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PREFACE

Bismarck is said to have once remarked that if he knew he were going to die he
would remove himself to Mecklenburg—because everything happened fifty
years later in Mecklenburg. The introduction of “received” economic analysis
in introductory textbooks often has something in common with events in
Mecklenburg. In the case of money and banking textbooks, the lag has been
especially acute and, to some extent, this book is designed to fill this gap.

Product differentiation is the backbone of toothpaste, diet drinks, and
economy car markets. It is also a characteristic of new books dealing with
money, banking, and economic policy. The Essentials of Money and Banking
is no exception and, like numerous other entries, it is designed as a textbook
for use in undergraduate courses in money and banking, monetary theory, and
monetary policy. All of the traditional topics of money and banking courses
are covered here, but a number of novel and (we hope) useful and innovative
features are included as well.

The principal novelty and main feature of this text is the integration of
modern concepts of monetary, macroeconomic, and inflation theory with the
institutions of money and banking so as to produce an orderly and sound view
of contemporary economic policy. This integrative approach is accomplished
in five parts. Part I (Chapters 2 and 3) is a general introduction to the study of
money and its basic functions. Economic policy and policy-making institutions
have no meaning without the organizing force of economic theory. Thus the
core of a very contemporary approach to macroeconomic and monetary theory
is presented as Part II (Chapters 5 through 8). The cumbersome IS-LM con-
struction of total expenditures and macroeconomic equilibrium is not used
here. Rather, a more modern and useful variant of the “liquidity preference”
approach to total expenditures is developed, with an alternative “loanable
funds” structure presented in an Appendix to Chapter 5. Inflation is treated as
an integral part of monetary economics in a theoretical presentation rather
than an issue that is ““tacked on’’ to the structure as it is in so many other texts.
Inflation is identified not with simple increases in the price level in our concep-
tion, but with a persistent and continuous process of rising prices. (Our ap-
proach eliminates the necessity of requiring ““outside” readings in order to deal
with the matter of inflation.) In spite of these differences, the total theoretical
package that we present is no more formidable than the typical fare served up
to the average undergraduate reader. In our approach, moreover, students are
rewarded with mastery of a useful synthesis of Keynesian and post-Keynesian
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viii PREFACE

developments in macro and monetary theory in which inflation plays a major
role.

Parts III and IV are devoted to the mechanisms, institutions, and instru-
ments of the banking and financial systems. In Chapters 9, 10, and 11, the
commercial and central banking systems and their functions in macropolicy-
making are examined. A simple money supply model developed in Chapter 9 is
used (a) to analyze the instruments of the Federal Reserve System’s (the U.S.
central bank) control over the money stock in Chapter 11, and (b) to interpret
aspects of monetary history and the history of monetary policy in Chapter 16.
Other financial institutions and their functions in the U.S. monetary system are
the subject of Chapters 12 and 13. The (ultimate) blurring of the functions of
banks and other financial institutions fixed in law by the “Depositary Institu-
tions and Deregulation Act of March, 1980” is a prominent feature of discus-
sion in Parts III and IV,

Finally, the three chapters (14, 15, and 16) comprising Part V may be
read separately but are all applications of the theoretical and institutional
structure developed earlier. Chapter 14 is a discussion of recent monetary and
macroeconomic policy—a direct application of the theoretical and institutional
parts of the book. Chapter 15 is a straight-forward projection of our theoretical
model of the “closed economy” to international trade and finance (that is, to
the “open economy”), along with a discussion of the institutions related to
international markets. Chapter 16, a brief historical account of twentieth
century monetary policy up to 1960, concludes the book, but, like the other
chapters of Part V, it integrates the theoretical system presented with some of
the facts of U.S. economic history.

The material of this book may be presented in sequence, or, if preferences
dictate, Parts III and IV may be reversed with Part II; that is, banking and
financial institutions may be taken up before theory. In either sequence,
Part IV on financial intermediaries and markets may be deleted without dis-
turbing the continuity of the text.

Several other points deserve attention. We take no position on the pres-
ently antiquated Keynesian versus Monetarist controversy. Both views are pre-
sented and, indeed, integrated. If the Monetarists appear to receive higher
marks in our conception of theory and policy, the reason in part lies in the fact
that they have had a great deal more to say about inflation—a persistent prob-
lem facing advanced nations in modern times.

