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CHAPTER 1

Introduction

HIS IS A THEORETICAL STUDY of finance. It is a study
Tof how debt, financial assets, financial institutions, and
financial policies shape, and are in turn shaped by, general
levels of prices and output. Although we direct particular
emphasis to one financial asset, money, to one financial insti-
tution, the monetary system, and to one facet of financial
policy, monetary control, we draw into the analysis a wide
range of financial assets and institutions. We attempt to de-
velop a theory of finance that encompasses the theory of
money, and a theory of financial institutions that includes
banking theory.

Two closely related considerations attracted us to this
study. First, major improvements and extensions in time
series of financial data had been made or were in pros-
pect, including Raymond W. Goldsmith’s studies of saving
and financial intermediaries, Milton Friedman’s work on
money at the National Bureau of Economic Research, and
Federal Reserve projects on flow-of-funds and banking sta-
tistics.* Such rich veins of empirical material are rarely ac-

1See Raymond W. Goldsmith, 4 Study of Saving in the United States
(1955) and Financial Intermediaries in the American Economy Since 1900
(1958); “A Flow-of-Funds System of National Accounts Annual Estimates,
1939-54,” Federal Reserve Bulletin (October 1955), “Summary Flow-of-Funds
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Money in a Theory of Finance

cessible to economists, and the temptation to examine them
for any new interpretations they might suggest regarding
financial development in the United States was too strong for
us to resist.

Second, we were aware of the inadequacy of the analytical
tools at hand for exploiting the financial data we found so
tempting. It bothered us that we could stare so intently at
the Federal Reserve’s elaborate tabulations of flow-of-funds,
for example, or at Goldsmith’s elegant details of growth in
debt, financial assets, and financial intermediaries—all the
time appreciating and admiring the empirical work—with-
out much idea of what they might mean for anyone who
would want to draw on experience for understanding proc-
esses of growth and cyclical change.

Economists have been largely preoccupied with markets
for current output, real wealth, and labor services. They
have put relatively little effort into working out conditions
of supply and demand on financial markets except in connec-
tion with money, government debt, and the foreign ex-
changes. Their disposition has been to eliminate other finan-
cial assets and other debt, and most financial institutions as
well, by consolidating the balance sheets of creditor and
debtor, on the grounds that we owe domestic debt to our-
selves or that the real effects of financial asset accumulation
by lenders are neutralized by the real effects of debt accumu-
lation by borrowers.

One result is that books on money and banking and on

Accounts 1950-55,” ibid. (April 1957) and “A Quarterly Presentation of
Flow of Funds, Saving, and Investment,” ibid. (August 1959); Federal Reserve
System, All-Bank Statistics United States 1896-1955 (1959); and the many
studies published by the National Bureau of Economic Research under its
Financial Research Program. Several projects in money and banking are
being prepared at the National Bureau by Milton Friedman and Anna
Schwartz, Phillip Cagan, and Richard T. Selden.
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Introduction

monetary theory have paid insufficient attention to finance in
the broad sense, as their titles so clearly indicate. They have
made little attempt to deal in any systematic way with finan-
cial assets, financial institutions, and financial policy gen-
erally. At the same time, the “‘analysis”’ one finds in books on
finance has tended to evolve methods and traditions of its
own and to become a descriptive-historical discipline apart
from the main stream of economics. It has been long on
description, short on generalization, and the generalizations
it has established cannot be linked easily with those of eco-
nomics proper to work out the interplay among markets for
current output, labor services, and financial assets.

Markets for Financial Assets

The logical way for an economist to study finance is to
study it as a market problem. He should be able to state the
factors that determine the demand for any financial asset and
the factors that determine the supply of that asset. And there
should be a statement defining market equilibrium. That is
to say, there should be a demand function, a supply function,
and a market-clearing equation to select the effective points
of demand and supply from the first two equations. Each set
of demand, supply, and market-equilibrium equations de-
fines a market that is susceptible to analysis in its own right—
to partial analysis. The full collection of these markets for
financial assets is the domain of finance.

There are far too many of these markets in a developed
society for analysis of each. Even for partial analysis they
must be grouped, with the basis for classification varying ac-
cording to the problem. In this book we are interested, for
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one thing, in the interrelationships between methods of fi-
nancing expenditures for current output of goods and services
and levels of real output and prices. Individual nonfinancial
spending units (consumers, business firms, and government
bodies) purchase current output for the most part from their
own current incomes: most expenditures are internally fi-
nanced. Part of the expenditures, however, is externally fi-
nanced by new security issues, which we call “primary securi-
ties,” consisting of bonds, equities, mortgages, consumer debt,
and so on. Ultimate borrowers may sell primary securities
directly to ultimate lenders, in which case, of course, the
latter acquire the primary securities.

