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1. Introduction 
There are two widely accepted defining characteristics of fiat money : incon­
vertibility and intrinsic uselessness. In convertibility means that the issuer , if 
there is one, does not promise to convert the money into anything else-gold 
or wheat, for example. / ntrinsic uselessness means that fiat money is never 
wanted for its own sake ; it is not legitimate to take fiat money to be an 
argument of anyone's utility function or of any engineering production func­
tion . Stated somewhat differently , intrinsic uselessness means that one per­
son gives up goods (objects that appear as arguments of utility functions, 
directly or indirectly) for fiat money only because the person believes that 
someone else will subsequently give up goods fo r fi at money at an acceptable 
rate of exchange . 

The argument for intrinsic uselessness is that too much is sacrificed by 
abandoning it. The principal way of abandoning intrinsic uselessness is to 
make money an argume nt of utility functions or engineering production func­
tions . But this begs too many questions. Is it fiat or commodity money that 
appear.s in these functions? What if there are several fiat moneys, those of 
different countries? Do all appear, and if so , how? Does Robinson Crusoe 
have fiat money as an argument of his utility function? And what about other 
pieces of paper? Most economists would be unhappy with a theory of the 
value of shares in the XYZ Corporation that sta rts out making such shares an 
argument in utility functions. Why is it better to do this for fiat money? All of 
this is to say that theorie s that abandon intrinsic uselessness will be almost 
devoid of implicat ions . 

In contrast to intrinsic uselessness one might say that inconvertibility is 
not something to be argued about. Either the institution under investigation 
displays this property or it does not. But some care must be taken. As I use 
it, incon vertibility means that it is known with certainty that the issuer does 
not now and will never in the future stand ready to convert fiat money into a 
commodity. Viewed this way, fiat money systems have , I think, been rare. 
Specie suspensions during wars do not in general qualify . In most such 
instances-for example, Great Britain during the Napoleonic wars and 
World War I and the United States during the Civil War-convertibility was 
subsequently restored. That being so, it seems sensible to suppose that indi­
viduals had always attached some positive probability to such restoration, 
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which is enough to violate what I mean by inconvertibility. But now restora­
tion of convertibility seems unlikely. So, and perhaps for the first time, 
theories of inconvertible money are of practical importance. 

If inconvertibility and intrinsic uselessness are taken seriously, there is an 
immediate and long-standing problem: the devices usually invoked to prove 
that an object has value in equilibrium-basically , that supply is limited and 
that utility is increasing in the amount consumed-cannot be used for fiat 
money . Since getting fiat money to have value is necessary for any nontrivial 
theory of it, three options seem to be available: first, one can abandon incon­
vertibility and intrinsic uselessness; second, one can impose legal restrictions 
that give fiat money value; and third, one can attempt to model explicitly the 
notion that fiat money facilitates exchange. For good reasons, monetary 
theorists are almost unanimous in pursuing the third option. 

In order to pursue the notion that fiat money facilitates exchange, one 
must abandon the costless multilateral market clearing implicit in the Walras­
ian (or Arrow-Debreu) general equilibrium model. Since exchange works 
perfectly in that model, there can be no role for a device th a t is supposed to 
facilitate exchange. In order to get a theory of fiat money, one must gener­
alize the Walrasian model by including in it some sort of friction, something 
that will inhibit the operation of markets. On that there is agreement. 

But what sort of friction? On that there is no agreement, which is to say 
there is no widely accepted theory of fiat money . I will try to alter this 
situation by arguing that the friction in Samuelson's 1958 consumption loan 
model, 01·erlapping generations, gives ri se to the best available model of fiat 
money. 

That this needs arguing is clear. It is now 20 years (a generation!) since 
Samuelson described the role of fiat mone y in the overlapping generations 
model. Yet neither he nor most economists seem to take it seriously as a 
model of fiat money. (See, for example, Samuelson 1968.1) One claim seems 
to be that the overlapping generations friction accounts for the store-of-value 
function of money only. As a consequence, it is argued, models built on it are 
quite misleading. In particular, the tenuousness of equilibria in which fiat 
money has value in model s bui It on the overlapping generations friction is 
due, according to this clai m , to the fact that this friction does not account for 
the medium-of-exchange role of money . But this claim fails to recognize that 
tenuousness is an implication of the two defining properties of fiat money , 
inconvertibility and intrin sic useles sness, and not of the overlapping genera­
tions friction. 

One of the most important , a lthough obvious, implications of inconvert­
ibility and intrinsic usel essness is that if fiat money has value in an equilib­
rium , then there cannot be another asset with a rate-of-ret urn di st ribution in 
that equilibrium which dominates that of fiat money. For suppose this were 
not true . Then someone gives up goods for fiat money in thi s equilibrium 
even though the person could instead buy an alternative asset that in a ll 
circumstances would give more goods subsequently . Why? Any reason that 
one could give would violate intrinsic uselessness . 

Another implica tion says, in effect, th at an economy can work (although 
maybe not so well, as we will see) without fiat money, or equivalently, 
without it having value. In other words, there are nonmonetary equilibria, 

'Author names and years refer to the works li sted at the end of this book. 
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equilibria in which fiat money is without value at any date. 
These implications of inconvertibility and intrinsic uselessness imply 

that monetary equilibria, equilibria in which there is valued fiat money, are 
tenuous. 

Also implicit in the definition of fiat money is the idea that in an equilib­
rium with valued fiat money its value exceeds its cost of production. But this 
rules out a competitive monetary equilibrium with free entry into the produc­
tion of fiat money. Put differently, wealth is greater in the monetary equilib­
rium than in the nonmonetary equilibrium. Somehow this wealth must be 
allocated among individuals . The market cannot do that. 

All these problems, if problems they be, show up in the models built on 
the overlapping generations friction. But all of them-absence of dominance, 
existence of a nonmonetary equilibrium, and wealth creation-have to be 
addressed by any model of fiat money that maintains inconvertibility and 
intrinsic uselessness. The fact that they come up in models built on the 
overlapping generations friction is not, therefore, a defect of that friction. 

In a way, it is precisely those problems that give rise to a rich theory of fiat 
money. That is the message of what follows and constitutes my principal 
argument for taking seriously models built on the overlapping generations 
friction. I will show how models built on this friction can be made to confront 
virtually every long-standing problem in monetary economics. 

The first problem I take up-and perhaps the most basic-concerns the 
efficiency of fiat and commodity money systems. One notion is that fiat 
money helps by freeing resources that would otherwise be used to produce a 
commodity money . In section 2, I show how models built on the overlapping 
generations friction give precise content to this notion . Roughly speaking, 
the results tie the existence of an optimal fixed-supply monetary equilibrium 
to the nonoptimality of the non monetary equilibrium. 

The second problem I address concerns fiat money-financed deficits. In 
section 3, I show how overlapping generations models allow us to present 
simple public finance analyses of fiat money issue as a taxation device. Not 
surprisingly, fiat money issue turns out to be an excise tax. 

The third problem I consider concerns paradoxical time series correla­
tions between the quantity of fiat money and other variables . In section 4, I 
review, by way of a simple example, Lucas ' (1972) incomplete information 
theory of nonstructural time series correlations . This theory shows what 
happe ns if information barriers (another friction?) force individuals to make 
imperfect inferences from observations on the equilibrium value of fiat 
money. The theory is the key building block in the current attempt to bring 
cyclical phenomena within the purview of ordinary economic theory. An 
unders tanding of Lucas ' theory forces one to a radical reinterpretation of 
many of the macroeconomic time series correlations that are currently 
treated as structural. 

The fourth problem I deal with concerns open market operations , or 
monetary policy narrowly conceived. The main result comes from nothing 
more than a careful consolidation of the balance sheets of the monetary 
authority and the public: without additional frictions, the portfolio of the 
monetary authority does not matter even for the value of fiat money. What 
counts is asset creation and destruction , not asset exchanges , or in other 
words, outside money, not inside money, or in still other words, fiscal policy, 
not monetary policy. 
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The fifth and last problem I take up concerns country-specific fiat 
moneys. In section 6, I summarize my work with Kareken (1978) on the 
relationship between national budget policies and international monetary re­
lationships. The theme, which grows directly out of the defining properties of 
fiat money, is that while one may get a theory of one valued fiat money by 
explicit modeling of how fiat money facilitates exchange, in order to get a 
theory of several valued fiat moneys one must in addition invoke legal re­
strictions (other frictions?) that prevent one fiat money from being substi­
tuted for another. One implication is that a laissez-faire international mone­
tary system with many national fiat moneys makes no sense. 

2. Efficiency of Fiat and Commodity Money Systems 
As noted above, one widely held view is that fiat money is an efficient form of 
money; since fiat money can be produced costlessly, there is a gain from 
using it instead of something else that is both costly to produce and has 
alternative uses . (See Friedman 1953, pp. 204-50; 1960.) While this seems 
plausible, several questions must be answered. Since the gain does not ex ist 
in every economy-for example , it does not exist in the world of the Walras­
ian general equilibrium model or in that of Robinson Crusoe-in what sort of 
economies does it exist? And does the gain depend on how fiat money is 
managed? I will provide answers to these questions in the context of a par­
ticular overlapping generations model and will then consider generalizations 
of it. 

2.1. Commodity Money Equilibria 
Before describing the model, a confession is in order. I suggested above that 
while a model may or may not have a monetary equilibrium, one in which fiat 
money has value, it will, in general, have a nonmonetary equilibrium, one in 
which fiat money has no value. The confession is that I will not distinguish 
between nonmonetary equilibria and commodity money equilibria. For me 
they are simply different names for the same thing . 

While any given model may have several nonmonetary equilibria, there 
will in general be no basis for classifying these into two distinct classes-one 
called commodity money equilibria and the other called, say, barter equilib­
ria. (This is true vacuously if the given model has a unique nonmonetary 
equilibrium.) Nor is it obvious that anything is to be gained from attempting 
to classify the nonmonetary equilibria of different models into those that, in 
some sense, look like commodity money equilibria and those that look like 
ba rter equilibria. True, some models may display transaction patterns such 
that no object is playing a special role in exchange (all objects have roughly 
the same transaction velocity), while other models may display patterns such 
that one object has a quite special role in exchange (its transaction velocity is 
much higher than that of any other object). But most models with friction are 
likely to display some intermediate pattern in which a ranking of objects by 
transaction velocity produces a hierarchy. I doubt that a fruitful qualitative 
distinction will emerge from attempting to classify models by the nature of 
their transaction-velocity pattern. Nor, as I hope to demonstrate , is it fruitful 
to group together all objects with transaction velocities greater than some 
number and to call the collection money. 

2.2. A Model With Constant Returns-to-Scale Storage 
This model, a slight variant of the one studied by Cass and Yaari ( 1966a), is a 
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discrete-time, one-good economy. At any date t, the population consists of 
N( I) young (or age I), the members of generation I, and N( t - I) old (or age 2), 
the members of generation t - 1. Each young person at t maximizes u[c"( t)]; 
c"( t) = [cN t), d'( t)], where cN t) is age j consumption of member h of gener­
ation t, and u is twice differentiable with convex upper contour sets. The Cj 

are normal goods , and u1/u2 , the marginal rate of substitution function, ap­
proaches infinity as c1/c2 approaches zero and approaches zero as c1/c2 ap­
proaches infinity. Each old person at t maximizes cl ( t - I) . 

Each young person is endowed at t with y units of the consumption good . 
The good may be excha nged , consumed , or stored; if k ;:,, 0 units are stored, 
the result is xk units oft+ I consumption where x > 0. I assume that N(t) I 
N(t - l) = n > 0forallt . 

I will study the evolution of this economy from some arbitrary initial date 
labeled t = I for convenience. In the aggregate, the t = I old , the members of 
generation 0, are endowed with K(O) ;:a, 0 units of the consumption good and 
with M( I) units of fiat money. 

For all t, M(t), the post-transfer time t s tock of money, obeys M(t) = 
zM( t - I), z > 0. The timer transfer (or tax) , (z- I )M( t - I), is divided equally 
at time t among the N(t - 1) members of generation t - 1. The handouts are 
fully anticipated and are viewed as lump-sum, as not dependent on saving or 
portfolio behavior. 

Our two main questions about this economy are , Under what circum­
stances does a monetary equilibrium exist? and When it exists, under what 
circumstances does it improve matters? 

2.2. I. Equilibria 
Let p(t) be the price of a unit of fiat money at time t in units of time t 

consumption . Then, letting c(I) = [ .. . , c"(t), . .. ], k(t) = [ ... , k"(t), . . . ], m(t) = 
[ ... , mh(t), ... ] be the vectors of generation t's lifetime consumption, time t 
storage, and time t money purchases, respectively, an equilibrium is a se­
quence [c( t - I), k( t), m( t), p( t)], t= I, 2, .. . that is consistent with 

• c"(t), mh(t), and k"(t) being optimal for the perfect-foresight competitive 
choice problem of the young to be described below 

• cN0) being maximal for the (trivial) competitive choice problem of the 
current old 

• M(t) = '£mh(t) , which, like all other unindexed summations, is over all h 
in generation t . 

2.2.2. The Choice Problem of the Young 
The young choose nonnegative values of ch(t), kh(t), and mh(t) to 

maximize u[ch(t)] subject to 

(2) cN t) - xk"( t) - p( t+ I) {mh(I) + ( z- I) M(t) / [N(t)l} ,s;; 0 

for p(t) ;:a, 0andp(t + I) ;:a, 0 . 
The necessary and sufficient conditions for an optimum are (I) and (2) at 

equalit y and 

(3) with = if cN t) > 0 
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(4) 

(5) 

(6) 

with = if cf( 1) > 0 

with = if kh( t) > 0 

with = if mh(t) > 0 
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where e J is the nonnegative multiplier associated with constraintj and where, 
by our nonsatiety assumption about u and the boundedness and nonempti­
ness of the feasible ch(t), fJ > 0 and finite in any equilibrium. 

2.2.3. Nonmonetary Equilibrium 
By definition, p(t) = 0 for all tin such an equilibrium. This implies that 

(3)-(5) hold with equality. So, letting v[ch( t)] = u, lu2 be the marginal rate of 
substitution function , which by normality of the ci(t) satisfies v, < 0, v2 > 0, 
(3)-(5) give us 

(7) v[ch(t)] = x. 

Thus , there is a unique 0(t) , say, k*, for which (7) holds. [To prove this, use 
( I) and (2) at equality to write the cN t) as functions of 0( I).] 

2.2.4. Monetary Equilibria 
By definition, p(I) > 0 and mh(t) > 0 for some tin such an equilibrium. But 

by (6), this implies p( I) > 0 for all I. Therefore, by (3)-(6) 

(8) v[c11 (1)] = p( t+ I) / p( I) ;a, X for all I 

is necessary and sufficient in order that choices be optimizing in a monetary 
equilibrium. I can now prove 

PROPOSITION I . xzln ,s 1 is necessary and sufficient for the existence of at 
least one monetary equilibrium. 

Proof (Necessity) . Suppose to the contrary that there is a monetary equilib­
rium and xz/n > I. Then , by the rule generating M( t) and the equilibrium 
condition , M( I) = N( t) m( t) , where m ( t) = "'im"( t) I N( t), we have for all 1 

(9) p( t+ I) 
p(I) 

M(t+ I) p(t+ I) = N(t+ I) m(t+ I) p (t+ I) = nq (t+ I) 
zM( t) p( 1) z N( 1) m( t) p( t) zq( t) 

where q( t) = p( I) m ( 1). Then, by the inequality part of (8), we have for all t 

(10) q(t + l) / q(t) ;a, xzln > I. 

But since q"( t) = m"( I) p( t) < y for all h and t, the same bound applies to q( t) . 
And no bounded q(t) sequence can satisfy ( 10). 

