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The purpse of th's short panar is to offor some comments on the relationship
of money to wealth. Ths first part of the paper gives » summary of the role of {he
real balence effect in macro-ceoncmic theory. Then the argument Lhz;t money is a part
of net waclth is examined. Finally some theoretical implicaticre of the money-is- wealth

argument are discuss:d.
L The Real Balance Efcct in Macrs-ecotomics

The classical sysicm purports to describe an economy wiete there exist market
forces which tend to automatically counteract the initial disturbances, and bring the
economy back to full cmployment cquilibrium. Keynex'  General Theory shook the
clastizal foundations by shewing that even with norfeq flexibility in money wages and
prices, the comp::itive sysicm may end up  with undercmployment epuilibrium. thus
destroying the clussical automaticity, This mey happen when therc is a liquidity trap;
when the investment schzdule is completely inclastic with respect to changes in  interest
raic; and when the saving and  iovestment schedulos are such that saving at full
employmznt is higher than investment at aij positive inferest rates.! Under these
circumstances, there are, according to Keynes, no market ferces which will push the cconomy
to full employm:nt. This alleged iack of automaticity in the economic system is highly
disturbing both on theoretical and practical grounds. Theorctically, the lack of consis-

tency points to the inadeynacy of the medei; practicaily, in terms of policy purpeses

]

the implicaticn is that monetary policy is Empdtent.

¥ This paper was written in 1968 and hence recent developments in the lNterature have not been
consulted. The author wishes to thank professor Blmus Wicker of the Department of Economics, Indiana
University, for his many valuzble commients. Any remaining crrors are the suthor’s.
T Saeng Sanguanruang, D.B.A; First Grade Instructor, School of Dusiness Administration,
NIDA.

1 Boris P. Pesek, Thomas R. Saving, Money, Wealth Eevnomic Theory, Macmillan, New

York, 1967, p. 10.
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In responsc to the Keynesian attuck, Pigeu ard Scitoveky 2 ‘ripeductd ancther
variable as a pew argumsnt in the excess dumend equaticn fur the comme diry mearket,
assuming that consump:iion is a function not only of income and interest rate but also
of the value of real cash balance, Patinkin, Gurley and Shaw muke wse of this new
variable in their models. Based ugen the premizc that all meney is zn asset of the
holder, and a debt of the issuer, the real & lance effect will cr will net work deperding
on the assumption made with regard to the response of ths cconomic uniis to the change
in their owa real indehiedness, LI the moncy is of the “outside” type, i.c., issued by
the agency cxogeneous to the ceonomic system, the usual assumption is that such agency,
e.g., the government, does not respond to the change in their real indebtedness. If the
money, however, is “inside” moncy issued by the ptivate banking system, Lthe assumption
is that when the price level changes, the banking system will respond to the change
in theiy real indcbiedness. For both types of moncy, the fall in the price level will
bencfit the holders of money and will affcet the issuers; but in the culsice meney Case
the issuers, to wiom money i: a debt, are assumed to act as if they are not affected
while in the casc of inside money, this assumption zllegedly does not hold-leaving a
zero nct weaith effect. To repeat, in the owside money casc, the charge in the price
jevel produces net wealth effects, not because MOy is sa‘d to be a part of nel wealth,
but bccause of the assumption concerning the behavior of the issues of money. >
Money is a Part of Net Wealth
In their provocative book, Pesek and Saving argue that all money is a part
of ncl wealth and iz not a debt of anybody. Tf this 1s S0, the disiinction Dbetween
outside and inside mouey is irrelevant: the change in the price level will produce net
wealth effects, Different assumptions as to the money issucts’ response to the change in

real debt are no loazer nccessary, indeed they are imaginary since there is mo ebt to

respond to in the first placc.

2 Lloyd A. Metzler, wealth, Saving, and the Rate of Interest,” Jowrnal of Politicul Economy,
Vol 59 (April 1931y, reprinted in Richard §. Thorm, Monretary Theory & Pleicy, Random

House New York, 1966, p. 3z4.

3 Don Palinkin, Money, Imerest & Prices, 2nd editicn, Harper & Row, New York, 1965.p. 258
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Crucial to the Pesek and Saving’ s argument is thc unigue “technical property”
of money? that the flow of services of money is dependent upon its own price and hence

upon the general price level, bocause the price of money the reciprocal of fhe general
price level. Noun-monetary commodities do not have this property. To the contrary,

the flow of services from these commodities is independent of their cwn prices. Thus
the flow of services of non monetary capital gocds carnot bhe increased or decreascd by

changing the general price level, while that of money can. In other words, when the
price level declines, the holders of Incney are better off beczuse a unit of mcney will

buy a grealer number of other things, but the non-holders of money will be completely
unaffected hccause the resources needed to be givem up in exchange for a unit of other
non-monetary goods will remain the same. It is true that the new purchaser of money
will have 1o give up more resources in order to obtain the same number of wnits of
money, but to eff2ct a given transaction, a proportionately smaller amount of money is
required, hence the same amount of non-monetary resources will he sufficient for the
given transaction, The crucial argument then rests upon the position of the producers of
meney,

In order to examine Pesek and Saving’ s argument more carcfully, the author
will follow their prescntation of the types of money in their order of complexity-
commodily money, fial money and bank money.