Alternatively, primary securities may be sold to financial
institutions. Then the institutions acquire primary securities
and issue claims against themselves in the form of demand
deposits, savings deposits, and similar debts. These claims
we call “indirect securities.” In this case, ultimate lenders
acquire these indirect securities instead of the primary securi-
ties themselves. So we classify financial markets into a market
for primary securities and a market for indirect securities.
The 1atter divides further into a market for money (means of
payment) and a market for nonmonetary indirect securities
(time deposits, savings deposits, savings and loan shares, and
so on).

The economic system comprises these financial markets
and a collection of real markets. The latter include markets
for goods, both current output and the capital stock or real
wealth, and for labor services broadly defined.

These sweeping market classifications, in both the financial
and real sectors, do not preclude refinement of classification
as the analysis proceeds. Thus the market for consumer goods
may be set apart from the market for investment goods, the
market for bonds from the market for corporate stock, and
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the market for savings and loan shares from that for shares
in open-end investment companies.

The economist’s way to study finance, to repeat, is to study
it as a market problem. He may study it in terms of partial
analysis, locking up in ceteris paribus the “feed-in” of in-
fluences from any or all of the other markets in the economic
system to the one market that concerns him, and resisting
the temptation to follow through the “feed-back” of influ-
ences from “his” market to the others. Or he may study si-
multaneously all financial and real markets in the context of
general equilibrium analysis, working with a static or a
growth model in which solutions for equilibrium on all
markets are obtained simultaneously, with full accounting
for the give and take of feed-in and feed-back.

This book employs general equilibrium analysis through-
out, though it is necessary and convenient at times to use
partial analysis of the money market and other financial
markets. It is important for the monetary economist to have
a broad view of the economy, to see how the money market
fits into other markets of the economy, and to see the inter-
play that takes place among all markets. Without this broad
view, one can stray quite wide of the mark in assessing the
role of money in the economic system. This book also ana-
lyzes the role of money, within a general equilibrium frame-
work, in a state of stationary equilibrium and in a growth
setting.

The Chapters Ahead

The analysis begins with a rudimentary economy that con-
tains a minimum of financial markets and financial institu-
tions and progresses step by step to increasingly complex
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financial structures. The purpose at each step is to see how
financial and real markets interact to produce equilibrium
levels of real output and prices, the emphasis all along being
on the supply of and demand for money. For the reader’s
convenience, the financial profile of the chapters is given
below.

Financial Profile of Chapters

CHAPTER FINANCIAL MARKETS FINANCIAL INSTITUTIONS

II. Market for moncy only, with Governmental monctary system
emphasis on the demand for composed of Policy Bureau
money. and Banking Burecau.

I11. Markets for money and for one  Same as above.

type of primary sccurity.

IV. Market for primary securities, Same as above.
with emphasis on growth in
quantity and diversity of pri-
mary securities.

V. Markets for money and for dif- Same as above.
ferentiated primary securities.

VL Markets for money, differenti- Governmental monetary system
ated primary securities, and and nonmonetary financial in-
nonmonetary indirect assets. termediaries (private and gov-

crnmental).

VII. Same as above, with emphasis Central bank, member commer-

on supply function of moncy. cial banks, nonmonetary finan-
pply Y y

cial intermediaries.

Chapter II starts with an economy that has only one fi-
nancial market, that for money, and only one financial in-
stitution, a governmental monetary system. This monetary
system is operated by the government sector and is composed
of a Policy Bureau and a Banking Bureau. The former stipu-
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lates monetary policy by issuing instructions to the latter con-
cerning the stock of money. The Banking Bureau purchases
current output (or makes transfer payments) and creates
money. The money issued by the government sector is ac-
cumulated by consumers and business firms. Simple as this
model is, it will clarify concepts, show the relationships
among the three markets for money, current output, and
labor services, and introduce the demand function for money.
The supply function of money is made as simple as possible:
the stock of money is just what the Policy Bureau says it
shall be. This device on the supply side of the money market
has been employed to avoid, at this early stage, taking account
of those determinants of the money stock that reflect profit
considerations of a private banking system and the network
of controls imposed by a central bank over its members.
This approach makes it easier to concentrate on the demand
side of the money market.

Chapter III introduces a second financial market, that for
homogeneous bonds (perpetuities) issued by business firms
and acquired by consumers and the Banking Bureau. There
are now four markets in the economy—for labor services,
current output, money, and primary securities (business
bonds). The latter market has its price, the rate of interest
on bonds. The government sector, with its Policy and Bank-
ing Bureaus, does no transacting on markets for labor services
and current output but only on the two financial markets.
The function of the Banking Bureau, on orders from the
Policy Bureau, is to purchase or sell primary securities and
in the process create or destroy money balances. Consumers
acquire money or primary securities or both, while business
firms issue primary debt and accumulate money balances.
The governmental monetary system is still the only financial
institution.

