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ABSTRACT 

T h i s p a p e r c o n s i d e r s a v iew commonly a s s o c i a t e d w i t h t he " q u a n t i t y 
t h e o r y o f money" : t h a t banks s h o u l d f a c e 100 p e r c e n t r e s e r v e 
r e q u i r e m e n t s . I t a r g u e s f i r s t t h a t t he o b j e c t i v e s o f t h e q u a n t i t y 
t h e o r i s t s ' p r o p o s a l s were more t h a n m e r e l y p r i c e l e v e l s t a b i l i t y , 
and t h a t i n f a c t , p r i c e l e v e l s t a b i l i t y was a t most a s e c o n d a r y 
o b j e c t i v e o f t h e i r p r o p o s a l s . S e c o n d , i t a r g u e s t h a t t h e s e 
t h e o r i s t s had a w o r l d w i t h d i s t o r t i o n s i n mind w i t h r e s p e c t t o 
t h e i r p r o p o s a l s . These a r e p r e s e n t i n a s p e c i a l s e t t i n g examined 
t h a t (a) s u p p o r t s t h e i m p o s i t i o n o f 100 p e r c e n t r e s e r v e r e q u i r e ­
ments (on t he b a s i s o f an u n c o n s t r a i n e d P a r e t o c r i t e r i o n ) , and (b) 
s u p p o r t s t h e v iew t h a t t h e s e r e s t r i c t i o n s s t a b i l i z e t he p r i c e 
l e v e l and make i t s movements more " p r e d i c t a b l e . " 

The v i ews e x p r e s s e d h e r e i n a r e s o l e l y t h o s e o f t h e a u t h o r and do 
not n e c e s s a r i l y r e p r e s e n t t h e v i ews o f t h e F e d e r a l R e s e r v e Bank o f 
M i n n e a p o l i s o r t he F e d e r a l R e s e r v e S y s t e m . 
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A l o n g - s t a n d i n g deba te f o c u s e s on t h e r e g u l a t i o n o f 

b o r r o w i n g and l e n d i n g , and whe the r o r no t a cogen t economic r a t i o ­

n a l e c a n be e s t a b l i s h e d f o r i t . W h i l e a t one t i m e such r e g u l a t i o n 

was c o n c e r n e d w i t h t h e b o r r o w i n g and l e n d i n g o f a l a r g e number o f 

economic a g e n t s ! - ' , t h e modern f o c u s has been on whether o r no t 

" b a n k s " s h o u l d f a c e l i m i t a t i o n s on l e n d i n g . W i t h r e g a r d t o t h i s 

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

2 / 

100 p e r c e n t r e s e r v e r e q u i r e m e n t s , o r s i m p l y be money warehouses.—• 

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

was no doubt due t o i t s p e r c e i v e d " u n r e a l i s t i c " — ' ' n a t u r e . More 

r e c e n t l y , howeve r , i t has been a r g u e d t h a t s u c h a scheme i s b a s e d 

on a m i s p l a c e d emphas is on p r i c e l e v e l s t a b i l i t y , and i n f a c t , 

r e s u l t s i n outcomes w h i c h a r e dom ina ted by t h e "no i n t e r v e n t i o n " 

c o m p e t i t i v e e q u i l i b r i u m o u t c o m e . I n p a r t i c u l a r , S a r g e n t and 

W a l l a c e (1981, 1982) have c o n s t r u c t e d a model i n w h i c h a s u b s e t o f 

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

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

t h a t , f o r a s p e c i a l economy, t h i s a r rangement i s not P a r e t o o p t i ­

m a l . A l a i s s e z - f a i r e a r rangemen t i s . M o r e o v e r , t h i s i s t r u e 

d e s p i t e t h e f a c t t h a t r e s t r i c t i o n s on l e n d i n g s t a b i l i z e t h e p r i c e 

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

r e s t r i c t i o n s on l e n d i n g , w h i c h t h e y r e f e r t o as a " q u a n t i t y 

t h e o r y " r e g i m e , a r e s u b o p t i m a l . 

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

mies t h a t " s a t i s f y t h e q u a n t i t y t h e o r y c l a i m s abou t t h e deg ree o f 

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

examp les do no t s u p p o r t t h e q u a n t i t y t h e o r y p o s i t i o n . " — / S a r g e n t 

and W a l l a c e t h e n d i s c u s s i n some d e t a i l t he "weakness i n t h e 

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

a s s e r t i o n s abou t d e s i r a b l e p r i c e l e v e l p a t h s " (1981, p . 2k). 

T h i s p a p e r i s an a t t e m p t t o f o c u s on two i s s u e s : what 

i n f a c t t h e " q u a n t i t y t h e o r y v i e w " w a s / i s , and whe the r o r no t some 

c a s e can be made f o r such ex t reme r e s t r i c t i o n s on b o r r o w i n g and 

l e n d i n g a s 100 p e r c e n t r e s e r v e r e q u i r e m e n t s , and t h e p r o p o s a l made 

by Simons ( , p . 165) t h a t " a l l p r o p e r t y (be) h e l d i n a 

r e s i d u a l e q u i t y o r common s t o c k f o r m , " w h i c h he c l e a r l y v i ews a s 

b e i n g on t h e same f o o t i n g a s r e s e r v e r e q u i r e m e n t s . The l i n e o f 

argument t h a t w i l l be made i s a s f o l l o w s . F i r s t , some q u a n t i t y 

t h e o r y a d h e r e n t s , such as S i m o n s , had no p a r t i c u l a r c o n c e r n w i t h 

what were " d e s i r a b l e p r i c e l e v e l p a t h s . " R a t h e r p r i c e l e v e l 

s t a b i l i t y was v iewed a s t he means t o a c h i e v i n g an end r a t h e r t h a n 

as an end i n i t s e l f . S e c o n d , i t w i l l be a r g u e d t h a t t he q u a n t i t y 

t h e o r y a d h e r e n t s o f p r i c e s t a b i l i t y had i n mind economies w i t h 

v a r i o u s t y p e s o f d i s t o r t i o n s . T h u s , t h e S a r g e n t - W a l l a c e argument 

t h a t a c o m p e t i t i v e e q u i l i b r i u m w i t h c o m p l e t e ma rke t s i s P a r e t o 

o p t i m a l w h i l e r e s t r i c t e d l e n d i n g i s n o t , i s no t i n c o n s i s t e n t w i t h 

t h e q u a n t i t y t h e o r y v i e w . T h i r d , i t w i l l be a r g u e d t h a t t h e 

q u a n t i t y t h e o r y p o s i t i o n , as e s p o u s e d by S i m o n s , i s meant t o be 

a p p l i e d o n l y t o economies w i t h some k i n d o f marke t 

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

w h i c h marke ts a r e i n c o m p l e t e , and a c o g e n t r a t i o n a l e can be c o n ­

s t r u c t e d f o r t h e q u a n t i t y t h e o r y p o s i t i o n . In p a r t i c u l a r , 
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p r e v e n t i n g c e r t a i n a g e n t s f rom l e n d i n g (a) s t a b i l i z e s t he p r i c e 

l e v e l , as i n S a r g e n t - W a l l a c e (1981), (b) i s P a r e t o i m p r o v i n g , and 

(c ) (somewhat r e d u n d a n t l y ) i s d e f l a t i o n a r y r e l a t i v e t o l a i s s e z -

f a i r e . 

