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being completely analogous to the consequences of
restrictions on trade between any two goods. The
models describe how borrowers and lenders are affected by controls and show that credit controls are not
Pareto optimal; that is, there exist other arrangements
that make everyone better off than they are under
credit controls.
Such analyses seem, however, seriously incomplete. After all, the popular view of credit controls as
an anti-inflation device is not even addressed; it cannot be since the price level does not appear in microeconomic models. In order to consider the price level
effects of credit controls, the student must turn to the
models taught in macroeconomics and money and
banking courses. By manipulating them, the student
could, perhaps, see why some view credit controls as
a way to reduce inflation.
But having done all that, the student should not be
satisfied and, indeed, ought to be confused. The microeconomic theory suggests that credit controls are a
gratuitous interference in the operation of markets, an
interference that could even make everyone worse off.
The macroeconomic theory says that the controls
could help combat inflation. Suppose they do. Does
that mean that everyone benefits from imposing them?
Even those borrowers and lenders micro theory says
are hurt? Are some people both helped and hurt by
credit controls?
Clearly, in order to coherently analyze the consequences of policies like credit controls, the student
needs a model that incorporates features of both micro
and macro or relative and absolute price theory. This

There is today increasing dissatisfaction with the disjointed economic theory taught at virtually all colleges
and universities. The theory is split between microeconomics and macroeconomics, or, in somewhat oldfashioned terminology, between relative and absolute
price theory. Dissatisfaction with this split is not new;
economists have long wanted to integrate relative and
absolute price theory, but simply did not know how to
do it. What has intensified dissatisfaction lately are
theoretical developments that have begun to accomplish the integration. These developments extend microeconomic theory so that it can explain some macroeconomic phenomena and analyze some macroeconomic policies. This paper presents a simple version
of one such theoretical development and applies it to
the study of credit controls.
We study credit controls here primarily because
their analysis illustrates so dramatically the advantages of using a model that integrates relative and absolute price theory. It does this because the unintegrated models or tools of analysis provided by the
standard economics curriculum are so obviously deficient for the analysis of credit controls. To see this,
consider how a student who has mastered the standard
curriculum would go about analyzing the consequences
of credit controls.
The student could try to apply the models taught in
price theory or microeconomics courses. Such models
treat credit controls as inhibiting trade between potential borrowers and lenders, or, equivalently, as inhibiting trade between present goods and future goods.
They describe the consequences of such controls as
16
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paper describes one such model, a microeconomic
model that, however, is rich enough to let us also
study the price level.1 Within that model, we analyze
credit controls against the background of different
monetary and fiscal policies: first when there literally
is no monetary and fiscal policy —indeed, no government currency and, hence, no price level; then against
the background of a balanced budget and a fixed and
unchanging stock of government-issued fiat currency;
and finally when there is a government deficit.
When we are done, we will have analyzed credit controls in a model with government currency and a government deficit, a model which shows qualitatively how
these controls affect people in different circumstances:
holders of government currency, borrowers, and lenders. We may even have come to some understanding
of why credit controls have been adopted as often as
they have been.2

to asset prices in the future. The second axiom is a
defensible way of pinning down such views. Jt says, in
effect, that expectations about the future are always
realized.
The third axiom, the absence of transaction costs,
implies that default-free private loans are perfect substitutes for default-free government liabilities, including
currency, except insofar as legal restrictions inhibit
the substitution of one for the other. Since credit controls are the only legal restriction considered in this
analysis, default-free private loans and currency are
treated as perfect substitutes except when certain kinds
of credit controls are in effect. One interpretation of
this treatment is that without legal restrictions, intermediaries costlessly convert default-free private loans
into intermediary liabilities — bank notes or similar
payment instruments — that the public considers perfect substitutes for government-issued currency.
Although critical, these three axioms are not, by
themselves, a complete model. Our first task, therefore, is to describe a complete model, one consistent
with these axioms and rich enough to allow us to address the effects of credit controls. The following variant of a model introduced by Samuelson satisfies
these requirements.4
The economy is peopled by overlapping generations which live two periods each. At each date t
(where t is an integer) a new generation — generation
t—appears. Members of generation t are in this economy at t and f + 1 only. Thus, at any date t, the population consists of the members of generation t~ 1 (who
are old at t) and the members of generation t (who are
young at t).
At each date, only one good exists. The good that
exists at date t is called the time t good. Each member

Overlapping Generations and Competitive
Loan Demand and Supply
The crucial features of a model built to analyze the
effects of credit controls are its demand and supply
functions for assets. The important axioms that underlie these functions in the model presented below are
that
1. Assets are valued only in terms of their payoffs.
2. Anticipated payoffs are the same as actual
payoffs.
3. Barring legal restrictions (like credit controls),
no transaction costs inhibit borrowing and
lending.3
Of these axioms, the first is, perhaps, the most important. It says that the demand for assets is a derived
demand. Assets are not wanted per se, but only because of what they allow individuals to accomplish.
Simply put, they are wanted because they let people
convert income received in one time period into
spending in a different time period. Policies like credit
controls affect individuals by altering the terms on
which they can accomplish such conversions. It is by
strictly adhering to the first axiom that we are able to
trace back to individuals all the effects of credit
controls.
The second axiom is a perfect foresight, or rational
expectations, axiom. In a model with assets, what happens today depends on what people think will happen

iThe analysis may be fairly demanding for some readers. It requires
familiarity with the material presented in an intermediate level (relative) price
theory course.
2Credit controls have been in effect temporarily several times in the United
States, but are more prevalent abroad. They seem, for example, to be almost
permanent fixtures in the post-World War II economies of the United
Kingdom, France, and Japan.
3For a defense of these axioms — particularly the third, which is the most
controversial — and for the application of a model consistent with them to the
study of monetary policy, see John Bryant and Neil Wallace, A suggestion for
further simplifying the theory of money, Research Department Staff Report
62, Federal Reserve Bank of Minneapolis, Minnesota (1980).
4See Paul A. Samuelson, An exact consumption-loan model of interest
with or without the social contrivance of money, Journal of Political Economy
66 (December 1958): 4 6 7 - 8 2 .
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