The new financial market that is introduced in Chapter
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III—that for primary securities—is examined closely in
Chapter IV. The purpose here is twofold: to analyze the fac-
tors that determine the growth of primary securities, which at
a given bond rate is equal to the growth of spending units’
financial assets, and to consider change in the quality, as
distinct from the quantity, of primary securities. Primary
security growth and the accumulation of financial assets are
discussed within the framework of the model of Chapter III.
The last part of Chapter IV then takes up the factors that
affect differentiation of primary securities, and the tech-
niques used for getting these securities distributed from bor-
rowers to lenders.

Having introduced the many different types of primary
securities in Chapter IV, we turn next, in Chapter V, to the
way these differentiated securities and their interest rates af-
fect the demand for money. The growth process involves
continuous qualitative change in primary security issues, and
this evolving pattern of differentiation presents lenders with
the problem of reorganizing portfolios to assure maximum
prospective yield. The demand for money, as one portfolio
component, is sensitive to the mutations in quality of the
other components.

Chapter VI brings into the analysis a third financial market
and a second financial institution. The new financial market
is that for nonmonetary indirect assets, such as savings de-
posits and savings and loan shares. The new financial
institution is the group of nonmonetary financial intermedi-
aries which purchase primary securities and issue nonmone-
tary indirect assets. The governmental monetary system is
retained, though it is now allowed to issue time deposits as
well as money. In these pages, we analyze the factors deter-
mining the demand for and supply of nonmonetary indirect
assets, the way in which the activities of nonmonetary in-
termediaries (both private and governmental) affect the de-
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mand for money, the differences and similarities between
these intermediaries and the monetary system, and the im-
pact of nonmonetary intermediaries on the efficiency of
monetary control.

At long last, in Chapter VII, the governmental monetary
system is replaced with a system that conforms closely to the
American type: there is a central bank that imposes direct
controls, in the form of rationed reserves, a deposit rate
on reserve balances and perhaps a reserve requirement, on
its member commercial banks. In previous chapters, the
Banking Bureau issued the stock of money that it was in-
structed to issue by the Policy Bureau. Now the instruc-
tions are replaced by a more or less intricate control
mechanism operated by a central bank over commercial
banks that are privately organized to make profits. Conse-
quently, the maximum stock of money permitted by the con-
trols may be different from the amount of money that com-
mercial banks wish to produce under the profit motive. The
supply side of the money market, as a result, becomes a good
deal more complicated. In discussing supply, we consider,
first, creation of money by commercial banks not under con-
trol by a monetary authority; then we consider principles and
techniques of monetary control, and, finally, the effects of
monetary control on the viability of the banking system.

Methods and Lacunae

Mathematical economists and econometricians—who we
hope will be attracted to some of the problems we tackle—
may regret that we have not built financial variables into a
complete, dynamic model of growth. They will find, how-
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ever, a mathematical treatment in the Appendix, written by
Dr. Alain C. Enthoven, of much of the material contained in
Chapters II, I1I, and IV. The method we have chosen is the
presentation of rigorous analysis unencumbered with mathe-
matics. "

We have adopted in this book the framewotk of neo-classi-
cal economics, with its assumptions of full employment, price
flexibility, absence of money illusion and distribution effects,
and so on. We have done this not because we believe that this
is the way the world actually is, but rather because in such
a framework money is likely to matter the least—perhaps not
at all—so far as real effects are concerned. We have played
the game according to the ground rules of neo-classical eco-
nomics in order to show that even here money is not a veil,
that it may have an important role to play in determining the
level and composition of output. The role of money, how-
ever, becomes increasingly important as one moves further
and further away from neo-classicism.

There are many behavior equations implicit in this book.
We do not pretend that they are realistic in the sense that
they accurately describe how consumers and business firms
behave on all markets of the economy. They do, however,
suggest quite clearly, we believe, the role of finance in mar-
kets for goods and labor under varying conditions. These
behavior equations could be altered fairly drastically without
affecting our main conclusions about finance.

We are uncomfortably aware of large problem areas neg-
lected in this volume. The analysis touches very lightly on
the role of finance in short cycles. It does not advance in the
least the theory of risk and uncertainty, which is especially
relevant to finance in the short run. It skims over inter-
national aspects of finance, and has little to say in the tradi-
tional area of corporation finance. Furthermore, there are
few statistics in this volume. They must come later in order

10
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of publication even though they came first in our own ex-
perience. We spent many months studying the financial
history of the United States in the light of views we present
here about markets for money, primary securities, and non-
monetary indirect financial assets. The results encouraged us
to develop and present the theory first and return to the
data later.