The scheme o f t he paper i s a s f o l l o w s . S e c t i o n I 

a t t e m p t s an a n a l y s i s o f t he q u a n t i t y t h e o r y p o s i t i o n , and i n 

p a r t i c u l a r , o f t he k i n d o f w o r l d i t s a d v o c a t e s had i n m i n d . 

S e c t i o n I I p r e s e n t s a model v e r y s i m i l a r t o t h a t o f S a r g e n t and 

W a l l a c e w h i c h v a l i d a t e s some o f t he q u a n t i t y t h e o r y c l a i m s . The 

o n l y s u b s t a n t i v e f e a t u r e o f t h e economy w h i c h d i f f e r s f r om t h a t o f 

S a r g e n t and W a l l a c e i s t h e p r e s e n c e o f random endowments, r e a l i z e d 

i n such a way t h a t t h i s randomness c a n n o t be i n s u r e d a g a i n s t . 

T h i s g i v e s a s e t t i n g i n w h i c h ma rke t s a r e i n c o m p l e t e , so a s t o be 

i n a c c o r d w i t h t he w o r l d e n v i s i o n e d by S i m o n s . S e c t i o n I I I c o n ­

t r a s t s t he w e l f a r e p r o p e r t i e s o f c o m p e t i t i v e e q u i l i b r i a i n t h e 

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

p r i c e l e v e l . F o r p a r t i c u l a r p a r a m e t e r v a l u e s , i t i s shown t h a t 

t h e q u a n t i t y t h e o r y reg ime dom ina tes l a i s s e z - f a i r e . M o r e o v e r , 

t h i s i s t r u e even though t h e examples a r e s t r u c t u r e d so t h a t a l l 

a g e n t s a r e r i s k - n e u t r a l w i t h r e s p e c t t o t h e r e t u r n on t h e i r p o r t ­

f o l i o s . T h i s r i s k n e u t r a l i t y i s , i n t u r n , meant t o be f a v o r a b l e 

t o l a i s s e z - f a i r e r e g i m e s . 

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

between t he r e s u l t s he re and t h o s e o f S a r g e n t and W a l l a c e a r e 

d r i v e n by t he i n c o m p l e t e n e s s o f ma rke t s i n t h i s p a p e r , r a t h e r t h a n 

t he i n t r o d u c t i o n o f u n c e r t a i n t y p e r s e . In p a r t i c u l a r , S a r g e n t 

and W a l l a c e s t a t e t h a t ( p . 2*0 "some may a r g u e t h a t our model i s 
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r i g g e d a g a i n s t t h e q u a n t i t y t h e o r y b e c a u s e i t a b s t r a c t s f r om 

u n c e r t a i n i t y . . . . We doubt t h a t mere l y c o m p l i c a t i n g t he model t o 

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

W h i l e t h i s i s t r u e i f marke ts a r e c o m p l e t e , s u c h c o m p l e t e n e s s does 

no t seem c o n s i s t e n t w i t h t h e q u a n t i t y t h e o r y v i e w . When i n c o m ­

p l e t e n e s s i s a l l o w e d f o r , government i n t e r v e n t i o n o f t h e q u a n t i t y 

t h e o r y t y p e can c o r r e c t ( p a r t i a l l y ) f o r some market i n c o m p l e t e ­

n e s s . 

I. What i s t h e Q u a n t i t y T h e o r y ? 

I n o r d e r t o e v a l u a t e t h e q u a n t i t y t h e o r y advocacy o f 100 

p e r c e n t r e s e r v e b a n k i n g , i t i s n e c e s s a r y t o d e t e r m i n e how a d v o ­

c a t e s o f t h i s p o s i t i o n v i e w e d t he w o r l d . S a r g e n t and W a l l a c e 

a s s o c i a t e t he q u a n t i t y t h e o r y p o s i t i o n w i t h two n o t i o n s ( p . ? ) : 

Q u a n t i t y t h e o r i s t s t a k e i t f o r g r a n t e d t h a t 

i t i s d e s i r a b l e t o a v o i d p r i c e l e v e l f l u c t u a ­

t i o n s and W i c k s e l l i a n p r i c e l e v e l i n d e t e r m i ­

n a c y . They p r o p o s e t o a c c o m p l i s h t h i s b y 

l e g a l r e s t r i c t i o n s on p r i v a t e i n t e r m e d i a ­

t i o n . The l e g a l r e s t r i c t i o n s a r e meant t o 

s e p a r a t e "money c r e a t i o n " f rom c r e d i t c r e a ­

t i o n . " . . . . 

S a r g e n t and W a l l a c e t h e n p r o v i d e a c r i t i q u e o f a s s o c i a t i n g p r i ­

v a t e l y i s s u e d l i a b i l i t i e s w i t h f i a t money, and o f t he i n h e r e n t 

d e s i r a b i l i t y o f p r i c e l e v e l " s t a b i l i t y , " mean ing f o r them l a c k o f 

any movement i n t h e p r i c e l e v e l o v e r t i m e . 
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T h i s p a p e r p r o c e e d s f r om t h e v i e w p o i n t t h a t t h e S a r g e n t -

W a l l a c e c r i t i q u e o f t h i s way o f t h i n k i n g abou t money i s c o r r e c t . 

However , i t i s no t c l e a r t h a t l e a d i n g a d v o c a t e s o f t h e q u a n t i t y 

t h e o r y " t o o k f o r g r a n t e d " t he i n h e r e n t d e s i r a b i l i t y o f p r i c e l e v e l 

s t a b i l i t y . T h u s , t h i s s e c t i o n a t t e m p t s t o c o n s i d e r what t h e 

o b j e c t i v e s o f t h e q u a n t i t y t h e o r i s t s w e r e , and why t h e s e were 

v iewed a s wor thy g o a l s o f p o l i c y . In o r d e r t o do t h i s , t h r e e 

r e a s o n a b l y c l e a r s t a t e m e n t s o f p r o p o s a l s f o r 100 p e r c e n t r e s e r v e 

r e q u i r e m e n t s a r e c o n s i d e r e d i n some d e t a i l . The e x p o s i t i o n s 

c h o s e n a r e t h o s e o f S imons ( ) , F r i e d m a n ( l 9 4 8 ) , and M i n t s 

(1950). 