Proof (Sufficiency). I will prove that xzln ,s I implies the existence of a 
monetary equilibrium with 0(1) = 0 and q"(I) = q(t) for a ll h and t ;a, I . By 
(I), (2), and (8), it suffices to find a positive q(I) sequence that satisfies 

(II) v[y - q(t) , q(t+l)n] = [q(t+l) / q(t)](nlz) ;a, x. 

If there is a q E (0,y) such that q( I) = q( t+ I) = q satisfies the equality part of 
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(11), then the inequality part is implied by xzln ,s I. But the existence (and 
uniqueness) of such a q, denoted q*, is trivial. Let v*(q) = v(y - q, nq). Then 
v* is continuous (strictly increasing), with O = lim v*(q) as q-0 from above 
and 00 = lim v*(q) as q-y from below. 

2.2.5. Other Monetary Equilibria 
In the borderline case xz/n = I, there exists a continuum of monetary 

equilibria . As is easily shown, if xzln = I, then for any q E (0, q*), there 
exists a k E (0, k*) such that ,t(t) = q, kh(t) = k for all t ;:;. I and h is a 
monetary equilibrium . 

In the rest of this paper, special attention will be paid to monetary 
equilibria that are the analogues of the q* and q equilibria , equilibria that I 
call stationary . But there are, in general, other monetary equilibria . Without 
additional restrictions on preferences, there may exist nonconstant q( t) se­
quences that satisfy (11) . Also, independent of whether preferences are 
further restricted , if xzln < I, then for any q( I) E (0, k*), there exist monetary 
equilibria with qh( I) = q(I) for all h and qh( t+ I)/ qh( t) = xz/n for all t ;:;. I and 
h. This is to say that if individuals in every period act on the basis of the view 
that per capita real money holdings decline exponentially at the rate xzln, 
then there are equilibria in which this occurs. 

The existence of multiple perfect-foresight or rational expectations 
equilibria has been taken by some to be a weakness of this equilibrium con­
cept. (See Shiller 1978.) But a weakness relative to what? In models of 
money , actions depend on beliefs about the future. One option is to leave 
matters there ; actions and , hence, equilibria depend on unexplained beliefs. 
By requiring that beliefs be tied to objective features of the environment, 
rational expectations equilibria allow us to focus on a subset of the equilibria 
consistent with all possible unexplained beliefs. The fact that this subset 
turns out to contain more than one equilibrium does not provide an argument 
for abandoning the rational expectations equilibrium concept. Instead , it 
suggests that we look for a principle that justifies focusing on a subset of the 
rational expectations equilibria. We know already that we will not be able to 
justify focu sing on equilibria not in the subset of rational expectations 
equilibria. 

One argument for focusing on the k*, q*, and q equilibria starts out by 
requiring that equilibrium values depend only on relevant state variables, or, 
equivalently, by requiring that agents forecast on this basis . In the model we 
are studying, each member of generation t fort ;:;. I must forecast p( t+ I) . But 
since the evolution of the money supply and the population are known, it is 
enough to forecast q(t+ I) . If each young person acting like a competitor 
responds to the calling out of an arbitrary current price p( t) ;:;. 0 with a money 
demand based on a forecast of p(t+ I) that satisfies q(t+ I) = q(t), then such 
demands are consistent with the k*, q*, and q equilibria only . This forecasting 
.scheme must be justified by some appeal to relevant state variables; since the 
relevant physical environment for each young person in this economy does 
not depend on when the young person appears, the person ' s real portfolio 
behavior ought not to depend on time. In monetary equilibria other than the q 
and q* equilibria, the variable time plays a significant role. 

2.2.6. A Stability Result 
I will now present for this model a sort of stability result adapted from the 

argument presented by Lucas and Prescott ( 1974). 
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First note that without additional assumptions, the equality part of ( 11) is 
equivalent to 

(12) q(t) = H[q(t+ I)] 

where H, a continuous function, is defined on (0,oo), is such that 0 < H < y, 
and has a unique fixed point, denoted q. (The range of H is limited to the 
shaded area in Figure I .) It is an implication that H'(q) < I. For the stability 
argument I assume f < H' < I for some f E ( -oo, I) , which aside from 
boundedness is to impose globally the restriction on H' that necessarily holds 
at the fixed point. 

For the forecasting scheme, I assume that every member of generation I 
acts on the basis of some positive forecast of p(2), denoted p(2), and that 
every member of generation t ?c 2 acts on the basis of a point forecast p( t+ I) 
given by 

(13) p(t+ I) = [>..p(t) + (1 - >..)p(t)](nlz ), >.. E [0,1) . 

Here generation t ?c 2 forms a forecast of p(t+ I) by taking a weighted aver­
age of the previous generation's forecast of p( t) and the realization of p( t) a nd 
"updating" it. The "updating" is accomplished by multiplying by n/z. Note 
that the scheme discussed above is the special case >.. = 0. In the Appendix I 
prove 

PROPOSITION 2. If forecasts are given by (]3)for some p(2) > 0 and H [see 
(/2)] satisfies H' E ( e, ])for some CE (- 00 , ]) , then 

q'( I) 

ii 

Figure 1 
The Range of H 
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a. If xz/n < 1, then Lim q'( t) = q* 

b. lfxzln = I and q(2) ~ q*, then Lim qh(t) = q* 

c. If xz!n = 1 and q(2) < q*, then qh( t) = q(2) 

d. lfxzln > I, then Lim qh( t) = 0 

where q(2) = jf(2) M(2) I N(2). 

This proposition establishes that the q* and q equilibria-when they 
exist-and the k* equilibrium-when the q* and q equilibria do not exist­
are in a sense robust with regard to mistakes about the future. 

It is worth emphasizing, though, that while the proposition would no 
doubt hold for some ways of generalizing of (13), the "updating" by n/z 
seems essential. Such " updating" must be justified by appealing to relevant 
state variables. Thus, this stability argument cannot be used, for example, to 
dispose of equilibria with qh( t+ I)/</'( t) = xzln when xzln < I. For if (nlz) in 
( 13) is replaced by x, then the same sort of stability argument could no doubt 
be made for those equilibria . 

2.2. 7. Optimality 
Letting C;( t) be total age j consumption of members of generation t and 

K(t) ~ 0 be the total of time t output that is stored, a consumption 
allocation-ci0), c(I), c(2), ... , c(t), ... -is feasible if for all t ~ I there 
exists K(t) ~ 0 that satisfies 

(14) C,(t) + K(t) + Cit - I) ~ N(t)y + xK(t - 1) 

with K(O) given by initial conditions. 
An allocation with a bar C) over it is Pareto superior to one with a caret 

n if cl'(0) ~ cl'(0) and u[ch(t)] ~ u[ch(t)] for all hand all t ~ I with strict 
inequality somewhere. An allocation with a caret is Pareto optimal if there 
does not exist a feasible allocation that is Pareto superior to it. 

Our question about the gain from using fiat money is answered in part by 
the following propositions . 

PROPOSI T ION 3. lfx > n , then any equilibrium allocation is optimal. 

PROPOSITION 4. If x ~ n, then the k* (the non monetary) and the q equilibria 
are nonoptimal . 

PROPOSITION 5. If x zln ~ I and z ~ I, then the q* equilibrium is optimal. 

PROPOSITION 6. lfxzln ~ I and z > I, then the q* equilibrium is nonoptimal. 

The proofs of Propositions 3 and 5 are given in the Appendix . 

Proof of Proposition 4. Let ( c,, c 2) and k > 0 be the equilibrium lifetime 
con sumption vector and storage of each member of generation t ~ I in any 
given k* or q equilibrium . By feasibility [see ( 14)] these quantities satisfy 

c, + Cz/n ~ y + (xln - l)k. 

Since x ~ n, it follows from ( 14) that the same consumption allocation for 
members of generation t ~ I is feasible with K(t) = 0 for all t ~ I. But this 
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makes it possib le to give more to members of generation Oat t = I because in 
any k* or q equilibrium, total consumption of generation Oat t = 1 satisfies 

N(I) c1 + N(l)k + C 2(0) = N(l)y + xK(O) 

while under the proposal it satisfies the same equation with k replaced by 
zero. 

Q.E.D . 
Proof of Proposition 6. By ( 14), if K(t) = 0 for all t ? I, the class of feasible 
consumption allocations such that ch(t) = (c1, c2), a constant for all hand t ;a, 

I, is given by 

It follows that ch(t) for all hand t ;a, I in any q* equilibrium satisfies (15) 
and with equality. Denote ch(t) in this equilibrium by (ct, ct). It is also the 
case [see ( I) and (2)] that ( ct, ct) is preference-maximizing in the set 

(16) c, + Cz (zln) ,a; y + (z-1) q*. 

In Figure 2, let (c,, c2) be the preference-maximizing point that satisfies 
( 15) . Transitivity and the fact that the boundary of ( 16) is steeper than that of 
(15) imply that (ct, ct) lies northwest of (c,, c2). By revealed preference, 
then, ( c,, c2) is preferred to ( ct, ct) . And since ch(t) = ( c,, c2) for all h and t ;a, 

I is feasible with K( t) = 0 for all t ;a, I, it is feasible under the caret allocation 
to have total consumption of generation Oat t = l satisfy 

C\(O) = xK(O) + N(l)(y-c,) > xK(O) + N(I) (y - ct) = C{(O) 

where Cf(O) is total generation O consumption at t = l under the q* equilib-
rium . 

Q.E.D. 
Propositions 3-6 imply no connection between the path of the value of fiat 

money in an equilibrium and the optimality of that equilibrium . Thus there 
may be an optimal monetary equilibrium with a declining value of fiat 
money-for example, if x < n < z ,a; I-and there may be a nonoptimal 
monetary equilibrium with an unchanging value of fiat money-for example, 
if z = n > I > x. What counts is the path of the quantity of fiat money . 

Propositions 3-6 suggest that the quantity of fiat money should not be 
increased. For those propositions imply that if z ,a; I, then an optimal mone­
tary equilibrium exists whenever the non monetary is nonoptimal. If we limit 
consideration to z = 1, a fixed money supply, then the converse is also true. 

But several comments are in order. First, note that we have studied 
changes in fiat money brought about in a particular way . These changes 
satisfy 

- 7(/) = p(t) [M(t) - M(t - 1)] = p(t) (z - 1) M(t - 1) 

where 7( t) is the national income accounts definition of taxes minus transfers 
in real terms and where the tax or transfer is lump-sum. 

So this conclusion holds for fiat money supply increases that come about 
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Figure 2 
The Nonoptimality of z > I 

c, 

y + (z - l)q* 

y 
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(11 I z)ly + ( z - l)q* ] 

by way of deficits. They are most defini tely not to be confused with changes 
that come about through open market operations, a class of policies di s­
cussed in section 5. The conclusion also holds only for purposeless deficits , a 
point taken up in section 3. 

That the tax or transfers are viewed by individuals as unrelated to their 
saving and portfolio choices is al so critical. To take an extreme example, if 
the scheme is instead one in which each person knows that her or his mone y 
purchases when young, mh( I), say, will be augmented by ( z - I) mh ( t) wh e n 
old , then, as is well known, the equilibrium co nsumption allocation does not 
depend on z. 

It must also be emphasized that we have studied only very special time 
paths of M(t). In a sense , onl y the limiting behavior of the supply of fi a t 
money is crucial. For, still considering the same tran sfer mechanism , 
suppose 

[
z ,M(t - 1) 

M(t) = 
Zt M (t + I) 

t = I , 2, .. . , T 

t ~ T + I. 

Then it is easily shown that Propos itions 5 and 6 hold with z replaced by z2 

and q* replaced by a monetary equilibrium path with q11 (t) = q* for all hand t 
~ T . In other words, both the existence and optimality of monetary equilibria 
depend only on the limiting behavior of the supply of fiat money. (The equi-
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librium consumption allocation does, however, depend on z, .) 
Finally, this model does not deal kindly with the prescription that money 

ought to be managed so that its rate of return is equal to that on real capital. 
In most models, this is not even a well-defined prescription since the equilib­
rium rate of return on capital depends on the monetary policy followed .2 In 
this model, the technology is such that this prescription is well defined ; 
namely, set z so that xzln = I. But if x < n, then such a policy guarantees that 
any equilibrium is nonoptimal. 

2.3. Absence of a Dominating Asset and the Sign of the Real Rate 
of Interest 

In the model so far analyzed , individuals hold a single asset except in the 
borderline case xzln = I. 1 n any case, individuals do not diversify in a de­
terminate way. It is important to note that the basic message of Propositions 
1-6 carries over to other models. 

Thus suppose that the gross return on storage xis random in the following 
way. The gross return on the consumption goods stored from t to t + I is x( t) 
> 0 where x( t) is a drawing from a probability distribution. For some utility 
functions, probability distributions, and values of n and z, there exist mone­
tary equilibria with equilibrium portfolios that are diversified in a determinate 
way . (See Bryant and Wallace 1979b.) More to the point, though, versions of 
Propositions 1-6 can be expected to hold .3 And, for any z and n, if the 
probability distribution of returns to storage is too favorable, then there will 
not exist a monetary equilibrium. Thus the absence of dominance require­
ment still obtains. 

Since this requirement is foreign to so many so-called models of money, I 
want to comment on it in some detail. And to simplify the discu ssion, I will 
abstract from growth . 

Economists are used to working with models in which there are real assets 
with a positive net yield in equilibrium . Put differently, most economists 
seem automatically to assume a positive real rate of interest implied by the 
presence of something like the "land" of the Hecksher-Ohlin model (Henry 
George land)-a uniform, productive, nonreproducible form of capital~ But 
real land is quite different from the land of the Hecksher-Ohlin model. If it 
were not , why have titles to physical quantities of land rarely if ever served 
as commodity money ? (And why does it prove so difficult to implement 
Henry George's tax?) Indeed, one suspects that the transac tion velocity of 
real land is not very high (relative, say, to that of shares in GM). The point , 

'Tobi n's ( 1965) is one of the fir st models with this property. The model desc ribed in the text 
could easily be converted to one in wh ich the equ ilibrium rate of return on sto rage of the consump­
tion good depends o n the monetary policy followed. One need o nl y assume that x depends on the 
aggregate amoun t stored. 

"A model that a ll ows for intergeneration risk sharing via markets arises from assuming that 
generation t + I appears prior to the realization of x( t). One that precludes such risk sharing arises 
from assum in g that the real ization of x(I) occurs after generation 1- I disappears and before 
ge ne rat io n r+ I ap pears. Moreover , since in the latter instance , the young of ge nerat ion r maximize 
expected utility conditional o n x( t) wh il e in the former they maximi ze unconditionally , the defini­
tion of Pareto superiority shou ld take this difference into account. (See Muench 1977.) 

I suspect that Muench"s result in hi s append ix o n the nonopt ima lit y of non stochastic growth 
rate rules according to hi s conditional Pa ret o optimalit y criterion is due to hi s sc heme for allocat­
ing o ld people ac ross marke ts. This sc heme is not necessarily part of Lucas' model. 

·1 For a detailed model of traded la nd of this sort , see Ka reken and Wa ll ace 1977. 
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of course , is that real land is nonuniform, is reproducible, and may not 
be productive . To abstract from these features for some purposes may be 
harmless . To abstract from them in thinking about fiat money is probably 
disastrous . 

Also, one should not be misled by the role of physical appreciation in the 
model analyzed above. In that model x > n is enough to drive out fixed­
supply fiat money . But this does not mean that the existence of any good that 
appreciates physically would do . The x > n results found above depend on all 
aspects of the model-that there is only one good, that the population and its 
endowment of that good are nonrandom, and so on. Physical appreciation 
does not imply dominance of fixed-supply fiat money if there are other 
sources of supply and demand disturbances that in a multigood model make 
the price of the physically appreciating good random. Thus, for example, the 
possibility of gold discoveries makes gold a less perfect commodity money 
than would otherwise be the case . 