We have designed this book with students foremost in mind. Wherever
possible, concepts in policy and theory are presented in equivalent verbal,
graphical, and algebraic forms. This kind of repetition may be called upon to
produce a sounder understanding of the more difficult points. Calculus is not
required for mastery of any of the materials in this book, although those stu-
dents trained in mathematics will recognize the correspondence between
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formal mathematical expressions and the algebraic forms we use to express
monetary and macroeconomic theory. (Economics, we should always re-
member, is a social science, not a branch of applied mathematics.) Footnote
references to further reading on some topics covered in the text are provided as
an aid to students. Lists of “Key Concepts” and sets of “Questions for Dis-
cussion” follow each Chapter. No material is presented which requires previous
exposure to economics beyond an ordinary Principles of Economics course
taught at virtually all colleges and universities. A review of some basic concepts
that are useful in money and banking comprises the second half of the intro-
ductory chapter, Chapter 1, as does a list of symbols used in this text.

There are a large number of generous people to thank for having helped
with this book. Professors Ray Battalio and Jerry Dwyer (Texas A&M), Ed
Price (Oklahoma State), Richard W. Ault (Louisiana State), Richard Rivard
(University of South Florida), Bob Hebert and Steve Morrell (Auburn), David
Spencer (Washington State), Stephen M. Miller (The University of Connecticut),
James T. Lucas, Jr. (Virginia Polytechnic Institute and State University),
Herbert M. Kaufman (Arizona State University), James Barth (The George
Washington University), John D. Ferguson (Miami University), Walter Johnson
(University of Missouri), Dennis R. Murphy (Emory University), Mark L.
Ladenson (Michigan State University), David A. Schauer (University of Texas
at El Paso), and Claus Wihlborg (New York University) all made valuable
suggestions on many earlier drafts. Two very special debts of appreciation in
this regard are owed David Saurman (Auburn) and Jack Tatom (St. Louis
Federal Reserve). None of these friendly critics should be held responsible
for anything contained in the final product. Research assistance was ably pro-
vided by Paul Cleveland, Roy Cordato, Katherine Graves, and Charles Thomp-
son. Typists Paula Altieri, Kathy Berry, Sherri Boney, Pat Watson, and Bess
Yellen performed, often under the duress of deadlines, with great efficiency.
Richard Esposito and the staff of John Wiley (and, earlier, P. J. Wilkinson)
were most helpful and supportive. We earnestly hope that the result is useful
to students in learning the workings of one of the most important and least
understood economic institutions affecting society’s well being.

March 1981 Leonardo Auernheimer
Robert B. Ekelund, Jr.



CONTENTS

Chapter 1. INTRODUCTION: The Essentials of Money and Banking 1
Plan of the Book 3
Concepts Frequently Used in Monetary Economics 6

Part . MONEY: lts Role and Function in the Economic System 15

Chapter 2. A GENERAL CHARACTERIZATION OF MONEY 17
The Functions of Money I8
The Definition of Money 23
Kinds of Money 28
Conclusion 35

Chapter 3. THE DEMAND FOR MONEY 38
The Meaning of “Holding Money” 39 )
The Demand for Money: A General Formulation 41
Theories of the Demand for Money 46
Conclusion 55

Part Il. MONETARY THEORY: A Modern Approach to Income,
Employment, and Inflation 59

Chapter 4. BASIC MONETARY PROPOSITIONS: Classical, Keynesian, and
Monetarist 61
The Classical Analysis of the Long Run 62
The Classical Adjustment Process and the Level of Real Output and
Employment 65
The Keynesian Revolution 67
The Monetarist Counterrevolution 69
Conclusion 70

Chapter 5. THE MODERN ANALYSIS OF EXPENDITURES, INCOME,
AND PRICES: (I) Expenditures 72
A Simple Model of the Economic System: Sectors and Markets 73

xi



Xii

CONTENTS

The Components of Total Expenditures: Consumption and Invest-
ment 77

The Total Expenditures Schedule &1

Conclusion 90

Appendix 5. The Loanable Funds Theory and the Determination of
Total Expenditures 91

