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E c o n o m i s t s , c e n t r a l b a n k e r s , and o t h e r s t ake w i d e l y d i s p a r a t e 

moneta ry p o l i c y p o s i t i o n s on m a t t e r s t h a t i n c l u d e r e g u l a t i o n of f i n a n c i a l 

i n t e r m e d i a r i e s , o p e n - m a r k e t p o l i c y , and i n t e r n a t i o n a l moneta ry a r r a n g e ­

men ts . T h i s happens because t h e r e i s no a g r e e d - u p o n model o r t h e o r y o f 

money. In f a c t , most a n a l y s e s o f q u e s t i o n s i n v o l v i n g money p r o c e e d 

w i t h o u t any model a t a l l . T h i s l e a v e s the F e d e r a l R e s e r v e , w h i c h i s 

c a l l e d upon to make a l l s o r t s o f d e c i s i o n s r e g a r d i n g money and t he 

f i n a n c i a l s y s t e m , i n an u n c o m f o r t a b l e p o s i t i o n . 

A l t h o u g h t h e r e i s no a g r e e d upon model o f money, e c o n o m i s t s 

w o r k i n g on the f o u n d a t i o n s o f monetary t h e o r y a g r e e abou t one n e c e s s a r y 

f e a t u r e o f any mode l o f money: A t h e o r y o f money must be a t h e o r y w i t h 

what m igh t u s e f u l l y be c a l l e d f r i c t i o n . T h i s v i e w i s c o n s i s t e n t w i t h 

t he o f t - c i t e d r o l e o f money as a l u b r i c a n t t h a t f a c i l i t a t e s t r a d e . 

O b v i o u s l y , one canno t have a t h e o r y o f l u b r i c a n t s w i t h o u t h a v i n g a 

t h e o r y of f r i c t i o n . But s t a n d a r d economic t h e o r y ( W a l r a s i a n g e n e r a l 

e q u i l i b r i u m p r i c e t h e o r y ) has no f r i c t i o n ; ma rke t s o p e r a t e c o s t l e s s l y i n 

the s e n s e t h a t i n d i v i d u a l s communicate and t r a d e i n f i c t i c i o u s ma rke t s 

whose o p e r a t i o n does no t u t i l i z e r e s o u r c e s . And w h i l e f r i c t i o n l e s s 

economic t h e o r y has had i t s s u c c e s s e s , t h e r e a r e many i m p o r t a n t phenomena 

t h a t i t canno t c o n f r o n t . 

In g e n e r a l , f r i c t i o n l e s s economic t h e o r y canno t c o n f r o n t 

a l t e r n a t i v e fo rms o f economic o r g a n i z a t i o n . In a d d i t i o n to no t c o n f r o n t ­

i n g money, s u c h t h e o r y canno t e x p l a i n the r e l a t i v e m e r i t s of t he marke t 

mechanism and c e n t r a l i z e d p l a n n i n g ; i t canno t e x p l a i n f i r m s as ways o f 
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o r g a n i z i n g economic a c t i v i t y ; and i t canno t e x p l a i n the r o l e o f n o n p r i c e 

a l l o c a t i o n schemes l i k e f i r s t - c o m e f i r s t - s e r v e w h i c h p l a y some r o l e i n 

e v e r y marke t and i m p o r t a n t r o l e s i n some.—^ F r i c t i o n l e s s economic 

t h e o r y canno t c o n f r o n t t hese phenomena because a l l i n v o l v e i n s t i t u t i o n s 

t h a t to some e x t e n t s u b s t i t u t e f o r m a r k e t s . S i n c e ma rke t s work too w e l l 

and e a s i l y a c c o r d i n g to f r i c t i o n l e s s economic t h e o r y , s u c h t h e o r y canno t 

e x p l a i n why, i n f a c t , the r o l e o f ma rke t s i s to some e x t e n t l i m i t e d and 

why t h e r e a r e i n s t i t u t i o n s t h a t t ake the p l a c e o f m a r k e t s . 

I n t h i s p a p e r , I w i l l d e s c r i b e a c l a s s of models o f economies 

t h a t c o n t a i n s a s o r t o f f r i c t i o n t h a t I t h i n k i s f r u i t f u l f o r a n a l y z i n g 

the g o v e r n m e n t ' s and the F e d e r a l R e s e r v e ' s r o l e i n the f i n a n c i a l s y s t e m . 

Bu t b e f o r e d o i n g t h a t , I want to s a y a few words abou t why we need a 

t h e o r y o f money and abou t how we migh t j udge a p r o p o s e d t h e o r y o f money. 

W h i l e we need a t h e o r y o f money f o r b o t h n o r m a t i v e and p o s i t i v e 

p u r p o s e s , I want to f o c u s on the n o r m a t i v e p u r p o s e s . The n o r m a t i v e 

q u e s t i o n s we a r e c o n c e r n e d w i t h h e r e i n v o l v e p u b l i c p o l i c y w i t h r e g a r d 

to the f i n a n c i a l s y s t e m . In most a r e a s , e c o n o m i s t s d e a l w i t h p u b l i c 

p o l i c y q u e s t i o n s i n terms o f two c o n s i d e r a t i o n s , e f f i c i e n c y and income 

d i s t r i b u t i o n . E f f i c i e n c y i s d e f i n e d by a c o n c e p t c a l l e d P a r e t o o p t i m a l i t y 

o r n o n w a s t e f u l n e s s : a s t a t e of a f f a i r s o r a l l o c a t i o n — a c o m p l e t e d e s c r i p t i o n 

— On marke t s v e r s u s p l a n n i n g see L . H u r w i c z , "The D e s i g n of 
Mechanisms f o r R e s o u r c e A l l o c a t i o n , " A m e r i c a n Economic R e v i e w , May 1973 , 
and V . S m i t h , " E c o n o m i c Theory and I t s D i s c o n t e n t s , " A E R , May 1974 . On 
f i r m s s e e R. H. C o a s e , "The N a t u r e o f the F i r m , " S t i g l e r and B o u l d i n g , 
e d s . , AEA R e a d i n g s I n P r i c e T h e o r y V o l . V I , Horaewood, I r w i n , 1952 . 
Coase a r g u e s t h a t f i r m s e x i s t as s u b s t i t u t e s f o r m a r k e t s ; t h i n k of much 
v e r t i c a l i n t e g r a t i o n ( few m a r k e t s ) v e r s u s l i t t l e v e r t i c a l i n t e g r a t i o n 
(many m a r k e t s ) . F o r some remarks on f i r s t - c o m e f i r s t - s e r v e s e e N. 
W a l l a c e , " M i c r o e c o n o r a i c T h e o r i e s o f Mac roeconomic Phenomena and T h e i r 
I m p l i c a t i o n s f o r M o n e t a r y P o l i c y , " i n A P r e s c r i p t i o n F o r Mone ta ry P o l i c y :  
P r o c e e d i n g s f r om a Semina r S e r i e s , F e d e r a l R e s e r v e Bank of M i n n e a p o l i s , 
1976 . 
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o f who does what and who g e t s w h a t — i s n o n w a s t e f u l i f t h e r e i s no o t h e r 

f e a s i b l e s t a t e o f a f f a i r s t h a t wou ld be p r e f e r r e d by someone a n d , a t t he 

same t i m e , wou ld be j udged i n f e r i o r by no o n e , o r , i n a c o n v e n i e n t 

t e r m i n o l o g y , i f t h e r e i s no f e a s i b l e P a r e t o s u p e r i o r a l l o c a t i o n . F o r 

e x a m p l e , i f the o n l y p o t e n t i a l c l a i n a n t s to a p i e a r e B i l l y and Tommy, 

b o t h of whom p r e f e r more p i e to l e s s p i e , then any d i v i s i o n o f the p i e 

such t h a t B i l l y g e t s what Tommy does no t ge t i s n o n w a s t e f u l . As t h i s 

example shows , i n g e n e r a l t h e r e a r e many n o n w a s t e f u l a l l o c a t i o n s t h a t 

d i f f e r w i t h r e g a r d to income d i s t r i b u t i o n . 