So far as the producers of commodity money are concerncd, allsales are final,

Once the money has bzen sold, the money producers are in the sume positon as any
other non-holders of money assuming that they have no commodily money left on

hand’s and hence are completely ynaffected. In this case, Pesck and Saving rightly
argus that the dazline in the price level, ie., the rise in the value or price of money
leads to a uct gain for the society as a whole because it leaves scme body heiter off
without making anybody worse off.8 Tic argumznl will alse hold in the case of fiat
money. Here Pesck and Saving argue that since the physical substance of a unit of
money does not affect its performance as a medium of exchange or store of value, that
money-is just hke a commodity money in this respect. Therefore the conclusions
regarding commodity money being net wealth must apply in the case of fiat money as
well.8

4 Pesek and Saving, ap. ci., Po. 60-61,

1bid., p. 60
6 Ibid.,pp. 72-74
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To discuss the effect of the change in the price level on the position of the

issuers of money in the case of bank money, we have to introduce a necessary fimitat-
ion, i.c., the “repurchase clausc,” making the barks pay on demard the dominznt
money [or bank money. Under this limitation, the money preducers will have to hold
a4 certain amount of dominant money in reserve to meet the repurchase clausc agreemen.
Net wealth is the total sales of bank moncy less the value of dominant money held in
reserve. The latter is viewed as a cost of producing money, measured in terms of the
.income foregonc which the banks would have otherwise enjoyed had it not been
necessary for them to hoid dominant money inreserves, Pesck and Saving argue that the
decline (or rise) in the general price level will affect the moncy producers only to the
extent that it aflccts the quantity of rescrves held. 7 They assume that the change in
the price Tevel (hence the price of all money) docs not affect the relative desirability of

pank and dominant money, and hence the same level of reserves held before the money

producers will again be unaffeeted.

It appears to the author that, Pesek and Saving’ s argument that money is a
part of net wealth is persuasive. In the case of commadity money the author believes
all would agree that it is a part of net wealth. Also it is difficult to imagine how
the fiat money is a debt. Tf it is a debt, the holders of it must be able to ask fora
repayment; but in actuality it is never paid back - and it has “no maturity date.”” In
the case of bank money, the argument that depositors can have a claim on tnc¢ bank,
and thus deposit is a debt of the bank, seems on the surface a little bit more plaus-

ible. But here, even if onc still believes that deposil is a debt of the banking system,
one can still be led to believe that the change in the price level will lead to a net
change in wealih, if one will only look at the behavior of the banks. The nctl gain

will be zero, cnly if the banks bchave in such a way thai all the deposits will be
withdrawn at any given instant, But this clearly is mnot the way the banking system
operates, witness the fractional rescrves they hold. Thus those who believe 1hat bank money
is a “debi” and that the price change will produce on netwealth affect must also believe
that the banks think ail the money they have issued will be withdrawn at any instant

of time. Tn such a cuse, the reserve will have to be a hundred percent, and the nct

7 Ibid., p. 89. Here Pesck & Saving argue in the case of privately produced money, but
they assume the conclusions here to hold also in the cuse of bank money, see p. 95:
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wealth will be zero, regardiess of whether the price level changes or mot. Thus if one
cannot discard the view that bank money is a debt of the banking system, one should
treat it is a “debt” only the amount of reserves held; and the response of the hanking
system to their real indebtedness should be thought to bhe confined to this part, and
not to cover the total of the deposiis they create. This, however, would be very strange
In s0 far as reserves are actually treated as assets of the banks. Pesek and Saving view
these reserves differently, and  the author believes more plausibly in economic terms,
They treat the money held ip reserves as the cost of producing bank moncy, and not
as o debt, because there is no debt. Note that these reserves are held independently of

the law, their existence docs not in anyway depend on the law. They exist because it

is part and parcel of the process of producing bank money.

Some Implications of the Money is Net Wealth Argument

If we accept Pesek and Saving's argument. as the author thinks we must, that

money is a part of the community’s net wealth, we also have to accept the argument’s
implications. Here only som: of the theoretical implications will he brought out.

First, the refutation of the argument that money is a debt is also a refutation
of the relevance of the inside-outside money distinction. For now, all money is the
same, whether originated from the outside or inside agencies-it is a part of net wealth,
The increasc in the quantity of money will producc initial “wealth and portfolio effects”,
and if the price of money changes in response to these initial effects, the changing
flow of services of money wilj produce the “real balunce” effect.® Second, there is no
need to make what Pesek and Saving call a symetrical assumptions regarding the behavior
ol cconomic units. In other words, the “economically relevant wealth equation” and

the “net wealth equation’ will now bhe identical. Third, since now the real balance
variable appcars in the cxcess demand equations for all markets, the dichotomy that
interest ratc or “real variable is detcrmined in the real sector, while absolute prices
are deter_mincd (n the monetary sector, will be no longer valid.

There are some other implications of the argument which are relevant for policy
purposcs, but these are heyond the scope of this short note.

& Irid., n. 6s.