Chapter 6. THE MODERN ANALYSIS OF EXPENDITURES, INCOME,

AND PRICES: (II) The Supply Side 104

Expenditures, Real Income, and Prices: The Missing Equation 104

A More General View—The Concept of Full Employment 113

Full Employment Equilibrium, the Automatic Adjustment Mechanism,
and When It Can Fail 114

The Effects of Monetary and Fiscal Policies 118

Conclusion 120

Appendix 6. A Pictorial Representation of the Adjustment in the Level
of Income and Prices 121

Chapter 7. MONETARY EXPANSION AND INFLATION: The Long

Run 126

Monetary Expansion in the Long Run: Inflation, Interest Rates, and the
Real Money Stock 129

Monetary Expansion and Revenues from the Creation of Money: Inflation
asaTax 133

Monetary Expansion and the Growing Economy 139

Is An Equilibrium, Perfectly Anticipated Inflation Harmful? 141

Conclusion 143

Chapter 8, MONETARY EXPANSION IN THE SHORT RUN: Inflation,

Unemployment, and Interest Rates 145

The Nature and the Role of Expectations 145

A Preview of the Adjustment Process 148

Adjustment to an Increase in Monetary Expansion 150

A Review of the Adjustment Process 163

Expectations and the Problem of Stopping Inflation 165

The Short-Run Distortions of Inflation 170

Other Theories of Inflation and Other Policies for Fighting It 171
Some Alternative Policies to Fight Inflation 174

Conclusion 175

Appendix 8. Indexation 176



CONTENTS  Xxiii

Part lll. COMMERCIAL AND CENTRAL BANKING:
Theory and Institutions 185

Chapter 9. COMMERCIAL BANKS AS CREATORS OF MONEY 187
Money Creation: The Conceptual Framework 88
The System at Work: The Process of Bank Money Creation 191
The System at Work: Comparative Statics 201
Conclusion 203

Appendix 9. An Introduction to the Simple Dynamics of Money
Creation 204

Chapter 10. THE FEDERAL RESERVE AND COMMERCIAL BANKING
SYSTEMS: Structure and Institutions 209
Central Banking: Functions and Early “Experiments” 210
The Federal Reserve System: The Structure of US Central Banking 274
Conclusion 227

Chapter 11. INSTRUMENTS OF MONETARY POLICY 229
The Mechanism of Monetary Policy: A Preview 229
The Fed’s Balance Sheet 232
Federal Reserve Credit Controls 232
An Analytical View of the Instruments of Fed Control 250
Aggregate Reserve Control: Recent Developments in the Fed’s Coverage
of the Financial System 263
Conclusions 267

Part IV. FINANCIAL INTERMEDIARIES AND MARKETS
IN THE ECONOMIC SYSTEM 271

Chapter 12. FINANCIAL INTERMEDIARIES: Commercial Banks and Other
Depository Institutions 273
Financial Markets and Intermediaries: Concepts 274
The Industry of Financial Intermediaries 277
Credit and Liquidity 279
Commercial Banks as Financial Intermediaries 281
Nonbank Financial Intermediaries 288
The Regulation of Financial Intermediaries 293
Conclusion 299



xiv CONTENTS

Chapter 13. FINANCIAL MARKETS: Interest Rates and Economic
Policy 302
The Anatomy of Bond Yields and Prices 302
The Term Structure of Interest Rates 310
Financial Markets in the Economy: The Loanable Funds Market 315
Effects of Monetary and Fiscal Policies in the Financial Market 319
Conclusion 325

Part V. THE APPLICATION OF THEORY AND INSTITUTIONS:
Monetary Policy, The International Economy, and Twentieth-
Century Monetary Policy 327

Chapter 14. THE ROLE OF MONETARY POLICY 329
The Basic Goals of Macroeconomic Policy 329
Monetary Policy or Fiscal Policy? 330
Monetary Policy and Fiscal Policy? 336
The Nature of Accommodating Policies—Why Fiscal Policy May be
Important Even for a Monetarist 338
What Target for Monetary Policy? 339
The Lag in the Effects of Monetary Policy 346
Rules Versus Discretion: The “Rational Expectations” Idea 348
The Role of Monetary Policy During the Last Twenty Years 351
Conclusion: A Look to the Future 363