But d i s c u s s i o n s of monetary p o l i c y a r e h a r d l y e v e r c o n d u c t e d 

i n te rms o f e f f i c i e n c y and income d i s t r i b u t i o n . These c o n c e p t s can be 

a p p l i e d o n l y i n the c o n t e x t o f a p a r t i c u l a r k i n d o f t h e o r y , a t h e o r y 

t h a t t a k e s the fo rm o f a c o h e r e n t g e n e r a l e q u i l i b r i u m model p e o p l e d by 

i n d i v i d u a l s who a t t e m p t to do the bes t t hey can f o r t h e m s e l v e s g i v e n 

t h e i r c i r c u m s t a n c e s . The re b e i n g no s u c h t h e o r y o f money t h a t i s w i d e l y 

a c c e p t e d , g o a l s f o r monetary p o l i c y have been s t a t e d i n terms o f a g g r e g a t e s 

l i k e the p r i c e l e v e l , the unemployment r a t e , and g r o w t h — t h e p rom inen t 

t r i a d of the Employment A c t o f 1946 . But s u c h g o a l s t a t e m e n t s g i v e r i s e 

to a l l s o r t s o f d i s p u t e s and i n c o n s i s t e n c i e s . What i s t he p r o p e r c o n c e p t 

o f unemployment? Why i s g rowth good? How s h o u l d the p r i c e l e v e l be 

measured and why i s a s t a b l e p r i c e l e v e l good? 

Wi th r e g a r d to t h i s l a s t q u e s t i o n , e c o n o m i s t s i n the n i n e t e e n t h 

c e n t u r y d e b a t e d the f o l l o w i n g q u e s t i o n : In an economy i n w h i c h l a b o r 

p r o d u c t i v i t y i s i n c r e a s i n g , s h o u l d the i n c r e a s e i n r e a l income a c c r u e by 

way of an i n c r e a s i n g money wage r e l a t i v e to a c o n s t a n t p r i c e l e v e l o r 

s h o u l d i t a c c r u e by way o f a c o n s t a n t money wage r e l a t i v e to a f a l l i n g 

p r i c e l e v e l ? The Employment A c t o f 1946 a d v o c a t e s t he f o r m e r . B u t , as 

we s h a l l s e e , t h e r e a r e examples o f economies i n w h i c h t h i s p o l i c y g i v e s 
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r i s e to an i n e f f i c i e n t o r w a s t e f u l s t a t e of a f f a i r s w h i l e the l a t t e r 

p o l i c y ( a f a l l i n g p r i c e l e v e l ) g i v e s r i s e to a n o n w a s t e f u l s t a t e o f 

a f f a i r s . R e s u l t s l i k e t h i s one make most e c o n o m i s t s — a n d s h o u l d make 

e v e r y o n e — w a r y o f a d o p t i n g a n y t h i n g but e f f i c i e n c y and income d i s t r i b u t i o n 

as g o a l s f o r economic p o l i c y . B u t , as no ted a b o v e , we need a t h e o r y i n 

o r d e r to u t i l i z e t h e s e c r i t e r i a . 

How s h o u l d a t h e o r y a n d , i n p a r t i c u l a r , t he t h e o r y I am g o i n g 

to s e t ou t be j u d g e d ? The re i s an o l d p r e c e p t t h a t s a y s , r e j e c t one 

t h e o r y o n l y i n f a v o r o f a n o t h e r . On t h a t g r o u n d , do no t too q u i c k l y 

r e j e c t t he t h e o r y s e t ou t he re b e c a u s e you w i l l l o o k h a r d and l o n g f o r 

a n o t h e r t h e o r y o f f i a t money. A l s o , do no t be put o f f by t he s i m p l i f i c a t i o n s 

o f the t h e o r y . A l l t h e o r i e s a b s t r a c t f rom many d e t a i l s of the s o - c a l l e d 

r e a l w o r l d . And above a l l , do no t be put o f f b e c a u s e the p o l i c y i m p l i c a t i o n s 

of the t h e o r y s e t o u t , i m p l i c a t i o n s summar ized i n t he t i t l e , a r e s o 

d i f f e r e n t f rom c u r r e n t p r a c t i c e . No r e a s o n e d argument s u p p o r t s c u r r e n t 

p r a c t i c e . 

2 / 

I. S a m u e l s o n ' s O v e r l a p p i n g G e n e r a t i o n M o d e l -

C o n s i d e r a d i s c r e t e t ime economy i n w h i c h a new g e n e r a t i o n o f 

N t w o - p e r i o d - l i v e d i n d i v i d u a l s (young i n the f i r s t p e r i o d , o l d i n t he 

second p e r i o d ) appear each p e r i o d . Each young p e r s o n i s endowed w i t h 

some amount o f a s i n g l e n o n s t o r a b l e c o n s u m p t i o n g o o d . (You may t h i n k of 

each young p e r s o n as b e i n g endowed w i t h some l a b o r t h a t can be used to 

p roduce the n o n s t o r a b l e c o n s u m p t i o n good and of o l d p e o p l e as u n a b l e to 

w o r k . ) A s r e g a r d s p r e f e r e n c e s , n o t h i n g bu t t h e i r own c o n s u m p t i o n m a t t e r s 

— Saraue lson , P . A . "An E x a c t C o n s u m p t i o n - L o a n M o d e l o f I n t e r e s t 
W i t h o r W i t h o u t t he S o c i a l C o n t r i v a n c e o f M o n e y , " J P E , December 1958 . 
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to t h e s e p e o p l e : more c o n s u m p t i o n i s p r e f e r r e d to l e s s and e v e r y o n e 

wou ld l i k e to consume s o m e t h i n g i n b o t h p e r i o d s . 

T h u s , i n t h i s economy a t any d a t e t h e r e a r e o l d p e o p l e and 

young p e o p l e and t h e r e i s a f i x e d amount o f the one n o n s t o r a b l e c o n s u m p t i o n 

g o o d . We a r e g o i n g to j u d g e the n o n w a s t e f u l n e s s o f v a r i o u s ways o f 

d i s t r i b u t i n g t he c o n s u m p t i o n g o o d . In d o i n g t h a t , we w i l l t a k e i n t o 

a c c o u n t t h o s e who a r e c u r r e n t l y a l i v e — t h e c u r r e n t o l d and the c u r r e n t 

young—and a l l f u t u r e g e n e r a t i o n s . I t i s , by t he way , a c r i t i c a l 

f e a t u r e o f t h i s economy t h a t t h e r e i s no l a s t g e n e r a t i o n . 

1. A W a s t e f u l M a r k e t S o l u t i o n 

I f i n t h i s economy, we, so to s p e a k , l e t m a t t e r s t a k e t h e i r 

c o u r s e , t hen a l i k e l y o r e q u i l i b r i u m outcome i s t h a t t he c u r r e n t young 

and t he young i n each f u t u r e p e r i o d consume t h e i r endowment. No one 

g e t s t o consume when o l d . C a l l t h i s t he n o - t r a d e a l l o c a t i o n . I want to 

p rove t h a t t h i s i s a w a s t e f u l a l l o c a t i o n i n the s e n s e t h a t t h e r e i s a 

way o f d i v i d i n g up t he f i x e d amount o f the c o n s u m p t i o n good i n t he 

c u r r e n t and e v e r y f u t u r e p e r i o d t h a t makes e v e r y o n e b e t t e r o f f t han 

under t he n o - t r a d e a l l o c a t i o n . 

