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A b s t r a c t 

T h i s p a p e r comments on "The R e a l B i l l s D o c t r i n e v s . t h e Quan t i t y -

T h e o r y : a R e c o n s i d e r a t i o n " by T . S a r g e n t and N. W a l l a c e . I t a r g u e s t h a t 

t h e r e e x i s t s a c l a s s o f mode ls s i m i l a r t o t h e i r s t h a t i s (a) f a v o r a b l e t o t h e 

q u a n t i t y t h e o r y v iew o f p r i c e s t a b i l i t y , (b) s u p p o r t s t he i m p o s i t i o n o f 100 

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

r e s t r i c t i o n s . I n p a r t i c u l a r , l e n d i n g r e s t r i c t i o n s s t a b i l i z e p r i c e l e v e l s and 

r e s u l t i n P a r e t o imp rovemen ts . 



A l o n g s t a n d i n g deba te f o c u s e s on t h e r e g u l a t i o n o f b o r r o w i n g and 

l e n d i n g , and whether o r no t a cogen t economic r a t i o n a l e c a n be e s t a b l i s h e d f o r 

s u c h r e g u l a t i o n . W h i l e a t one t i m e such r e g u l a t i o n was c o n c e r n e d w i t h t he 

b o r r o w i n g and l e n d i n g o f a l a r g e number o f a g e n t s i n t h e economy,—/ t h e modern 

f o c u s has been on w h e t h e r o r not " b a n k s " s h o u l d f a c e l i m i t a t i o n s on l e n d i n g . 

W i th r e g a r d t o t h i s q u e s t i o n , one s c h o o l o f t hough t has h e l d t h a t banks s h o u l d 

p / 

f a c e 100 p e r c e n t r e s e r v e r e q u i r e m e n t s , o r s i m p l y be money warehouses -^ - ' W h i l e 

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

outcome i s c l e a r l y meant bo be p r i c e l e v e l s t a b i l i t y . 

T h i s v i ew has r e c e i v e d l i t t l e s u p p o r t . A t one t i m e t h i s was b e c a u s e 

i t was v iewed a s " u n r e a l i s t i c . " - ^ / More r e c e n t l y , however , i t has been a r g u e d 

t h a t s u c h a scheme i s s u b o p t i m a l r e l a t i v e t o l a i s s e z - f a i r e . In p a r t i c u l a r , 

S a r g e n t and W a l l a c e (1981, 1982) have c o n s t r u c t e d a model i n wh ich a s u b s e t o f 

a g e n t s a r e p r o h i b i t e d f rom mak ing l o a n s . The p o r t f o l i o s o f t h e s e a g e n t s 

c o n s i s t e n t i r e l y o f s t o r e d f i a t money. I t i s t h e n shown t h a t , f o r a s p e c i a l 

economy, t h i s a r rangemen t i s no t P a r e t o o p t i m a l . A l a i s s e z - f a i r e a r r a n g e m e n t 

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

s t a b i l i z e t he p r i c e l e v e l i n t h e S a r g e n t - W a l l a c e s e t t i n g . Thus i t i s a r g u e d 

t h a t r e s t r i c t i o n s on l e n d i n g , w h i c h they r e f e r to a s a " Q u a n t i t y T h e o r y r e ­

g i m e , " a r e u n d e s i r a b l e . 

The S a r g e n t - W a l l a c e a n a l y s i s i s c a r r i e d ou t f o r economies t h a t " s a t ­

i s f y t h e q u a n t i t y t h e o r y c l a i m s abou t t he deg ree o f p r i c e l e v e l f l u c t u a t i o n s 

and even p r i c e - l e v e l d e t e r m i n a c y t h a t p r e v a i l s w i t h and w i t h o u t r e s t r i c ­

t i o n s . Y e t , d e s p i t e a l l t h i s , t he examp les do no t s u p p o r t t he q u a n t i t y t h e o r y 

p o s i t i o n . " — / However , t h i s a n a l y s i s i s c a r r i e d ou t i n an economy where t h e r e 