11



CHAPTER I1I

Rudimentary Finance

HIS CHAPTER DEALS WITH finance in the context
Tof a rudimentary economy. Our model of such an
economy has no close historical counterpart, and some of its
institutional arrangements are not realistic. But it is a con-
venient device for presenting some concepts and principles
of finance that will be useful in more realistic settings.

We begin by describing this rudimentary economy in
terms of its social accounts: its balance sheets, its income
accounts, and its flow-of-funds accounts. Then we turn to its
markets, specifying conditions of supply and demand that
prevail both in stationary equilibrium and during growth.
There are only three markets: one for labor services, an-
other for current output, and the third for money. The first
two are real markets, and the third is a financial market.
Two very important financial markets are missing—for pri-
mary securities (such as corporate and government bonds,
equities, and mortgages) and for nonmonetary indirect finan-
cial assets (such as savings deposits and savings and loan
shares).

The rudimentary economy has money, a monetary system
for creating money and for administering the payments
mechanism, and a monetary authority. Under one set of
specifications, policy of the monetary authority regarding

12
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the stock of money is trivial because it can affect only price
levels on the markets for current output and labor services.
Under a different set of specifications, however, monetary
management does have a bearing on real levels of output and
income.

The rudimentary economy’s capacity for growth is limited
by its financial system. With no financial asset other than
money, there are restraints on saving, on capital accumula-
tion, and on efficient allocation of saving to investment that
depress the rate of growth in output and income. Some of
the restraints on real growth that are evident in this model
are reminiscent of the financial handicaps faced by the Ameri-
can economy about the time of the Revolution and by some
underdeveloped countries today. In the final section of the
chapter, some of the simpler expedients for easing these
financial handicaps are discussed.

Sectors, Markets, and Social Accounts

Any economic system is an aggregate of spending units in-
cluding consumer households, business firms, and govern-
mental bodies. In this section, we describe how these deci-
sion-making units operate in the rudimentary economy, the
nature of their assets and liabilities, their incomes and ex-
penditures, and their lending and borrowing.

SECTORS AND MARKETS

Spending units are grouped into three sectors: consumer,
business, and government. There is no foreign sector in the
model; it is an economy with no international transactions.

13
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Nor is there a financial sector comprising institutions, such as
commercial banks and insurance companies, that incur debt
of their own in order to acquire the debt of others. All trad-
ing is confined to the three sectors.

What are the characteristics of these sectors? The con-
sumer sector makes consumption expenditures, buying goods
and services from business firms. It obtains income by selling
personal productive services to the other sectors. It does not
accumulate tangible wealth, such as land or capital equip-
ment (including houses). Money is its only asset and it does
not go into debt.

The business sector consists of unincorporated firms. We
make the arbitrary and unrealistic assumption that these
firms are economic ultimates, not owned by natural persons.
This sector holds tangible wealth, and it combines these real
assets with productive services bought from the consumer
sector to produce output. Part of this output is sold to the
consumer sector, part to government as ‘‘government goods.”
The remainder of output, private investment goods, is sold
within the business sector to augment its own stock of wealth.
Business firms do not borrow by issuing new securities, and
they retain all of gross profits including depreciation allow-
ances. They hold money balances as their only financial
asset.

The government sector has the paramount functions of
issuing money, providing a clearing and payments mechanism
for transfer of money, and defining monetary policy. The
money is a fiat issue with no backing whatever. It may be
currency or deposits subject to check by the consumer and
business sectors. It is money in the literal sense of means of
payment. To keep our model extremely simple, we suppose
that the stock of money either remains constant or increases.
It cannot decrease because we do not permit the government
to collect taxes or to issue nonmonetary debt. When the

14
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government determines that an increase in the stock of
money is advisable, it either makes purchases of goods and
pays for them by creating money or disposes of new money
through transfer payments.

Money is government debt in this model, issued to cover
or finance the amount of government expenditures deter-
mined by monetary policy. The government is monetary
system and monetary authority. As a foretaste of more com-
plex monetary systems to come, we imagine that the system
of the present model is composed of a Policy Bureau (an
embryonic central bank) and a Banking Bureau (a forebear
of commercial banks). The former stipulates monetary policy
by issuing instructions to the latter regarding the stock of
money. The Banking Bureau carries out the instructions,
creating money for purchase of goods and services or for
transfer payments.

There are three markets in this economy—for labor serv-
ices, for current output (consumption goods, government
goods, private investment goods), and for money. Since there
is no market for nonmonetary securities such as stocks or
bonds, there is no “financial circulation” as distinct from the
“income circulation,” and in the economy’s array of prices
there are no rates of interest. Only goods currently produced
are traded, existing tangibles being barred from the markets.