F o r the moment, suppose t h a t e v e r y o n e i s i d e n t i c a l i n p r e f e r e n c e s 

and endowment, and l e t t he endowment o f each young p e r s o n be Y u n i t s o f 

t he n o n s t o r a b l e c o n s u m p t i o n g o o d . M o r e o v e r , suppose t h a t p r e f e r e n c e s 

a r e s u c h t h a t t he c o n s u m p t i o n b u n d l e ( C ^ , C ? ) = ( Y / 2 , Y / 2 ) i s p r e f e r r e d 

to the b u n d l e ( C ^ , C2) = ( Y , 0 ) , C^ b e i n g c o n s u m p t i o n when young and 

b e i n g c o n s u m p t i o n when o l d . O b v i o u s l y , the f i x e d amount o f the c o n s u m p t i o n 

g o o d , NY, t h a t i s a v a i l a b l e each p e r i o d — a v a i l a b l e f rom s o c i e t y ' s p o i n t -

o f - v i e w — c o u l d be d i v i d e d so t h a t each o f the 2N p e o p l e a l i v e a t each 

d a t e g e t Y / 2 u n i t s . T h i s g i v e s r i s e to ( C , , C ? ) = ( Y / 2 , Y / 2 ) as l i f e t i m e 
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c o n s u m p t i o n f o r e v e r y young p e r s o n and Y / 2 as s e c o n d - p e r i o d c o n s u m p t i o n 

f o r t he c u r r e n t o l d . T h i s a l l o c a t i o n i s P a r e t o s u p e r i o r to the n o - t r a d e 

a l l o c a t i o n a c c o r d i n g to w h i c h l i f e t i m e c o n s u m p t i o n i s ( Y , 0 ) f o r a l l 

young p e o p l e and a c c o r d i n g to w h i c h t he c u r r e n t o l d ge t n o t h i n g . 

But how c a n a s o - c a l l e d marke t a r r a n g e m e n t p r o d u c e t h i s P a r e t o 

s u p e r i o r a l l o c a t i o n o r any a l l o c a t i o n i n w h i c h p e o p l e g e t to consume 

some th i ng when o l d ? C l e a r l y t he young i n e a c h p e r i o d have to s u r r e n d e r 

p a r t o f t h e i r endowment to the o l d . But what c a n t h e o l d g i v e i n exchange? 

In a s e n s e , they have n o t h i n g a n d , i n p a r t i c u l a r , n o t h i n g t h a t wou ld 

b i n d o r commit n e x t p e r i o d ' s young p e o p l e to t u r n o v e r some o f t h e i r 

endowment to t he t h e n o l d . T h i s i s t he f r i c t i o n t h a t a l l o w s t h i s model 

to have a r o l e f o r f i a t money. 

2 . A R a t i o n a l E x p e c t a t i o n s F i a t Money S o l u t i o n 

By d e f i n i t i o n , f i a t money i s unbacked o r i n c o n v e r t i b l e money; 

the i s s u e r does no t p r o m i s e to exchange s u c h money f o r a n y t h i n g e l s e . 

I n t he U n i t e d S t a t e s t o d a y , h i g h - p o w e r e d money o r t he moneta ry b a s e ( t h e 

sum o f o u t s t a n d i n g c u r r e n c y p l u s d e p o s i t s o f c o m m e r c i a l banks a t t he 

F e d e r a l R e s e r v e ) c o n s t i t u t e s the f i a t money. One way to c h e c k t h i s i s 

to c o n s o l i d a t e a l l b a l a n c e s h e e t s ; what i s l e f t as w e a l t h i s a l l r e a l 

3 / 

a s s e t s ( b u i l d i n g s , l a n d , a n i m a l s , e t c . ) and f i a t money.— A n o t h e r 

d e f i n i n g p r o p e r t y o f f i a t money i s t h a t i t i s i n t r i n s i c a l l y w o r t h l e s s : 

P u t f o r m a l l y , f i a t money s h o u l d no t be an o b j e c t t h a t i s wan ted f o r i t s 

own s a k e ( l i k e c o n s u m p t i o n ) no r s h o u l d i t h e l p p r o d u c e the c o n s u m p t i o n 

good (be l i k e l a b o r o r l a n d ) . To have a t h e o r y o f f i a t money, t h e n , i s 

— To ge t t h i s a n s w e r , one must r e g a r d government i n t e r e s t -
b e a r i n g deb t as c l a i m s on f u t u r e t a x e s a g a i n s t w h i c h t a x p a y e r s have an 
o f f s e t t i n g l i a b i l i t y . 
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to have a t h e o r y t h a t e x p l a i n s t he c i r c u m s t a n c e s under w h i c h f i a t 

m o n e y — i n t r i n s i c a l l y w o r t h l e s s s t u f f — e n d s up h a v i n g v a l u e i n the s e n s e 

o f e x c h a n g i n g f o r t h i n g s l i k e t he c o n s u m p t i o n good o f the model we have 

been d e s c r i b i n g . 

Once we d e f i n e f i a t money t h i s way , i t f o l l o w s i m m e d i a t e l y 

t h a t f i a t money has v a l u e a t some d a t e i f and o n l y i f i t i s b e l i e v e d 

t h a t i t w i l l have v a l u e a t t he n e x t d a t e . T h u s , one s h o u l d no t be 

s u r p r i s e d i f e x p e c t a t i o n s abou t the f u t u r e p l a y an i m p o r t a n t r o l e i n any 

t h e o r y o f f i a t money. M o r e o v e r , we s e e why t he n e v e r - e n d i n g n a t u r e o f 

o u r mode l i s c r i t i c a l . Were t h e r e t o be a l a s t g e n e r a t i o n , f i a t money 

c o u l d no t have v a l u e when the l a s t g e n e r a t i o n i s o l d . But i f s o , t h e n 

i t c o u l d no t have v a l u e when they were young and so o n , g i v i n g us t he 

c o n c l u s i o n t h a t f i a t money c o u l d n e v e r have v a l u e . 

Now i f the o l d p e o p l e a l i v e a t t he c u r r e n t d a t e a r e endowed 

w i t h some f i a t money and i f t h i s amount w i l l n e v e r be c h a n g e d , t hen 

t h e r e e x i s t s an e q u i l i b r i u m i n w h i c h f i a t money has v a l u e , an e q u i l i b r i u m 

t h a t g i v e s r i s e to a P a r e t o o p t i m a l o r n o n w a s t e f u l a l l o c a t i o n . By 

e q u i l i b r i u m I mean a p r i c e sequence (a sequence o f v a l u e s o f f i a t money 

a t each d a t e i n u n i t s o f t he c o n s u m p t i o n good a t t h a t d a t e ) and an 

a l l o c a t i o n ( a d e s c r i p t i o n of who g e t s wha t , where who i n c l u d e s e v e r y o n e 

c u r r e n t l y a l i v e and e v e r y o n e a l i v e i n t he f u t u r e ) t h a t s a t i s f i e s the 

f o l l o w i n g p r o p e r t i e s : (a) I n d i v i d u a l c h o i c e s a r e o p t i m i z i n g s u b j e c t to 

them t a k i n g as g i v e n c u r r e n t and f u t u r e v a l u e s o f f i a t money and s u b j e c t 

t o them h a v i n g the c o r r e c t v i e w s abou t the f u t u r e v a l u e o f f i a t money, 

and (b) t h o s e c h o i c e s s a t i s f y a marke t c l e a r i n g c o n d i t i o n i n e v e r y 

p e r i o d ; t he t o t a l demand f o r f i a t money on the p a r t o f the young i n each 

p e r i o d e q u a l s the amount o f f e r e d by the o l d i n t h a t p e r i o d . F o r c o m p l e t e n e s s , 
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s u c h an e q u i l i b r i u m m igh t be c a l l e d a c o m p e t i t i v e , p e r f e c t f o r e s i g h t o r 

r a t i o n a l e x p e c t a t i o n s e q u i l i b r i u m , b u t I w i l l s i m p l y c a l l i t an e q u i l i b r i u m . 