Chapter 15. THE INTERNATIONAL SCENE: Trade and Finance 369
The Balance of Payments, National Monies, and the Market for Foreign
Exchange 369
Equilibrium and Adjustment in the Open Economy Under Fixed or
Flexible Exchange Rates 376
The International Monetary System and Its Recent Evolution 399
Conclusion 403

Chapter 16. A BRIEF MONETARY HISTORY OF THE UNITED STATES,
1897-1960 406
The Formative Years of the Fed: Monetary Policy and Problems, 1914-
1929 417
From the Depression to World War [I 424
From World War Il to 1951 432
Post-Accord Monetary Policy 434
Conclusion 437

Index 441



CHAPTER 1

INTRODUCTION
The Essentials of
Money and Banking

The subject of this book is money and, in particular, the reasons why money
is important in our economy. Because banks and other financial institutions
perform an important role in money creation and in the transmission of
economic policy, they are also a major ingredient in the study of money.
Money and its role in the economy are a fascinating study and the number of
riddles and seeming contradictions to be resolved is a large part of the fascina-
tion. If the application of economic analysis to everyday life is an exercise in
unraveling fallacies, then economics is at its best in the field of money. But
better things are more costly, and in the study of money a higher price is to be
paid in the form of material more difficult than in the study of, for example,
supply and demand analysis in a single, isolated market such as dog food or
diamonds.

The study of anything entails costs and benefits. In the study of money
some of the costs arise simply because it is a complex phenomenon. Econo-
mists have been concerned with the role of money for hundreds of years and
economics certainly has many simple (and correct) insights into its role. Never-
theless, no rigorous, well-structured, single theory concerning what money is
and why people hold it is accepted by all economists (not, certainly, to the
extent that economists agree about reasons why people are willing to consume
eggs or to own machines). Another reason why a study of the role of money
in the economy is more difficult than other aspects of economics is that it is a
study of a macroeconomic nature for which a large number of variables are
to be taken into consideration. Thus, the need for simplification and, some-
times, for “unrealistic” assumptions becomes more important. From the view-
point of the learning process, the main difficulty is that the parts can be under-
stood only as they relate to the whole, but the whole cannot be described
without reference to the parts.

So much for the bad news. The good news is that the understanding of
some very elementary points in monetary economics may help provide answers
to some of the puzzles that cross the mind of anyone who reads the daily
newspapers. So many important issues seem impossibly complex, the most
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2 INTRODUCTION

basic being the explanation of the workings of the aggregate economy itself.
Specific and well-publicized issues are as perplexing. Why, for instance, has the
inflation rate during the 1970s and early 1980s approached those commonly
found only in less developed countries of the world? Do rising oil prices, foisted
upon Western countries by OPEC, cause inflation? If so, why do countries
such as Switzerland (a nation that imports all of its oil) experience much lower
rates of inflation than the United States? If Gross National Product has doubled
in less than ten years, why do economists and Presidents continue to issue
grave forebodings concerning the future of the US economy? Is there a trade-
off between unemployment and inflation as so many news reports indicate?
More fundamentally, does a study of the economics of money and banking
have anything to offer in understanding and dealing with these vexing questions?

We believe that the answer to the last question is definitely affirmative.
Those who conquer the simple principles of money and banking are in a far
better position to judge the actions of policymakers and politicians than, say,
even very well-educated laymen. The provision of reasoned and sound answers
to all of the above questions (and to many more) is the primary purpose of this
book. In order to understand policy questions, however, the organizing essen-
tials about the economy must be thoroughly understood. Without these, policy
and issues remain imponderable.