A . The D e s i r a b i l i t y o f S t a b l e P r i c e s 

The S a r g e n t - W a l l a c e c r i t i q u e d i r e c t s i t s e l f a t a d v o c a t e s 

o f smoo th ing p r e d i c t a b l e p r i c e l e v e l movements . In g e n e r a l , 

howeve r , i t i s no t c l e a r t h a t a " q u a n t i t y t h e o r y p o s i t i o n " can be 

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

s t a b i l i t y , and more s p e c i f i c a l l y , w i t h any c o n c e r n abou t p r e d i c t ­

a b l e p r i c e l e v e l movements. W i t h r e g a r d t o t h e f i r s t p o i n t , 

S imons s t a t e s t h a t ( p . 169) "some s t u d e n t s p r o p o s e . . . t h e 

s t a b i l i z a t i o n o f v a r i o u s p r i c e i n d e x e s . . . O f a l l . . . s c h e m e s , t h o s e 

w h i c h c o n t e m p l a t e s t a b i l i z a t i o n o f p r i c e i n d e x e s a r e l e a s t i l l i b e ­

r a l ; bu t t h e y , t o o , a r e u n s a t i s f y i n g . " He goes on t o men t i on t h a t 

( p . 17*0 " t h e s h o r t c o m i n g s o f p r i c e - i n d e x s t a b i l i z a t i o n , a s t h e 

f u n d a m e n t a l b a s i s o f a moneta ry s y s t e m , a r e numerous and s e r i ­

o u s . . . " However , " o n l y t h e a d v o c a t e s o f p r i c e - i n d e x s t a b i l i z a t i o n 

have o f f e r e d a f e a s i b l e way o u t " (p . 175) o f moneta ry p o l i c y 

d i l e m m a s . S imons a r g u e s , by t he way, t h a t such s t a b i l i z a t i o n 
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c o u l d b e s t be a c h i e v e d t h r o u g h a l t e r a t i o n o f government e x p e n d i ­

t u r e and t a x a t i o n . I n s h o r t , S imons d i d no t t a k e f o r g r a n t e d t h a t 

p r i c e s t a b i l i t y was d e s i r a b l e , and we s h a l l see be low t h a t he 

v i e w e d s u c h s t a b i l i t y a s a means t o an e n d , r a t h e r t h a n a s an end 

i n i t s e l f . 

G e n e r a l l y s p e a k i n g , i t i s not easy t o f i n d i n t h e s e 

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

l e v e l . Even I r v i n g F i s h e r , who M i n t s d e s c r i b e d (p . 10) a s " t h e 

s t r o n g e s t ( r e c e n t ) s u p p o r t e r o f a p o l i c y o f s t a b i l i z i n g t h e p r i c e 

l e v e l " was not o v e r l y c o n c e r n e d w i t h p r e d i c t a b l e movement. He 

a r g u e d (1925 , p . 198) t h a t n o m i n a l i n t e r e s t r a t e s and i n f l a t i o n , 

r a t h e r t han r e a l i n t e r e s t r a t e s a l o n e , s h o u l d be s t u d i e d s e p a r ­

a t e l y b e c a u s e " t h e r a t e o f i n t e r e s t ( i n money) i s a l w a y s p e r c e i v e d 

w h i l e t he r a t e o f a p p r e c i a t i o n o f money i s n o t . " M o r e o v e r , F i s h e r 

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

r a t e s b e c a u s e o f wage r i g i d i t i e s , and t h e subsequen t e f f e c t s o f 

p r i c e v a r i a t i o n on o u t p u t . In p a r t i c u l a r ( p . 179)» " t h o s e 

f l u c t u a t i o n s l a r g e l y p r e d e t e r m i n e . . . f l u c t u a t i o n s i n t r a d e . " H i s 

c o n c e r n was no t w i t h t h e p r i c e l e v e l i t s e l f . 

F i n a l l y , M i n t s h i m s e l f s t a t e s t h a t ( p . 126) "we s h o u l d 

no t u n n e c e s s a r i l y add t he r i s k s o f u n p r e d i c t a b l e and d e v a s t i n g 

waves o f i n f l a t i o n and d e f l a t i o n t o t h o s e o f c h a n g i n g d e m a n d . . . " 

M o r e o v e r , he makes c l e a r ( p . 125) why p r i c e l e v e l s t a b i l i t y i s 

d e s i r e d . 

I t s h o u l d a l s o be no ted t h a t a s l o n g a s l a b o r 

m o n o p o l i e s e x i s t a r i s i n g p r i c e l e v e l no t 

o n l y i n v i t e s l a b o r d i s p u t e s , i t makes them 
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i n e v i t a b l e . In a f r e e l a b o r m a r k e t , wage 

r a t e s wou ld s p o n t a n e o u s l y r i s e w i t h a r i s e i n 

t h e p r i c e l e v e l , a l t h o u g h p o s s i b l y w i t h some 

l a g ; bu t where wage r a t e s a r e f i x e d by w r i t ­

t e n c o n t r a c t , t h e r e i s no way o f r a i s i n g them 

t o t h e e q u i l i b r i u m l e v e l e x c e p t by n e g o t i a ­

t i o n . A most c e r t a i n way o f b r i n g i n g on 

i n d u s t r i a l w a r f a r e i n an ex t reme fo rm i s t o 

encou rage l a b o r m o n o p o l i e s and t h e n adop t a 

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

l e v e l . Because o f t he r e s u l t i n g work s t o p ­

pages and o f t he u n c e r t a i n t i e s c r e a t e d by 

r i s i n g p r i c e s , i t i s h i g h l y p r o b a b l e t h a t i n 

f a c t t h e vo lume o f o u t p u t u n d e r c o n d i t i o n s o f 

r i s i n g p r i c e s wou ld be l e s s t h a n w i t h s t a b l e 

p r i c e s , d e s p i t e t h e f a c t o f a h i g h l e v e l o f 

employment and g e n e r a l p r o s p e r i t y . 

I n s h o r t , none o f t h e s e a u t h o r s seem c o n c e r n e d w i t h 

p r i c e s t a b i l i t y f o r i t s own s a k e , and s e v e r a l o f them seem l i t t l e 

c o n c e r n e d w i t h p r e d i c t a b l e v a r i a t i o n s . I n f a c t , we have seen t h a t 

f o r M i n t s and F i s h e r , p r i c e s t a b i l i t y was a means t o t he end o f 

s t a b i l i z i n g o u t p u t and l a b o r ma rke t s ( a n d , one migh t a d d , d i s ­

t o r t e d l a b o r m a r k e t s ) . F o r S imons a s w e l l , p r i c e s t a b i l i t y was 

no t an e n d . He a r g u e s t h a t ( p . l 8 l ) i t " m a t t e r s l i t t l e w h e t h e r 

p r i c e - l e v e l s t a b i l i z a t i o n i s c o n c e i v e d a s a d e f i n i t i v e r e f o r m o r 

a s a t r a n s i t i o n e x p e d i e n t i n a l o n g - t e r m program p o i n t e d t owa rd 

t h e u l t i m a t e s t a b i l i z a t i o n o f t h e q u a n t i t y o f m o n e y . " In s h o r t , 
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s t a b i l i t y o f t he money s u p p l y i s h e l d as h a v i n g more i m p o r t a n c e 

t h a n s t a b i l i t y o f t h e p r i c e l e v e l . In f a c t , S imons c l a i m e d t h a t 

( p . 183) 

A monetary r u l e o f m a i n t a i n i n g t h e c o n s t a n c y 

o f some p r i c e i n d e x , p r e f e r a b l y an i n d e x o f 

p r i c e s o f c o m p e t i t i v e l y p r o d u c e d c o m m o d i t i e s , 

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

f r om p r e s e n t moneta ry c h a o s and 

u n c e r t a i n t i e s . A r u l e c a l l i n g f o r o u t r i g h t 

f i x i n g o f t h e t o t a l q u a n t i t y o f money, how­

e v e r , d e f i n i t e l y m e r i t s c o n s i d e r a t i o n a s a 

p e r h a p s p r e f e r a b l e s o l u t i o n i n t h e more 

d i s t a n t f u t u r e . 