All of this is not to say that the world we live in, without various legal 
re strictions , necessarily has room for valued fixed-supply fiat money. It is 
meant to suggest that the possibility cannot be easily dismissed by casual 
empiricism that appeals to the existence of a positive (net of growth) real rate 
of interest given by the technology . Hahn dismisses the possibility in his 
discussion of the overlapping generations model when he says (1973a, p. 
232) , "But money is not the only means of storage nor the only costless 
means (recall Keynes ' s remarks on land)." 

2.4. Private Borrowing and Lending and So-Called Inside Money 
Models built on the overlapping generations friction imply a sharp distinction 
between what used to be called inside money and outside money. I will 
present one aspect of this distinction here by considering a version of the 
model we have been studying that has room for private borrowing and lend­
ing . Another aspect of this distinction will come up in the discussion of open 
market operations . 

I will proceed by describing an example . Let n = z = I (an unchanging 
population and money supply), x = 0 (no storage), and let generation t consist 
of two groups : N,( t) = aN and N 2(t) = [I-a] N, 0 < a < 1, where h E N,(t) 
is endowed with y units of the consumption good when young and h E N2(t) is 
endowed with y units when old. For all h and t ? I , assume that u[ch( t)] = c/' 
(t)cNt). 

A quick route to the study of equilibria for this economy analogous to the 
k*, q*, and q equilibria is to find equilibria consistent with there being a single, 
unchanging equilibrium gross rate of return on saving denoted R . In such an 
equilibrium we have , for the logarithmic utility function, 

where v = u, I u2 ands; is real saving of each member of group N;. 
A non monetary equilibrium of this type must satisfy (17), ( 18), and as, + 

(I - a) s 2 = 0, the last condition being the nonmonetary equilibrium condition 
for thi s economy: net saving must be zero . Clearly the solution is unique and 
implies R = (I - a) / a and 
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ifh E N2 • 

The proofs of Propositions 3 and 4 imply that this equilibrium is optimal if a 
,a:; 112 and nonoptimal otherwise. Those proofs apply becau se in terms of 
resources and preferences this economy is a special case of the one studied in 
those proofs. 

A monetary equilibrium consistent with an unchanging rate of return must 
satisfy (17), (18), R = I, and as 1 + (I - a) s 2 > 0, the last condition being a 
positive net saving requirement. Since s 1 = - s2 = yl2 at R = I, this exists if 
and only if a > 1/2. Moreover, p(t)M, the equilibrium aggregate real value of 
fiat money is N[as 1 + (I - a) s2 ] = y(2a - I) Nl2. Clearly, when this equilib­
rium exists, it is optimal. 

Now, suppose that there are K such economies identical except that 1/2 < 
a, < a 2 < ... < aK < I. In particular, let the fixed supply of fiat money be the 
same in all these economies. 

Viewed as a cross section, then, the price of fiat money varies directly 
with aK. And since MIN, the per capita supply of fiat money , is the same for 
all these economies, it necessarily bears no relationship to the equilibrium 
value of p(t) in the different economies. But if for some reason we try to find 
some nominal asset total that is related top( t) across these economies , then 
we will succeed. In a monetary equilibrium, members of group N, in the 
aggregate in economy k hold assets with real value of akNyl2. Therefore , the 
nominal value of their assets is Ml (2 - ak- 1), real assets divided by the price of 
fiat money in economy k. This nominal asset total is decreasing in a •. , as is 
l ip((), the price level. 

It is also the case that similar relationships can be generated for the time 
paths of asset totals and the price level in a single economy by studying 
economies in which a(t) varies through time. 

But what is to be inferred from such relationships? The economy just 
examined is one in which members of group I, the only holders of assets, are 
indifferent between holding fiat money and holding promises of members of 
group 2. (It is, of course, easy to destroy this indifference. One way is to 
make the endowment of group 2 random.) But so what? That does not justify 
aggregating the two into something called M; and ignoring the distinction 
between fiat money and the debt of group 2. Since versions of Propositions 
3-6 apply to this class of economies , the di stinction is critical. The point, of 
course, is that a influences the demand for fia t money in a way not all that 
different from the influence exerted by N( t) or x in the model of section 2.2 . 
Even though variations in the demand for fiat money affect the value of a 
fixed stock of it, no response in the form of a value of z c/- I is called for. 

3. Fiat Money Issue as Taxation 
One of the basic propositions of public finance asserts that if endowment 
taxation is costless, then it is best. I will begin by establishing a version of 
this proposition for a no-storage (x = O) version of the model studied in section 
2.2 . 

PROPOSITION 7. If N( t)f3y for O < /3 < I can be raised each period through 
fiat money issue , then with costless taxation of endowments there exists a 
monetary equilibrium with a constant money supply that is Pareto superior to 
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any stationary equilibrium with N(t)f3y raised through fiat money issue . 

Proof. Let (i:,,c·2) be the q* equilibrium allocation with a fixed money supply 
and with each young person subject to endowment taxation of f3y. It follows 
from (I) and (2) that (i:1,i:2 ) satisfies 

with equality and is preference-maximizing in this set. Let (c'; ,c2) be any 
stationary equilibrium with N(t)f3y raised through fiat money issue. [Bryant 
and Wa llace ( 1979a) prove that the existence of any equilibrium with N( t)f3y 
raised through fiat money issue implies the existence of a stationary equilib­
rium in which this occurs.] By feasibility (c';,c2) also satisfies (19). And being 
an equilibrium, it satisfies (19) with equality and , by (I) and (2), is 
preference-maximizing in the set 

where R equals p( t+ 1)/p( t) , a constant in a stationary equilibrium. 
But these facts imply that (i:1 ,i:J does not satisfy (20), which is to say that 

(c1,c2 ) lie s northwest of (i: 1,i:2 ). (See Figure 3.) If this were not true, tran­
sitivity or smoothness of preferences would be violated. It follows that the 
caret allocation is Pareto superior to the bar alloca tion because (i:1,i:2 ) is 
preferred to (Ci ,c2) by all members of all generations t ;;,, I and i:, < c, implies 

Figure 3 
Costless Endowment Taxation 

vs. a Fiat Money-Financed Deficit 
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that the current old get more under the caret allocation than under the bar 
allocation . 

Q .E .D. 
Note, of course, that there may not be such a bar allocation and that there 

may be more than one. (For an excise tax on any commodity, there may be 
no tax that raises a given revenue or there may be many.) Note also that 
although in this simple model fiat money issue is a tax on saving, the nonop­
timality of such taxation does not require that saving depend on the rate of 
return in any systematic way. In particular, the proof holds for a Cobb­
Douglas utility function which implies no dependence of saving on the rate of 
return. Nor does the nonoptimality depend on there being inflation in the 
sense of a falling value of fiat money. But if there is an equilibrium bar 
allocation, then the equilibrium value of R is less than n. Thus, the growth­
corrected rate of return must be negative. If it were not, the government 
could not succeed in financing its deficit. 

Of course, in general, fiat money issue is not a tax on all saving. It is a tax 
on saving in the form of money . But it is important to emphasize that the 
equilibrium rate-of-return distribution on the equilibrium portfolio does de­
pend on the magnitude of the fiat money-financed deficit. This is true, for 
example, in a model with a risky real asset that gives rise to diversified 
equilibrium portfolios and is true in a model in which the rate of return on 
money is random because the size of each generation is random . 

In all these models, the real rate-of-return distribution faced by individ­
uals in equilibrium is less favorable the greater the fiat money-financed defi­
cit. Many economists seem to ignore this aspect of inflation because of their 
unfounded attachment to Irving Fisher's theory of nominal interest rates. 
[According to this theory, (most?) real rates of return do not depend on the 
magnitude of anticipated inflation .] The attachment to Fisher's theory of 
nominal interest rates accounts for why economists seem to have a hard time 
describing the distortions created by anticipated inflation. The models under 
consideration here imply that the higher the fiat money-financed deficit, the 
less favorable the terms of trade-in general, a distribution-at which pres­
ent income can be converted into future income. This seems to be what most 
citizens perceive to be the cost of anticipated inflation. 

Of course, Proposition 7 is only the start of an analysis of fiat money issue 
as a taxation device. The modern public finance literature often starts by 
ruling out endowment taxation.5 And, as has often been noticed, if all taxes 
are distorting, then the optimal tax structure may involve taxation through 
fiat money issue . 

A simple way to amend the model of section 2.2 to allow for this possibil­
ity is to impose costs of raising revenue through endowment taxation. Thus 
(c1,c2 ) in Figure 3 is not feasible if it is assumed that ({3+g)y must be turned 
over by each young person in order that the government get f3y-gy > 0 
being enforcement costs. It follows, then, that the fixed-supply-monetary­
equilibrium allocation satisfies ( I 9) with strict inequality and that no qualita­
tive comparison between endowment taxation and fiat money-issue taxation 
is possible. Indeed, it is easy to make assumptions that guarantee that the 
optimal tax structure involves some of both forms of taxation . . 

5See Helpman and Sadka 1979 for an analysis of fiat money is sue as a taxation device when 
only commodity taxes are allowed. 
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4. Lucas' Incomplete Information Model 
So far nothing has been said about business cycles. Among the aspects of 
business cycles that call for explanation are time series relationships be­
tween , on the one hand, nominal aggregate demand variables like the deficit 
and, on the other hand, real variables like total output. These relationships 
appear paradoxical from at least two points of view . First, ordinary market­
clearing models with behavior generated by optimization free from various 
kinds of money illusion do not seem to generate them. Second, such relation­
ships do not seem to be invariant ; they do not hold in cross sections where 
the observations are averages over time of the same variables for different 
countries, and they do not seem to persist over time. Lucas' (1972) model 
shows how relationships with these properties can arise if ordinary market­
clearing models are altered so that individuals are faced with incomplete 
information in a way that induces them to make inferences from observations 
on the value of money . I will present a very simple version of Lucas' model. 
4.1. The Model 
The model is a variant of that in section 2.2 . The size of each generation is 
random : N( t) = N; > 0 with probability n; > 0, i = I, 2. The tax-transfer 
scheme is that of section 2. 2 except that it too is random : M( t) = z( t)M( t - I) 
where z( t) = Zi > 0 with probability 0i > O,j= I, 2. N( t) and z( t) are indepen­
dent of one another. Moreover, N,I N 2 = zi/z 2 < I, the equality being a very 
special assumption, the need for which is discussed below. There is a com­
mon von Neumann-Morgenstern utility function u[c'(t)], the expected value 
of which is maximized by each young person. And, as above, each young 
person is endowed with y units of the single consumption good when young. 
Storage is ruled out. 

Two versions of this model will be studied . One is a complete information 
version . In it, the young at time t choose money holdings knowing M(t - 1), 
z(t), and N(t); that is, they know the money supply, M(t), and the size of 
their generation, a demand variable. They also know the distributions of 
z(t+ I) and N(t+ I). In the incomplete information version, the young at t 
choose money holdings knowing only M(t - 1) and the distributions of z(t), 
z(t+ I), N(t) , and N(t+ I). They do, however, draw inferences about z( t) and 
N( t) from observing p( t), the time t value of money. 

It is convenient to begin by rewriting constraints ( I) and (2) as 

(22) d(t) ,s {</'(t)+q(t)[z(t+ 1) - l]}p(t+ 1)/p (t) 

where qh(t) = p(t)mh(t) is the choice variable, q(t) = p(t)M(t)/N( t) is per 
capita real money holdings , which the individual treats parametrically, and 
where, by the definition of q( t), 

(23) p(t+ 1)/p(t) = N(t+ l)q(t+ 1) /N( t)q(t)z(t+ I). 

In order to proceed, the distribution of c2(t), which depends on the informa­
tion restrictions, must be specified. The procedure to be followed is, first , to 
in effect make a guess about certain properties of the equilibrium c2 ( t) distri­
bution, and, second, to show that there is in fact an equilibrium satisfying 
these properties. 
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4.1.1. Complete Information 
Here the guess is that there is an equilibrium in which for each value of 

N(t) there is at most one value of ij(t), that is, an equilibrium such that ij(t) = 
q; if N(t) = N;. 

Now if N(t) = N; and individuals forecast on the basis of if( t) = q;, then by 
(23) the distribution of p(t+ 1)/p(t) is given by p(t+ 1)/p(t) = Niq;/N;q;Zk with 
probability 1r;0k, there being four possible values of p(t+ 1)/p(t) . This implies 
a distribution for the right-hand side of (22), namely, 

with probability 1ri0k where c 2;(J,k) is second-period consumption if N( t) = 
N;, N(t + I) = N ;, and z(t+ I) = Zk- Given N(t) = N;, for each value of qNt), 
the choice variable, there are four possible values of c 2;(j,k) as j and k each 
range over I and 2. 

Thus, if N(t) = N; , qf'(t) is chosen to maximize l/~'.k1ri0ku[c1;,C2;(i ,k)] 
subject to (21) and (24) with q; and N; known and treated parametrically. It 
follows that for i = I, 2 the optimal value of qf(t) sati sfies (21) and (24) with 
equality and 

Since all members of generation t are identical , for equilibrium we mu st 
have qf( t) = q; for i= I, 2. Therefore, for each i the equilibrium q; sat isfies 

(26) 

giving us a pair of equations in q 1 and q 2 • Letting ri = lk0h./z,. , th e mean of z"i: 1, 
we may rewrite (26) as · 

(27) 0 = L[1TjU1(y - q;, qjN ;/N;)] 
j 

- YJ L[1TiU2(y - q; ,qi N;/N;)Niq;/N;q;], i = 1,2. 
J 

Notice that for any equilibrium of this kind , ri is the only aspect of the 
di stribution of z( t) th a t matters for real variables a nd , hence , for expected 
utility. It follows that in an equilibrium of this kind , there is no correlation 
between z( t) a nd real variables. 

4. 1.2. In complete Information 
Here the young choose q'(t) knowing only M(t - 1) and the current value 

of fiat money , p(t). The surmise is that th e re is an equilibrium in which for 
given M( t - I) , p( t) and N(t) / z( t) are in one-to-one correspondence with p( t ) 
strictly increa sing in N(t) /z(t) . Note that N(t) lz(t) ma y be thought of as a 
measure of the demand for mone y at t rel a ti ve to the supply at t a nd tha t fo r 
our specifica tion there are three distinct values of N(t)lz(t). 

In such an equilibrium , knowledge of p(t) implies knowledge of N(t) /z (t). 
And for two of the possible values of N(t) /z(t)-namely, Ni/z 2 and N 2 /z, ­
knowledge of the ratio N( 1) /z( t) implies knowledge of both N( I) and z( t) . But 
because N 1/N2 = z ,/z2 , if N(t) /z(t) = N;/z;, its inte rmediate value, then either 
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N(t) = N, and z( t) = z , or N( t) = N 2 and z( t) = z2 • In other words, if p( t) 
takes on its intermediate value, then either both demand and supply are low 
or both are high. This is what gives rise to more uncertainty in this version 
than in the complete information version.6 

The hypothesized correspondence between p( t) and N(t)/z(t) implies that 
an observation on p(t) is equivalent to an observation on q(t) since q(t) = 
p( t)M( t- I )[z( t)I N( t)] and M( t - I) is known. We further hypothesize that the 
equilibrium is such that q(t) is a function of N(t)lz(t), namely, that q(t) = q;; 
if N(t) = N; and z(t) = Z; with q 11 = q22 • This is equivalent to hypothesizing 
that the equilibrium sample space for the price level , 1/p( t) , is proportional to 
the known pretransfer stock of money, M(t - 1). 