How does s u c h an economy w i t h f i a t money work? I n each p e r i o d , 

the o l d p e o p l e o f f e r a t any p r i c e a l l the f i a t money they h a v e . T h i s 

c o n s t i t u t e s the s u p p l y o f f i a t money. The young p e o p l e a r e demanders o f 

f i a t money, bu t i n g e n e r a l t h e i r demand depends on the c u r r e n t v a l u e o f 

f i a t money and on nex t p e r i o d ' s v a l u e o f f i a t money and on t h e i r p r e f e r e n c e s . 

F o r t h i s economy, i t i s p l a u s i b l e to l o o k f o r an e q u i l i b r i u m i n w h i c h 

t he v a l u e o f f i a t money r e m a i n s c o n s t a n t f r om p e r i o d t o p e r i o d . T h i s i s 

so b e c a u s e t he s u p p l y o f f i a t money does no t change no r do t he f a c t o r s 

t h a t i n f l u e n c e the demand. I f the v a l u e o f f i a t money i s p o s i t i v e and 

c o n s t a n t , t h e n i t l o o k s to young p e o p l e as i f they can exchange one u n i t 

o f t h e i r endowment f o r one u n i t of c o n s u m p t i o n n e x t p e r i o d . In o t h e r 

w o r d s , they f a c e a z e r o i n t e r e s t r a t e . The uppe r boundary of the i m p l i e d 

c h o i c e s e t i s shown as the b o l d - f a c e d l i n e i n F i g u r e 1 . The e q u i l i b r i u m 

v a l u e o f f i a t money i s d e t e r m i n e d by the p r e f e r e n c e s o f the y o u n g , by 

t h e i r c h o i c e o f a p o i n t on t h i s b o u n d a r y . To p i n m a t t e r s down, we s h a l l 

suppose t h a t they d i s p l a y no t i m e p r e f e r e n c e ; n a m e l y , t h a t when g i v e n 

t he p o s s i b i l i t y o f t r a d i n g one u n i t o f f i r s t - p e r i o d c o n s u m p t i o n f o r one 

u n i t o f s e c o n d - p e r i o d c o n s u m p t i o n , they choose e q u a l amounts o f t he two . 

4 / 

I n o t h e r w o r d s , they choose ( C ^ C^) = ( Y / 2 , Y / 2 ) . — T h i s means t h a t 

each young p e r s o n o f f e r s Y / 2 u n i t s of h i s endowment i n exchange f o r f i a t 

money o r t h a t i n t he a g g r e g a t e NY /2 u n i t s o f t he c o n s u m p t i o n good a r e 

o f f e r e d . I f we l e t M deno te the number o f u n i t s o f f i a t money s u p p l i e d , 

— An examp le o f a u t i l i t y f u n c t i o n c o n s i s t e n t w i t h s u c h 
p r e f e r e n c e s i s t he f u n c t i o n C . C - . 
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each u n i t exchanges f o r ( N Y / 2 ) / M i n e v e r y p e r i o d . I t i s easy to v e r i f y 

t h a t s u c h a p r i c e sequence i s an e q u i l i b r i u m a c c o r d i n g to the d e f i n i t i o n 

g i v e n a b o v e . 

We can a l s o i n d i c a t e why t he r e s u l t i n g a l l o c a t i o n i s n o n w a s t e f u l , 

a t l e a s t among the c l a s s o f a l l o c a t i o n s t h a t t r e a t a l l young p e o p l e o f 

a l l g e n e r a t i o n s t he same.—^ Any s u c h a l l o c a t i o n l i m i t s t he c o n s u m p t i o n 

b u n d l e o f young p e o p l e to t he c h o i c e s e t shown i n F i g u r e 1. G i v e n t he 

assumed p r e f e r e n c e s , t he b u n d l e ( C ^ , C^) • ( Y / 2 , Y / 2 ) i s b e s t f r om t h e i r 

p o i n t - o f - v i e w . W h i l e t he c u r r e n t o l d c o u l d be made b e t t e r o f f a t p o i n t s 

to t he s o u t h e a s t o f p o i n t A , t he c u r r e n t young and t he young o f a l l 

f u t u r e g e n e r a t i o n s wou ld be wo rse o f f . ( A l l p o i n t s on t he l i n e segment 

c o n n e c t i n g A and B and i n c l u d i n g t he p o i n t s A and B a r e n o n w a s t e f u l . ) 

P o i n t s on t he bounda ry n o r t h w e s t o f A a r e w a s t e f u l b e c a u s e t he young a r e 

wo rse o f f t han a t A and so a r e t he c u r r e n t o l d . The n o - t r a d e a l l o c a t i o n 

i s , o f c o u r s e , one o f t h e s e . 

3 . A D e f l a t i o n a r y Example 

Suppose we c o n s i d e r a mode l s l i g h t l y d i f f e r e n t f r om the model 

above i n one r e s p e c t : L e t t he endowment o f s u c c e s s i v e g e n e r a t i o n s grow 

by the f a c t o r g so t h a t e a c h young p e r s o n o f g e n e r a t i o n t has an endowment 

of n o n s t o r a b l e c o n s u m p t i o n good e q u a l to Y ( l + g ) C . L e t us f i r s t suppose 

t h a t the q u a n t i t y of f i a t money i s u n c h a n g i n g and e q u a l to M. S i n c e t he 

q u a n t i t y o f t he c o n s u m p t i o n good i s i n c r e a s i n g e x p o n e n t i a l l y a t t he r a t e 

g , y o u m i g h t s u r m i s e t h a t the v a l u e o f t h i s f i x e d q u a n t i t y o f f i a t money 

i n c r e a s e s ; t h a t i s , t h a t d e f l a t i o n o c c u r s . A n d , i n f a c t , t h e r e i s an 

e q u i l i b r i u m i n w h i c h the v a l u e o f money grows e x p o n e n t i a l l y a t t he r a t e g 

— F o r a g e n e r a l p r o o f , s e e J . K a r e k e n and N . W a l l a c e , " P o r t f o l i o 
A u t a r k y , A W e l f a r e A n a l y s i s , " J o u r n a l o f I n t e r n a t i o n a l E c o n o m i c s , 7, 1977 . 
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i m p l y i n g cha t young p e o p l e f a c e an i n t e r e s t r a t e of g . The c o r r e s p o n d i n g 

c h o i c e s e t i s d e p i c t e d i n F i g u r e 2 a l o n g w i t h the e q u i l i b r i u m a l l o c a t i o n , 

p o i n t A , say .— T h i s g i v e s r i s e to a n o n w a s t e f u l a l l o c a t i o n . 

Now suppose i n s t e a d t h a t moneta ry p o l i c y i s c o n d u c t e d so as to 

keep the v a l u e o f f i a t money c o n s t a n t . T h i s r e q u i r e s t h a t the q u a n t i t y 

o f f i a t money be i n c r e a s e d , i n f a c t , by g p e r c e n t pe r p e r i o d . We may 

suppose t h a t t h i s r e q u i r e d amount i s handed o u t each p e r i o d to t h e o l d 

p e o p l e w i t h each o l d p e r s o n g e t t i n g t he same amount.—'' E v e r y o n e knows 

t h a t t h i s i s t he monetary p o l i c y . 