I t i s s i g n i f i c a n t t h a t p r i c e - l e v e l s t a b i l i t y i s v i e w e d a s an 

e x p e d i e n t , and t h a t moneta ry s t a b i l i t y i s g i v e n u l t i m a t e p r i o r i t y . 

A t t he l e a s t , t h e n , one can a rgue t h a t q u a n t i t y t h e o r ­

i s t s d i d no t i m m e d i a t e l y assume t h a t p r i c e - l e v e l s t a b i l i t y had 

f i r s t p r i o r i t y a s a p o l i c y o b j e c t i v e , p a r t i c u l a r l y when p r i c e 

l e v e l movements were v i e w e d a s p r e d i c t a b l e i n n a t u r e . At m o s t , 

one can i n t e r p r e t t h e q u a n t i t y t h e o r y c l a i m a s a s t a t e m e n t t h a t 

p r i c e - l e v e l s t a b i l i t y i s a b y p r o d u c t and an i n d i c a t i o n o f an 

a p p r o p r i a t e l y s t r u c t u r e d p o l i c y , bu t o f m ino r i n t e r e s t i n i t s own 

r i g h t . At any r a t e , i t seems i n c o r r e c t t o c o n c l u d e t h a t ( a t l e a s t 

t h i s s e t o f ) q u a n t i t y t h e o r i s t s were w i l l i n g t o base " p o l i c y 

c o n c l u s i o n s on a s s e r t i o n s abou t d e s i r a b l e p r i c e l e v e l p a t h s " 

i n d e p e n d e n t l y o f o t h e r c o n s i d e r a t i o n s . 
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B. The Q u a n t i t y Theory and t h e S t r u c t u r e o f M a r k e t s 

I n t h i s s e c t i o n i t i s a r g u e d t h a t , i n o r d e r t o make 

sense o f t h e q u a n t i t y t h e o r y p o s i t i o n , i t i s n e c e s s a r y t o c o n s i d e r 

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

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

I n o r d e r t o see t h i s , we b e g i n by n o t i n g t h a t S imons and 

M i n t s c o u p l e d t h e i r p r o p o s a l s f o r 100 p e r c e n t r e s e r v e b a n k i n g w i t h 

p r o p o s a l s f o r f o r c i n g c o r p o r a t i o n s t o be 100 p e r c e n t e q u i t y 

f i n a n c e d . In p a r t i c u l a r , S imons p r o p o s e d t h a t ( p . 171) "demand 

d e p o s i t b a n k i n g wou ld be c o n f i n e d ( i n e f f e c t , a t l e a s t ) t o t h e 

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

t i o n o f t he b o r r o w i n g powers o f o t h e r c o r p o r a t i o n s wou ld o b v i o u s l y 

be r e q u i r e d . . . " t o make t h e f i r s t r e s t r i c t i o n e f f e c t i v e . However , 

S imons a l s o r e f e r s t o " t h e 100 p e r c e n t r e s e r v e s c h e m e - f o r w h i c h I 

s t i l l have no g r e a t e n t h u s i a s m save as p a r t o f a g r a d u a l i s t p r o ­

gram whose o b j e c t i v e i s r e c o g n i z e d . . . a s g r a d u a l r e d u c t i o n and 

u l t i m a t e d e n i a l o f b o r r o w i n g and l e n d i n g powers t o a l l c o r p o r a ­

t i o n s . . . " ( p . 229) . T h u s , S imons p r o p o s e d c o m p l e t e e q u i t y f i n a n c e 

o f c o r p o r a t i o n s . M i n t s a l s o a r g u e s t h a t ( p . 186) " a s p a r t o f t h e 

d e s i r a b l e changes i n m o n e t a r y - i n s t i t u t i o n a l a r r a n g e m e n t s i n t h e 

U n i t e d S t a t e s , t he vo lume o f b u s i n e s s i n d e b t e d n e s s s h o u l d be 

s u b s t a n t i a l l y r e d u c e d . . . " 

The r a t i o n a l e f o r t h e s e j o i n t p r o p o s a l s had t o do w i t h 

t h e p r e s e n c e o f d i s t o r t i o n s i n t h e economy. S imons s t a t e s c l e a r l y 

t h a t an economic a r rangemen t where " s h o r t - t e r m l e n d e r s a r e 

c o n t i n u o u s l y i n a p o s i t i o n t o demand c o n v e r s i o n o f t h e i r i n v e s t ­

m e n t s . . . i s w o r k a b l e o n l y on t he b a s i s o f U t o p i a n f l e x i b i l i t y o f 
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p r i c e s and wage r a t e s , " ( p . 166) and t h a t " w i t h a d e q u a t e p r i c e 

f l e x i b i l i t y , we c o u l d ge t a l o n g u n d e r a l m o s t any f i n a n c i a l s y s t e m " 

( p . 1 7 0 ) . In o t h e r w o r d s , Simons a p p e a r s t o a rgue t h a t u n d e r 

c o n d i t i o n s o f p e r f e c t c o m p e t i t i o n : f u l l - i n f o r m a t i o n , c o m p l e t e 

m a r k e t s , and market c l e a r i n g i n a t o m l e s s e c o n o m i e s , t h e r e i s no 

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

M i n t s a l s o c o n c e r n s h i m s e l f w i t h t h e deg ree o f p r i c e f l e x i b i l i t y , 

a s does F r i e d m a n . 

The d i s t o r t i o n s w h i c h S i m o n s , M i n t s , and F r i edman men­

t i o n s p e c i f i c a l l y have t o do w i t h monopoly and wage s t i c k i n e s s . 

These a r e r e c u r r i n g themes i n a l l t h r e e w o r k s . C l e a r l y , t h e n , 

t h e s e a u t h o r s have i n mind a w o r l d w i t h d i s t o r t i o n s . They a l s o 

have i n mind a w o r l d w i t h much (p resumab l y u n i n s u r a b l e ) u n c e r t a i n ­

t y . M i n t s d e p l o r e s t h e ( p . 8) " u t t e r c o n f u s i o n and u n c e r t a i n t y i n 

o u r monetary s y s t e m , " and a r g u e s t h a t " a d e l i b e r a t e l y p r o v i d e d , 

d e f i n i t e , known moneta ry p o l i c y i s a u n i q u e and i n d i s p e n s a b l e 

means o f r e d u c i n g t o a minimum v a r i a t i o n s i n t he e x p e c t a t i o n s o f 

t he p u b l i c " ( p . 9 ) . 

