had been mismanaging the world's money supply since 
about 1966. Given U.S. mismanagement, Shaw ti>und himself in sympathy 
with the desire of other countries to unhitch their currencies from the dollar 
(1975a,b).
Conclusion
1. Quoted in Skidelsky (1994, xx).
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In today’s world of globally integrated
financial markets the question of the relation.
ship between the money interest and the public
interest has become paramount, but economics

a discipline has no answer for the question
on everyone's lips. Indeed, economics hardly
recognizes the question as falling under its
rubric, even as all practicing economists recog
nize, s citizens, that few questions are more
important. Whatever we may teach in our texts,
economists know just as well as everybody else
that unfettered laissez-faire capitalism s no.
panacea, and even more that it s not even a
realisic possibility. What keeps economists
silent in the current turmoil is that we also
know that market allocation mechanisms are
essential to the workings of an economy as com
plex as s the modern one, and probably also
essential to the always perilous maintenance of
democratic political forms. The three subjects of
his book knew these truths, and they struggled
with the tension between them, but they were
not silent, For economists who pick up this
book, its main lesson may therefore be how it is
possible to think and speak about what we want
and need to think and speak about. Indeed,
based on the life and work of these three men,
as well a the contributions of their many stu
dents, it is clear that this was one of the

main lessons they were trying to teach
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