i s no economic r a t i o n a l e f o r s t a b i l i z i n g t h e p r i c e l e v e l . I t i s l e s s t h a n 

s u r p r i s i n g , t h e n , t h a t the " q u a n t i t y t h e o r y i n t e r v e n t i o n " o f i m p o s i n g 100 

p e r c e n t r e s e r v e r e q u i r e m e n t s i s no t P a r e t o o p t i m a l . 
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The p u r p o s e o f t h i s n o t e i s t o d e m o n s t r a t e t h a t t h e r e e x i s t w o r l d s 

much l i k e t h e S a r g e n t - W a l l a c e one where t h e q u a n t i t y t h e o r y v i e w i s s u p ­

p o r t e d . More s p e c i f i c a l l y , an economy i s p r e s e n t e d in w h i c h p r e v e n t i n g some 

a g e n t s f rom l e n d i n g (a) s t a b i l i z e s t h e p r i c e l e v e l , (b) i s P a r e t o i m p r o v i n g , 

and (c ) (somewhat r e d u n d a n t l y ) i s d e f l a t i o n a r y . The o n l y s u b s t a n t i v e f e a t u r e 

o f t h i s economy w h i c h d i f f e r s f rom t h a t o f S a r g e n t and W a l l a c e i s t h e p r e s e n c e 

o f random endowments. In a d d i t i o n , t h e model i s s e t up i n s u c h a way t h a t 

i n s u r a n c e aga ins t , random endowments i s p r e c l u d e d . T h e r e f o r e , t he l a i s s e z -

f a i r e reg ime need no t r e s u l t i n a f i r s t - b e s t P a r e t o o p t i m a l c o m p e t i t i v e e q u i ­

l i b r i u m . I t i s shown t h a t i n some s u c h c a s e s , l e n d i n g r e s t r i c t i o n s o f t h e 

" q u a n t i t y t h e o r y " t y p e p r o p o s e d by S a r g e n t and W a l l a c e make some a g e n t s s u f f i ­

c i e n t l y b e t t e r o f f t h a t a l l l o s e r s f rom r e g u l a t i o n can be c o m p e n s a t e d . Thus 

t he q u a n t i t y t h e o r y reg ime i s P a r e t o s u p e r i o r t o t h e l a i s s e z - f a i r e a r r a n g e ­

ment . M o r e o v e r , t h i s i s t r u e even t h o u g h t h e economy i s s p e c i f i c a l l y 

s t r u c t u r e d so t h a t a g e n t s who f a c e any randomness i n t he r e t u r n on t h e i r 

p o r t f o l i o a r e r i s k n e u t r a l w i t h r e s p e c t t o t h i s randomness . T h u s , a t t h e d a t e 

o f h i s / h e r b i r t h , no agen t c a r e s abou t t h e randomness h e / s h e f a c e s i n f u t u r e 

p e r i o d s . 

I t w i l l be no ted t h a t t h e f e a t u r e o f r i s k - n e u t r a l i t y w i t h r e g a r d t o 

p o r t f o l i o r e t u r n s i s meant t o be " f a v o r a b l e " t o l a i s s e z - f a i r e r e g i m e s ; i . e . , 

i t i m p l i e s t h a t a g e n t s do no t " c a r e " abou t f u t u r e p r i c e l e v e l f l u c t u a t i o n s . 

N e v e r t h e l e s s , t h e q u a n t i t y t h e o r y reg ime i s P a r e t o s u p e r i o r t o l a i s s e z -

f a i r e . I t w i l l a l s o he noted t h a t S a r g e n t and W a l l a c e s t a t e tha t ( p . 2h), 

"some may a rgue t h a t ou r model i s r i g g e d a g a i n s t t he q u a n t i t y 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 u n c e r t a i n t y . . . . We doubt t h a t m e r e l y c o m p l i c a t i n g t h e 

model t o d e a l w i t h a d d i t i o n a l phenomena wou ld change i t s b a s i c m e s s a g e . " 

However , when u n c e r t a i n t y canno t be i n s u r e d a g a i n s t , government i n t e r v e n t i o n 
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o f t he q u a n t i t y t h e o r y t y p e can c o r r e c t ( p a r t i a l l y ) f o r some market i n c o m ­

p l e t e n e s s . 