T h i s p o l i c y keeps the v a l u e of f i a t money c o n s t a n t . I t now 

l o o k s to young p e o p l e as i f t h e i r budge t s e t i s bounded by the l i n e CB 
g / 

i n F i g u r e 2. The e q u i l i b r i u m c o n s u m p t i o n b u n d l e i s a t p o i n t Q.— But 

the b u n d l e a t p o i n t A i s p r e f e r r e d to t h a t a t p o i n C Q. (Why?) Tha t i s , 

the c u r r e n t young and a l l members of a l l f u t u r e g e n e r a t i o n s a r e b e t t e r 

o f f unde r d e f l a t i o n than under the p o l i c y t h a t keeps t he p r i c e l e v e l 

c o n s t a n t . And what abou t t he c u r r e n t o l d ? They a l s o a r e b e t t e r o f f 

—^The l i n e t h r o u g h p o i n t A i s d e t e r m i n e d a s f o l l o w s . I t 

p a s s e s t h r o u g h the endowment Y ( l + g ) C and has s l o p e e q u a l to - l / ( l + g ) . 
The p o i n t Q i s d e t e r m i n e d by the i n t e r s e c t i o n o f t h a t l i n e and t he 
d o t t e d l i n e t h a t p a s s e s t h r o u g h t he o r i g i n w i t h s l o p e e q u a l to o n e . How 
do we know t h a t p o i n t A l i e s s o u t h e a s t of p o i n t Q r a t h e r t han n o r t h w e s t 
o f Q, say a t A " ? W e l l , suppose to t he c o n t r a r y t h a t A ' i s c h o s e n when 
the boundary o f t he budge t s e t i s t he l i n e p a s s i n g t h r o u g h Q and A . We 
know t h a t i f t he c h o i c e s e t boundary were CQB, t hen Q wou ld be c h o s e n , 
i m p l y i n g t h a t Q i s p r e f e r r e d to A " . But A " i s p r e f e r r e d to A ' . H e n c e , 
Q i s p r e f e r r e d to A ' . T h i s c o n t r a d i c t s the assumed c h o i c e o f A ' when 
t he c h o i c e s e t bounda ry i s the l i n e t h r o u g h Q and A . 

—I t i s e s s e n t i a l t h a t t h i s handout be v i e w e d as i n d e p e n d e n t 
o f the amount of money they have a c q u i r e d when y o u n g . But i t i s not 
e s s e n t i a l t h a t t he handou t go to the o l d . I t c o u l d as w e l l go to t he 
y o u n g . 

g / 
— Can y o u p rove t h a t the e q u i l i b r i u m i s a t Q and no t somewhere 

e l s e on t he d o t t e d l i n e t h a t p a s s e s t h r o u g h the o r i g i n ? 
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under d e f l a t i o n . Under d e f l a t i o n they ge t to consume the q u a n t i t y X , 

w h i l e under the p o l i c y t h a t keeps t he v a l u e o f f i a t money c o n s t a n t , the 

c u r r e n t o l d ge t to consume o n l y t he q u a n t i t y Z . ( A g a i n , s e e F i g u r e 2 ) . 

F o r t h i s m o d e l , t h i s p r o v e s t h a t a p o l i c y o f h o l d i n g c o n s t a n t t he amount 

o f f i a t money and l e t t i n g d e f l a t i o n o c c u r i s b e t t e r t han one t h a t keeps 

t he v a l u e o f money c o n s t a n t . 

And t h e s e examp les g e n e r a l i z e i n t he f o l l o w i n g way . I n a w i d e 

v a r i e t y o f s u c h m o d e l s , a p o l i c y o f h o l d i n g c o n s t a n t t he q u a n t i t y o f 

f i a t money g i v e s r i s e to a P a r e t o o p t i m a l o r n o n w a s t e f u l a l l o c a t i o n . 

T h i s c a n , as i n t he l a s t e x a m p l e , i m p l y a r i s i n g v a l u e o f money ( d e f l a t i o n ) 

o r can i m p l y a f a l l i n g v a l u e o f money ( i n f l a t i o n ) . No m a t t e r w h a t , t he 

r e s u l t i n g a l l o c a t i o n canno t be imp roved u p o n . 

Bu t d e s p i t e my p l e a t h a t y o u no t r e j e c t a t h e o r y b e c a u s e i t 

a b s t r a c t s f rom c e r t a i n d e t a i l s o f the s o - c a l l e d r e a l w o r l d , you may, I 

s u s p e c t , have some qua lms abou t t a k i n g t h i s p r e s c r i p t i o n s e r i o u s l y . 

A f t e r a l l , where a r e banks and o t h e r f i n a n c i a l i n t e r m e d i a r i e s ? What 

abou t b u s i n e s s c y c l e s ? A n d , what abou t i n t e r n a t i o n a l mone ta r y r e l a t i o n s ? 

I I . P r i v a t e B o r r o w i n g and L e n d i n g 
and F i n a n c i a l I n t e r m e d i a t i o n 

In t h i s s e c t i o n I am g o i n g to d e s c r i b e how to a l t e r t he model 

d e s c r i b e d above so t h a t i t i s c o n s i s t e n t w i t h p r i v a t e b o r r o w i n g and 

l e n d i n g . A n d , a l t h o u g h i t i s s o m e t h i n g of a c o p o u t , I am g o i n g to 

r e g a r d f i n a n c i a l i n t e r m e d i a r i e s as mechanisms f o r c a r r y i n g ou t v a r i o u s 

9 / 
k i n d s o f b o r r o w i n g and l e n d i n g . — The q u e s t i o n we u l t i m a t e l y want to 

— A copou t b e c a u s e i n t e r m e d i a r i e s a r e f i r m s , no t mere v e i l s . 
See my i n t r o d u c t o r y remarks on f i r m s . 



- 13 -

a d d r e s s i s w h e t h e r the p r e s e n c e o f p r i v a t e b o r r o w i n g and l e n d i n g a l t e r s 

the c o n c l u s i o n o f the l a s t s e c t i o n ; n a m e l y , t h a t a p o l i c y of h o l d i n g 

c o n s t a n t the s t o c k o f f i a t money i s o k a y . 

B o r r o w i n g and l e n d i n g c o n s t i t u t e s one k i n d o f t r a d e among 

i n d i v i d u a l s . And e c o n o m i s t s know how to f o r m u l a t e mode ls i n w h i c h s u c h 

t r a d i n g o c c u r s ; p o p u l a t e the model w i t h i n d i v i d u a l s who d i f f e r f r om one 

a n o t h e r i n t ime p r e f e r e n c e o r endowment. We s h a l l t a k e t he l a t t e r 

r o u t e . 

Suppose we a l t e r the f i r s t model i n t r o d u c e d i n t h e f o l l o w i n g 

way : L e t some young o f each g e n e r a t i o n be endowed w i t h some amount o f 

f i r s t - p e r i o d n o n s t o r a b l e c o n s u m p t i o n and l e t some o t h e r s be endowed w i t h 

some amount of s e c o n d - p e r i o d n o n s t o r a b l e c o n s u m p t i o n . In g e n e r a l , t he 

l a t t e r , when y o u n g , w i l l want to b o r r o w f rom the f o r m e r . — ' ' In what 

s e n s e , i f a n y , does t h i s b o r r o w i n g and l e n d i n g s u b s t i t u t e f o r f i a t 

money? 