SECTORAL AND SOCIAL BALANCE SHEETS

The rudimentary economy may be examined first in terms of
its sectoral balance sheets. Such balance sheets, drawn up as
of the close of a fiscal period, appear in Table 1. Tangible
assets—capital equipment, buildings, inventories—appear
only on the business balance sheet. Net worth for each sector
is the difference between its assets and liabilities. Money
appears as the debt of government and the financial asset of

15



Money in a Theory of Finance

the consumer and business sectors. It is a heritage of govern-
ment spending financed sometime in the past by borrowing
through the issue of a form of debt that is generally accept-
able as the means of payment.!

The three balance sheets may be combined into one for
all three sectors. They may also be consolidated. The com-

TABLE 1

Sectoral Balance Sheets

BUSINESS SECTOR GOVERNMENT SECTOR
Assets Liabilities Assets Liabilities
Money 50 None None Money 100
Tangible 900 Net Worth Net Worth
Accumulated Accumulated
savings 950 savings —100
CONSUMER SECTOR
Assets Liabilities
Money 50 None
Net Worth
Accumulated
savings 50

bined balance sheet in Table 2 simply sums up the assets,
liabilities, and net worth of the three sectors. The consoli-
dated balance sheet, also in Table 2, highlights the fact that
only tangible assets and the equity or net worth in those assets
have survived the consolidation. Money as the financial
asset of private sectors is netted out against money as the

1The meaning of borrowing and lending in this context is explained
below on pp. 23-25.
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debt of government, so it disappears. Consolidation rips
away the money veil. This suggests the simple truth that not
only money but all other financial phenomena, too, are the
consequence of autonomy and specialization among spending
units in earning and spending income in an interdependent
society. 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. Eco-
nomic specialization—in earning income and in disposing of

TABLE 2

Social Balance Sheets

COMBINED BALANCE SHEET CONSOLIDATED BALANCE SHEET
Assets Liabilities Assets Liabilities
Money 100 Money 100 Tangible 900 None
Tangible 900
Net Worth Net Worth
Accumulated Accumulated
savings 900 savings 900

it—is the basis for debt, financial assets, and financial institu-
tions.

The information in Tables 1 and 2 provides no way of
knowing whether a money stock of 100 exceeds private de-
mand for money balances, equals, or falls short of it. And one
cannot guess at this point what the results of an excess stock
or demand would be for the growth of wealth and for the ac-
cumulation of savings in net worth. The monetary authority
has supplied money by spending and borrowing, and it is up
to the private sectors to work out a solution for excess de-
mand for or excess stock of money balances through subse-
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quent transactions in labor services, current output, and
money. We shall turn to this presently, but for now we con-
tinue with description rather than an analytical explanation
of the model.

NATIONAL INCOME AND PRODUCT ACCOUNTS

Balance sheets catalogue tangible and financial asscts, debt,
and equity at the end of fiscal periods. National income and
product accounts, on the other hand, record the economy’s
expenditures for output and its incomes from selling this
output during some fiscal period.

The incomes actually earned in the sale of gross national
product are always equal to the expenditures actually made
in purchasing this product: gross national income is always
equal to gross national expenditure (product). This basic
identity is shown in Table 3, which is an abbreviated set
of national income and product accounts for our rudimentary
economy.

On the right side, consumption goods and services are
produced by business firms and purchased by the consumer
sector. Business firms make gross purchases of investment
goods produced within the business sector itself. The govern-
ment purchases goods and services from both private sectors.
The sum (100) of these expenditures gives rise to an equiva-
lent amount of income. On the left side of the chart, there
is income for the consumer sector, in the form of salaries
and wages. The income of the business sector is its gross re-
tained earnings, or gross saving, including depreciation allow-
ances. There are no taxes and so no income for government.

Part of the spending is for investment in capital goods.
These expenditures, less depreciation allowances, would be
represented by a rise in tangible assets on the social balance
sheets. There would also be an equivalent increase in net
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worth on these balance sheets. This is the net saving of the
economy, reflected in the national income and product ac-
counts by the excess of gross national income over the sum
of personal consumption, government expenditure, and de-
preciation allowances. The income that the economy has
left over after purchasing consumer goods and government
goods and after allowing for depreciation is its net saving,

TABLE 3

National Income and Product Accounts ®

INCOME

Probuct

Income of the consumer

Personal consumption

sector 80 expenditures 75
Gross saving of the business Gross private investment

sector 20 expenditures 15
Tax receipts of the govern- Government purchases of

ment sector 0 goods and services 10
Gross National Income 100 Gross National Product

or Expenditure 100

a Government may make transfer payments to either private sector. They would appear
twice in the income column of national income and product accounts—once as an addi-
tion to the income of the receiving sector and once as a negative item charged against
government income.

and this is always equal to its net purchases of private in-
vestment goods. Thus the rise in tangible assets on the social
balance sheets would necessarily be equal to the increase of
savings in net worth. »

National income and product accounts by themselves
have nothing to report about changes in financial assets and
debt on the sectoral and combined balance sheets. Only if we
can identify the sectors making the various expenditures and
can determine the means by which these expenditures are
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financed—only then can we determine changes in financial
data. The national income and product accounts describe
completely the changes in items on the nation’s consolidated
balance sheet, and that is all. And this balance sheet has no
entries for debt and financial assets.