The distribution of c2(t) conditional on N(t)lz(t) can now be described. If 
N( 1)/z( t) = N;/zi with i ¥- }, then for all k and r 

with probability rrk0r. Aside from different subscripting, this is the same as 
(25). Thus, if i ¥- }, then for each value of the choice variable, q"( t), there are 
four possible values of second-period consumption. If N( t)lz( t) = N;/z;, then 
for all i, k, r 

with probability p;rrk0r, where p; = rr;0;/(rr101 + rr202) is the probability that 
N(I) = N; given that [N(t),z(t)] is either (N,,z,) or (N2 ,z2 ). In this case, the 
value of N( t) = N; cannot be identified so there are eight possible values for 
second-period consumption for each value of the choice variable, qfl( t) . 

Therefore, if N( t)lz( t) = NJzi with i ¥- }, then expected utility is "ik"irrrk0ru 
[clij,c2 u(k, r)]. This is maximized by choice of q0(t) subject to (21) and (28). 
Thus for (i,j) = ( 1,2) and (i,j) = (2 , I), the optimal choice satisfies (21) and (28) 
with equality and 

(30) 

If N(t)lz(t) = N;/z;, then expected utility is "i;"ik"i,.p;rrk0,.u[clii,c2ii(k,r)]. This 
is maximized by choice of q/H t) subject to (21) and (29). The optimal choice 
satisfies the constraints with equality and 

Since for equilibrium we must have q~ = q;j, (30) and the relevant con­
straints at equality give us two equilibrium conditions: for i ¥- j 

(32) 0 = "i "irrk0,. [u,(y -q;;,Nkq,-r!N;) 
k r - u2(y - qu,N,.. q,..r/N;)N,..q,..r/NiqUZr ] 

"The special assumption N, IN, = z,lz, i s needed because in arbitrary discrete sample spaces an 
observation on a ratio i s in general equivalent to an observation on both the numerator and the 
denominator. Lucas avoids the equivalence by working with continuou s sample spaces. 
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4.1.1. Complete Information 
Here the guess is that there is an equilibrium in which for each value of 

N(t) there is at most one value of q(t), that is, an equilibrium such that q(t) = 
qi if N(I) = Ni . 

Now if N(t) = N; and individuals forecast on the basis ofq(t) = q; , then by 
(23) the distribution of p( t+ 1)/p( t) is given by p( t+ 1)/p( I) = Niq;/ N iqi Zk with 
probability 7Tj0k, there being four possible values of p(t+ 1)/p(I) . This implies 
a distribution for the right-hand side of(22), namely, 

with probability 7Tj0k where c2;U,k) is second-period consumption if N(I) = 
N;, N(t+I) = N;, and z(t+I) = Zk· Given N(t) = Ni, for each value ofqNt), 
the choice variable, there are four possible values of c2;U,k) as j and k each 
range over I and 2. 

Thus , if N(t) = N;, qf(t) is chosen to maximize LjLk7Tj0ku[cu,c2;(.i,k)] 
subject to (21) and (24) with q; and Ni known and treated parametrica lly . It 
follows that for i = I, 2 the optimal value of qNt) satisfies (21) and (24) with 
equality and 

Since all members of generation tare identical , for equilibrium we mu st 
have qf( t) = q; for i = I , 2. Therefore, for each i the equilibrium q; satisfies 

(26) 

giving us a pair of equations in q, and q 2 • Letting Y/ = Lk0k/z1., the mean of z;.:', 
we may rewrite (26) as · 

(27) 0 = L[7TjU,( y- qi,qjN)N;)] 
J 

- Y/ L[ 7TjU2( y- q; ,qjN;/ N;)N;q;/ N;q;], i = 1,2 . 
J 

Notice that for a ny equilibrium of thi s kind , Y/ is the only aspect of the 
distribution of z( I) that matters for real variables and, hence , for expected 
u til ity. It follows that in an equilibri um of thi s kind , there is no correlation 
between z( 1) a nd real variables. 

4 . 1.2. In complete Information 
He re the young choose qh(t) knowing only M(t - 1) and the current value 

of fiat money, p( t ) . The surmise is that th e re is an equilibrium in which for 
given M(t - 1) , p(t) a nd N(t) l z(t) are in one-to-one correspondence with p(I) 
strictly increasi ng in N(t) lz(I). Note that N(t) lz(t) may be thought of as a 
measure of the demand fo r money at I relative to the supply at I and th at for 
our specification there are three distinct values of N(t)lz(t). 

In such an equilibrium, knowledge of p(I) implies knowledge of N ( t) /z(I) . 
And for two of the possible values of N(t)/z(l)-namely, N,/z 2 and N 2/z,­
knowledge of the ratio N(t)lz(t) implies knowledge of both N(t) and z (t) . But 
because N,/N2 = z ,/z 2 , if N(t)!z(t) = N;/z;, its intermediate value, then either 
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N( t) = N, and z( I) = z , or N( I) = N2 and z( t) = z 2 • In other words, if p( I) 
takes on its intermediate value, then either both demand and supply are low 
or both are high. This is what gives rise to more uncertainty in this version 
than in the complete information version.6 

The hypothesized correspondence between p(I) and N(t)/z(I) implies that 
an observation on p( t) is equivalent to an observation on q(t) si nee q( I) = 
p(l)M(t - l)[z(t) /N(t)] and M(t - 1) is known . We further hypothesize that the 
equilibrium is such that q(t) is a function of N(t)lz(t), namely, that q(t) = q;; 
if N(t) = N; and z (t) = z; with q 11 = q22 • This is equivalent to hypothesizing 
that the equilibrium sample space for the price level, 1/p( t), is proportional to 
the known pretransfer stock of money, M( t- I). 

The distribution of c2(1) conditional on N(t)/z(t) can now be described. If 
N( t)/z( t) = N;/z; with i ¥ j, then for all k and r 

with probability 1rkOr. Aside from different subscripting, this is the same as 
(25) . Thus, if i ¥ j, then for each value of the choice variable, c/'( t), there are 
four possible values of second-period consumption. If N(t)/z(t) = N;/z;, then 
for all i, k, r 

with probability p;1rkOr, where p; = 1r;O;/( 1r101 +1r202 ) is the probability that 
N(t) = N; given that [N(l),z(t)] is either (N1,z 1) or ( N2 ,z2). In this case, the 
value of N( t) = N; cannot be identified so there are eight possible values for 
second-period consumption for each value of the choice variable, qfl( t) . 

Therefore , if N( 1)/z(t) = N;/z; with i ¥ j, then expected utility is lklr1rkO,.u 
[cli;,c2;;(k,r)]. This is maximized b y choice of q~(!) subject to (21) and (28) . 
Th us for (i,j) = ( I ,2) a nd ( i,j) = (2, I) , the opti mat choice satisfies (21) and (28) 
with equality and 

If N(t)lz(t) = N;/z;, then expected utility is l;lkl,.p;1rk0,.u[cw,c2;;(k,r)]. This 
is maximized by choice of qfl(t) subject to (21) and (29). The optimal choice 
sat isfies the constraints with equality and 

(31) 0 = l l lp;1rkO,.{u,[cw ,c,;;(k,r)] 
i k r 

- Uz[c,;; ,c2ii(k,r)]Nkqkr/N;q;;Z,.}, 

Since for equilibrium we mu st have q~ = q;;, (30) a nd the relevant con­
stra int s at equality give us two equilibrium conditions : for i ¥ j 

(32) 0 = l l1rkO,.[u 1(y - q;;,Nkqkr!N;) 
k r -u2(y - qu,N,..q,..r/Ni)Nkqk,./Niqijz,. ] 

"The specia l ass umpti on N,IN, = z ,lz, is needed because in arb it rar y discrete sample spaces a n 
observation on a ratio is in ge nera l equivalent to an observation on both the numerator and the 
denominator. Lucas avoids th e equivalence by working with continuous sample spaces. 
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while (31) and the relevant constraints at equality give us one condition 

(33) 

Together, (32) and (33) are three equations in the three values of q;;: q, 2, q 21 , 
and qi, = q22-

4.2. A Numerical Example 
I will display the incomplete information solution for the following example: 
y = 1.0, u[c"(t)] = (c,h) 112 + (d') 112 , z1 = 1.0, z2 = I. I, and 7Tk = 0, = 1/2 for all 
k and r . 

For these parameter choices , (32) can be written as 

(34) 

while (33) can be written as 

(35) 

The solution for the q;/s, which satisfies the hypothesized corre­
spondence between p( t) and N( t)lz( t) , is as shown in Table I. In a long time 
series for this economy, each of these cells turns up one-quarter of the time. 
Therefore, observations on the pairs [q( t),z ( t)]-per capita real saving or 
real money holdings and the gross growth rate of the money supply-give 
rise to the scatter diagram shown as dots ( •) in Figure 4. (Each dot repre­
sents one-quarter of the observations.) 

Table I 

z , = 1.0 Z2 = 1.1 
N 

N, .477 .485 

N2 .469 .477 

I said above that Lucas' model is one of noninvariant time series relation­
ships. In this context, noninvariant means that the distribution of q( t) im­
plied by a different distribution for z(t) cannot be inferred by simple extrapo­
lation from the dots in Figure 4. 

· Thus, for the same economy but zi = (l.2)z;, i = I, 2, which represents 
a more expansionary fiscal policy, the solution for the q;/s is as shown in 
Table 2. The implied [q( t),z'( t)] time series scatter is represented by triangles 
(.._) in Figure 4. 

I can also describe the equilibria for some degenerate z(t) distributions. In 
such cases, the equilibrium is given by the complete information model since 
if z( t) is nonrandom, an observation on p( I) is equivalent to an obse~vation on 
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N, 

Table 2 

z: = 1.2 

.388 

.381 

.395 

.388 

1Vlt). For the economy of the numerical example, but z(t) = z for all 1, (27) 
can be written as 

(36) 

lf z = I (YJ = I), then q(I) = .508 when N(t) = N, and q(t) = .492 when N(t) = 
N2 • This solution and that for z = I. I (YJ= 1/1.1) are shown in Figure 4 as 
circles (o ). 

As these examples demonstrate, the regression equation between q( t) and 
z( t) that shows up for realizations under a given distribution for z( t) is not one 
that continues to hold if that distribution is replaced by another distribution. 
The same is true of regressions of q( t) on p( t+ 1)/p( t) or on p( t) lp( t - I) . Being 

Figure 4 
Alternative [q( t), z( t)] Time Series Distributions 
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regressions of a choice variable on a rate of return, one may be tempted to 
call these demand functions. But this would be a mistake, as the reader can 
verify by studying the distributions of these variables in the examples. This is 
not to suggest, though, that observations on [q(t),z(t)] are useless. If every­
thing about the economy of the example were known except for the value of 'Y 
in u(c") = (c,11 )Y + (cf)Y and the distribution of z(t), then observations on 
[q( t),z( t)] would permit estimation of y. This, in turn, would allow predic­
tions to be made about outcomes under different z( t) distributions. 

4.3. General Implications 
Two fr:,turc:> or Lucas' model sliuuld be kept distinct. One is the nature of 
the relationships implied under a particular regime. The other is the absenl:c 
of invariance of these relationships. 

With regard to the first feature, Lucas produces a model in which aggre­
gate output is higher the higher is the realized deficit, z(t). This is accom­
plished by generalizing the model above in two directions. One involves 
endowing the young with productive, nonstorable labor instead of output and 
making leisure an additional argument in the utility function. With gross 
substitution between first- and second-period utility, a positive correlation 
between per capita output and z(t) is implied.7 This correlation is converted 
to one between aggregate output and z( t) by treating the aggregate as a sum 
over separate subeconomies, each of which is like the economy just de­
scribed . The subeconomies are related in two ways: at any date t their N( t) 
realizations sum to a constant and their z( t) realizations are identical. 

With regard to the second feature, noninvariance of price-quantity time 
series correlations is a general property of models in which individuals face 
uncertainty. In such models, individuals act on the basis of the distributions 
they think they face.8 They respond to observations on prices only to the 
extent that these are relevant as conditioning variables for subsequent distri­
butions they will face . In particular, the individual terms in a time series of 
prices and quantities implied by such a model are not the outcomes of a 
sequence of separate conceptual experiments in which individuals are faced 
with alternative nonstochastic budget sets. Yet despite the fact that mac­
roeconomics is concerned almost entirely with saving and portfolio decisions 
in which uncertainty and dynamics are acknowledged to play crucial roles, 
macroeconometric models and, indeed, the macroeconomic paradigm that 
flows from Keynes ' ( 1936) Gen era/ Theory via Hicks ( 1937) consist of noth­
ing more than interpreting each term in a time series as the outcome of a 
separate, static, nonstochastic experiment. 

As this discussion suggests, one does not need anything as subtle as 
Lucas ' incomplete information model in order to produce noninvariant time 
series correlations. The role of the incomplete information model is to pro­
duce positive correlations between variables like the government deficit and 
total output. It is worth noting that Keynes defined the existence of involun­
tary unemployment as no more than the existence of such Phillips curve 
correlations.9 

' See Lucas 1977 for a defense of the assumed labor supply response. 

' One well-known example is the Tobin (1958) portfolio model. For other examples. see Lucas 
1976. 

'According to Keynes (1936, p. 15) , people are "involuntarily unemployed if, in the event ofa 
small rise in the price of wage-goods relatively to the money-wage, both the aggregate supply of 
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5. The Insignificance of Open Market Operations 
In the models so far examined, there is a close association between the time 
path of the supply of fiat money and the time path of its value. Moreover, the 
usual neutrality proposition holds for those models in the following sense. If 
[c( t - I ),k( t),p( t)] for t= I, 2, ... is an equilibrium for a given M( t) sequence, 
then [c(t - 1),k(t) ,p(t)! >..] is an equilibrium for the sequence >..M(t) for any 
>.. > 0. 

But those results imply nothing about the effects of changes in the money 
supply that are brought about through asset exchanges. For asset exchanges, 
it will be shown that the following is true: If fiscal policy is held fixed (in a 
way to be made precise below) and government and private transaction costs 
are the same, then the portfolio of the government-that of a consolidated 
Federal Reserve-Treasury, say-does not matter, even for the value of fiat 
money .10 

The need for a proviso about fiscal policy is clear. If the Federal Reserve 
makes a loan or buys a security that pays interest, some assumption must be 
made about what happens to the interest. My assumption corresponds to 
assuming that the interest goes to the Treasury which uses it to reduce other 
taxes or to increase other transfers. 

I will first ignore transaction costs and consider a model in which the asset 
purchased in an open market operation is real capital or, equivalently, a title 
to it. I will then turn to the special case in which open market operations are 
conducted in government bonds. I will close the section by arguing that there 
is no obvious evidence that contradicts the view that asset exchanges hardly 
matter. 

5. I. Government Ha/dings of Risky Real Assets 
I will work with the model of section 2.2 except that here x, the return on 
storage, is in each period an independent drawing from a discrete probability 
distribution: x( 1) = x; > 0 with probability Tr; > 0, where i= I, 2, . . . , / and 
where l;Tr;X; > n. Moreover, the realization of x(t)-the gross return on 
goods stored from t tot+ I -occurs after generation t - I disappears and after 
generation t commits itself to a portfolio, but before generation t+ I appears. 
Thus, intergeneration risk sharing via markets is precluded. 

I will also assume that the common utility function u is von Neumann­
Morgenstern and that each young person maximizes expected utility. I con­
tinue to assume N(t)/N(t - 1) = n. 