I. The Mode l 

The model i s a s l i g h t v a r i a n t o f t he o v e r l a p p i n g - g e n e r a t i o n s model 

p r e s e n t e d by S a r g e n t and W a l l a c e (1981). Time i s d i s c r e t e , and i n d e x e d by t = 

0, 1, . . . . A t t = 0 t h e r e i s a s e t o f i n i t i a l o l d a g e n t s who a r e i n t he l a s t 

p e r i o d o f t h e i r l i f e . Le t C-^ ( s c a l a r ) be c o n s u m p t i o n (o f any a g e n t ) when 

y o u n g , and Co be c o n s u m p t i o n when o l d . Then t h e u t i l i t y o f t h e s e a g e n t s i s 

s i m p l y Cp . 

The re a r e a l s o a s e t o f i n i t i a l young a g e n t s a t t = 0. These a g e n t s 

a r e o f t h r e e t y p e s , a , g , and y. They then become o l d a t t = 1, t h e i r l a s t 

p e r i o d o f l i f e . At t = 1 t h e r e a p p e a r s a new young g e n e r a t i o n , e t c . E a c h 

g e n e r a t i o n has ( l a r g e ) e q u a l numbers o f each t y p e o f a g e n t , and w i t h i n e a c h 

g e n e r a t i o n t h e r e a r e e q u a l numbers o f a , 3, and y a g e n t s . 

A t t h e t i m e e a c h agen t a p p e a r s , h e / s h e r e a l i z e s a l i f e t i m e endowment 

s t r e a m , w h i c h f o r some a g e n t s i s random. L e t t h e r e be two s t a t e s o f n a t u r e , 

i n d e x e d by s = 1, 2, each o c c u r r i n g w i t h p r o b a b i l i t y ( l / 2 ) . Then t h e s t a t e o f 

n a t u r e i s drawn p r i o r to t r a d i n g (pe rhaps p r i o r to an ugenl '- 'B b i r t h ) , so t h a t 

i n e a c h p e r i o d t r a d i n g o c c u r s p o s t s t a t e . 

The re a r e two k i n d s o f c o m m o d i t i e s t h a t an agen t c o u l d ( p o t e n t i a l l y ) 

t r a d e . The f i r s t i s f i a t money, and t he s e c o n d i s c o n s u m p t i o n l o a n s . We 

choose t h e s i n g l e c o n s u m p t i o n good a s n u m e r a i r e . Money t r a d e s f o r t he good a t 

t h e r a t e Q (s ) i n s t a t e s (we f o c u s on s t e a d y s t a t e s , and hence t i m e a r g u m e n t s ) 

a t each d a t e , and c i r c u l a t e s In f i x e d amount M f o r e v e r . One u n i t o f t he 

c o n s u m p t i o n good l e n t i n s t a t e s r e t u r n s R ( s ) w i t h c e r t a i n t y one p e r i o d h e n c e , 

so R (s ) i s t h e g r o s s r e a l r a t e o f i n t e r e s t . The re i s no market i n s t a t e 
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c o n t i n g e n t c l a i m s , w h i c h does no t a f f e c t any r e s u l t s , bu t w h i c h does e c o n o m i z e 

on n o t a t i o n . 

The p r e f e r e n c e s o f a g e n t s a r e a s f o l l o w s : 

U a ( C x , C 2 ) = InC-L + C 2 

U g ( C l 5 C 2 ) = l n C 1 + 1 0 C 2 

U y ( C 1 , Co) = l .nC x + l n C 2 . 

We use a v e r y s p e c i f i c example a s we want mere l y t o e s t a b l i s h t h e p o s s i b l e 

d e s i r a b i l i t y o f r e s t r i c t i o n s on l e n d i n g . The endowments o f a g e n t s a r e a s 

f o l l o w s . Type a a g e n t s have t he c e r t a i n endowment a = 13 when y o u n g , z e r o 

when o l d . Type Y a g e n t s have t h e c e r t a i n endowment z e r o when y o u n g , Y = 100 

when o l d . Type 3 a g e n t s have endowment 3 ( s ) when y o u n g , z e r o when o l d . 3 ( l ) 

= 3 0 , 3(2) = 5 0 . 