The one statement about finance that can be extracted di-
rectly from the income and product accounts—and hence
from the consolidated balance sheet—is this: gross national
income is always and necessarily sufficient to finance, to buy
and pay for, gross national output. The economy as a whole,
if it has no external trading, never needs to borrow funds be-
cause its income and expenditure are always in balance. And
if it never borrows it never lends. This information is not
very exciting for the student of finance. Concentrating on
such an aggregative level of activity, with financial claims and
counterclaims canceled out, conceals the fact that some parts
of the economy do borrow and others lend. If we want to
discuss these borrowing and lending activities, we must study
the economy as a federation, not a consolidation of its sectors.

Preoccupation with national income and product accounts,
which largely ignore financial transactions, may have led too
many economists to consolidate financial accounts out of
economics, relegating financial analysis to its own lonely and
sometimes not very fruitful course of development. Because
part or all of finance is commonly aggregated or netted out
of economic analysis, economists may inadvertently have
given too little weight to the bearing of finance on economic
activity.

FLOW-OF-FUNDS ACCOUNTS

In principle it is not difficult to expand national income and
product accounts into accounts that show the expenditure
and income of each sector and also the lending and bor-
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rowing transactions among sectors. These accounts—money-
flows or flow-of-funds accounts—itemize changes in all parts
of the sectoral and combined balance sheets. They record
not only the changes in tangible assets and net worth on bal-
ance sheets but also the changes in financial assets and debt.

A first step in developing flow-of-funds accounts is to
identify sectoral budgets, each recording the sector’s receipts
and expenditures on income and product account. If a sector
has an excess of expenditure over income, it has a deficit
budget on income and product account. If a sector has more
income than expenditure, it has a surplus budget. And if
a sector’s income and expenditure are equal, it has a balanced
budget. We may now examine the budgets of the three
sectors on the basis of entries in Table 4.

Our consumer sector reports a budget surplus of 5. This
is the excess of consumer income (80) over consumer expendi-
ture (75). It is also the excess of consumer saving (5) over
consumer investment in tangible wealth, which we assume
is nil. Our business sector also reports a budget surplus
of 5. This is the excess of business receipts (100) over business
expenditures (95), both on income and product or “non-
financial” account. It is also the excess of business saving (20)
over business investment in tangible wealth (15). The gov-
ernment sector has incurred a budget deficit of 10, because
it has spent 10 on income and product account while its
income has been nil. The three sectors aggregatively have
a balanced budget, with receipts equal to expenditures on in-
come and product account, income (80 for consumers and 20
for business) equal to national product (75 in consumption,
15 in investment, and 10 in government goods), and saving
equal to investment.

The sum of sectoral surpluses is identical with the sum of
sectoral deficits: surpluses of 5 for each of the private sectors
match the government deficit of 10. When all sectors are
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TABLE 4

Flow-of-Funds Accounts ®

CONSUMER BUSINESS GOVERNMENT
TRANSACTIONS SECTOR SECTOR SECTOR NATIONAL
CATEGORY Sources Uses Sources Uses Sources Uses Sources Uses
Nonfinancial
, Consumer
income 80 80 80 80
Consumer
expenditure 75 75 75 75
Government
expenditure 10 10 10 10
Investment
expenditure 15 15 15 15
Total 80 75 100 95 0 10 180 180
Financial
Money 5 5 10 10 10

Grand total 80 80 100 100 10 10 190 190

Memoranda
Income 80 20 100
Saving 5 20 —10 15
Investment 15 15
Surplus 5 5 10
Deficit 10 10

a “Sources” are sources of funds, and “uses” are uses of funds.

accounted for, this identity is inescapable. Since receipts and
expenditures on income and product account are the same
for all sectors taken together, any sectoral surpluses are neces-
sarily balanced by deficits in other sectors. Since saving and
investment, measured ex-post, are the same for all sectors
taken together, a budget surplus representing the excess of
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saving over investment for some sectors must be balanced by
budget deficits representing the excess of investment over
saving for other sectors.