I f the a g g r e g a t e endowment i s , s o to s p e a k , t i l t e d s u f f i c i e n t l y 

toward s e c o n d - p e r i o d c o n s u m p t i o n , t hen t he marke t e q u i l i b r i u m t h a t 

a r i s e s i n the a b s e n c e of f i a t money i s n o n w a s t e f u l . A n d , i n d e e d , t h e n , 

t h e r e i s no t an e q u i l i b r i u m i n w h i c h f i x e d - s u p p l y f i a t money has v a l u e . 

Bu t i f t he a g g r e g a t e endowment i s t i l t e d s u f f i c i e n t l y t oward f i r s t -

p e r i o d c o n s u m p t i o n — t h e l i m i t i n g c a s e b e i n g the mode l o f t h e l a s t s e c t i o n — 

then t he marke t e q u i l i b r i u m t h a t a r i s e s i n t he a b s e n c e o f f i a t money i s 

w a s t e f u l . A n d , t h e n , t h e r e i s an e q u i l i b r i u m i n w h i c h f i x e d - s u p p l y f i a t 

money has v a l u e , an e q u i l i b r i u m t h a t g i v e s r i s e to a n o n w a s t e f u l a l l o c a t i o n . 

— I f the s e c o n d - p e r i o d endowment i s s t o c h a s t i c , t h e n t he 
b o r r o w i n g and l e n d i n g t a k e s more s u b t l e f o r m s . T h e r e i s , t h e n , room i n 
the mode l f o r r i s k - s h a r i n g ag reemen ts and f o r p o r t f o l i o s t h a t a r e 
d i v e r s i f i e d i n a d e t e r m i n a t e way . 
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I n s u c h an e q u i l i b r i u m , p r i v a t e b o r r o w i n g and l e n d i n g and v a l u e d f i x e d -

s u p p l y f i a t money c o e x i s t . T h e r e f o r e , as i m p l i e d by ou r s t a t e m e n t abou t 

w a s t e f u l and n o n w a s t e f u l a l l o c a t i o n s , t he mere e x i s t e n c e of p r i v a t e 

b o r r o w i n g and l e n d i n g does no t e l i m i n a t e t he r o l e o f f i a t money. 

Bu t t h e r e a r e s e n s e s i n w h i c h p r i v a t e b o r r o w i n g and l e n d i n g 

and f i a t money a r e s u b s t i t u t e s . T h u s , economies o f the k i n d we have 

been d e s c r i b i n g t h a t d i f f e r o n l y i n t he d e g r e e to w h i c h a g g r e g a t e endow­

ments a r e t i l t e d toward f i r s t - p e r i o d c o n s u m p t i o n d i s p l a y a n i n v e r s e 

r e l a t i o n s h i p be tween the amount o f p r i v a t e d e b t and the t o t a l v a l u e o f 

f i a t money. A l s o , economies t h a t d i f f e r o n l y b e c a u s e f i a t money i s 

b e i n g a l t e r e d a t d i f f e r e n t r a t e s can d i s p l a y an i n v e r s e r e l a t i o n s h i p 

be tween t he t o t a l v a l u e o f f i a t money and t he i n f l a t i o n r a t e . A n d , 

f i n a l l y , i n s u c h mode ls v a r i o u s r e s t r i c t i o n s on p r i v a t e b o r r o w i n g and 

l e n d i n g — f o r e x a m p l e , an o u t r i g h t p r o h i b i t i o n on p r i v a t e b o r r o w i n g and 

l e n d i n g o r a t a x on i t — e n h a n c e the demand f o r f i a t money. B u t , w h i l e 

t h e s e a s p e c t s o f s u b s t i t u t i o n be tween p r i v a t e d e b t and f i a t money w i l l 

h e l p us e x p l a i n why t h e r e i s w i d e s p r e a d government i n t e r f e r e n c e w i t h 

p r i v a t e deb t c r e a t i o n — a good d e a l more i n o t h e r c o u n t r i e s t h a n i n t h i s 

c o u n t r y — t h e y do no t by t h e m s e l v e s p r o v i d e a j u s t i f i c a t i o n f o r s u c h 

i n t e r f e r e n c e . 

I f a government o r mone ta ry a u t h o r i t y i s c h a r g e d w i t h m a i n t a i n i n g 

t he v a l u e o f f i a t money, t h e n , i n g e n e r a l , i t must be c o n c e r n e d w i t h 

e v e r y t h i n g t h a t goes on i n t he economy. I f i n t he economy we have been 

d e s c r i b i n g , the d e g r e e to w h i c h t he a g g r e g a t e endowment i s t i l t e d toward 

s e c o n d - p e r i o d c o n s u m p t i o n i s i n c r e a s i n g o v e r t i m e , t h e n u n l e s s s o m e t h i n g 

i s done the v a l u e o f t he f i x e d q u a n t i t y of f i a t money d e c l i n e s . I n 

o t h e r w o r d s , t h e r e i s i n f l a t i o n . The same happens i f o v e r t ime t h e r e 
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a r e t e c h n o l o g i c a l deve lopmen ts t h a t make i t e a s i e r and e a s i e r to s t o r e 

the c o n s u m p t i o n good o f the model we have been d e s c r i b i n g . In t h e i r 

e f f e c t s on the demand f o r f i a t money, s u c h d e v e l o p m e n t s a r e s i m i l a r to 

payments mechanism d e v e l o p m e n t s t h a t r e d u c e the demand f o r f i a t money. 

B u t , as we saw i n t he l a s t s e c t i o n , i f the g o a l o f moneta ry p o l i c y i s 

the a c h i e v e m e n t of a n o n w a s t e f u l s t a t e o f a f f a i r s , t h e n t h e s e d e v e l o p m e n t s 

do no t c a l l f o r a r e s p o n s e f r om the moneta ry a u t h o r i t i e s . The p r o b l e m 

i s no t the deve lopmen t t h a t t h r e a t e n s to a l t e r t he v a l u e o f f i a t money, 

t he p r o b l e m i s the g o a l o f a t t e m p t i n g to keep c o n s t a n t t he v a l u e o f f i a t 

1 1 / 
m o n e y . — 

I I I . M o n e t a r y P o l i c y and B u s i n e s s C y c l e s 

P e r h a p s n o t h i n g d i v i d e s the e c o n o m i c s p r o f e s s i o n more s h a r p l y 

t h a n t h e i r v i e w s abou t the m e r i t s of an a c t i v e c o u n t e r c y c l i c a l moneta ry 

p o l i c y . But s i n c e a g r e a t d e a l h a s been w r i t t e n on t h i s s u b j e c t , I w i l l 

be e x c e e d i n g l y b r i e f . 

Those who a d v o c a t e an a c t i v i s t p o l i c y seem to t r e a t as a 

f u n d a m e n t a l p o s t u l a t e some d e g r e e o f money-wage and p r i c e i n f l e x i b i l i t y 

and seem to t r e a t as i n v a r i a n t o r c a u s a l r e c e n t l y o b s e r v e d c o r r e l a t i o n s 

be tween , on the one h a n d , measures of a g g r e g a t e d e m a n d — v a r i o u s moneta ry 

a g g r e g a t e s among t h e r a - - a n d , on the o t h e r h a n d , measures o f economic 

1 2 / 
a c t i v i t y — G N P , employment , and u n e m p l o y m e n t . — 

— F o r a more d e t a i l e d bu t s t i l l i n c o m p l e t e d i s c u s s i o n of 
l a i s s e z - f a i r e toward t he f i n a n c i a l i n t e r m e d i a t i o n i n d u s t r y , s e e N . 
W a l l a c e , " A Payments Mechan ism W i t h o u t Fed I n v o l v e m e n t and Fed M o n e t a r y 
P o l i c y W i t h o u t R e q u i r e d R e s e r v e s . " R e s e a r c h Depar tmen t S t a f f R e p o r t 
#82, F e d e r a l R e s e r v e Bank o f M i n n e a p o l i s , 1977 . 

