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Notice
The Federal Reserve Bank of Minneapolis Quarterly Review replaces the Ninth
District Quarterly (its last issue was in
Spring 1977). As this first issue illustrates,
the new publication will primarily present
economic research aimed at improving
policy making by the Federal Reserve System and other governmental authorities.
All Ninth District Quarterly readers will
automatically receive the Quarterly Review. Address questions or comments to:
Research Department
Federal Reserve Bank
Minneapolis, M N 55480
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Department.
Address requests for additional copies to the Research
Department, Federal Reserve Bank, Minneapolis, Minnesota 55480.
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Why the Fed Should Consider Holding M 0 Constant
Neil Wallace
A d v i s e r , Research D e p a r t m e n t
F e d e r a l R e s e r v e B a n k of M i n n e a p o l i s
Professor of Economics, U n i v e r s i t y of M i n n e s o t a

The Federal Reserve System has been making
monetary policy in the dark. It has had to; economists simply have not agreed on a theory that
satisfactorily explains the use of money in the
economy and tells public policy makers what
they should do about it. But a theory does exist
which includes what's essential for a good
theory of money. Economists should recognize
it as the best available, and the Fed should not
ignore its policy implications, for they are very
different from current practice.
What is essential for a good theory of
money?
Most basically, the theory must explain
facts. Why do people use some objects for exchange and why some objects more than
others? Specifically, why do people value and
use fiat money—intrinsically worthless stuff
the issuer will not convert into anything?
To explain the role of fiat money, a good
theory must include ''friction." In standard economic theory, markets work too well; people
communicate and trade in fictitious markets
without using up resources. As a result, standard economic theory cannot explain the limitations of markets—limitations that account for
phenomena like centralized planning, firms as
ways of organizing economic activity, nonprice
allocation schemes like first-come, first-served,
and the use of money.1 Without some friction
that inhibits the operation of markets, there can
be no role for a lubricant like money.
To determine the best role for public policy,
a good theory of money must let monetary poli2

cies be evaluated in the same way economists
evaluate other governmental actions: in terms
of economic efficiency. An allocation of resources is efficient or nonwasteful if no one
could feasibly be made better off by a change
without also making someone worse off.
Without a theory that describes efficient allocations, monetary policy makers have adopted
high employment, stable prices, and growth as
goals. But as will be demonstrated, the pursuit
of such goals can be inconsistent with the pursuit of efficiency.
The simple theory you will read about in this
article does what a good theory of money must.
It contains a friction that accounts for some basic facts about money, and it allows monetary
policies to be evaluated in terms of efficiency,
the usual goal of public policy.
The results of that evaluation are important
for the Federal Reserve System. To achieve efficiency, this theory says the Fed should limit itself to holding constant the supply of U.S. fiat
money (currency plus deposits of commercial
banks at the Fed). This is quite different from
1
On markets vs. planning see L. Hurwlcz, "The Design of Mechanisms
for Resource Allocation," AMERICAN ECONOMIC REVIEW, May 1973,
and V. Smith, "Economic Theory and its Discontents," AMERICAN ECONOMIC REVIEW, May 1974. On firms see R. H. Coase, "The Nature of
the Firm," in AEA READINGS IN PRICE THEORY, eds. Stigler and
Boulding (Homewood, IL: Richard D. Irwin, Inc., 1952), VI. Coase argues
that firms exist as substitutes for markets; think of much vs. little vertical
integration (few vs. many markets). For some remarks on first-come, firstserved see N. Wallace, "Microeconomic Theories of Macroeconomic Phenomena and Their Implications for Monetary Policy," in A PRESCRIPTION
FOR MONETARY POLICY: PROCEEDINGS FROM A SEMINAR SERIES,
Federal Reserve Bank of Minneapolis, 1976.

the Fed's current practice of tinkering with various other measures of the money supply, a
practice no satisfactory theory of money
supports.

Samuelson's Overlapping
Generation Model2
Consider a discrete time economy in which people live two periods (young in the first period,
old in the second), and N new people appear
each period. Each young person is endowed
with some amount of a single nonstorable consumption good. (You may think of young people
as having labor that can be used to produce the
nonstorable consumption good and of old people as unable to work.) Nothing but their own
consumption matters to these people: more consumption is preferred to less, and everyone
would like to consume something in both
periods.
Thus, on any date this economy has some
young people, some old people, and a fixed
amount of the one nonstorable consumption
good. We are going to judge the efficiency or
nonwastefulness of various ways of distributing
the consumption good. In doing that, we will
take into account those who are currently alive—
the current old and the current young—and all
future generations. It is, by the way, a critical
feature of this economy that it has no last
generation.
A Wasteful Market Solution
If we, so to speak, let matters take their course
in this economy, then a likely outcome is that
the current young and the young in each future
period consume their endowment, but no one
gets to consume when old. Call this the "notrade allocation.'' I want to prove that this is a
wasteful allocation, that the fixed amount of the
consumption good can be divided in the current
and in every future period to make everyone
better off than under the no-trade allocation.
For the moment, suppose that everyone has
identical preferences and endowment, and let
the endowment of each young person be Y units
of the nonstorable consumption good. Let Ci be

consumption when young and C2 consumption
when old. Moreover, suppose that the consumption bundle (Ci, C 2 ) = (Y/2, Y/2) is preferred to the bundle (Ci, C 2 ) = (Y, 0). That is,
everyone prefers to get something when they're
both young and old, not just when they're
young.
Obviously, the fixed amount of the consumption good, NY, available to society each
period could be divided so that each of the 2N
people alive at each date gets Y/2 units. This
produces (Ci, C2) = (Y/2, Y/2) as lifetime consumption for every young person and Y/2 as
second-period consumption for the current old.
This allocation would be preferred by everyone
or dominates the no-trade allocation which
gives the young a lifetime consumption of (Y, 0)
and the current old nothing.
But how can a market produce this dominant
allocation or any allocation in which people get
to consume something when old? Clearly the
young in each period have to surrender part of
their endowment to the old. But what can the
old give in exchange? In a sense, they have
nothing, particularly nothing that would bind or
commit the next period's young to turn over
some of their endowment to the then-old. This
is the friction that allows this model to have a
role for fiat money.
A Fiat-Money Solution
By definition, fiat money is unbacked or inconvertible money; the issuer does not promise to
exchange it for anything else. Today the United
States' fiat money consists of outstanding currency plus deposits of commercial banks at the
Federal Reserve (sometimes it's called "highpowered" money or the monetary base). One
way to check this is to consolidate everyone's
balance sheets; what is left as wealth is all real
assets (buildings, land, animals, etc.) and fiat
money.3
2
P. A. Samuelson, "An Exact Consumption-Loan Model of Interest With
or Without the Social Contrivance of Money," JOURNAL OF POLITICAL
ECONOMY, December 1958.
3
TO get this answer, one must regard government interest-bearing debt
as claims on future taxes against which taxpayers have an offsetting liability.
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