More s t r o n g l y , t h o u g h , a modern economic t h e o r i s t c a n 

o n l y be a t a l o s s i f h e / s h e a t t e m p t s t o make s e n s e o f t h e S i m o n s -

M i n t s p r o p o s a l i n t h e c o n t e x t o f a c o m p l e t e ma rke t s s e t t i n g . 

T h e i r emphas is on e q u i t y v e r s u s debt f i n a n c e o f c o r p o r a t i o n s 

canno t be made sense o f i n a c o m p l e t e marke ts m o d e l , a s anyone 

f a m i l i a r w i t h t h e M o d i g l i a n i - M i l l e r t heo rem w i l l be a w a r e . T h u s , 

any a t t e m p t t o t r a n s l a t e t h e S i m o n s - M i n t s p r o p o s a l i n t o modern 

t e r m s , w h i c h i s no t c l e a r l y doomed a t t h e o u t s e t , r e q u i r e s t h a t 

t h e i r v i e w s be c o n s i d e r e d i n t h e c o n t e x t o f a model w h e r e , a t t he 
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v e r y l e a s t , marke ts a r e i n c o m p l e t e . M o r e o v e r , t h i s seems no t t o 

be i n c o n s i s t e n t w i t h what t h e y had i n m i n d . O r , pu t o t h e r w i s e , 

S imons (a t l e a s t ) seems t o be aware t h a t i n a c o m p l e t e m a r k e t s 

s e t t i n g ( s u c h a s t h a t o f S a r g e n t and W a l l a c e ) , t h e c o n c l u s i o n w i l l 

be t h a t no i n t e r v e n t i o n i n p r e v a i l i n g f i n a n c i a l a r r a n g e m e n t s i s 

n e c e s s a r y f o r e f f i c i e n c y . 

I n s h o r t , t h e n , a s F r i e d m a n s t a t e s ( p . 262) , " t h e 

e q u i l i b r a t i n g mechanism (o f t h e p r o p o s e d changes ) does no t p r e v e n t 

d i s t u r b a n c e s f rom a r i s i n g . " What i t " d o e s a c c o m p l i s h i s , f i r s t , 

t o keep g o v e r n m e n t a l monetary and f i s c a l o p e r a t i o n s f rom t h e m ­

s e l v e s c o n t r i b u t i n g d i s t u r b a n c e s a n d , s e c o n d , t o p r o v i d e an 

a u t o m a t i c mechanism f o r a d a p t i n g t he s y s t e m t o t h e d i s t u r b a n c e s 

t h a t o c c u r . " We now t u r n ou r a t t e n t i o n t o t h e deve lopment o f a 

model i n w h i c h t h e q u a n t i t y t h e o r y a r r a n g e m e n t s do h e l p t o m i t i ­

g a t e t h e economic impac t o f c e r t a i n d i s t u r b a n c e s . 

I I . The Mode l 

A . D e s c r i p t i o n 

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

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

d i s c r e t e , and i n d e x e d b y t = 0 , 1 . . . . A t t = 0 t h e r e i s a s e t o f 

i n i t i a l o l d a g e n t s who a r e i n t h e l a s t p e r i o d o f t h e i r l i f e . L e t 

C-^ ( s c a l a r ) be c o n s u m p t i o n ( o f any a g e n t ) when y o u n g , and Cg be 

consump t i on when o l d . Then t h e u t i l i t y o f t h e s e a g e n t s i s s i m p l y 

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

These a g e n t s a r e o f t h r e e t y p e s , a , 3 , a n d y . They t h e n become 
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o l d a t t = 1 , t h e i r l a s t p e r i o d o f l i f e . A t t = 1 t h e r e a p p e a r s a 

new young g e n e r a t i o n , e t c . E a c h g e n e r a t i o n has ( l a r g e ) e q u a l 

numbers o f each t y p e o f a g e n t , and w i t h i n each g e n e r a t i o n t h e r e 

a r e e q u a l numbers o f a , 6 , and y a g e n t s . 

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

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

be two s t a t e s o f n a t u r e , i n d e x e d by s = 1 , 2 , each o c c u r r i n g w i t h 

p r o b a b i l i t y ( l / 2 ) . Then t h e s t a t e o f n a t u r e i s drawn p r i o r t o 

t r a d i n g (pe rhaps p r i o r t o an a g e n t ' s b i r t h ) , so t h a t i n e a c h 

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

The re a r e two k i n d s o f commod i t i e s t h a t an agen t c o u l d 

( p o t e n t i a l l y ) t r a d e . The f i r s t i s f i a t money, and t h e second i s 

c o n s u m p t i o n l o a n s . We choose t h e s i n g l e c o n s u m p t i o n good a s 

n u m e r a i r e . Money t r a d e s f o r t h e good a t t h e r a t e Q(s ) i n s t a t e s 

(we f o c u s on s t e a d y s t a t e s , and hence om i t t i m e a rgumen ts ) a t each 

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

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

p e r i o d h e n c e , so R ( s ) i s t he g r o s s r e a l r a t e o f i n t e r e s t . There 

i s no market i n s t a t e c o n t i n g e n t c l a i m s , w h i c h does no t a f f e c t any 

r e s u l t s , bu t w h i c h does economize on n o t a t i o n . 

The ( s t a t e t dependen t ) p r e f e r e n c e s o f a g e n t s a r e a s 

f o l l o w s : F o r an agen t o f t y p e i we deno te p r e f e r e n c e s by 

[U^(C-^ , s ) ] ; i = a , g , y * The p r e s e n c e o f s as an argument 

i n d i c a t e s t h a t when y o u n g , an agen t r e a l i z e s a p a r t i c u l a r fo rm o f 

h i s u t i l i t y f u n c t i o n a s w e l l a s h i s endowment s t r e a m . T h e n , f o r 

p u r p o s e s o f c o n s t r u c t i n g an example c o n s i s t e n t w i t h t h e q u a n t i t y 

t h e o r y p o s i t i o n , we l e t 
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U a ( C l ' C 2 ' l ) = C l + C 2 

U a ( C l s C 2 , 2 ) = I n C 1 + ( .08765) C 2 

U Y ^ C 1 ' C 2 ' S ^ = l n C l + p ^ s ^ C 2 * 

We employ a v e r y s p e c i f i c e x a m p l e , a s we want m e r e l y t o e s t a b l i s h 

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

ments o f a g e n t s a r e a s f o l l o w s . I f s = 1, t y p e a a g e n t s have 

endowment s t r eam ( c u , 0 ) , t y p e $ a g e n t s have endowment s t r e a m 

( 3 ^ , 0 ) , and t y p e y a g e n t s have endowment s t r e a m ( 0 , y ^ ) . I f s = 2 , 

t h e s e endowment s t r e a m s a r e ( a 2 , 0 ) , ( 0 , 3 2 ) 5 a r>d ( Y 2 , 0 ) r e s p e c ­

t i v e l y . P a r a m e t e r v a l u e s a r e a-^ = 5 , c t 2 = 5 « 0 2 , 3-̂  = 1 0 , g 2 = 2 0 , 

Y l t = 2 0 , y 2 = 1 5 , <f>(l) = p ( l ) = 1 / 8 , ((.(2) = 1 / 1 2 , and p ( 2 ) = 1/1*. 