F i n a l l y , l e t A i ( s ) and M i ( s ) be young t y p e i a g e n t s ' l e n d i n g and 

money h o l d i n g i n s t a t e s ( i . e . , when s i s t h e r e a l i z e d young s t a t e ) . J l ^ ( s ) < 

0 i m p l i e s t h a t a g e n t s o f t y p e i a r e b o r r o w e r s . 

I I . E q u i l i b r i u m u n d e r L a i s s e z - F a i r e 

F o l l o w i n g S a r g e n t and W a l l a c e , we w i s h t o compare t he r a t i o n a l 

e x p e c t a t i o n s c o m p e t i t i v e e q u i l i b r i u m w h i c h emerges under u n r e s t r i c t e d b o r r o w ­

i n g and l e n d i n g w i t h t h a t emerg ing u n d e r r e s t r i c t i o n s p r e v e n t i n g c e r t a i n t y p e s 

o f a g e n t s f rom making l o a n s . T h i s s e c t i o n c o n s i d e r s t h e l a i s s e z - f a i r e ( L F , o r 

u n r e s t r i c t e d ) c o m p e t i t i v e e q u i l i b r i u m . 

Under r a t i o n a l e x p e c t a t i o n s and T,*1, a g e n t s ' b e h a v i o r i s d e s c r i b e d by 

t he s o l u t i o n s t o t h e f o l l o w i n g s e t o f c o n s t r a i n e d m a x i m i z a t i o n p r o b l e m s . Type 

a a g e n t s s o l v e 
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(o) max l n [ l 3 - £ a ( s ) - Q ( s ) M 0 ( s ) ] + ( l / 2 ) Q ( l ) M a ( s ) + ( l / 2 ) Q ( 2 ) M a ( s ) + 

R ( s U ( s ) 
a 

by c h o i c e o f ^ a ( s ) and M Q ( s ) s u b j e c t t o N^(s) > 0 . Type 3 a g e n t s young i n 

s t a t e s s o l v e 

(3 ) max l n l B ( s M B ( s ) - Q ( s ) M p ( s ) ] + 1 0 l ( l / 2 ) Q ( l ) M g ( s ) + ( l / 2 ) Q ( 2 ) M g ( s ) + 

R ( s ) * p ( s ) ] ; M g ( s ) > 0, 

and t y p e y a g e n t s s o l v e 

(y) max l n [ - * Y ( s ) ] + l n ( Y + R ( s ) £ Y ( s ) ) . 

I f we r e s t r i c t ou r a t t e n t i o n t o e q u i l i b r i a i n w h i c h f i a t money has 

v a l u e ( Q ( s ) > 0 V S ) , t h e n an e q u i l i b r i u m f o r t h i s economy w i l l have a t l e a s t 

one agen t h o l d i n g b o t h l o a n s and money i n p o s i t i v e amounts v s . T h i s r e q u i r e s 

(1) R ( s ) - v r.. 
EQ(s ) 

Then i n e q u i l i b r i u m , i t w i l l be t h e c a s e t h a t t he & ^ ( s ) and M ^ ( s ) ; i = a , 3 , 

Y , obey 

(2) * a ( s ) + Q ( s ) M a ( s ) = 13 - | | ^ y • 

(3) £ g ( s ) + Q ( s )M g ( s ) = 3 ( s ) -JORTST * 

D e f i n i t i o n . A r a t i o n a l e x p e c t a t i o n s c o m p e t i t i v e e q u i l i b r i u m ( w i t h v a l u e d f i a t 

money) i s a p o s i t i v e v e c t o r [ R ( l ) , R(2), Q ( l ) , Q(2)] s u c h t h a t v s 
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(a) I * i ( s ) = 0 
i 

