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In Memoriam—My Mentors
Richard E. Caves
Gottfried Habevler

Hendrik S. Houthalkker

“Ignorance is the curse of God, Knowledge the wing wherewith we fly to
heaven.”—Shakespeare



PREFACE

This collection of essays is the second assemblage of my writings, but
should have been the first. In the first collection (Officer, 2007), I delib-
erately selected a variety of subjects secondary to my main work. To right
the matter, this book’s collection consists of three topics on which I have
spent the major part of my research: purchasing power parity, standard of
living, and monetary standards. In addition, to end the collection, there is
an original work “Economics and Economic History in Science Fiction.”
I thank my younger son, Ari J. Officer, for taking the lead in this essay and
graciously accepting me as co-author. While science fiction is an avocation
for both Ari and myself, it is a fair statement that contributing to that
literature is closer to a true vocation for Ari.
In reviewing the first collection, Richard Sylla (2007) writes:

“As they contemplate mortality and immortality,” the late Charles Kindle-
berger (1985, 1) once wrote, “many economists ... think it useful to gather
their scattered academic detritus into packages, organized either chrono-
logically or by subject.” Kindleberger was a master of the genre, producing
several such packages, which he described as exercises in tidying up things
for one’s literary executor. In case you hadn’t guessed from the title of
Lawrence Officer’s new book, it is a recent addition to the genre.

That description also applies to the present volume, concerning which

I thank three anonymous reviewers for their comments. Nothing is more
important to an author than the respect of one’s peers.
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vili  PREFACE

As I scan my research life, the indebtedness to many people looms
large. While the current book (with exception of the science-fiction
essay) consists of sole-authored items, these writings benefitted immensely
from the rich experience of joint work with other scholars. Where-
fore I acknowledge that I learned many things about scholarly research
from co-authors, who mainly were at institutions with which I have
been associated. At Harvard University: Lawrence B. Smith, Thomas D.
Willett, Thomas A. Wilson; at Bank of Canada: John F. Helliwell, Harold
T. Shapiro, Ian A. Stewart; at International Monetary Fund: Morris
Goldstein, Mohsin S. Khan; at Michigan State University: Mordechai
E. Kreinin, Daniel H. Saks, Judith A. Saks, Leanna Stiefel; at Measur-
ingWorth.com: Samuel H. Williamson; without joint affiliation: Marina
Cristina Marcuzzo, Ari J. Officer, Annalisa Rosselli.

This book is in memoriam of my mentors at Harvard University. When
I arrived there as a graduate student in 1960, I was a 20-year-old with
little life experience and even less self-confidence. Professors Richard E.
Caves. Gottfried Haberler, and Hendrik S. Houthakker saw potential in
me that I did not see in myself and treated me as a scholar when I was far
from deserving that title. And on a personal level: Houthakker persuaded
me to continue in the program when I was discouraged and about to
leave in the first semester, Caves guided me through the workings of the
Economics Department, and Haberler invited me to many one-on-one
Sunday breakfasts to discuss economics (much later, I had the opportunity
to salute Gottfried Haberler’s contributions to macroeconomics—Officer,
1982). Without the kindness of these three exemplary human beings, I
should never have been in a position to have writings to collect for either
the present or past volume!

Glencoe, IL, USA Lawrence H. Officer
August 2022
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PART I

Purchasing Power Parity: Origin and Use
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CHAPTER 1

Salamancans and Gerard Malynes

1.1 SaramaNcA ScHOOL, TUDOR PERIOD

Originally published in Purchasing Power Parity and Exchange Rates:
Theory, Evidence and Relevance, JAL, 1982, pp. 30-36.

1.1.1  Salamanca School

The originators of the purchasing power parity (PPP) theory were Spanish
scholars of the sixteenth-century, the Salamanca School. As will be shown
below, there can be no doubt about this assertion. Yet the Salamancan
accomplishment went unnoticed in the English literature until Margorie
Grice-Hutchinson (1952) authored a description of Spanish monetary
theory in the 1544-1605 period, while providing translated excerpts from
the writings of the scholars involved. Later, basing his comments on
Grice-Hutchinson’s work, Einzig (1970) also attributed the origins of the
PPP theory to these sixteenth and seventeenth century Spanish writers.!

It was a confluence of diverse circumstances that led these scholars
to develop the PPP theory. First of all, by the middle of the sixteenth
century the University of Salamanca, in western Spain, was a great center
of learning the seventy chairs of which, according to Grice-Hutchinson
(1952, p. xi), were “filled by the best scholars of the age.“ Second, these
scholars, as theologians and jurists, were well acquainted with the earlier,
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scholastic work on foreign exchange. Indeed, Grice-Hutchinson views the
Salamancan analysis of foreign exchange as a development of the theories
of the Florentine theologians Laurentius and St. Antonio.

Yet, and third, the people of the Salamanca School could not help but
be interested in secular issues, among which was international commercial
activity, for which Spain had become a leading center. This role of Spain
was closely related to its conquests in America and the resulting flow of
gold and silver to the home country. Fourth, Medieval analysis of foreign
exchange had included the idea that ease (scarcity) of a money gave it a
low (high) value against foreign exchange.> The missing link to reach the
PPP theory was the quantity theory of money.? The empirical impetus for
the quantity theory was provided in 16th-century Spain, the first country
in Europe to receive large inflows of precious metals from the New World,
with resultant conspicuous increases in the money supply and in prices.