5.1.1. Possible Stationary Equilibria With a Fixed Money Supply 
and No Government Storage 

It is convenient to describe the choice problem and, hence, equilibrium 
conditions in terms of demands and supplies for contingent claims on 
second-period consumption. Thus, let s; be the price in units of first-period 
consumption of one unit of second-period consumption in state i, state i 
being the outcome x( t) = x;. I will denote by c2; second-period consumption 
in state i. 

labour willing to work for the current money-wage and the aggregate demand for it at that wage 
would be greater than the existing volume of employment. " 

10 11 may be helpful to note that this is nothing but a Modigliani-Miller irrelevance-of­
financi al-structure result in which the government is a financial intermediary in the same way as is 
the corporation in the Modigliani-Miller theory. 
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Each young person chooses c1 and c2 ; for each i to maximize L;1T;U(c,,c2 ;) 

subject to 

(37) C1 + LS;C2; ,SY 
i 

treating the s; 's as parameters. The necessary and sufficient conditions for a 
maximum are (37) at equality and for each i 

I 

(38) 1T;U2( c,, c2i) = s; L 1r;u, ( c,, C2;). 
j = I 

These conditions are implicit demand functions. 
Supplies are generated by competitive firms. Profits from storing k ;,, 0 

units of consumption good are k(l;s;x; - I) anc! must be nonpositive in any 
competitive equilibrium. Thus, L;S;X; = I in an equilibrium with positive 
storage. Profits from storing m units of money are m[p(t+ I) L;s; - p(t)], it 
being taken for granted that there is an equilibrium in which p(t+ I) does not 
depend on i. Moreover, anticipating that in a stationary monetary equilibrium 
with a fixed money supply p( t+ I) = np( I), it follows that nl;s; = I in such an 
equilibrium. 

Thus, a stationary nonmonetary equilibrium for this economy consists of 
nonnegative values of k, c,, and c2; and s; for each i that satisfy (37) at 
equality, (38), the nonpositive profit condition, L;S;X; ,s I, and 

(39) C2; = X;k, i= I, 2, ... , I 

where k is per capita storage of the consumption good. It is easy to show that 
such an equilibrium with k > 0 exists and is unique. We denote the equilib­
rium values by adding a star(*). 

A stationary monetary equilibrium for this economy consists of nonnega­
tive values of k, c,, c2;, ands; for each i and a positive value of q that satisfy 
(37) at equality, (38), two non positive profit conditions , L;S;X; ,s 1 and nL;S; = 
I, and 

where q = p(t)M/N(t) for all t. I will denote any such equilibrium by adding 
two stars (**).11 

5. 1.2 . Stationary Monetary Equilibria With Government Storage 
Let kg be per capita storage by the government. I will study equilibria in 

which the government acquires k" by a new issue of money and in which it 
maintains these holdings in every period but does not alter its consumption 
because it is storing kg. This implies that the government must transfer the 
amount x(t)N(t)kg - N(t+ l)kg in period t+ I. I assume that each of the N(t) 
members of generation t receives (x; - n)k9 if x(t) = x; in the second period of 
her or his life. Moreover, this transfer (or tax, if negative) is viewed as 
lump-sum. These assumptions imply 

PROPOSITION 8. If the stationary monetary equilibrium exists, then the con­
tingent claims prices, the consumption allocation, and the value-of-money 

1 'The condition l,rr,x, > n insures that K** > 0 in any stationary monetary equilibrium. 
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sequence of that equilibrium, and the per capita portfolio, k = k** - ko and 
q = q** + k9 , are an equilibriumfor any k9 ,s; k**. 

Proof. At S; = s;** for all i, the value of taxes k9 l;s; (x; - n) is zero. Thus, (37) 
remains the budget set, while in place of (40), we have 

(41) c2; = x;k + nq + (x; - n)k9 • 

Thus, if k = k** - k9 and q = q** + kg, then c2; = c21*. To verify that the p(t)** 
sequence is an equilibrium value-of-fiat-money sequence, we must show that 
for this price sequence, the amount of money, M, that satisfies the govern­
ment budget constraint for the purchase of k9 , namely, 

(42) p(t)**(M - M**) = N(t)k9 

also satisfies q = q** + k!I. But this is immediate and completes the proof. 
Proposition 8 is not a liquidity-trap result. It is not the case that private 

sector demands for storage and money holdings are perfectly elastic. The 
result arises because of the way profits and losses on the government's 
portfolio are passed back to individuals by way of transfers and taxes. 

It is crucial for Proposition 8 that taxes and transfers be passed back on an 
equal per capita basi s . Thus, for example, if instead, any taxes (x; < n) are 
levied on , say, the odd-numbered members of generation t and any transfers 
(x; > n) are given to the even-numbered members of generation t, then Propo­
sition 8 does not hold. It is not necessary, however , that individuals be 
identical in tastes and endowments . 

The upper bound on kg is also crucial. If government storage exceeds what 
would otherwise be undertaken by the private sector in a monetary equilib­
rium, (k** < ku:s; k*), then since private storage is nonnegative, private 
holdings cannot simply offset government holdings. The larger is k9 in this 
range , the closer is the economy pushed toward a nonmonetary equilibrium. 
In other words, in this range the more the government stores, the lower is the 
value of fiat money.12 Whether this is to be regarded as monetary policy is 
debatable; the equilibrium value of transfers implied by unchanged govern­
ment consumption is negative ifk!I > k**. 

5.2. Government Bonds and the Optimal Financing of Deficits 13 

In the United States, open market operations are conducted mainly in gov­
ernment bonds. For a given fiscal policy, one may approach the study of such 
open market operations by posing the following question : For a given time 
path of total (outside) government debt, the time path implied by fiscal pol­
icy, what are the effects of varying the proportions of the total between fiat 
money and so-called interest-bearing debt? 

Any theory of the composition of total government debt must explain 
positive interest on safe government debt, where safe means free of default 
risk. Bryant and Wallace ( 1979a) argue that transaction costs must be in­
voked to explain positive nominal interest on such debt. One transaction-cost 

12 To find a sta tionary mo net ary equilibrium fork" E (k**, k*) , solve (37) at equalit y with y 
replaced by y + k,, L ;s;(x 1- n) , (38) , a nd (41) with k = 0 for Ci, q, c2 1, and s1 with l 1s1 = 1/n and l 1s1x 1 

~ I . Then the value of money, p ( t) , is found from q - p( t)M * * /N ( I) = k,, a nd the money suppl y , 
M , fromq = p(t)M. 

1·1Thi s section s umm a ri zes Bryant and Wa llace 1979a,b. 
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model posits that government bonds (Treasury bills and so forth) are issued 
in denominations so large that most potential holders cannot or do not want 
to hold them directly. They must be broken up or intermediated by way of a 
resource-using intermediation technology.14 But the detailed model of trans­
action costs is probably less important than the recognition that if safe bonds 
bear nominal interest, then it must be that the bonds are somehow more 
cnstly for the private sector to absorb than is fiat money. 

By itself, nothing is implied for the optimal composition of total debt from 
such relative costliness of bonds. If the private sector costs of absorbing 
bonds are precisely matched by government real resource savings from issu­
ing bonds (instead of issuing fiat money) , then a version of Proposition 8 
would hold; that is, the composition of the total of net or outside debt would 
not matter. Bryant and Wallace do not assume such symmetry of transaction 
costs. Instead, they assume that the government-a consolidated 
Treasury-Federal Reserve in the United States- is indifferent in terms of 
real resource costs between issuing fiat money and issuing and selling bonds. 

This particular asymmetry implies a very simple result. Barring special 
circumstances having to do with price discrimination or particular second­
best situations, if bonds bear interest, then too many a re outstanding. In­
deed, if bonds bear interest whenever the public holds any, then-and again 
barring special circumstances - the only efficient composition of total out­
side debt is one composed entirely of fiat money. 

That the possibility of price discrimination could vitiate this result is obvi­
ous. If by issuing different kinds of debt, the government, a monopolist in 
issuing safe titles to fiat money, can face groups with different demand func­
tions for nominally safe debt with different rates of return, then efficiency 
does not call for all debt to be zero-interest debt. Recall that perfect price 
discrimination is consistent with efficiency. 

One potentially relevant second-best situation concerns the role of cur­
rency reserve requirements in limiting the size of insured intermediation. 
(See Bryant and Wallace 1979b.) Given a system of improperly priced de­
posit insurance- and, on the face ofit, both that provided by the FDIC and 
that provided by Federa l Reserve lender-of-last-resort activity would seem 
to be improperly priced - portfolio restrictions, including reserve require­
ments, play a potentially important role in limiting the effects of the distorting 
incentives produced by the insurance . 

But neither of these special circumstances can be expected to validate the 
usual analysis of open market operations. From a macroeconomic point of 
view, there is a sense in which such special circumstances - including the 
sort of transaction-cost asymmetry assumed by Bryant and Wallace - are 
only wrinkles on Proposition 8. The theoretical presumption is that the value 
of fiat money is not much affected by the composition of the total of the net or 
outside debt of the government. 

5.3. Casual Remarks on EFidence 
As with the absence-of-dominance implication, the implication that the com­
position of the government's portfolio is largely irrelevant for the value of fiat 
money cannot be dismissed easily by casual empiricism. 

1·1To invoke transaction costs to explain positi ve nominal interest on safe assets is not new. 
This is done in the inventory models of money demand. See Baumol 1952 , Tobin 1956, and Miller 
and Orr I 966. 
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While there are many historical episodes in which measures of money and 
measures of total nominal income and/or the price level move up and down 
together, the implied simple correlations by themselves say nothing about the 
effects of government asset exchanges. 

Most, if not all, of these episodes are ones in which increases in the 
amount of money are accompanied by asset creation and decreases by asset 
destruction. Throughout history, the major increases in the amount of money 
have come about by way of coinage debasements, discoveries of the com­
modity money, and budget deficits; the major decreases have come about by 
way of banking panics and, to a lesser extent, budget surpluses. None of 
these qualify as asset exchanges. Moreover, from the point of view of the 
models described above, such changes in the amount of money ought to be 
accompanied by price level changes . 

Some would take the implications of macroeconometric models to be a 
second source of evidence against the view that asset exchanges do not 
matter. But this would be a mistake. As has long been recognized, the impli­
cations for monetary policy that !low from such models depend in a crucial 
way on the estimated so-called money-demand functions imbedded in the 
models . But these estimated relationships consist of little more than the 
simple correlations between measures of money and measures of total nomi­
nal income referred to above. And like them, they may well take the form 
they do only because they are estimated on observations generated by 
policies under which changes in the measure of money are accompanied by 
changes in asset totals in the same direction. 

A third purported body of evidence is designed to overcome the objection 
just raised to simple correlation studies. It consists of time series regressions 
of variables like the price level, total nominal income, real income, and the 
unemployment rate on measures of both monetary policy and fiscal policy 
and perhaps some other variables . Examples are recent studies by Stein 
(1976) and Perry (1978). These investigators treat their regression equations 
as invariant relationships, as relationships that would continue to hold no 
matter what rules for the monetary and fiscal policy variables were put into 
effect. For a host of reasons, many of which already appear in the literature, 
such a view is preposterous . Yet these authors proceed as if invariance is 
obvious and does not even require a defense. 

1 will cite just a few reasons why the invariance view of such regression 
equations is farfetched. 1 n any sensible model, the correlation (simple or 
partial) that turns up in time series between a measure of the deficit and other 
variables under a policy regime in which the deficit is in part random says 
little about what the response of the economy would be to alternative perma­
nent levels of the deficit. (This is true in both the complete and incomplete 
information versions of the model described in section 4.) One reason is that 
a deficit viewed as temporary and likely to be offset by some future surplus 
gives rise to quite different expectations about future tax liabilities and future 
prices than does a new level of the deficit that is viewed as permanent. In a 
similar vein, can it be that the regression that turns up is independent of the 
sort of policy that the Federal Reserve was following? In particular, can it be 
independent of whether the Federal Reserve was focusing on interest rates or 
monetary aggregates? Finally, the invariance view of these regressions im­
plies that nothing happens at time t if it is then announced that a huge perma­
nent deficit will be run starting at time t+ I. Is that believable? 
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Unfortunately, I am not clever enough to end these remarks with a de­
scription of the right set of tests of the view that the government's portfolio 
hardly matters. It is even conceivable that the relevant experiment has not 
yet been performed .15 

6. Country-Specific Fiat Moneys 1" 

So far I have considered economies with one government and at most one fiat 
money. I now turn to a world economy with many governments and, at least 
potentially, many fiat moneys. The main _result is that the market left to itself 
cannot cope with more than one fiat money. 

Consider two economies (countries) of the kind described in section 2.2. 
For simplicity, let these be identical except that each country has its own 
tax-transfer scheme. (Think of country I as issuing red pieces of paper and 
country 2 green pieces of paper.) If residents the world over are free to 
choose to hold whatever money they want, then it follows that if there is an 
equilibrium in which at least one money has value, then the value of one 
relative to that of the other (the exchange rate) is constant over time . This is 
an instance of the absence-of-dominance implication. Moreover, for any un­
changing exchange rate, there are equilibria. Why? Name an exchange rate . 
This allows us to aggregate the red and green pieces at any date into an 
equivalent number of red pieces, say. Put differently, the named exchange 
rate and the time paths of the separate money supplies imply a time path of 
the world money supply. And for any such path, we can display the possible 
equilibria. Since this is true for any named exchange rate, it follows that there 
is no market-determined exchange rate. Nor can this result be avoided by 
simply adding uncertainty. The indeterminacy will not go away by making 
the deficit in one or both of the countries random. 

The indeterminacy just described arises in a regime in which there is no 
intervention in exchange markets and in which there is unfettered interna­
tional borrowing and lending; that is, there are no capital controls. It is a 
regime in which each government does no more than operate its own tax­
transfer scheme. Kareken and Wallace ( 1978) argue that only two kinds of 
regimes can be expected to prevail. If governments insist on autonomy of 
budget policies- different values of z in the context of the model of section 
2.2 - then the relative values of the two currencies must change over time 
with that of the country with the higher value of z falling relative to that of the 
other country, and there must be controls that prevent residents of one coun­
try from freely borrowing and lending internationally. But if governments 
coordinate budget policies-have identical z's- then there can be unfettered 
international borrowing and lending if the exchange rate is fixed either 
cooperatively or by one country act ing on its own. 

These results are established in two steps. The first is a standard argu­
ment. If the budget policies differ, then the exchange rate cannot be constant. 
If it were, residents of the country with the smaller deficit (smaller value of z) 
would eventually be permanently subsidizing residents of the other cou ntry . 
[To argue that there is no subsidy if the country with the smaller deficit holds 

"Surely one cannot take the view that hi story has necessaril y generated enough observations 
to allow us to dec isive ly test every proposition of interest. If this is true for propositions in 
economics, why not a lso for those in every other science? 

"This section consi sts of a brief summary of Kareken and Wall ace I 978. 

76 



Overlapping Generations Model of Fial Money 

its reserves in the form of interest-bearing assets is fallacious since it depends 
on the Fisherian notion that (most?) real interest rates do not depend on the 
anticipated inflation rate.] The second step simply invokes absence of domi­
nance. The exchange rate can change only if residents are restricted in their 
portfolio choices. 

7. Concluding Remarks 
Stanley Fischer ( 1975, p. 159) concluded the section of his survey paper 
devoted to microeconomic foundations of money as follows : 

This work [that on the foundations of monetary theory] is obviously 
both difficult and only a beginning. It is not clear where, if anywhere, it 
will lead . It will no doubt provide more convincing and carefully worked 
out explanations for the use of a medium of exchange than we now have, 
but it appears that those explanations will not be fundamentally different 
from the traditional verbal explanations, and that they will not have any 
major consequences for the way in which macromodels are built. 