(b) I M ( s ) = M. 
i 

I t i s easy t o compute e q u i l i b r i u m v a l u e s f o r t h i s economy. These 

a r e R ( l ) = 1 . 233 , R(2) = .8hl, Q ( l ) M = 1.5^2, Q(2)M = 2.258. F o r f u t u r e 

r e f e r e n c e , i t w i l l a l s o be c o n v e n i e n t t o compute t h e l e v e l s o f e x p e c t e d u t i l ­

i t y r e a l i z e d by young a g e n t s i n a l t e r n a t e s t a t e s under t h i s e q u i l i b r i u m . As a 

s h o r t h a n d , l e t E U ^ ( L F , s ) deno te a g e n t i ' s e x p e c t e d u t i l i t y under LF when t h e 

r e a l i z e d s t a t e i n h i s y o u t h i s s . Then 

E U a ( L F , l ) = lU.820 

E U a ( L F , 2) = 10.106 

E U o ( L F , 1) = 366.389 

EUg ( L F , 2) = 1+17.371 

E U y ( L F , 1) = 7 .615 

E l l y ( L F , 2) - 7 .997 

I I I . E q u i l i b r i u m under a " Q u a n t i t y T h e o r y " Regime 

F o l l o w i n g S a r g e n t and W a l l a c e , a q u a n t i t y t h e o r y (QT) reg ime p r o h i b ­

i t s c e r t a i n a g e n t s f rom l e n d i n g . T h i s i s meant t o be an a n a l o g t o r e s t r i c t i n g 

banks f rom l e n d i n g (100 p e r c e n t r e s e r v e r e q u i r e m e n t s ) . In o r d e r t o a c c o m p l i s h 

t h i s , a l e g a l minimum i s imposed on t h e r e a l v a l u e any a g e n t can l e n d . Denote 

t h i s minimum by v . T h e n , u n d e r t he QT r e g i m e , t y p e i a g e n t s ' b e h a v i o r i s 

d e s c r i b e d by t he s o l u t i o n t o t he r e l e v a n t p r o b l e m , ( a ) , ( 3 ) , o r ( y ) , a l o n g 

w i t h 

(5) Z±(s) > v i f £ i ( s ) > 0. 

F o r ou r p u r p o s e s , i t s u f f i c e s to s e t v = a . 
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Under t h e s e c i r c u m s t a n c e s , c l e a r l y t y p e a a g e n t s a r e r e s t r i c t e d t o 

s t o r i n g money when y o u n g . Then t h e i r d e s i r e d p o r t f o l i o , g i v e n (5), i s d e ­

s c r i b e d by 

4 0 ( s ) = 0 . 

I t i s a l s o t h e c a s e t h a t g i v e n (5), t h e r e s u l t i n g e q u i l i b r i u m f o r t h i s economy 

has t y p e 3 a g e n t s h o l d i n g o n l y l o a n s . T h e i r d e s i r e d p o r t f o l i o i s then d e ­

s c r i b e d by 

(7) M B ) = 3 (s ) - 10R(s) 

Mg(s) = 0 . 

The d e s i r e d p o r t f o l i o o f Y a g e n t s i s u n a f f e c t e d by (5). 

An e q u i l i b r i u m f o r t h i s economy i s d e f i n e d a s b e f o r e : a s e t o f 

p r i c e s such t h a t 

I M . ( s ) = M v s 
i 

I I. ( s ) = 0 v s . 

i 

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

l i b r i u m u n d e r QT has Q ( l ) M = Q(2)M = QM = 12, R ( l ) = 1.67, and R(2) = 1.002. 

We can a l s o compute t h e c o n s u m p t i o n l e v e l s o f v a r i o u s a g e n t s i n 

a l t e r n a t e s t a t e s o f n a t u r e . F o r t y p e a a g e n t s i f s = 1, o r s = 2, t h e n C-^ = 

1, C 2 = 12. F o r young t y p e 3 a g e n t s , i f s = 1, t h e n C x = .0599 and C 2 = 5 0 . 