1 2 / 
— S e e , f o r e x a m p l e , A . O k u n , " I n f l a t i o n : I t s M e c h a n i c s and 

W e l f a r e C o s t s , " B r o o k i n g s P a p e r s on Economic A c t i v i t y , 2 , 1975 and F . 
M o d i g l i a n i , "The M o n e t a r i s t C o n t r o v e r s e y o r , S h o u l d We F o r s a k e S t a b i l i z a t i o n 
P o l i c i e s ? " A m e r i c a n Economic R e v i e w , M a r c h 1977 . 
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The wage and p r i c e i n f l e x i b i l i t y p o s t u l a t e goes back a t l e a s t 

t o K e y n e s . Bu t no e c o n o m i s t r e g a r d s a s s a t i s f a c t o r y a t h e o r y t h a t 

b e g i n s f r om s u c h a p o s t u l a t e . F i r s t o f a l l , p r i c e s and wages do no t 

behave t he same way a t a l l t i m e s and i n a l l c o u n t r i e s . So we must 

e x p l a i n t he c i r c u m s t a n c e s i n w h i c h they d i s p l a y s o - c a l l e d i n f l e x i b i l i t y 

and t he c i r c u m s t a n c e s i n w h i c h they do n o t . S e c o n d l y , i t i s an a c k n o w l e d g e d 

t a s k o f e c o n o m i s t s to e x p l a i n t he b e h a v i o r o r p r i c e s and w a g e s , t h e 

e x p l a n a t i o n f l o w i n g f r om a s p e c i f i c a t i o n o f the u n d e r l y i n g p h y s i c a l 

e n v i r o n m e n t . A f t e r a l l , p r i c e s and wages do no t b e h a v e , p e o p l e b e h a v e . 

S i m i l a r comments a p p l y to o b s e r v e d c o r r e l a t i o n s be tween a g g r e g a t e 

demand v a r i a b l e s and measures o f economic a c t i v i t y , c o r r e l a t i o n s t h a t 

a r e c l o s e l y r e l a t e d to t h o s e t h a t go under the name P h i l l i p ' s c u r v e 

c o r r e l a t i o n s . F i r s t o f a l l , the c o r r e l a t i o n s t h a t were t r e a t e d as 

i n v a r i a n t and c a u s a l t e n y e a r s ago a r e no t the same a s t h o s e o b s e r v e d 

t o d a y . Second o f a l l , as f o r the wage and p r i c e f l e x i b i l i t y a s s u m p t i o n , 

a d v o c a t e s of a c t i v i s t p o l i c y based on r e c e n t l y o b s e r v e d c o r r e l a t i o n s 

have n e v e r p r o d u c e d a c o h e r e n t argument i n s u p p o r t o f t h e i r c a u s a l 

i n t e r p r e t a t i o n o f t h e s e c o r r e l a t i o n s . 

Bu t t h e r e a r e now t h e o r i e s t h a t go a l o n g way toward e x p l a i n i n g 

s u c h c o r r e l a t i o n s and why they s h i f t a c r o s s t ime and a c r o s s c o u n t r i e s . 

13/ 

These t h e o r i e s , w h i c h have been d e s c r i b e d i n d e t a i l e l s e w h e r e , — 

a s c r i b e o b s e r v e d c o r r e l a t i o n s be tween the p r i c e l e v e l a n d , s a y , t o t a l 

o u t p u t o r be tween some moneta ry a g g r e g a t e and t o t a l o u t p u t , to a r e l a t i o n s h i p 

be tween u n a n t i c i p a t e d changes i n t he p r i c e l e v e l and t o t a l o u t p u t . T h i s 

— See R. E . L u c a s , " U n d e r s t a n d i n g B u s i n e s s C y c l e s , " i n 
C a r n e g i e - R o c h e s t e r C o n f e r e n c e S e r i e s on P u b l i c P o l i c y , V o l . 5 , e d . by K . 
B r u n n e r and A . M e l t z e r , N o r t h H o l l a r d 1977 and N. W a l l a c e , " M i c r o e c o n o m i c 
T h e o r i e s o f M a c r o e c o n o m i c Phenomena and T h e i r I m p l i c a t i o n s f o r M o n e t a r y 
P o l i c y , " i n A P r e s c r i p t i o n F o r M o n e t a r y P o l i c y : P r e c e e d i n g s f r om a S e m i n a r  
S e r i e s , F e d e r a l R e s e r v e Bank o f M i n n e a p o l i s , 1976 . 



r e l a t i o n s h i p i s i t s e l f an i m p l i c a t i o n of the n o t i o n t h a t i n most c i r c u m ­

s t a n c e s i n d i v i d u a l s canno t d i s t i n g u i s h c o m p l e t e l y be tween changes i n t he 

g e n e r a l l e v e l o f p r i c e s and changes i n r e l a t i v e p r i c e s . When t h i s 

n o t i o n i s pu t t o g e t h e r w i t h r a t i o n a l e x p e c t i o n s — t h e i d e a t h a t i n d i v i d u a l s 

u s e the i n f o r m a t i o n a v a i l a b l e to them i n the b e s t w a y — t h e r e s u l t i s a 

t h e o r y t h a t l e a v e s l i t t l e o r no room f o r d e l i b e r a t e m a n i p u l a t i o n o f 

t o t a l o u t p u t and employment by way o f moneta ry p o l i c y . A c c o r d i n g to 

t h i s t h e o r y , the b e s t t he moneta ry a u t h o r i t y can do i s e l i m i n a t e i t s e l f 

a s a s o u r c e o f u n c e r t a i n t y . The p r e s c r i p t i o n t h a t f l o w s f r om the mode ls 

1 4 / 
examined above a c c o m p l i s h e s t h i s . — 

I V . C o u n t r y - S p e c i f i c F i a t M o n i e s 

So f a r we have been d e s c r i b i n g mode ls o f c l o s e d e c o n o m i e s , a 

s e r i o u s o m i s s i o n i n m a t t e r s i n v o l v i n g mone ta ry p o l i c y . The k i n d s o f 

mode ls d e s c r i b e d above can e a s i l y be a d a p t e d to accommodate many c o u n t r i e s 

a n d , i n p a r t i c u l a r , many f i a t m o n i e s , one f o r each o f s e v e r a l o f t he 

c o u n t r i e s . But t he i m p l i c a t i o n s t h a t f l o w f r om s u c h an a n a l y s i s a r e , i n 

a s e n s e , not v e r y r e a s s u r i n g . 