Before a summary of the content of the book, some remarks about
method are in order. The first concerns the role of theory and models. In the
study of economics, as in any scientific discipline, the aim is to discover the
truth behind all sorts of complications which are not fundamental to the es-
sence of the problem at hand. An economic model used to discuss a problem is
nothing other than a stylized, simplified version of the real world from which
nonessential factors or elements have been eliminated. The art of the econo-
mist, then, is the ability to detect and separate factors that are not essential
from those that are and to make appropriate assumptions conveniently elim-
inating the former. The reader will find, throughout this book, that many of
these simplifying assumptions are used again and again. We all know, for exam-
ple, that money is not introduced into the economy in the form of gifts (left to
individuals at their doorsteps, or dropped from airplanes or helicopters). But,
because the essential effects of changes in the quantity of money are the same
no matter how money is introduced, such an assumption conveniently disposes
of an unnecessary complication. Thus, the reader should not be disturbed by
the lack of realism of some of the assumptions. Such lack of realism is a neces-
sary ingredient in theory, and it is the precise element that separates theory
from mere description. The real test of theory comes when it must predict and
explain, and there is no such a thing as being ‘“‘correct in theory, but not in
practice.” Theory is a guide in putting some order into a world of conceptual
traps and fallacies, filled with complicating, non-essential details.
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Most of economic theory (which might be clear from introductory eco-
nomics) can be explained either by words, by graphs, or through simple (at our
level) arithmetic. We have used all three methods. The very simple arithmetic
expressions used in the text are repeated as often as necessary, explained
verbally, and, whenever possible, backed up with graphical representation,
Arithmetic expressions, as well as graphs, are not intended as an “‘extra assign-
ment,” but as another, alternative but equivalent manner in which to express
what has been said in words—an aid to understanding rather than an additional
burden.

PLAN OF THE BOOK

After these preliminaries, the different topics comprising the essentials of
money and banking, the manner in which they relate to each other, and the
reasons for their particular placement are introduced. The book is divided into
five parts. Parts I and II discuss the fundamental concepts concerning money
and its role and importance in the economy, that is, how and why the quantity
of money influences prices, the level of production of goods and services, and
other economic variables. These are the bulk of monetary economics, in which
the quantity of money is simply taken to be whatever the monetary authority
(the government, or more correctly, the Federal Reserve System, an arm of
government) decides it to be. A good deal of monetary economics and many
important and contemporary real world themes may be understood very well
without even mentioning banks. But, because banks are in fact an important
ingredient in the process of money creation, this topic is taken up in Part III.
Part IV, on financial intermediaries in general and on financial markets in
particular, is a necessary digression from the main theme. Finally, Part V in-
cludes three concretely applied topics in monetary economics: monetary
policy, the case of an open economy, and a brief monetary history of the
United States.

Part | establishes the fundamentals. Chapter 2 introduces the basic con-
cepts of money, the problems involved in defining money, and the functions of
money. There is a brief historical account of the evolution of monetary sys-
tems, as history is very illuminating regarding some of the features of current
monetary systems and current monetary problems. In addition to a discussion
of the difficulties of a conceptual definition of money, several possible working
definitions of money are analyzed. After deliberations over definitions, the
money stock will be identified as the sum of all currency (dollar bills and coins,
produced by government) and all transactions account balances (produced by
commercial banks and other financial institutions). Chapter 3 is a treatment
of the fundamental concept of the demand for money. The public at all times
owns, or “holds,” a certain stock of money, and the theory of the demand for
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money is simply an investigation of the factors that will determine the stock of
money the public desires to hold. This is accomplished in much the same way
as the theory of demand for ravioli explains how the quantity of ravioli people
wish to purchase depends on certain variables such as their income and the
price of ravioli.

Part II, which presents basic macroeconomic and monetary theory, con-
sists of an investigation of how the level of the money stock can affect the
level of prices, real production of goods and services, and interest rates. Chapter
4 is an introduction to the manner in which the classical economists (those
economists writing up to the end of the 1930s) treated the problem. The gen-
eral features of the attack on the classical position by the British economist
John Maynard Keynes and his followers are also briefly discussed, as is the
counterattack of the modern synthesis by today’s monetarists.

Chapters 5 and 6 present the modern analysis of expenditures, income,
and prices. The first of the two is a discussion of how and why the level of the
money stock as well as the level of government expenditures is a determinant
of total expenditures (that is, the sum of government expenditures and private
expenditures on all kinds of goods and services). The second, Chapter 6, con-
siders how changes in the level of total expenditures can affect the level of
prices, production of goods and services, and employment.

Chapters 7 and 8 carry the analysis one step further. Instead of simply
asking about the influence of the level of the money stock on the level of
prices and production, one must analyze the effects of repetitive changes in
the level of the money stock (in the form of a continuous rise in this stock,
at some constant rate of change, such as 5, 10, or 15 percent per year) on
prices and the level of production and employment. Chapters 7 and 8 deal
with the causes of inflation, that is, with the widely experienced phenomenon
of permanent, continuous rises in the level of prices. Chapter 7 considers the
long-run consequences of a policy of monetary expansion, and Chapter 8
analyzes the initial, transitional effects of such familiar policies. These two
chapters are the corollary of the basic theory discussed in Chapters 4, 5, and
6 and will provide some simple explanations to some of the most important
and familiar real-world economic events of today.