F i n a l l y , l e t l ^ ( s ) and M^(s) be t he l e n d i n g and money 

h o l d i n g s r e s p e c t i v e l y o f a young t y p e i agen t when s i s t h e r e a ­

l i z e d s t a t e i n h i s y o u t h . l i ( s ) < 0 i m p l i e s t h a t a g e n t s o f t y p e i 

a r e b o r r o w e r s . 

B . E q u i l i b r i u m Under L a i s s e z - F a i r e 

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

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

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

r e s t r i c t i o n s p r e v e n t i n g c e r t a i n t y p e s o f a g e n t s f r om mak ing 

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

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

Under r a t i o n a l e x p e c t a t i o n s and L F , a g e n t s ' b e h a v i o r i s 

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

p r o b l e m s . Type a a g e n t s s o l v e 
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max o x - Q ( l ) M a ( l ) - l a ( l ) 

+ R ( l ) l a ( D + Q d ) M a ( l ) 

i f s = 1, and 

max l n [ a 2 - Q ( 2 ) M 0 ( 2 ) - l 0 ( 2 ) ] + (.08765) 

{ R ( 2 ) l a ( 2 ) + Q(2)M a (2)} 

i f s = 2 by c h o i c e o f l a ( s ) and M a ( s ) > 0 , t a k i n g R ( s ) and Q(s ) a s 

p a r a m e t r i c . Type g a g e n t s s o l v e 

max l n [ g 1 - Q ( l ) M g ( l ) - l e ( l ) ] 

+ (1/8) { R ( l ) l g + Q ( l ) M g ( l ) } 

i f s = 1, and 

max In [- l p ( 2 ) ] + ( - ^ ) [ g 2 + R ( 2 ) l p ( 2 ) ] 

i f s = 2 , s u b j e c t t o Mg(s) > 0. S i m i l a r l y , t y p e y a g e n t s s o l v e 

max In [- l y ( l ) ] + ( l / 8 ) [y ±+ R d ) l y d ) ] 

i f s = 1, and 

max l n [ Y 2 - l Y ( 2 ) - Q(2)M y (2 ) ] 

+ ( 1 A ) { R ( 2 ) l y ( 2 ) + Q(2)M y (2) } 

i f s = 2 , s u b j e c t t o My (s ) > 0 . 

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

money has v a l u e (Q (s ) > 0 v s ) , t h e n an e q u i l i b r i u m under LF w i l l 

have a t l e a s t one a g e n t h o l d i n g b o t h l o a n s and money i n p o s i t i v e 

amounts v s . T h i s r e q u i r e s 



- 15 -

( l ) R ( s ) = — - - > - - Y V 
EQ(s ) 

Then i n e q u i l i b r i u m , t h e o p t i m i z i n g c h o i c e s l ^ ( s ) and M ^ ( s ) ; i = a , 

6 , Y , obey 

Q ( l ) M a ( l ) + l a ( l ) = a x ; R ( l ) > 1 

(2) Q ( l ) M a ( l ) + l a ( l ) e [ 0 , a j ; R ( l ) = 1 

Q(1)M 0 (1 ) + l a ( l ) = 0 ; R ( l ) < 1, 

(3) Q(2)M a (2 ) + l a ( 2 ) = a 2 - (.08765) R ( 2 ) ~ 1 

Q ( l ) M g ( l ) + l g ( l ) = 3 - R ^ f J 

~ V 2 ) = RT§T» M 3 ( 2 ) = 0 

8 

- 1 Y ( 1 ) = WlJ ' M Y U ) = ° 

(5) k 

Q(2) t4 y (2 ) + 1^(2) = Y 2 " JJ^J-

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

v a l u e d f i a t money) i s a p o s i t i v e v e c t o r [ R ( l ) , R ( 2 ) , Q ( l ) , Q(2 ) ] 

such t h a t v s 

a ) I l . ( s ) = 0 
i 

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

I t i s easy t o compute e q u i l i b r i u m v a l u e s f o r t h i s e c o n ­

omy. These a r e R ( l ) = 1.16U, R(2) = .8765, Q ( l ) M = 1.25 1*, and 

Q(2)M = 1.666. F o r f u t u r e r e f e r e n c e , i t w i l l be u s e f u l t o compute 

t he l e v e l s o f e x p e c t e d u t i l i t y r e a l i z e d by a g e n t s who a r e young i n 

d i f f e r e n t s t a t e s under t h i s e q u i l i b r i u m . As a s h o r t h a n d , l e t 

E U i ( L F , s ) deno te t h e e x p e c t e d u t i l i t y a t t a i n e d by a g e n t s o f t y p e i 

u n d e r LF when t h e r e a l i z e d s t a t e i n t h e i r y o u t h i s s . Then 
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E U a ( L F , l ) = . 8 2 

E U a ( L F , 2 ) = 1*6.897*+ 

E U p ( L P . l ) = 2 .383 

E U g ( L F , 2 ) = 3 .283H 

E U y ( L F , l ) = 2.59^3 

E U y ( L F , 2 ) = 3 .805. 

C . E q u i l i b r i u m Under a " Q u a n t i t y T h e o r y " R e g i m e . 

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

reg ime p r o h i b i t s c e r t a i n a g e n t s f rom l e n d i n g . T h i s i s meant t o be 

an a n a l o g t o r e s t r i c t i n g banks f r om l e n d i n g (100 p e r c e n t r e s e r v e 

r e q u i r e m e n t s ) . R a t h e r t h a n impose a l e g a l minimum on t h e r e a l 

v a l u e o f l o a n s , a s S a r g e n t and W a l l a c e d o , howeve r , we s i m p l y 

impose 

(6) l a ( s ) = 0 ; s = 1 ,2 .5 / 

Under t h e s e c i r c u m s t a n c e s , t y p e a a g e n t s a r e c l e a r l y -

l i m i t e d t o t h e s t o r i n g o f money when y o u n g . Then t h e i r d e s i r e d 

p o r t f o l i o , g i v e n (6) obeys 

Q d ) M a ( i ) = « 1 ; ^ [ f } > 1 

(7) Q ( l ) M a ( l ) e [ O . a J ; ^ | f } - 1 

Q ( l ) M a ( l ) = 0 ; ^ [ f } < 1 

i f s = 1 and by 

(8) Q(2)M a (2 ) = a 2 - [ - ^ | f ] Q ( 2 ) 
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i f s = 2 . I t i s a l s o t he c a s e t h a t u n d e r QT ( r e s t r i c t i o n ( 6 ) ) , 

t y p e g and y a g e n t s n e v e r h o l d money. Hence t h e d e s i r e d p o r t ­

f o l i o s o f t h e s e a g e n t s a r e d e s c r i b e d by {h) and (5) p l u s 

(9) M ^ s ) = 0 ; i = $ , Y , s = 1 , 2 . 

