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Money, of course, makes the world go round. Nevertheless,
it is surprising that the «llocation of it to different compet-
ing demands should occupy so many waking hours of some
of the greatest minds on the planet. In the United States,
Europe and Japan the brightest and most worldly young
graduates are attracted by the idea of working in financial
markets. There they find problem-solving sulore (the st
ple dice of their business education); the prospect of /1l
foreign travel; likc-minded workmates; and a salary that
will never be mean, and may even be handsome.

In all this, however, they should not losc sichic of the fact
that finance and financial markets are only a means to an
end. Bankers, stockbrokers and the like are merely
duies that pass money from an original saver to a final user.
The conduits often try to make themselves seem more
important than either the saver or the borrower, using
devices like posh accents, dark suits and tall glass buildings
to achieve their desired effect. But the truth is that only a
few generations ago bankers were no more than moneylen-
ders, and financial markets no more significant than a fish
or a fur bazaar.

In the beginning

All finance begins with saving, that is, somebody’s decision
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to consume less now in order to be able to consume more
later. In this sense financial institutions are to money what
the video-cassette recorder is to broadcasting: they enable
consumers to time-shift their consumption.

Financial institutions bridge the gap between the time
when people decide to save and the time when they decide
to consume. Modern developed societies save around 15-
20% of their GNp, the total value of what they produce
during the year. In other words, out of every $10 earned
$1.50-2.00 goes into the bank.

In many modem societies there is a tendency among

ordinary folk to believe that saving is an good,
and consumption something to be done and

. This tendency was reversed somewhat in the
1980s when bold “ consumers” came out of the
closet. But the “negative nineties” brought back the idea
that diligent saving is the only for the sin of
consumption.

The Economist once said: “Saving is not a virtue in itself —
a public good to be encouraged by government, like careful
driving or using litter bins. It is an economic decision about
the allocation of resources.” If everybody’s decision were to
save half their income, we would all be in a sorry state.

Anything that is not consumed is, by definition, saved; and
the decision whether to consume or to save is based largely
on price. The price of savings in this case is the general
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level of real interest rates, that is, nominal rates less

. Historically, these have between —4% (in
the United States in the 1970s) and 8% (in the United
States in the mid-1980s).

Anything too far outside this range is unsustainable. A
market with o negative real rates is soon going
to run out of savers; and one with real rates in double fig-
ures is going to be hard-pressed to find homes
for the high level of savings that would be attracted to such
rates.

Savings come essentially from individuals and from com-
panies. They can, in theory, also come from governments,
but it is a rare government that is not borrowing from oth-
ers in order to pay its bills.

Although governments and government institutions are
not themselves great savers, they do have great influence
on the direction in which savings flow, for the following
reasons:

* Their budget make them large consumers of

others’ savings.

* National savings schemes’ interest rates can be
insensitive to market forces. They can thus shift the
competitive position of different private-sector financial
institutions.

* By the structure of their tax systems, governments
almost invariably encourage borrowing at the expense
of savings. Not for them the guilt of excessive con-
sumption and saving.
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