Fischer' s pessimism is due, in part , to the fact that the work he surveyed 
was not carried to the point where it could confront most practical problems 
in monetary theory and policy and, in part, to the notion that the only practi­
cal implications that could possibly flow from such work are a suggested list 
of arguments and a functional form for the demand function for money. 

From our vantage point, the pessimism seems unwarranted . While the 
reader may find much to quarrel with in what I have presented, two points 
must be conceded. First , models built on the overlapping generations friction 
do meet the criteria for being models of money with a microeconomic foun­
dation . (In s lightly different words , those models do successfully integrate 
value and monetary theory .) Second, they do confront and have radical im­
plications for practical issues in monetary theory and policy. Moreover, I 
would hazard two conjectures, the first with more confidence than the sec­
ond. Any microeconomic model of money that maintains intrinsic useless­
ness will have implications sharply at variance with currently held views. 
Furthermore, any such model will have implications not all that different 
from those described in the body of this paper. 

Yet many readers , I surmise, remain unconvinced . Many , I suspect, still 
hold to the view that the overlapping generations model is defective because 
it captures only the store-of-value function of money and, in particular, does 
not capture the medium-of-exchange function of money. 

Presumably, the medium-of-exchange function is meant to be an addi­
tional function of money . (Since money must be held in any model of it, any 
model of money displays the store-of-value function.) But what is this addi­
tional medium-of-exchange function? One hopes that giving money this ad­
ditional role is not the same as abandoning intrinsic uselessness and is not 
tantamount to requiring that we find a role for money in a nondynamic set­
ting. But if not, then what does it mean? To say that money plays a 
medium-of-exchange role if it facilitates trade or is traded relatively fre­
quently is not very helpful. After all, money gets traded in the overlapping 
generations model; in some versions it is the only thing traded, in others not. 
And , of course , it facilitates trade ; in some versions , the old and the young 
cannot trade at all except via money. Could it be that this distinction between 
roles of money is not all that useful? The possibility should be taken seri-
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ously . After all, although this distinction has been around for a long time , not 
a single proposition in monetary theory makes use of it. At a minimum , this 
should make us question whether saying that a model gives money this or that 
role is a serious criticism of the model. 

But none of this is to suggest that the overlapping generations model is , as 
it were, the last word in models of money. (I would say it is the first word in 
models of money .) As noted above, there is general agreement that one needs 
to introduce some sort of friction into the Walrasian (Arrow-Debreu) general 
equilibrium model in order to get from it a model of money. But some friction 
is also needed for a more general problem ; the explanation of the form that 
interactions take among agents where interactions via Walrasian markets is a 
limiting special case. The obvious goal is a specification of friction that simul­
taneously provides insights into many forms of interaction , not just market 
interactions via fiat money. 

A related limitation of the overlapping generations model is that money, in 
a way , works too well in that model. Money completely overcomes the 
friction . Given a real friction, there is no reason why it should be feasible to 
overcome it completely .1 7 A somewhat trivial way to overcome this defect is 
to make running the monetary system costly, for example, by making it 
costly to print money and to prevent counterfeiting. A less trivial way of 
dealing with this defect involves a theory of the social management of fiat 
money. Such a theory may also eliminate either the non monetary or the 
monetary equilibrium when both exist. All we have now in the face of these 
multiple equilibria are the propositions, established for some versions that 
connect the nonoptimality of the non monetary equilibrium with the existence 
and optimality of some monetary equilibrium. 

17This is rela ted to if not identical wilh Hahn ' s (1973a) distinction betwee n e sse ntial and 
inessential monetary equilibria. 
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Appendix 

Al. Proof of Proposition 2 
Letting q( t) = ff( t)M(t) / N( t) for all t, the forecasting scheme ( 13) is equivalent 
to 

(Al) ij(t+l) = 'A.ij(t)+(l - 'A.)q(t) allt ;s,, 2. 

But q( t) as a function of q(t +I) is given by 

_ {H[ij(t+l)] if(n/z)q( t+l)lq(t) > x 
q( I) = 

ij(t+ l)(n/zx) otherwise 

where, recall , ff( t + I )/p( t) = (n/z)q(t + 1)/q( t) is the predicted rate of return on 
money. 

I will use (A I) and (A2) to find ij(t+ I) as a function q(t). 
If q( t) is given by the upper branch of (A2), then by (A I) 

(A3) q(t+ I)= 'A.ij(t) + (1 - 'A.)H[ij(t+ I)]. 

But by the hypothesis on H; ij(t) and ij(t+ I) satisfy (A3) if and only if 

(A4) ij(t+ I)= G[ij(t)] 

where G' = 'A./[I - ( 1- 'A.)H'] E (0, I) and where q is the unique fixed point of 
both H and G. It follows that ij sequences that satisfy G converge monotoni­
cally to q. 

If q( t) is given by the lower branch of (A2), then by (A I) 

(AS) ij(t+l) = ij(t)'A./[1 - (1 - 'A.)n/zx]. 

To prove parts a and b of Proposition 2 we consider two cases: 

I. xz/n ,s I, ij( t) ;a, q. Suppose at least one of the hypotheses holds with 
strict inequality . We first show that, then, only the upper branch of 
(A2) is consistent with the hypotheses. To verify consistency, note that 
ij(t) ;a, q implies G[ij(t)] ;a, q which implies H{ G[q(t)]} ,s G[ij(t)] 
which, in turn, implies satisfaction of the proviso for the upper branch 
of (A2). To verify inconsistency with the lower branch of (A2), note 
that (AS) implies q(t+ I) > q which implies choosing greater second­
period consumption at the rate of return x than at the rate of return n/z 
;a, x, a violation of our normal goods assumption on preferences. Thus, 
with strict inequality in one of the hypotheses, we have monotone 
convergence of {ij(t)} to q via (A4). If both hypotheses hold with 
equality, then ij(t+ I) = q by (AS). 

2. xz/n < I, ij(t) < q. Here either branch of (A2) may be consistent with 
the hypotheses. But whichever is we get q( t + I) > ij( t) and con­
vergence of ij to q. [Note that (AS) is exponential increasing with xz/n 
< I.] 
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Now since xz/n ,s I implies that q = q* and since convergence of {q(t)} to q 
implies convergence of { q( t)} to q cases 1 and 2 give us parts a and b of the 
proposition. 

To prove part c we consider xz/ n = 1 and q( t) < q. Here q ( r + I) can only 
be taken from (A5), that is , q(t) and q( r+ I) can satisfy only the lower branch 
of(A2) . But (A5) implies q(t+ 1) = q(t) and, hence, part c of the proposition . 

To prove part d we again consider two cases: 

1. q( t) > q. Here q( t+ I) and q( t) may be consistent with either branch of 
(A2). But both imply q(t+ 1) < q(t). We cannot get convergence to q 
because for q( t) close enough to q, xz/ n > 1 imp lies that q( t+ 1) and q( t) 
cannot satisfy the upper branch of (A2) . Thus, we eventually get some 
q < q, which brings us to the second case. 

2. q(t) ,s q. Here q(t+ 1) must satisfy (A:'i) which implies convergence of 
{ q( t)} to O and hence convergence of q( t) to 0, as we set out to prove. 

A2. Proof of Proposition 3 
Let a caret ( ') over a term denote an equilibrium allocation and a bar C) over 
a term a feasibl e Pareto superior (P .S.) allocation. I will show that the as­
sumed existence of the latter gives rise to a contradiction. 

Without loss of generality , assume that the P.S. allocation satisfies (14) 
with equality and that for all t ;;s,, I, v[ch( t)] = v[ ch'( r)] for all h and h' in 
generation t. (Given an allocation P.S. to the equilibrium allocation that does 
not satisfy these conditions, one can easily construct the P.S. allocation that 
is P .S. to the former and, hence, to the latter.) 

I will prove in detail that K(t) = K(t) for all t and will then refer the reader 
to published results on pure exchange economies for the rest. 

Suppose K( t) I K( t) for some t . Then there is a smallest t ;;s,, I at which 
this happens. I first rule out 

A first departure oftheform K(t) > K(t) . 
Being a first departure, it follows from ( 14) with equality that either (a) 

C2(t - l) < C2(t - I) or (b) C,(t) < C,(tl or both. 
Case (a) : This is easy. Since tis the first departure of {K} from {K}, we 

havefori = l,2, ... ,/ - 1 

But by (a) and the properties of a P.S. allocation, C,(t - 1) > C,(t - 1). One 
then proceeds backward from t - 1 to t - 2 and so on using (A6) to conclude 
that C2(0) < C2(0), a contradiction . 

Case (b): This is more demanding . Under a feasible P .S. allocation, the 
members of generation t must have more second-period consumption than 
under an equilibrium allocation . And since v[ch(t)] ;;s,, x, the extra storage 
does not produce enough. Therefore, it follows by (14) at equality that 

( A 7) C, ( t+ 1) + k (t + 1) - [ C, ( t + 1) + K ( t + 1)] = N ( t + 1 )d( t + 1) > 0. 

I now show by induction that the d sequence is increasing and unbounded. 
Since [C,(t+ I) +K(t+ 1)]/N(t+ I) ,s y , this will rule out K(t) > K(t) under 
case (b). 

For the induction step, we use (A 7) as an initial condition and consider the 
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following problem. 
Choose c(t+ 1)-an allocation for members of generation t+ I-to 

minimize C2( t+ I) subject to 

(AS) C1(1+J) + K(t+I) - [C,(t+l) + K(t+l)] :;s,, N(t+l)d(t+I) 

Since c ( t+ I) is feasible for this problem-that is , satisfies (A9) and (AS) [see 
(A7)]-we have C2(t+ I) :;, Cz(t+ I), where a tilde C) over a term denotes a 
solution value for this minimization problem . Before we use this inequality, 
though, we want to derive a convenient expression for C2(t+ I) in terms of 
d(t+ I) . 

It is easily verified that there is a unique solution to this minimization 
problem that satisfies (AS) and (A9) with equality and, since ch( t+ I) 
= th'( t+ J) ,t 

(AI0) Ct'(t+l) - Ct'(t+I) =d(t+l)+Ll(t+I), allh 

where 

.:l(t+ I) = [K(t+ I) - K(t+ 1))/N(t+ I) . 

But in general, along a contour of u, c~ = g(d) where g' = - u,/u 2 = - v 
and g' > 0. Therefore, applying the intermediate value theorem tog, we have 

where the function ft, whose argument is (ct - en, is strictly increasing and 
such thatfc(0) = 0. 

Now since ch( t) and th( t) are on the same contour of u, we may use (A 10) 
and (A 11) to write 

(A 12) cNt+ I)= th(t+ J) 

+ [d(t+ I)+ .:l(t+ I)] {v[ch(t+ I)]+ fc(1 + 1> [d(t+ I)+ Ll(t+ I)]} 

or since 

C2( t+ I) :;a, C2( t+ I) = N(t+ I) cN t+ I) , 

(Al3) [Cz(t+l) - C2(t+l)]/N(t+I) 

:;, [d(t+ I)+ .:l(t+ I)] {v[th(t+ I)]+ ffo + i> [d(t+ I)+ Ll(t+ I)]}. 

But since the P.S. and equilibrium allocations satisfy (14) at equality, we 
have 

C,(t+2) + k(t+2) - [C,(t+2) + K(t+2)] = N(t+2)d(t+2) 

= C2(t+l) - C2(t+l) - xN(t+l)Ll(t+I) 

t We could get by without this last assumption. See Kareken and Wallace 1977 . 
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or 

(A 14) d(t+2) = [C\(t+ I) - C2(t+ I)] / N(t+ l)n - xil(t+ I)/ n. 

Then using (A 13) 

(A 15) d(t+2)?d(l+l)v[c"( t+l)] /n +il(t+l){v[i'.h(t + l)] - x}/11 

+ [d(t+ I)+ il(t+ l)J fcarn [d(t+ I)+ il(t+ I)] / n. 

The right-hand side consists of a sum of three terms . The last term has the 
form ( · )f ( · )In which is nonnegative by the properties off. The second term 
is also nonnegative since v[c'(t+ I)]? x with strict equality if il(t+ I) < 0. [If 
il(t+ I) < 0, then K(t+ I) > 0.J Thus (Al5) implies 

(A 16) d( t+ 2) ;;e d( t +I) v[ch( t+ I)] / n ;;e d( t + I) (x/n). 

Thus the d sequence is bounded below by a strictly increasing exponential 
and hence is unbounded . 

Next I quickly rule out 

A first departure of the form K(t) < K(t). 
If there is such a P .S. allocation, then by ( 14) either 

(A 17) 

or 

(A 18) E2( t) < Cit) 

or both. If (A 17) holds, we have an initial condition for the induction proof 
just given. If (A 18) holds, then C1( t) must exceed C1( t) by more than x[K( t) -
K(t)] because K(t) < k (t) implies K(t) > 0 and hence v[ch(t)] = x. But then 
we can work backward as under case (a) above. 

We have now proven that if there is a P .S. allocation, K( t) = K( t) for all t . 
Therefore, by ( 14) at equality, any such P .S. allocation satisfies 

(A 19) 

Then, since v[c"(c)]? x > n, one can derive a contradiction from assuming 
that somebody is strictly better off under a P .S. allocation than under an 
equilibrium allocation. To prove this the reader can either adapt the case (a) 
and (b) arguments above or can consult the proof in Kare ken and Wallace 
1977 , which itself is simi lar to the case (a) and (b) arguments made above. 

A3. Proof of Proposition S 
Here I outline a proof that follows closely the proof of Proposition 3. 

First, one rules out the existence of a feasible P .S . allocation with a first 
date t ? I at which K( t) > 0. In such a proof one gets to an expression like 
(A 15), but in this case with il(t+ I)? 0. And since v(c') = n, one must use the 
fact that the relevant f function in the third term on the right-hand side of 
(A 15) is strictly increasing. Then, any feasible P.S. allocation-that is, any 
bar allocation-satisfies (A 19) and one can proceed as indicated there. 
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Discussion by James Tobin 

1. Introduction 
Why does fiat money , consisting of intrinsically worthless tokens , have 
positive value? What determines its value? These are classical questions of 
monetary theory. This conference, at least its first session, seems to be 
based on two premises. One is that the two questions have not been satis­
factorily and rigorously answered. The other is that the answer to the sec­
ond question , the determination of the value of money , can be achieved if 
and only if a precise answer to the fir st question, the economic function of 
money, can be obtained . I am dubious of both premises. 

2. Overlapping Generations and the Theory of Money 
Starting from the presumption that fiat money should have neither value 
nor real consequence but confronting the fact that it does , some theorists 
have been grasping for straws . They have discovered the mortality of 
human beings, formalized in the overlapping generations model. Ever since 
Samuelson's (1958)t seminal exposition of this parable, we have known 
that providing for consumption in old age solely by personal accu mul atio n 
of goods might be inefficient. A permanent arrangement by which retired 
workers can claim part of the output of active workers may make all gener­
ations better off. There are a number of such arrangements conceivable. 
One is a fiat store of value-intrinsically useless, costless to produce , 
somehow acceptable and known to be acceptable to all generations. Work­
ers can acquire it by savi ng when young and then sell it for consumption 
goods when old. It is tempting to call this asset money and to exc laim , 
Eureka, here is the reason for the existence and value of money. Neil 
Wallace says it is the only model of money extant. 

l do not believe that the overlapping generations model is the key to the 
theory of money. The "consumption loan" parable is valuable and instruc­
tive, but it should not be taken seriously as an explanation of the existence 
of money in human society. There is a semantic problem here. One can call 
the fi at store of value of the model money, but it bears little resemblance to 
t he money of common parlance or the money that economists and 
policymakers argue about. 

tsee the reference li st at the end of this book. 
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Here are six of my reasons for doubting that the model is the way to 
explain money in those customary meanings. 