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

l y . I t i s t hen e a s i l y v e r i f i e d t h a t t h e r a t i o n a l e x p e c t a t i o n s , 

c o m p e t i t i v e e q u i l i b r i u m u n d e r QT has R ( l ) = 1 . 6 , R (2 ) = 1 . 0 6 7 , and 

Q ( l ) M = Q(2)M = U . 9 3 2 . We can a l s o compute 

E U a ( Q T , l ) = 0 

E U a ( Q T , 2 ) = 53 .8388 

E U g ( Q T , l ) = 2 . 6 l 

EUfj(QT,2) = 3 .0868 

E U y ( Q T , l ) = 2 .2761 

E U y ( Q T , 2 ) = 1+.3227. 

I I I . A W e l f a r e Compar i son o f R e g i m e s . 

A . C h o i c e o f C r i t e r i o n 

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

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

The e x p e c t e d u t i l i t y o f t h e i n i t i a l o l d , and o f young a g e n t s o f 

each t y p e a t a l l d a t e s i s computed on t h e b a s i s o f i n f o r m a t i o n 

a v a i l a b l e p r i o r t o t h e r e a l i z a t i o n o f any s t a t e o f n a t u r e ( i n c l u d ­

i n g t h a t f o r t = 0 ) . By t h i s means o f e v a l u a t i n g u t i l i t y u n d e r 

t h e two r e g i m e s , we w i l l show t h a t t h e QT reg ime P a r e t o domina tes 

L F . However , t h e r e a r e v a r i o u s o t h e r ways t o e v a l u a t e t he two 

r e g i m e s , so t h a t some t i m e i s t a k e n now t o d e f e n d t h i s c r i t e r i o n . 



- 18 -

What we have i n mind f o r o u r c r i t e r i o n i s t h a t a p o l i c y ­

make r , p r i o r t o o b s e r v i n g s t a t e r e a l i z a t i o n s f o r an economy, must 

make a o n c e - a n d - f o r - a l l d e c i s i o n abou t w h i c h r eg ime i s t o 

p r e v a i l . Hence t h e c r i t e r i o n c h o s e n i s an i n t u i t i v e l y a p p e a l i n g 

o n e . However , t h e r e a r e a l t e r n a t e v i ews r e g a r d i n g t he a p p r o p r i a t e 

w e l f a r e c r i t e r i o n . N e i l W a l l a c e has s u g g e s t e d t h a t an a p p r o p r i a t e 

c r i t e r i o n i s t o ask w h e t h e r t h e QT reg ime makes a l l a g e n t s i n a l l  

s t a t e s b e t t e r o f f t h a n does t h e LF r e g i m e . T h i s wou ld c o n s t i t u t e 

e v a l u a t i n g t h e w e l f a r e p r o p e r t i e s o f e q u i l i b r i a on t h e b a s i s o f 

t h e S o c i a l Nash O p t i m a l i t y c r i t e r i o n a d v a n c e d by Grossman 

( l9T7)» S i n c e u n d e r f a i r l y weak a s s u m p t i o n s any c o m p e t i t i v e 

e q u i l i b r i u m i s a S o c i a l Nash O p t i m u m , t he LF reg ime w i l l no t be 

domina ted by t he QT reg ime under t h i s c r i t e r i o n . 

However , t h i s seems t o me no t t o be an a t t r a c t i v e c r i t e ­

r i o n f o r t h i s p u r p o s e . F i r s t , t h e QT p r o p o s a l s a r e meant t o be 

changes i n market s t r u c t u r e . Hence i t i s i n a p p r o p r i a t e t o 

e v a l u a t e them on t h e b a s i s o f w e l f a r e c r i t e r i a t h a t e v a l u a t e 

a l l o c a t i o n s r e l a t i v e t o market s t r u c t u r e . M o r e o v e r , r e l a t i v e l y 

weak o p t i m a l i t y c r i t e r i a , s u c h a s S o c i a l Nash o p t i m a l i t y , a r e 

meant p r i m a r i l y as means o f c h a r a c t e r i z i n g e q u i l i b r i a . They a r e 

no t p r o p o s e d as " c o n c e p t ( s ) a p l a n n e r wou ld d e s i r e t o u s e . " — ' ' 

T h u s , we p r o c e e d h e r e w i t h t he u n r e s t r i c t e d o p t i m a l i t y c o n c e p t 

d e s c r i b e d a b o v e . 

B . S u p e r i o r i t y o f QT 

From d a t a i n s e c t i o n B , we can compute t h a t t h e ex a n t e 

e x p e c t e d u t i l i t y v a l u e s under L F ( ( l / 2 ) E U i ( L F , l ) + ( l / 2 ) E U i ( L F , 2 ) ) 

a r e 
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E U a ( L F ) = 2 3 . 8 5 8 7 

EUg(LF) = 2 . 8 3 3 2 

E U y ( L F ) = 3 .1997. 

From d a t a i n S e c t i o n C we have 

E U a ( Q T ) = 26.919*+ 

EUg (QT) = 2.81*814 

E U y ( Q T ) = 3.299 1 * . 

T h u s , on t h e b a s i s o f an u n c o n s t r a i n e d P a r e t o c o m p a r i s o n , t h e QT 

reg ime dom ina tes LF f o r a l l young a g e n t s a t a l l d a t e s . The QT 

reg ime i s a l s o p r e f e r r e d by t h e i n i t i a l o l d r e g a r d l e s s o f t h e i r 

u t i l i t y f u n c t i o n s , a s r e a l b a l a n c e s r i s e i n e a c h s t a t e under QT 

r e l a t i v e t o L F . 

T h u s , t h e QT reg ime P a r e t o domina tes t h e L F r e g i m e , as 

c l a i m e d . I t a l s o has a s s o c i a t e d w i t h i t a l o w e r p r i c e l e v e l t h a n 

t h a t o b t a i n i n g under LF i n e i t h e r s t a t e , and QT s t a b i l i z e s t h e 

p r i c e l e v e l . T h i s l a t t e r r e s u l t d e s e r v e s some d i s c u s s i o n . 

E x a m i n a t i o n o f t h e o p t i m a l p o r t f o l i o f o r t y p e a a g e n t s 

young i n s = 1 i n d i c a t e s t h a t i f Q ( l ) = Q ( 2 ) , any l e v e l o f r e a l 

b a l a n c e s i n t he c l o s e d i n t e r v a l [0,5] l e a d s t o t h e same l e v e l o f 

e x p e c t e d u t i l i t y . T h u s , i t m igh t seem t h a t Q (s ) s h o u l d be 

i n d e t e r m i n a t e under QT. However , t h e o n l y e q u i l i b r i u m l e v e l o f 

r e a l b a l a n c e s i n s = 1 i s 1+.932. (QM = 0 v s i s a l s o an e q u i l i ­

b r i u m , but f o l l o w i n g S a r g e n t and W a l l a c e we i g n o r e t h i s p o s s i b i ­

l i t y . ) To see t h i s , suppose t h a t t h e r e was an e q u i l i b r i u m w i t h 

Q ( l ) * Q ( 2 ) . Then t h e r e a r e two p o s s i b i l i t i e s . ( i ) EQ(s ) > 

Q ( l ) . In t h i s c a s e , Q ( l ) M = 5« However , t h e n EQ(s) < Q ( 2 ) , so 

Q(2)M < k.932. C l e a r l y Q ( l ) c a n n o t be l e s s t h a n EQ(s ) a s c l a i m e d , 
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so a c o n t r a d i c t i o n r e s u l t s . ( i i ) EQ(s ) < Q ( l ) . Then Q ( l ) M = 0 , 

and EQ(s) < Q ( l ) i s i m p o s s i b l e . Hence t h e o n l y e q u i l i b r i u m has 

Q ( l ) = Q ( 2 ) . But i f Q(2) = E Q ( s ) , Q(2)M = 4 - 9 3 2 , and so Q ( l ) M = 

4 . 9 3 2 must h o l d a s w e l l . T h u s , t h e e q u i l i b r i u m p r i c e l e v e l i s 

d e t e r m i n a t e and s t a b l e u n d e r QT. 

