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CHAPTER I

Introduction

HIS 1S A THEORETIGAL STUDY of finance. It is a study
1W.‘om 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 fnancial asset, money, to ONe financial insti-
tution, the monetary Systeml, 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  eTiCOMpASSEs) the theory of
money, and a theory of financial institutions that includes®
banking theory. R

Two closely related considerations attracted us to this
study. First, major meHoéH.p.mEm and extensions in time
series of financial data had been made or Wwerc 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 fAow-of-funds and banking sta-
tistics2 Such rich veins of empirical material are rarely ac-

1 8ee Raymond W. Coldsmith, 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 Estirmates,
1980-54," Federal Reserve Bulletin (October 1955), “gummary Flow-of-Funds
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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 finat-
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 néutralized by the real effects of debt accumu-
lation by borrowers.

One result is that books on money and banking and on

Accounts 1950.85, 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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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 &% problems} He should be able to state the
factors that determine the demand for any finangial 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
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must be grouped, with the basis for classification varying ac-

cording to the problem. In this book we are interested, for
3
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one thing, in the interrelationships between methods of &-
- pancing expenditures for current output of goods and services
273 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
i own current incomes: mOst expenditures are internally fi-
. ety panced. Part of the expenditures, however, is externally fi-
nanced by new security issues, which we call “primary securi-
ties,” consisting of bonds, equities, MOTtIAZES, 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

5o Y g acquire these indirect securities instead of the primary securi-

Fer des themselves. So we classify financial markets into 2 market
u L8 for primary securities and a market for indirect securities.
The latter 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

$0 on).

The economic system comprises these financial markets
and a collection of real markets. The latter include markets

o for goods, both current output and the capital stock ot yeal
wealth, and for labor services broadly defined.

These sweeping roarket 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

4
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the market for savings and loan shares from that for shares
in ownﬂ.gm investment companies. _

The economist’s way to study finance, to repeat, is to study
it as a market problem. He may study it in texms of partial
analysis, locking up in ceteris paribus the “feed-in” of in-
fuences 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 Teal markets in the context of
Eﬁmﬁ%@w working with a static or
growth odel in which solutions for equilibrium on all
matkets are obtained simultaneously, with full accounting
for the give and take of feed-in and feed-back.

This book employs general equilibrium mﬁw?mwmlm@qoﬁmw-
out, though it is mecessary nd convenient at times to use
partial analysis of the money market and other financial
Tnarkets. It is important for the monctary cconomist to have | b& | -
2 broad view of the economy, to S€¢ how the money market Shabe.
fits into other markets of the economy, and to see the inter- |
play that takes place among a1l markets. Without this broad
view, one can stray quite wide of the mark in assessing the
role of money in the economic systexs. This ‘coo@ ana-
lyzes the Tole 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

5



fnancial structures. The purpose at each step is to see how

financial and real markets interact to produce equilibrium

Money in a Theory of Finance

levels of real output and prices, t

on the supply of and dem:
convenience, the financial
below.

he emphasis all along being
and for money. For the reader’s

profile of the chapters is given

Financial Profile of Chapters

CHAPTER

FINANCIAL MARKETS

FINANCIAL INSTITUTIONS

L.

III.

Iv.

VIL

Market for money only, with
emphasis on the demand for
money.

Markets for moncy and foxr one
type of primaxy security.

Market for primary securitics,
with emphasis on growth in
quantity and diversity of pri-
Toary secuyities.

Markets for money and for dif-
ferentiated primary securities.

Markets for money, differenti-
ated primary sccurities, and
nonmonetary indirect assets.

Same as above, with emphasis
on supply function of money.

Chapter 1I starts with an economy that has only one fi-

Governmental monctary system
composed. of Policy Burcau
and Banking Burcai.

Same as above.

Same as above.

Same as above.

]

Oo«.onvag&_ monetary system
and nonmonetary financial in-
termediaries (private and gov-
ernmental).

ﬂ

Central bank, member Commer-
cial banks, nonmonetary finan-
cial intermediaries.

nancial market, that for money,

stitution,

6

and only one financial in-
a governmental monetary System. This monetary
system is operated by the gover
of a Policy Bureau and 2 Banki

nment sector and. is composed
ng Bureau. The former stipu-

Introduction

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. Simaple as this
model is, it will clarify concepts, show the relationships
among the three markets for money, current output, and
1abor services, and introduce the demand function for money-
The supply function of money is made as simple as possible:

ﬁvlr{??a e

the stock of money is just what the Policy Bureau says it] b e hvel

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 2 central bank over its members.
"Chis approach makes it easier to concentrate OIL the demand
side of the money market.

Chapter 111 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 sexvices,
current output, Imoney, and primary securities (business
bonds). The latter market has its price, the rat¢ of interest

{

i

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 0Y destroy money balances. Consurmers
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 Hnancial market that is introduced in Chapter

7
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