The model s u g g e s t s t h a t a b s e n t government r e s t r i c t i o n s t h a t 

a r t i f i c a l l y enhance t he demand f o r a p a r t i c u l a r c u r r e n c y , c a p i t a l c o n t r o l s 

b e i n g an i m p o r t a n t e x a m p l e , no i n t e r n a t i o n a l mone ta r y s y s t e m i s c o n s i s t e n t 

w i t h u n c o o r d i n a t e d n a t i o n a l mone ta ry p o l i c i e s . T h u s , the model c a n be 

v i e w e d a s e x p l a i n i n g why r e s t r i c t i o n s l i k e c a p i t a l c o n t r o l s a r e p e r v a s i v e 

i n the w o r l d t o d a y . F l e x i b l e exchange r a t e s do no t by t h e m s e l v e s a l l o w 

I n d e e d , t he o n l y f u l l y s p e l l e d o u t , c o h e r e n t model t h a t 
a p p r o a c h e s b e i n g a mode l o f b u s i n e s s c y c l e s i s L u c a s , R. E . " E x p e c t a t i o n s 
and the N e u t r a l i t y o f M o n e y , " J o u r n a l o f Economic T h e o r y , V o l . 4 , 1 9 7 2 . 
In the c o n t e x t o f L u c a s ' s m o d e l , w h i c h s h a r e s some o f the f e a t u r e s o f 
t he model d e s c r i b e d a b o v e , i t i s c l e a r t h a t an u n c e r t a i n o r random 
moneta ry p o l i c y g i v e s r i s e to a w a s t e f u l a l l o c a t i o n . 
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c o u n t r i e s to p u r s u e i n d e p e n d e n t mone ta ry p o l i c i e s . A b s e n t r e s t r i c t i o n s 

l i k e c a p i t a l c o n t r o l s , one c u r r e n c y canno t d e p r e c i a t e c o n t i n u o u s l y i n 

terms o f a n o t h e r . I f i t d i d , t h e n t h e r e wou ld be a t e n d e n c y f o r e v e r y o n e 

to s u b s t i t u t e t he a p p r e c i a t i n g c u r r e n c y f o r t he d e p r e c i a t i n g o n e . 

( C o u l d t he C a n a d i a n d o l l a r f o r l o n g d e p r e c i a t e a t , s a y , 8 p e r c e n t a y e a r 

i n te rms o f t he U . S . d o l l a r ? ) N o r , i t wou ld seem, c o u l d t h e r e be an 

u n c h a n g i n g exchange r a t e be tween two c u r r e n c i e s e x p a n d i n g a t d i f f e r e n t 

r a t e s . The r e s i d e n t s o f the c o u n t r y f o l l o w i n g t he l e s s e x p a n s i o n a r y 

p o l i c y wou ld be s u b s i d i z i n g r e s i d e n t s o f t he o t h e r c o u n t r y , a s i t u a t i o n 

t h a t c o u l d no t be e x p e c t e d to p e r s i s t . 

Even i f moneta ry p o l i c i e s a r e c o o r d i n a t e d a n d , i n d e e d , even i f 

t he q u a n t i t i e s o f t he s e v e r a l f i a t mon ies a r e h e l d c o n s t a n t , a b s e n t 

r e s t r i c t i o n s l i k e c a p i t a l c o n t r o l s , t h e r e i s a p r o b l e m w i t h r e g a r d to 

what exchange r a t e s ough t to b e . A b s e n t s u c h r e s t r i c t i o n s , exchange 

r a t e s must be u n c h a n g i n g o v e r t i m e , bu t t he mode l does no t d e t e r m i n e 

t h e i r v a l u e s . T h i s i s to say t h a t one f i a t money i s e n o u g h . U n l e s s 

made e f f e c t i v e t h r o u g h r e s t r i c t i o n s l i k e c a p i t a l c o n t r o l s , n a t i o n a l 

b o u n d a r i e s do no t by t h e m s e l v e s g i v e r i s e to s e p a r a t e demands f o r 

c o u n t r y - s p e c i f i c f i a t m o n i e s . 

B u t , a l t h o u g h t h e r e a r e p r o b l e m s c r e a t e d by t he p r e s e n c e o f 

c o u n t r y - s p e c i f i c f i a t m o n i e s , the c o n c l u s i o n t h a t i t i s no t p o s s i b l e t o 

dom ina te a mone ta ry p o l i c y t h a t h o l d s c o n s t a n t t he s t o c k o f f i a t money 

c o n t i n u e s t o h o l d . I n p a r t i c u l a r , i f a l l f i a t mon ies a r e h e l d c o n s t a n t , 

t hen any s y s t e m of f i x e d exchange r a t e s i s c o n s i s t e n t w i t h an e q u i l i b r i u m 

t h a t g i v e s r i s e to a n o n w a s t e f u l a l l o c a t i o n . 
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V . C o n c l u s i o n 

The re i s a t l e a s t one i m p o r t a n t q u a l i f i c a t i o n to the above 

a n a l y s i s o f f i a t money. I t has a l w a y s been r e c o g n i z e d t h a t t he p r i n t i n g 

o f money i s one way to f i n a n c e government e x p e n d i t u r e s . — ' ' I f we t a k e 

i t as g i v e n t h a t any method of f i n a n c i n g s u c h e x p e n d i t u r e s i n v o l v e s 

c o e r c i o n , t hen i t f o l l o w s t h a t any method i n v o l v e s c o s t s , e x p l i c i t 

c o l l e c t i o n c o s t s and somewhat h i d d e n d i s t o r t i o n s . B u t , t h e n , f i a t money 

i s s u e w i t h i t s a t t e n d e n t e x p l i c i t c o s t s and somewhat h i d d e n d i s t o r t i o n s 

i s on a p a r w i t h o t h e r t a x e s as a l t e r n a t i v e ways o f f i n a n c i n g government 

e x p e n d i t u r e s . 

And t h e r e i s a t l e a s t one m i n o r q u a l i f i c a t i o n . As j u s t 

s u g g e s t e d , i t i s no t c o s t l e s s to o p e r a t e a f i a t - m o n e y s y s t e m , even one 

a s s i m p l e as the one p r e s c r i b e d a b o v e . I f we t h i n k o f t he f i a t money as 

b e i n g c u r r e n c y , t hen r e s o u r c e s must be d e v o t e d to r e p l a c i n g w o r n - o u t 

c u r r e n c y and to e l i m i n a t i n g c o u n t e r f e i t s . 

But the f a c t t h a t t h e r e a r e c o s t s to o p e r a t i n g a f i a t - m o n e y 

sys tem i s i n a s e n s e r e a s s u r i n g . We s t a r t e d ou t by s a y i n g t h a t a t h e o r y 

o f money must be a t h e o r y w i t h f r i c t i o n . I f one has a r e a l t h e o r y o f 

f r i c t i o n , t hen no l u b r i c a n t s h o u l d c o m p l e t e l y overcome the f r i c t i o n , a t 

l e a s t no t w i t h o u t some c o s t i n te rms o f r e s o u r c e s . The f i a t money o f 

t he model d e s c r i b e d above works t oo w e l l . The f i a t money o f t h o s e 

mode ls c o m p l e t e l y ove rcomes the f r i c t i o n . Once we t a k e i n t o a c c o u n t t he 

— In t he U n i t e d S t a t e s , f i a t - m o n e y i s s u e i s a c c o m p l i s h e d 
t h r o u g h F e d e r a l R e s e r v e p u r c h a s e s o f i n t e r e s t - b e a r i n g T r e a s u r y s e c u r i t i e s . 
B u t t he F e d e r a l R e s e r v e r e t u r n s the i n t e r e s t payments on t h e s e s e c u r i t i e s 
to the T r e a s u r y . Were t h e s e s e c u r i t i e s h e l d by t he p u b l i c , t a x e s wou ld 
have to be l e v i e d to make the i n t e r e s t paymen ts . The p r o p o s a l to have 
t he F e d e r a l R e s e r v e pay i n t e r e s t on bank r e s e r v e s has s i m i l a r b u d g e t a r y 
i m p l i c a t i o n s . 



c o s t o f o p e r a t i n g a f i a t - m o n e y s y s t e m , t h i s i s no l o n g e r the c a s e . A 

w e l l - m a n a g e d f i a t - m o n e y s y s t e m may overcome the f r i c t i o n t o some e x t e n t 

a t some c o s t j u s t as a l u b r i c a n t may p a r t l y overcome p h y s i c a l f r i c t i o n 

a t some c o s t . 