First, the overlapping generations model does not inevitably imply the 
necessity or desirability of an arrangement alternative to or supplementary 
to reliance on age-related endowments and on accumulation and decumula­
tion of goods. The examples of the Cass, Okuno, and Zilcha paper (in this 
volume) remind us of this fact. Even ifwe confine ourselves to the simplest 
models, in which generations are internally homogeneous and alike in 
tastes, endowments, and so forth, we know that goods suffice as a store of 
value unless total reliance upon them would lead to an interest rate below 
the natural growth rate of the economy. But money is a universal phenome­
non, surely not observed solely in societies or eras in which the net margi­
nal product of capital has not exceeded the growth rate. 

Second, if a nonreproducible asset has been needed for intergenerational 
transfers of wealth, land has always been available. Quantitatively it has 
been a much more important store of value than money. 

Third, as the Cass-Okuno-Zilcha paper also makes clear, an alternative 
arrangement is needed in the overlapping generations model only if the life 
cycle is one of saving followed by dissaving. But in many , probably most, 
societies throughout history the dominant sequence was the reverse . The 
young lived off the production of the old, most of whom died before they 
stopped working and became dependent on their children. Those who did 
outlive their capacity to earn their own living were supported in kind by 
their children. They did not have to buy their excess consumption by dis­
saving. Until relatively recently the family was the social institution that 
smoothed out life cycle discrepancies between endowments and consump­
tions and did so without a lot of monetary transactions. Yet there was 
money in those societies nonetheless . 

Fourth, as Robert Barro has argued, mortal individuals may behave as if 
their horizons were infinite, internalizing the utilities and anticipating the 
endowments of their descendants and benefiting or suffering from similar 
behavior on the part of their predecessors. Under some circumstances, 
gifts from young to old and bequests from old to young can overcome the 
inefficiencies that might otherwise result from reliance on barter and stor­
age of goods. While I do not regard constructive immortality as realistic, I 
don't believe that the rationale of money depends on whether it is or not. If 
there were a society of ageless and immortal consumers, I would expect to 
find them using money. 

Fifth, isn't it slightly ridiculous to identify as money the asset that the 
typical agent of the model would hold for an average of 25 years , say, from 
age 40 to age 65? The average holding period of a dollar of demand deposits 
is about 2 days. 

Sixth, staying within the overlapping generations model and assuming 
that some arrangement other than barter and storage is called for, fiat 
money does not appear to be the most effective or likely mechanism of 
intergenerational transfer of consumption goods . Another mechanism 
-widely adopted in societies where fiat money already existed-is a social 
security scheme. The government promises more or less definite per capita 
real benefits to each old cohort and raises the needed real resources by 
taxes on their young contemporaries. I would rather grow old and feeble 
under that regime than be dependent on the price my young contemporaries 
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may be prepared to pay for my holdings of fiat money . 
The reason for my preference is the following . The market price of fiat 

money will reflect decentralized decisions by agents, each estimating what the 
price will be when it becomes her or his turn to sell the money. The more I 
pondered the Cass-Okuno-Zilcha paper, the more doubtful I became that the 
fiat money solution would ever leave the starting gate and the more likely it 
seemed that the barter solution, with no intergenerational trade, would prevail. 
Why should young G' surrender consumption goods for money, knowing that 
what they get later in return depends on young G 2 's guess of young G 3 ' s guess 
of young G 4 's guess . . . of young GN ' s guess . .. of what young Gz will pay for 
money? The uncertainty is not merely about what those generations ' intertem­
poral marginal rates of substitution will be, but about what each preceding 
generation will think they will be . With no history as guide, G' is supposed to 
estimate-rationally!-these probabilities and to display no risk aversion. 

Why, you may ask, should a young generation as skeptical as I have just 
described be willing to pay the taxes necessary to provide the promised social 
security benefits to its contemporary elders under the arrangement I said I 
would prefer to fiat money ? The answer is that explicit governmental promise 
carries more conviction than the decentralized market expectation; there is no 
governmental commitment to the value of fiat money . The willingness or obli­
gation individual young workers feel to the social security commitment is en­
hanced not only by the association of the tax with their own future benefits but 
also by the knowledge that their contemporaries will be taxed too . The social 
compact is clear and compelling. There is no social compact involved in market 
exchanges of goods for fiat money. 

To these points may be added the central message of the Cass-Okuno­
Zilcha paper, as I understand it. This is the fragility of the "monetary" rectifi­
cation of a nonoptimal barter or no-exchange equilibrium. The appealing idea 
that an initial fiat money endowment of one aged generation suffices to fix 
things up-that is, leads to a Pareto-optimal competitive intergenerational 
equilibrium-proves to be a mirage. It is model-bound, dependent on assump­
tions other than mortality and overlap-for example, homogeneity of tastes 
and endowments within and across generations. Even with those assumptions, 
the stationary "monetary" equilibrium featured in Wallace' s paper (in this 
volume) is only one of many Pareto-optimal competitive equilibria, one that 
will not prevail unless the initial price of money is just right. The Cass­
Okuno-Zilcha counterexamples are ingenious and instructive. I interpret them 
to show in yet another context that general equilibrium theory contains little 
information about empirical observations; it is compatible with a vast range of 
histories . One may doubt that a social institution as basic and universal as 
money owes its existence to a process so unpredictable in its social and distri­
butional consequences. 

To summarize thus far, overlapping generations of mortal agents do not 
constitute either a sufficient or necessary explanation for money . The model 
does capture , as Cass, Okuno, and Zilcha have emphasized, one feature of 
money that any theory of money must confront: Its value to me today depends 
on its value to you tomorrow , which depends on its value to someone else the 
next day, and so on into the endless future. But the model does not capture 
other essential attributes of money connected with its use as a transactions 
medium and unit of account. 
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3. Fiat and Commodity Money 
Before turning to that subject, I interject my opinion that Wallace and 
Cass , Okuno, and Zilcha , as well as many others, somewhat exaggerate the 
uniqueness of fiat money . Clearly enough, the value of paper money does 
not derive from the beauty of the engravings; the practice of putting money 
stocks in utility functions is reprehensible. But money is not the only asset 
more durable than human beings-consider land . It is not the only asset 
valued in a bootstrap or chain letter way -consider precious metals. And it 
is not the only asset valued more as a social tha n an individuali stic 
phenomenon-consider telephones. 

Moreover, the line between fiat and commodity money is not as sha rp as 
many imply. There is a strong fiat element in the designation , whether by 
formal government mandate or informal social consensus, of any commod­
ity as numeraire and means of payment. That is true of gold, cigarettes, 
boulders in lagoons , as well as paper. Demand for additions to the mone­
tary stocks of the designated co mmodity is added to the demand for the 
commodity as a consumption or capital good. Unless the commodity is 
subject to constant real costs in production , its value is bound to be differ­
ent because of its monetary use. The fact that denti sts and hoarde rs pay the 
same price for gold, in labor and other commodities , doe s not mean that the 
marginal utility of gold dental crowns controls the va lue of mone tary gold. 
Furthermore, commodity moneys have generally been supplemented by 
pa per or fountain-pen promises to pay the commodity, issued priva tely or 
publicly with only fractional backing and circulated for long period s with­
out tests of convertibility . Incidentally , those who are worried about in­
stability of government supply of fi a t money are advised to recall the 
non policy volatility of supplies of commodity and representative moneys in 
the past. 

4. Money as a Public Good Facilitating Multilateral Exchange 
The traditional explanation of money is the division of labor, the daily 
recurring need to exchange specialized endowments or product s for diver­
sified consumption goods and services. Long, long ago our precursors 
pointed out that the use of a common medium of payment facilitates 
multilateral trade among members of an economy. Barter , in contrast, 
would restrict transactions to "double coincidences of want s," Jevons' 
famous phrase. The insight tells us why the social institution of money has 
been observed throughout history even in primitive societies. An insight is 
not a model, and it does not satisfy the trained scholarly consciences of 
modern theorists who require that all values be rooted, explicitly and math­
ematically, in the market valuations of maximizing agents. But I mu st say in 
all irreverent candor that as yet I do not feel significantly better enlightened 
than by the traditional insight. 

Social institutions like money are public goods. Model s of general equi­
librium - competitive marke ts and individu a l optimizing agents - are not 
well adapted to explaining the existence and quantity of public goods. 
Another ti me-honored observation of monetary economists is the a nalogy 
of money and language . Both are means of communication. The use of a 
particular la nguage or a pa rticul a r money by one individual increases its 
value to other ac tual or potential users . Increasing return s to sca le , in this 
sense, limits the number of languages or moneys in a society and indeed 
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explains the tendency for one basic language or money to monopolize the 
field . Theory must give way to history in explaining which language and 
what money- English and the dollar for our country- are adopted in any 
given community . Government itself is a public good, and one of its princi­
pal functions is to provide other public goods to its citizens. Naturally 
enough, nation-states regard the definition and coinage of money as one of 
their prerogatives and responsibilities. 

Another classical observation is the triad of money ' s functions: unit of 
account, means of payment, store of value . 

The public good characteristic of money certainly applies to the use of a 
common unit of account. In an economy of N commodities, the number of 
relative prices is (N 2/2) - (N/2), and the number of price quotations on any 
given day when markets have not cleared will be much larger. Reduction of 
the information set to N money prices obviously facilitates calculation and 
comparison by buyers and sellers. For example , sellers exchanging their 
one commodity endowment during a particular period can simply set for 
themselves a reservation price in terms of money rather than in terms of 
every other commodity . Even the Walrasian auctioneer found it necessary 
to adopt a numeraire and impose it on bidders . 

A s this reference illustrates, the use of a common numeraire or unit of 
account does not logically compel the use of a common money in transac­
tions. Commodity-for-commodity barters could be and are made with val­
ues equated by reference to numeraire or unit-of-account prices. But it is 
hard to imagine, and I suspect even harder to illustrate historically, a unit 
of account disembodied from a generally accepted means of payment. The 
dollar is our unit of account because physical dollars are generally accept­
able in transactions. 

The public good argument applies to acceptability as a means of pay­
ment. Indeed, there is , as the language analogy suggests, arbitrariness and 
circularity in acceptability. Dollar bills and coins are acceptable because 
they are acceptable; of course , the state has a lot to do with making them 
acceptable , by defining them as acceptable for settlement of private con­
tracts and for tax payments. Dollar bills and coins are not the only means of 
payment in the United States; they do not even enter the bulk of transac­
tions. Credible promises to pay those dollars, or to convey other such 
promises , also serve as generally acceptable media, or as widely acceptable 
media . Those that gain general acceptability are rarely actually converted 
into the currency they promise; the circularity of acceptability applies once 
again. But the ultimate fiat refers to the basic medium that also defines the 
unit of account. 

The conventional story I have just rehearsed begins to explain the 
doubts I expressed at the outset. General equilibrium theory is not going to 
explain the institution of a monetary unit of account associated with a basic 
common mea ns of payment. The public good characteristics that do explain 
the institution do not tell us much about what will determine the values of 
the unit of account in terms of various commodities. One reason this is not 
a simple matter is the multiplication and pyramiding of derivative circulat­
ing media. Not only is this process subject to the arbitrary circularity of 
acceptability already mentioned. It also involves a mixture of institutional 
history, legal regulation, technology, and private enterprise. 
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5. Limitations of Contracts and Markets 
Why do most commodity transactions involve the exchange of money , 
basic or derivative? Money is not the only way of avoiding the restrictions 
of "double coincidences ." Individual s can exchange their endowments for 
commodities they do not wish to consume at once and hold those for later 
consumption or exchange. The soc ial costs of the procedure are the re­
sources employed in trading, the stocks tied up in inventories, the failure to 
make mutually advantageous exchanges . These are magnified by agents' 
uncertainties about their own future preferences and endowments, trading 
opportunities, storage gains and losses . 

Contracts for future delivery , and for contingent future delivery, are 
another way to mesh the endowment and consumption paths of various 
agents without the intermediation of money. In the ideal Arrow-Debreu 
world, the point of presumptive reference for so much economic theory, all 
transactions are handled this way. An economic history is just a realization 
of contracts made once and for all time and every contingency; no money is 
needed or used. We a ll know the essential reasons why futures markets , 
and especiall y contingent future contracts, are so limited in coverage in 
time, commodities, and contingencies. Those reasons include the costs of 
making and executing such contracts, the intrinsic difficulties , often im­
possibilities , of enforcing performance , the moral hazards involved in de­
fining relevant states of nature . 

Money, a basic or derivative acceptable means of payment, takes the 
place of insurance for a host of risks that a re insurable, ifat a ll , only at very 
high cost. This is true even of risks that are small for the economy at large 
though significant for individuals. If you are stranded in a strange town , it is 
unlikely that the taxi driver or innkeeper happens to want a lecture or 
offprint on genera l equilibrium. It is also unlikely that you previously had 
or seized the opportunity to contract for the delivery of their services in the 
precise contingency . Note, moreover, that the insurance you wa nt is not so 
much against a high price for the services you urgently need as against the 
possibility that you cannot buy them a t all. The holding of money provides 
the latter insurance , not the former. 

Uncertainty of the future spot price of a commodity an agent will or may 
wish to buy, relative to the current spot price of what the agent has to sell, is 
inevitable except in an Arrow-Debreu world. That is to say, it is inevitable . 
Where the stakes are so high that price uncertainty is a large consideration, 
we frequently do resort to futures contracts and insurance . The greater the 
uncertainty, the less useful is money proper as "a temporary abode of pur­
chasing power. " For long holding periods, the liquidity and acceptability of 
money are outweighed by the uncertainties of its purchasing power. 

It is sure ly a misunderstanding of a monetary economy to model it as if 
currency, or promises to pay currency, wen;: the only stores of value or even 
the predomina nt vehicles of saving. Land and durable goods, or claims upon 
them , are the principal stores of value other than human beings themselves. 
Money is a very transient abode of purchasing power, not designed to be a 
lifetime store of value. For long-term bridges between sales and purchases , 
the capital and financial markets provide assets that offer higher returns and 
better hedges against risk. That is why choices among money, other assets 
denominated in money, and real capital appear to me to be central to mone­
tary theory, absent though they are in the overlapping generations model. 
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That is why I think that Wallace should not conclude that because bonds 
would be redundant in his model they are either redundant or just another 
form of money in the fact or in other models. 

One way to explain the function and value of money is the absence of 
some markets. In the ideal general equilibrium world, a complete and con­
nected battery of markets would handle all transactions without circulation of 
any money. In the overlapping generations model, markets are necessarily 
incomplete because unborn generations cannot make contracts, and money 
substitutes for the missing futures markets. 

But that is only one illustration of a general phenomenon. Markets are 
much rarer and much more restricted than economists, especially general 
equilibrium theorists, like to admit. Maybe the Walrasian auctioneer solicits 
multivariate excess demand schedules for all N commodities from all agents 
and clears the N markets simultaneously. Working for Arrow-Debreu, the 
auctioneer's list of "commodities" expands by orders of magnitude. In fact, 
most markets, even those most highly organized, are bilateral markets, one 
commodity versus money. Even the stock exchange is a .collection of bilat­
eral markets of this kind, with a specialist for each issue separately trying to 
find the market-clearing price. For most commodities, no organized market 
exists at all. Often there is bilateral bargaining. Often one party, usually the 
seller, sets a price at irregular intervals and accommodates willing transac­
tors at the prevailing price. 