I f s = 2, t h e n C-|_ = .0998 and C 2 = 5 0 . F o r t y p e y a g e n t s , C 2 = 50 i n a l l 

s t a t e s . I n s = 1, C x = 29.9'+, and i n s = 2, C 1 = 1*9.900.2.' 51 
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I V . A W e l f a r e Compar i son o f Regimes 

In t h i s s e c t i o n a w e l f a r e c o m p a r i s o n o f t he LF and QT r e g i m e s i s 

u n d e r t a k e n on t he b a s i s o f t h e f o l l o w i n g c r i t e r i o n . B e f o r e any young a g e n t s 

a r e b o r n , a d e c i s i o n must be made r e g a r d i n g w h i c h reg ime i s t o p r e v a i l . The 

e x p e c t e d u t i l i t y o f each agen t under t he two r e g i m e s i s t o d e t e r m i n e w h i c h i s 

p r e f e r r e d . However , on the b a s i s o f t h i s c r i t e r i o n a l o n e , t h e two r e g i m e s 

w i l l no t be c o m p a r a b l e . Thus we w i l l say t h a t the QT reg ime i s p r e f e r r e d i f 

t h o s e who g a i n under i t r e l a t i v e t o LF ( i n te rms o f e x p e c t e d u t i l i t y ) c a n 

compensate t h o s e who l o s e r e l a t i v e t o L F . 

From d a t a i n s e c t i o n I, we c a n compute 

E U a ( L F ) = (1/2) (lit.820) + (1/2)(10.106) = 12.U63 

EUg(LF) = 391-88 

EUy (LF ) = 7.806. 

Now c o n s i d e r t he f o l l o w i n g c o m p e n s a t i o n a r r a n g e m e n t . F o r t > 1 , o l d t y p e 3 

a g e n t s t r a n s f e r 19«96 u n i t s o f t h e good to young t y p e y a g e n t s i f s = 1 . They 

t r a n s f e r n o t h i n g t o t h e s e a g e n t s i n s t a t e 2. In a d d i t i o n , t h e y t r a n s f e r .I163 

u n i t s o f t he good t o o l d t y p e 3 a g e n t s i n each s t a t e . Then l e t t i n g EU i (QT+T) 

deno te t h e e x p e c t e d u t i l i t y o f t y p e i a g e n t s under QT when t r a n s f e r s a r e made, 

we have 

EU a (QT+T) = 12.H63, 

EUg(QT+T) = ( l /2 ) ln ( .0599) + ( l /2 ) ln ( .0998) + ( l /2)(10)(50-19-96-.U63) 

+ (1/2)(10)(50-.U63) = 393-010, 

and 
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EU y (QT+T) = (l/2)ln(29.9^+19.96) + ( l / 2 ) l n ( l » 9 . 9 ) + l n ( 5 0 ) = ln(i+9-9) 

+ ln(50) = 7.822. 

Thus f o r t > 1, g a i n e r s u n d e r QT can compensa te l o s e r s . 

C o n s i d e r t = 0, t h e n . Suppose t h e i n i t i a l o l d compensate young y 

a g e n t s by t r a n s f e r r i n g 10.612 u n i t s o f t he good i f s = 1, and 9*553 u n i t s i f s 

= 2. T h i s y i e l d s 

EUy (QT+T) = (l/2)ln(29-9 1*+10.6l2) + (l/2)ln(li9.9+9-553) + l n ( 5 0 ) = 

7.806. 

Thus a l l i n i t i a l young a g e n t s can be compensa ted . The i n i t i a l o l d a r e a l s o 

g a i n e r s , as under LF EQ(s)M = 1.9, w h i l e under QT, QM = 12. Then f o r t h e 

i n i t i a l o l d , e x p e c t e d c o n s u m p t i o n r i s e s by .0175 u n i t s , even a f t e r compensa ­

t i o n has been made. 