C . Comments 

A t t h i s p o i n t s e v e r a l comments a r e i n o r d e r . The f i r s t 

i s t h a t , as t he n a t u r e o f t h e example i n d i c a t e s , i t i s f a i r l y 

c h a l l e n g i n g t o p roduce an economy f o r wh i ch a l l o f t h e q u a n t i t y 

t h e o r y c l a i m s h o l d ( i f one a t t e m p t s t o i n c l u d e c o m p l e t e p r i c e 

l e v e l s t a b i l i t y a c r o s s s t a t e s ) . One-hundred p e r c e n t r e s e r v e 

b a n k i n g i s a f a i r l y ex t reme p r o p o s a l , and f o r g e n e r a l economies 

no t easy t o v a l i d a t e . T h i s p o i n t i s o f more i m p o r t a n c e t h a n 

m e r e l y a s a c a v e a t , howeve r . The p r o p o n e n t s o f t h e q u a n t i t y 

t h e o r y u n i f o r m l y t e n d / t e n d e d t o emphas ize t h e l i m i t a t i o n s o f 

e c o n o m i s t s ' k n o w l e d g e , and t o use t h i s a s one (o f s e v e r a l ) r a t i o ­

n a l e ^ ) f o r " r u l e s o v e r d i s c r e t i o n . " I t s h o u l d be no ted t h a t a 

g r e a t d e a l o f h i g h l y s p e c i f i c knowledge r e g a r d i n g an economy wou ld 

be r e q u i r e d t o d e t e r m i n e w h e t h e r QT dom ina tes LF f o r even v e r y 

s i m p l e economic s t r u c t u r e s , o r even whe the r QT wou ld s u c c e e d i n 

s t a b i l i z i n g t he p r i c e l e v e l . T h i s seems t o be one r e a s o n t o be 

h i g h l y s k e p t i c a l o f t h e q u a n t i t y t h e o r y p r o p o s a l . 

The second i s t h a t even t h e example above does no t 

v a l i d a t e t he q u a n t i t y t h e o r i s t s ' p r o p o s a l s i f t h e s e a r e t a k e n t o 

i n c l u d e t he a b o l i t i o n o f p r i v a t e c r e d i t . I f lAs) = 0 v i , s , i s 

imposed on t h e economy c o n s i d e r e d , p r i c e l e v e l s t a b i l i t y i s 

i m p o s s i b l e t o a t t a i n . I n f a c t , p r i c e l e v e l v a r i a n c e wou ld be 
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l a r g e r under such a reg ime t h a n u n d e r L F . T h i s i s a n o t h e r r e a s o n 

f o r s k e p t i c i s m r e g a r d i n g t h e q u a n t i t y t h e o r y p r o p o s a l s . 

F i n a l l y , t h o u g h , i t s h o u l d be n o t e d t h a t o n l y a m i n o r 

s t e p has been t a k e n h e r e towards t he economic w o r l d d e s c r i b e d by 

t h e q u a n t i t y t h e o r i s t s . A d d i t i o n a l market i n c o m p l e t e n e s s , mono­

p o l y power , and i n f o r m a t i o n a l l i m i t a t i o n s c o u l d p r o v i d e f u r t h e r 

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

i n f o r m a t i o n c o u l d p r o v i d e grounds o t h e r t han e f f i c i e n c y f o r t h e 

q u a n t i t y t h e o r y p r o p o s a l s . However , on t he b a s i s o f e f f i c i e n c y 

g rounds a l o n e , S m i t h (1982) p r o v i d e s some r e a s o n t o t h i n k t h a t 

i n f o r m a t i o n a l l i m i t a t i o n s and t h e p r e s e n c e o f (some) monopoly 

wou ld p l a c e emphas is on a r e d i s c o u n t i n g r o l e o f a c e n t r a l b a n k , 

w h i c h t h e q u a n t i t y t h e o r i s t s p r o p o s e t o e l i m i n a t e . 

I V . C o n c l u s i o n s 

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

have a l o n g h i s t o r y . I n 1 5 t h c e n t u r y E n g l a n d , f o r i n s t a n c e , t h e r e 

were r e s t r i c t i o n s a g a i n s t l e n d i n g by v a r i o u s p r i v a t e ( i . e . , n o n -

bank) a g e n t s - ^ The model o f t he p r e v i o u s s e c t i o n s c a p t u r e s t h i s 

q u i t e c l o s e l y . I n t h e modern p e r i o d , t h e s e r e s t r i c t i o n s have 

t y p i c a l l y been a g a i n s t b a n k s . The model above can be v iewed a s an 

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

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

c o r r e s p o n d s t o t h a t s u g g e s t e d by F r i e d m a n ( i 960 ) , M i n t s (1950), 

and Simons ( ) . 

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

1 5 t h c e n t u r y have been v iewed by c o n t e m p o r a r y e c o n o m i s t s a s s i m p l y 

g r o w i n g ou t o f b u l l i o n i s t s e n t i m e n t . S i m i l a r l y , t he q u a n t i t y 
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t h e o r y r e s t r i c t i o n s d i s c u s s e d h e r e have been v i e w e d a s b e i n g b a s e d 

on a m i s p l a c e d emphas is on p r i c e l e v e l s t a b i l i t y . I n f a c t , how­

e v e r , i n a w o r l d where ma rke t s a r e i n c o m p l e t e , w e l f a r e j u s t i f i c a ­

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

The q u a n t i t y t h e o r y v i e w , a t l e a s t a s expounded by 

S i m o n s , M i n t s , and F r i edman ( 1 9 4 8 ) , i s a l s o much more complex t h a n 

mere l y an argument i n f a v o r o f s t a b l e p r i c e s . R a t h e r , i t i s a 

p r o p o s a l f o r how monetary p o l i c y s h o u l d be c o n d u c t e d i n an economy 

w i t h d i s t o r t i o n s o f v a r i o u s t y p e s , and i n w h i c h u n c e r t a i n t y i m ­

p i n g e s on t he d e c i s i o n s o f i n v e s t o r s . W h i l e i t i s f a r f r om c l e a r 

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

v i e w , i t i s a l s o f a r f rom c l e a r t h a t t h e q u a n t i t y t h e o r y p o s i t i o n 

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