It should be noted that the true contribution of New World treasure
to the sixteenth-century “price revolution” is beside the point for our
purposes here. No doubt, other factors were involved, including those
on the real side. The perception of substantial increases in the coined
money supply and in prices led to the formulation of the quantity-theory
relationship between the two, and earliest in Spain; that is the relevant
point.

Fifth, it was also clear empirically that exchange rates had become
unfavorable to Spain. If exchange rates themselves were not recorded,
nevertheless, according to Grice-Hutchinson, the Salamancan economists
observed that the ratio of the amount of money repaid to the amount
delivered was much higher for initial delivery of money to Spain from
abroad than this two-way transaction beginning in the opposite direc-
tion. This relationship required an explanation, and relative supplies of
money or relative price levels in Spain and foreign countries were obvious
candidates.

Sixth, premiums on exchange transactions incorporating a time
element (that is, on bills of exchange) had long been used as a way of
escaping the Catholic Church’s prohibition of usury. The Salamancans
had a theological benefit in developing a theory such as PPP; variations
in exchange rates could then be interpreted as non-usurious in nature and
so quite consistent with Church doctrine. Grice-Hutchinson writes: “This
early version of the purchasing-power parity theory...removed the taint
of usury that had formerly accompanied even the most genuine exchange
transaction” (1952, p. 58). Indeed, she explains the demise of the PPP
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theory in the late seventeenth century as reflecting a final full toleration
of exchange transactions, irrespective of their nature:

The last traces of the medieval objection to exchange transactions (though
not, of course, the dislike of usury itself) seems to have died away towards
the end of the seventeenth century. . .the old purchasing-power parity
theory, which had been framed to show that the premium on a bill of
exchange was not necessarily a disguised form of interest on a loan, lost its
raison d’etre and presumably died a natural death after performing a useful
function for close on 150 years. (1952, p. 77)

In spite of these common circumstances, not all the Salamancan writers
on exchange-rate determination put forward the PPP theory. To some
extent, this may have been due to the natural development of the PPP
approach from antecedent theories in an atmosphere in which the scholars
had access to, and commented on, ecach-other’s work. Another reason, no
doubt, is that some Salamancans preferred to profess alternative theories
of foreign exchange even while aware of the PPP approach. These other
theories amounted to sophisticated treatments of the demand-and-supply
and money-supply theories that developed in the Middle Ages.

Our concern here is with those Spanish writers that proposed the PPP
theory itself. The earliest of these, and certainly a forerunner if not the
actual founder of the PPP approach, is Azpilcueta de Navarro, writing
in 1556. In any event, he is without doubt the founder of the quantity
theory of money; for he writes*:

other things being equal, in countries where there is a great scarcity of
money, all other saleable goods, and even the hands and labour of men,
are given for less money than where it is abundant... And even in Spain, in
times when money was scarcer, saleable goods and labour were given for
very much less than after the discovery of the Indies, which flooded the
country with gold and silver. (Quoted by Grice-Hutchinson, 1978, p. 104)

The PPP theory is presented in a less direct fashion. Navarro states:
“We cannot know whether an exchange transaction be just unless we
know the value of both monies; since... the money must be changed
at its proper value if the transaction is to be a just one.” He then
presents various reasons why “the value of the two moneys may diverge,”
among which “because of scarcity and need.” Concentrating on this
reason, he declares that “money, in so far as it may be sold, bartered, or
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exchanged by some other form of contract, is merchandise and therefore
also becomes dearer when it is in great demand and short supply.”® He
then proceeds to make the connection between the scarcity or abundance
of money and the high or low level of prices, via the quantity theory of
money in the passage quoted above. The result is the relative-PPP theory.

The Salamancan writers are considering coined, not paper, money.
When Navarro states that “the value of the two moneys may diverge,” his
standard of reference must be the mint parity between the monies. The
“proper value” of the exchange rate is not the mint parity, but the PPP.
It is PPP that explains deviations of exchange rates from mint parities.

Though Navarro thus formulates the PPP theory in an indirect fashion,
it is a complete statement of the theory in that the discussions of mone-
tary ease and scarcity and of the quantity theory are general in nature,
therefore applicable to both the domestic and foreign country.

In 1594, Domingo de Baiiez stated the PPP theory quite directly:

In places where money is scarce, goods will be cheaper than in those where
the whole mass of money is bigger, and therefore it is lawful to exchange
a smaller sum in one country for a larger sum in another.... one party
may lawfully agree to repay a larger sum to another, corresponding to the
amount required to buy the same parcel of goods that the latter might
have bought if he had not delivered his money in exchange.” (Cited in
Grice-Hutchinson, 1952, pp. 57-58)

Again, sums of money in different currencies can be compared only
via some standard, implicitly the mint parity. The exchange value of a
country’s money can legitimately exceed its mint parity when the money’s
purchasing power over commodities exceeds that of money abroad. This
is a theory of absolute PPP in which currencies exchange with each other
in their respective amounts that are required to purchase the same basket
(“parcel”) of goods. A similar presentation of PPP theory was made by
Juan de Lugo in 1642:

the excess of this unequal value which money has in different places...
may also be caused by diversity in its extrinsic value. Thus, in the place
to which the money is sent there may be a general scarcity of money,
or more people may require it, or there may be better opportunities for
doing business with it and making a profit. And, since money will there be
more useful for satisfying human needs, more goods will be bought than
elsewhere with the same sum of money, and therefore money will rightly