We have e s t a b l i s h e d t h e f o l l o w i n g r e s u l t s , t h e n . F i r s t g a i n e r s i n 

e x p e c t e d u t i l i t y verms can compensate l o s e r s i f a q u a n t i t y t h e o r y reg ime i s 

a d o p t e d i n p r e f e r e n c e t o a l a i s s e z - f a i r e r e g i m e . In s h o r t , t h e c o m p e t i t i v e 

e q u i l i b r i u m under LF i s no t a f i r s t - b e s t P a r e t o op t imum. T h i s i s t h e c o n t r a s t 

be tween t h i s model and t h a t o f S a r g e n t and W a l l a c e . 

S e c o n d , a s i n t h e S a r g e n t - W a l l a c e s e t t i n g , t h e q u a n t i t y t h e o r y 

reg ime s t a b i l i z e s t he p r i c e l e v e l . T h i r d , t h e QT reg ime r e s u l t s i n a h i g h e r 

l e v e l o f r e a l b a l a n c e s i n e a c h s t a t e , so i t i s d e f l a t i o n a r y . 
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V . C o n c l u s i o n s 

R e s t r i c t i o n s on t h e a b i l i t y o f v a r i o u s a g e n t s t o l e n d have a l o n g 

h i s t o r y . In 15th c e n t u r y E n g l a n d , f o r i n s t a n c e , t h e r e were r e s t r i c t i o n s 

a g a i n s t l e n d i n g by v a r i o u s p r i v a t e ( i . e . , nonbank) a g e n t s - ^ / The model o f t he 

p r e v i o u s s e c t i o n s c a p t u r e s t h i s q u i t e c l o s e l y . In t he modern p e r i o d , t h e s e 

r e s t r i c t i o n s have t y p i c a l l y been a g a i n s t b a n k s . The model above can be v i e w e d 

as an a n a l o g t o a w o r l d i n w h i c h some a g e n t s ( b a n k e r s ) f a c e p r o h i b i t i o n s on 

l e n d i n g (100 p e r c e n t r e s e r v e r e q u i r e m e n t s ) . T h i s t y p e o f w o r l d c o r r e s p o n d s t o 

t h a t s u g g e s t e d by F r i edman (i960). 

The " f r e q u e n t a n t i c r e d i t measures o f t he Crown"—' i n t h e 15th c e n ­

t u r y have been v iewed by c o n t e m p o r a r y e c o n o m i s t s as s i m p l y g r o w i n g ou t o f 

b u l l i o n i s t s e n t i m e n t . S i m i l a r l y , t he q u a n t i t y t h e o r y r e s t r i c t i o n s d i s c u s s e d 

he re have been v iewed a s b e i n g based on a m i s p l a c e d emphas is on p r i c e l e v e l 

s t a b i l i t y . I n f a c t , howeve r , i n a w o r l d where ma rke t s a r e i n c o m p l e t e , w e l f a r e 

j u s t i f i c a t i o n s f o r t h e s e t y p e s o f r e s t r i c t i o n s a r e easy t o c o n s t r u c t . 

A s a f i n a l comment, c o n s i d e r t h e r o l e o f p r i c e l e v e l s t a b i l i z a t i o n 

i n t h e argument a b o v e . Under L F , i n e q u i l i b r i u m R ( s ) = Q(^ s ) ^ h e l d f o r e a c h 

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

f u n c t i o n s a r e convex i n R ( s ) , and a r e s t r i c t l y convex f o r a l l young a g e n t s . 

Thus a g e n t s p r e f e r i n t e r e s t r a t e i n s t a b i l i t y . However , i f Q ^ s ) ^ i s s u b s t i ­

t u t e d f o r R ( s ) i n t h e s e i n d i r e c t u t i l i t y f u n c t i o n s , i t w i l l be c l e a r t h a t 

a g e n t s d i s l i k e p r i c e i n s t a b i l i t y ex a n t e . I n s h o r t , t he q u a n t i t y t h e o r y v iew 

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

s t a b i l i z e d has some m e r i t i n t h e model a b o v e . M o r e o v e r , t h i s i s t r u e even 

though once young endowments a r e r e a l i z e d , a g e n t s a r e r i s k n e u t r a l a s r e g a r d s 

f u t u r e p r i c e l e v e l movements* 
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