The combination of sectoral budgets in Table 4, with a
government deficit and surpluses in both private sectors, is
only one of several possible combinations in the rudimentary
economy. Still more combinations could emerge if we were
to change the specifications of the economy, say to permit
tax collections by government or investment expenditure by
consumers. The combination we have chosen is purely illus-
trative and might be replaced by any other that would be in
keeping with the model and that would satisfy the rules of
social accounting—that sectoral budget surpluses or deficits
represent the difference between receipts and expenditures
on income and product account or between saving and in-
vestment, while the community’s budget is eternally in bal-
ance, measured ex-post.

We consider now the financial aspects of these income-
expenditure patterns or budget combinations. The govern-
ment sector in the model finances its expenditures—its deficit
—by issuing new money. Budget surpluses in the consumer
and business sectors imply that these sectors acquire money
equal to their surpluses. Each surplus sector acquires money
and nothing else with its excess income, or its excess of sav-
ing over investment, simply because there are no other
financial assets to acquire and because trading in tangible
assets has been barred. If there were a budget deficit in
either the consumer or business sector, it could be financed
only by reducing previously accumulated money balances.
Neither of the private sectors is permitted to issue its own
debts or equity securities, and neither can run off new money
from its own printing press. A sector neither accumulates
nor dishoards money when it has a balanced budget.

Issues of new money by the government to finance its defi-
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cit are necessarily equal to acquisitions of money by the
private sectors, where the surpluses are. The government
borrows by issuing a non-interest-bearing security in the form
of money, and the private sectors lend by accepting this
security in their money balances. Because government incurs
a deficit, its net financial assets (financial assets minus debt)
must decline; because the private sectors realize surpluses,
their net financial assets must rise; because money is the
only form of debt and financial asset in our model, the finan-
cial solution of unbalanced budgets consists simply of an in-
crease in the stock of money issued by government and ac-
cumulated in private balances.

What the government borrows, by issue of money, is com-
mand over current output. What private sectors lend, by
accepting additions to money balances, is also command over
current output. The government is able to spend more than
it earns on income and product account because the private
sectors spend less and release their savings in exchange for
the financial asset, money. Income is distributed among
sectors according to one pattern, spending according to a
different pattern, and this difference in distributions is pos-
sible only because there is at least one form of debt and
financial asset.

In this rudimentary economy, there is a very simple struc-
ture of debt and financial assets. Money is the only debt
that can be issued to obtain external financing for deficits
or excesses of investment over saving. The same money is the
only financial asset that any sector can acquire as it transfers
its excess of saving over investment to deficit spenders. In-
creases in debt are equal to deficits, and increases in the stock
of money are equal to increases in debt.

In the actual world, of course, relationships among deficits,
debt, and money—or among surpluses, financial assets, and
money—are far more complex. Later on both private and
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government debt in various forms will be taken into account.
We shall allow for divergence between debt and deficits, be-
tween total borrowing and monetary expansion, between
lending and growth in savers’ money balances.

NOMINAL AND REAL MAGNITUDES: STOCKS AND FLOWS

Most of the flow and stock magnitudes that have been dis-
cussed so far may be measured either in nominal or in real
terms. The nominal amount of something means the dollar
amount of it uncorrected for changes in the prices of current
output; it is the dollar amount in current—that is, prevail-
ing—prices. The real amount of something, on the other
hand, is the nominal amount divided by an index of the
price level of current output or by some other appropriate
price index. Thus nominal gross national expenditures, for
example, are these expenditures in current prices, while real
gross national expenditures are higher or lower depending
on whether current prices are lower or higher than those that
prevailed in the base period. If prices have risen, real ex-
penditures are less than nominal expenditures; if prices have
fallen, the opposité is true.

In the following pages, the “demand for money” means a
demand for a stock of money; as of any moment of time,
spending units have a certain demand (in nominal or real
terms) for a given stock of money (in nominal or real terms).
The “incremental demand for money” means an increase in
spending units’ demand for money during a period of time.
The “supply of money” means an increase in the nominal
stock of money. The real demand for money and the real
stock of money are the nominal demand for money and
nominal stock of money divided by an index of the price level
of current output.
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The social accounts of the rudimentary economy are a
record of purchases and sales, borrowing and lending, debt
and financial-asset position. They describe how spending
units have behaved on the economy’s markets. They do not
explain motives of behavior—why spending units behave as
they do. This is the matter to be considered now.

Business firms are suppliers on the market for current out-
put (goods). Their real output in any short period depends
in part on the stock of capital goods that has been accumu-
lated from real net investment in the past. But it depends,
too, on the amount of labor services provided by consumers
and on the technical conditions affecting efficiency of produc-
tion. We assume that real output can be increased in pro-
portion with capital and labor if, with given techniques of
production, the two factors increase in the same proportion.
And we suppose that real output increases less than propor-
tionally with the amount of either factor alone.