When economists speak of these arrangements as markets, they are using 
a metaphor, an abstraction useful for many purposes but not for illuminating 
the functions of money. True markets are rare and restricted in scope be­
cause the operation of such markets is expensive. The number of spot com­
modities in the U.S. economy is a large multiple of the human population. 
Rarely do two suppliers produce the same homogeneous commodity, and 
most firms sell an ever-changing menu of products. It is simply inconceivable 
that there could be organized competitive markets for them, let alone Wal­
rasian multicommodity market clearing, that would dispense with the need 
for money. 

Failure of the conditions necessary for Arrow-Debreu equilibrium is one 
way to describe the reasons societies adopt, use, and value money-a con­
torted and contrived way, to be sure, but one that comes naturally to eco­
nomic theorists. So a monetary economy will not achieve such an equilib­
rium . Neither will barter, given the costs of commodity exchange markets 
and bilateral transactions. A monetary economy reaches a different second 
best , presumably a better second best, than a barter economy. After all, it 
does not preclude barter or futures transactions but adds other options. 

Questions of this kind, about alternative regimes, should be distinguished 
from questions about quantitative variations within any one regime. For 
example, given a monetary economy and its institutions, markets, and inter­
mediaries, how does its equilibrium depend on the quantity of money? To say 
that real magnitudes don't depend on that quantity is not to say that money is 
a veil in the sense that the economy achieves the same equilibrium that it 
would in the absence of any monetary institutions. Nor is it to say that 
variation or evolution of the institutions of the monetary economy will be 
neutral. Indeed , all it really does say is that once you have money it doesn't 
matter how you label the unit of account: If quarters were dollars, prices 
would be four times as high. (Remember, however, that lots of assets, some 
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public and some private li abilities, some means of payment but most not, are 
denominated in the monetary unit. A valid quantity theorem or neutrality 
proposition really requires that all of them change in the same proportion, not 
just currency or some arbitrary M;.) My point here is to elaborate my doubt, 
expressed at the beginning, that understanding why we have a monetary 
regime will tell us much about what determines the value of money within it. 

6. Concluding Remark s: Constant Velocity and Superneutrality 
I guess that the authors of tomorrow's papers, Shubik and Lucas, may share 
this feeling. They simply assume rules of the game that require use of money 
to purchase goods. They do not exp lain the origins of these rules but rigor­
ously derive the value of fiat money from them and from other assumptions. 
These are interesting and instructive exercises. But caution is advised in 
applying their conclusions to the live issues of monetary theory and policy. 
In particular, any institutional rule or technological assumption that fixes the 
velocity of money-for example, that limits a dollar to changing hands just 
once per period-evades all the macroeconomic issues that hinge on the 
endogenous variation of velocity, questions which involve in turn the 
menu of money substitutes provided by government or by private agents and 
intermediaries . 

A final word. I have argued that the life cycle, or overlapping generations, 
model is miscast as the hero of the great fiat money mystery. But I do believe 
that a life cycle or finite-horizon model of saving and asset demands has 
significantly different implications from a model of infinitely lived consum­
ers. One example is the issue of superneutrality, the alleged invariance of real 
outcomes with respect to variations in the rates of monetary growth and of 
inflation. This might be true of an economy of identical immortal consumers 
who will accumulate every asset independently in whatever amount yields 
their common rate of time discount. This discount will control their con­
sumption paths and capital goods holdings, independently of the real money 
balances they choose to hold alongside. Mortal consumers, however, have 
finite demands for wealth in general and in any specific form. They face a 
problem of portfolio choice; and if inflation lowers the return on money, their 
consumption and capital accumulation paths will be altered. Thus life cycle 
models will not be superneutral. 
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Discussion by Jose Alexandre Scheinkman* 

I. Introduction 
My purpose here is not to provide a general discussion of Wallace 's paper in 
this conference but to concentrate on two points raised by him to which I 
think I have something to contribute. 

The first of these points concerns what Wallace calls the " tenuousness of 
equilibria in which fiat money has value. " In an overlapping generations 
model of fiat money , the equilibria in which fiat money has value (also called 
monetary equilibria) coexist with equilibria in which fiat money has no value 
(nonmonetary equilibria), and there are usually many monetary equilibria in 
which the economy behaves asy mptotically, as in the non monetary equilib­
ria. Furthermore, there seems to be no mechanism to insure that even small 
perturbations would not lead the economy into one of the class of monetary 
equilibria that converge toward a nonmonetary equilibrium. Wallace claims 
that " tenuousness is an implication of the two defining properties of fiat 
money, inconvertibility and intrinsic uselessness , and not of the overlapping 
generations friction. '' 

In particular , he di s misses the criticism that such behavior is a conse­
quence of the lack of a medium-of-exchange role for mone y in such models. 
Part of this note concentrates on examining this claim. In section 2 I develop 
a model in which money has a role as a medium of exchange. By comparing 
the overlapping generations model with it and with results known in the case 
in which real bala nces are assumed to enter directly in the utility function of 
agents , I show that tenuousness of equilibria in which fiat money has positive 
value seems to be related to the possibility of the economy operating in th e 
absence of fiat money . The mathematical conditions that insure the absence 
of tenuousness are very similar in all three classes of models. While section 2 
develops a model of money as a medium of exchange, section 3 studies more 
closely the issue of tenuousness in the overlapping generations model and in 
models where real balances enter the utility function . 

The second point I discuss is the issue of government bonds. In a two­
period model, as Wallace correctly points out , if money has a positive price 
there cannot exist any asset with a distribution of rates of return that domi-

*I thank the ln st itut o de Materm(tica Pura e Aplicada and the E.P.G.E. of Fundacao Gettilio 
Vargas for use of their research facilities and the National Science Foundation for support of this 
research through Grant SOC 74-19692 to the University of Chicago. 
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nates money . This observation is then used to derive implications for the role 
of government bonds in macro models . I point out in section 4 how these 
results are no longer valid in models in which one treats individuals th at live 
for more than two periods . 

As mentioned above , this comment is restricted to just a few of the points 
raised by Wallace . In particular , nothing is said here about the interesting 
implications of the model , developed in sections 1.4 a nd 3 of the paper , 
concerning what certain statistical re lation ships rea lly mea n (not much!) . In 
general, I find this a provocative and interesting piece that should start some 
good di scussions . 

2. A Model of Money as a Medium of Exchange 

2. I . Necessary Conditions for Equilibrium 
In his paper at thi s conference, Lucas presents a Clower-type model that yields 
a unique equilibrium in which money has a positive value. This is obtained by 
requiring agents to sell their goods for money one period ahead in order to 
obtain other goods. If agents cannot survive with their own endowment, a 
unique equilibrium obtains and money has a positive value . Let us consider, 
however, a generalization of the model in which agents may barter as well as 
exchange goods for money and money for goods as in the C lower type of 
model. 

Each period individual consumers receive y units of one of a li st of nonstor­
able commodities. They want to consume a mix of goods with fixed relative 
prices . They ca n trade th eir endowment in two markets. In one they can sell in 
exchange for fiat money and buy the composite good with fi at money carried 
over from the previous period . In the other (the barter market) they can ex­
change part of their endowment for the composite good; but if they delivery to 
that market , they get g(y) > 0 units of the composite good , where g is a st rictly 
concave function with g(O) = 0, g'(O) = 1.1 Notice that we can rationalize the 
fixed relative prices in the same way as Lucas did in hi s conference paper. We 
could also view our model as one in which labor can be sold for fiat money or 
used directly in home production of goods, provided home production is less 
efficient. 

Formally, a consumer solves 

(I) 

subject to 

m, - (m1 +1 - h1+1l 
Ct = -------- + Y 

P1 

'The cond iti o n g'(O) = I is conven ie nt from the mat he matical viewpoint since it pre serves th e 
smooihness of the trad ing op port uniti es. In ge neral. one wants g'(O) ,,; I. 
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if yP1 ? m1+ 1 - h1+ 1, where m 0 is given, c1 ? 0, m1 ? 0, m1 - h1 ? 0 , and h1 is 
government transfers at time t , m1 the amount of money the consumer holds 
at t (post transfers), and P1 the price of the composite good in terms of 
money.2 The utility function u is c 2 and concave. 

By definingf(z) = z for z ,s 0 andf(z) = g(z) for z? 0, we may rewrite (I) 
for(m 0 ,{h1},{P1}) as 

(2) 

where 

subject to 

A necessary condition for optimality is given by 

(3) 

with ( ,s ) ifc1 > 0and ( ? ) ifm1 > 0, m1-h1 > 0, t = 1,2, . ... 

Given a sequence of money supplies {m1}~- o with m1 > 0, an equilibrium is 
a sequence {P1}~-o such that m1 is a solution to (2) where hi= m1 - m, _,. 

In an equ il ibrium c1 ? g(y) and since m, > 0, m, _, = m, - h1 > 0, we 
must have 

(4) 

where c1 = (m1/P1) + f[y - (m,IP,)]. 

2.2. The Structure of the Equilibrium Set 
We will restrict ourselves to the case of a fixed money supply, which illus­
trates most of the properties of the model. In particular, we will show how 
this model shares the tenuousness property with the overlapping generations 
model. We start by fully characterizing the equilibria. 

LEMMA . A sequence {P1 }~-o is an equilibrium if and on ly if m1 = m solves (4) 
and 

' In orJer to save in notation , we have stated the consumers· problem already requiring them 
not to use the barter market whenever the y want to take for the future at least as much as they get 
when the y sell in the money market all of their initial endowment. The reader can see that thi s is in 
fact optimal by simpl y obse rving that l((x) < x. 
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(5) Jim flu' (ci) = 0. 
t- oo P, 

Proof (Necessity). We know that (4) is a necessary condition . Now let V8 (i:) 
denote the value function of a consumer who starts at time s with an initial 
money endowment of x and faces prices {P1}~=s and transfers h1 = 0, t=s, 
s+I, . ... 

Since {P,}~=o is an equilibrium, m1 = m solves the optimization problem of 
the consumer. Since m > 0, the result of Benveniste and Scheinkman ( 1979)3 

implies that V, is differentiable at m and furthermore 

Also , Vi(am);,, I;;=t a• u[g(y)]. Thus limH oo inf V, (am) ;,, 0. Furthermore, 
lim,- 00 sup Vi (m) ,,s 0, since Vi(m) ,,s 1.~=t 8-' u(y). Thus, for O < a < I, the 
concavity of V1 implies that 

Thus, 

Proof (Sufficiency). This follows from the fact that m satisfies the Euler 
equation and the transversality condition (5) by a standard argument. (See, 
for example , Benveniste and Scheinkman 1976.) 

Q.E.D. 
It is now immediate that if there exists P withf'(y- m/P) = a then such P 

is an equilibrium. The strict concavity of g guarantees that such P, if it exists, 
is unique . We will assume its existence since otherwise no monetary equilib­
ria will exist. Furthermore, there is no equilibrium in which c1 = y. For if 
there were such an equilibrium, then from (4) we would have P1 = 8P1_ ,, and 
(5) would be violated. 

In order to study other equilibria, let us define a( P) = Plu'( c) where c 
= (m/P) +f[y- (m!P)]. Thus (4) may be rewritten as 

Notice that since u is C 2 , a is C' and 

{ mu"( c) [ ( m)]} I a' (P) = u'(c) + -- I - f' y - - --. 
P P [u'(c)]2 

"Author names and years refer to the works listed at the end of this book. 
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Thus limhoo <T1 (P) = 1/u'[fly)] > 0, since.fly) > 0. 
The figure shows the general properties of CT. Notice that limp-o CT (P) = 0. 

Since for large P, fly - (1 /P)] < a, it is obvious from the figure that if we 
choose P la rge enough we may obtain a solution to (6) such tha t limH oo P1 = ex, 

and P0 is any real number ~ P. From the lemma , this is an equilibrium. Along 
such equilibria we have limHoo c1 = f(y). That is , the economy becomes 
demoneti zed in the limit. 

a (P) 

p 

The Clower-type model discussed by Lucas corresponds to the case 
wheref( z) = 0, z ~ 0. Even in this limit case we could still get equilibria in 
which the economy becomes demonetized if the consumer has utility for and 
can survive with the initial endowment. Thus only in the case where money is 
essential does this phenomenon disappear. 

The model discussed in this section does have some implications which 
are different from those of the overlapping generations model that Wallace 
treats . One example consists of the optimal quantity of money which in this 
model is any policy that drives out barter from the system and thus would 
require a contraction of the money supply .4 But in regard to the issue of 
tenuousness , this model does have a lot in common with the overlapping 
generations model , as I will show in the next section. 

3. Tenuousness in the Overlapping Generations Model and in Models 
Where Real Balances Enter the Utility Function 

Tenuousness can be avoided even in an overlapping generations model if one 
makes special assumptions about endowments, technology , a nd utilit y func­
tions. In a pure trading model, a sufficient condition for this is that the 
endowment of old agents be zero and, if the utility function can be written as 
u(c,, cz) = u(c,) + 8u(c2), that 

(7) limxu' (x) > 0 . 
.r-o 

This condition turns out also to be necessary for a large class of models 

' Thi s conclu sion de pe nd , on g'( O) = I. 
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(compare Brock and Scheinkman 1977) . The interpretation of(7) is that trad­
ers badly need to trade consumption when young for consumption when old, 
and since money is the only way to do so this will avoid equilibria in which 
real balances converge to zero . Those are precisely the equilibria in which 
the economy becomes asymptotically demonetized . It is interesting to notice 
that the analogue of (7) is also needed to eliminate equilibria in which real 
balances converge to zero in models where real balances directly enter the 
utility function of agents (compare Brock 1978). Thus tenuousness seems to 
be related to how much importance fiat money has in the operation of the 
economy. Another way to see this point is to see what (7) implies about the 
inflation tax collected along the stationary equilibria as the rate of inflation 
goes to infinity. The first-order condition written in real balance form is 

(8) '( 8 ' u Wy - x,.) = -- u (x,.) 
I + µ, 

if Wy is the endowment when young (endowment when old is zero) , µ, is the 
rate of creation of money, and x,. is the real balances associated with the 
equilibrium which is stationary in real balances. Equation (8) may be rewrit­
ten as 

(9) 
u' ( Wu - x,.) _ 8 

x,. u' (x,.) x,. + µ,x,. 

Since lim,.-"' x,. = 0, (7) holds if and only if lim,.-"' µ,x,. > 0, that is, if the 
inflation tax collected along stationary equilibria as the rate of creation of 
money goes to infinity is bounded away from zero. Brock (1978) shows the 
same point in a model with real balances in the utility function . The condition 
lim,.-"' µ,x,. > 0 also has the interpretation that no matter how expensive it 
becomes to hold money people still hold a large quantity of it ; that is , money 
is very necessary to the system. Since inconvertible fiat money seems only to 
appear in economic systems in which the division of labor has led to tremen­
dous costs to pure barter, it may well be that assumptions such as (7) or (9) 
are not unnatural in a highly aggregated model. 

4. The Role of Government Bonds 
Wallace notices that in the context of his model , if fiat money has value in an 
equilibrium, then in that equilibrium there cannot be any asset with a rate of 
return distribution which dominates fiat money. This conclusion does not 
continue to hold if we consider a model in which agents live for more than 
two periods. For consider a tree that matures in two periods , and suppose 
there are very high costs in transacting in one-period-old trees. Then age nt s 
may hold trees in order to trade consumption when old for consumption when 
young but hold money in order to consume in middle age. Martins ( 1975) 
considers a model in which two-period-old bonds are issued and transact ion 
costs on one-period-old bonds are infinite . In his model, bonds are much like 
another type of money and the nominal interest rate on bonds is positive and 
determined by the supply of bonds relative to the supply of money. 

Thus Bryant and Wallace ' s ( 1979a) point that the private sector must incur 
transaction costs to offset the nominal interest rate on bonds is invalidated in 
models with more than two periods . 
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