Consumers supply labor to firms in a constant amount un-
affected by the money wage rate or the real wage rate per
unit of time: there is a given supply of labor. The labor is
fully employed, and its real wage rate is equal to its marginal
product.

Total product over and above aggregate real wages covers
depreciation of existing capital goods and, in addition, pro-
vides a real rent to the firms as owners of existing capital.
The rental rate, equal to the marginal product of capital, is
a percentage—a natural rate of interest. In marginal terms,
the net rental rate is the change in firms’ net earnings as a
percentage of the change in their capital stock.

26



Uy

Rudimentary Finance

Net national product, then, is divided between real wages
for consumers and real rents for firms, with the rate of return
to each sector equal to the marginal product of the factor
that the sector supplies.

Firms apply depreciation allowances automatically to
capital replacement. Net rental earnings may be applied to
either of two uses. They may be invested to increase the
real stock of capital, or they may be allocated to accumulation
of real money balances. It will be recalled that, in this econ-
omy, firms do not pay dividends to consumers. We suppose
that each firm has in mind a division of its total assets between
real capital and real money balances that equalizes the real
rental rate on capital with the real marginal advantage of
holding cash. Each firm desires a “balanced portfolio.”

The preferred allocation of business net rental earnings
(equal to net income or net saving of business) in any period
between capital goods and money depends on a number of
factors. Demand for net investment is stimulated by a rela-
tively high marginal real rental rate. Given this rental rate,
it tends to be discouraged by a relatively large stock of exist-
ing capital goods, because of risk considerations affecting
firms as their scale of operations expands. Given the rental
rate and the stock of existing capital, demand for net in-
vestment is stronger as firms’ existing real money balances
are large in relation to those desired. And, of course, demand
for new investment and also for money is more intense when
business earnings are relatively high.

The real incremental demand for money by firms is limited
by the excess of their net rental earnings (saving) over their
net investment. Firms wish to devote a relatively large share
of earnings to real money balances as the existing stock of
capital is large, as the marginal rental rate is low, and as
money balances already on hand are deficient in comparison
with those desired.
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At the beginning of any fiscal period, firms may desire to
balance their budgets for the period ahead or they may prefer
budgets unbalanced on either the surplus or deficit side. In
the first case, they propose to divert all earnings to real in-
vestment, standing pat on existing money balances. In the
second case, involving a surplus budget, they wish to divert
part of net earnings to real investment, part to money. If a
deficit is desired, firms plan to dishoard money and to in-
crease capital goods by more than net saving alone would
finance. Real incremental demand for money by firms is nil
in the first case, positive in the second, and negative in the
third. In each case, business incremental demand for money
reflects the desire of firms to achieve an appropriate alloca-
tion of total assets between capital goods and means of
payment.

Consumer households in the rudimentary economy supply
labor in exchange for wages. They spend their real wage
income on consumption, or they save it. Consumer saving
may be used for no other purpose than to increase consumer
real money balances, since consumers do not invest in tangi-
ble assets and since money is the only financial asset in the
rudimentary economy. Consumers may desire to dissave and
so to spend on consumption at the expense of a decrease in
real money balances.

The stock of money balances that consumers desire tends
to rise with consumer real income, though not necessarily in
fixed proportion. Consumers demand additional money in
any period because their initial stock is less than their desired
stock. They spend all of income on consumption when they
have on hand the money balances they want. They wish to
dishoard when the money on hand is excessive. It may be
that consumers do not attempt in any one period to correct
the entire difference between the money balances held and
those desired.
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What we have had to say about consumer demand for
money defines completely consumer demand for goods as well.
Consumption is related positively to consumer income and to
consumers’ real money balances on hand. It is related nega-
tively to desired money balances; the “real-balance effect” of
money on consumption depends on the difference between
real money held and real money wanted. In contrast, de-
mand for increments of money is related positively to con-
sumer income and to desired money balances, negatively to
money balances on hand.

We have defined patterns of behavior for firms and con-
sumers. The remaining sector, government, has less freedom
of action. It receives no income. If it demands goods and
services, it must pay for them by issue of money; that is, if it
demands goods and services, it must supply money for the
balances of consumers and firms. The existing nominal stock
of money is accumulated from government deficits in the
past, and the existing real stock of money is the nominal stock
deflated by the price level for goods and services. Govern-
ment may sit idle or it may dissave, and its dissaving is fi-
nanced by expansion in the nominal money stock.

When government spends in the income stream, its spend-
ing adds to private incomes and to private money balances.
So far as its spending displaces private spending, there is no
net effect on private incomes, but private money balances
gain. In the main, we will suppose that government spends
for goods and services, but we shall give brief attention to
gover