Part III recognizes the presence of commercial banks and their crucial
role in the process of money creation. As mentioned earlier, one can under-
stand much of monetary economics as well as some important contemporary
issues in monetary policy by ignoring the banking system and by assuming that
the money stock is made up entirely of currency printed by the monetary
authority or central bank. (The monetary authority in the United States is
the Federal Reserve System, an agency of the federal government charged with
control of the money stock and with regulating banks and other financial
institutions.) But this approach is possible only in reference to the influence of a
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given monetary stock (or rate of change in the stock) on prices and production.
To assume away all the interesting and important problems raised by the exis-
tence of commercial banks is far too simplistic. Banks help to determine the
money stock, and their influence in determining the stock is very much a part
of monetary economics.

The first chapter in Part III (Chapter 9) discusses the manner in which
commercial banks create money. Chapter 10 is a description of the institutional
framework in which the US banking system operates under the surveillance of
the Federal Reserve System. Chapter 11 discusses concrete channels or instru-
ments through which the quantity of money is regulated in the US (and in
most countries) and some of the problems encountered in managing the money
stock.

Part IV (Chapters 12 and 13) is a digression in the sense that it touches on
topics that are both interesting and important, but that are not essential for the
global understanding of the manner in which money influences the economy.
Chapter 12 concerns the nature and importance of various kinds of financial
intermediaries, that is, firms and institutions that act as intermediaries between
lenders (buyers of financial instruments) and borrowers (sellers of financial
instruments). Chapter 13 considers the particular markets in which financial
instruments are exchanged and analyzes in detail a few technical and peculiar
aspects of both markets and instruments.

Finally, the three chapters comprising Part V may be read independently
of each other, but all of them are concrete applications of much of the theory.
In particular, Chapter 14, on monetary policy, is a rather lengthy treatment of
some of the practical and complex problems of implementation of monetary
policy in the real world, as well as an account of the US policy experience dur-
ing the last twenty years. Chapter 15 considers the international economy;
it accounts for the existence of sales and purchases (of both goods and ser-
vices and financial instruments) to and from other countries. Chapter 16 is
a brief study of some of the main events in US monetary history up to 1960;
the account applies and interprets as many of the concepts and theories in this
book as possible.

Thus, this book proceeds from the simple to the more complex, from the
theory of money and monetary institutions to the realm of monetary policy.
In this manner, a logical sequence of concepts is used to present the essentials
of money and its importance in influencing economic quantities and events.
(Mastery of the basic concepts contained in the remainder of the present chap-
ter, along with the key concepts and discussion questions presented at the end
of each chapter, will aid the reader in understanding the more difficult points.)
There is an undeniable cost to the study of money and banking, but the payoff
is a better understanding of one of the most talked about, but least understood,
human contrivances in history.
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CONCEPTS FREQUENTLY USED IN MONETARY ECONOMICS

The remainder of Chapter 1 is a mix of some very loosely related topics. Their
only connection is that all of them (and there are others which could be added)
are particularly relevant to the economics of money. Mastery of these concepts
will contribute to the learning of money and banking. (In addition, a list of
symbols used in this book is provided for handy reference.)

A QUESTION OF SEMANTICS (OR, A WARNING

ON HOW WE CAN DEFINE WORDS AS WE PLEASE,

PROVIDED WE STICK TO THE DEFINITIONS)

The reader is undoubtedly aware of how many discussions could have been
made easier (or avoided altogether) if the words used by the discussants were
well defined. Disciplines other than economics (in particular, the physical and
biological sciences) have solved the problem, in most instances by inventing
new words. Economics, perhaps because it is a relatively young discipline, still
uses many words also used by the layman. Even though those words are pre-
cisely defined in technical discussions among economists, they create for the
novice a great deal of confusion. Some expressions used in economics have a
different meaning from the one assumed in everyday language. Moreover, de-
pending on the context the same expression often has different meanings in
everyday life. We say, for example, that Rockefeller “has a lot of money,”
and also that “Smith had to wash dishes at the restaurant because his date
ordered expensive dishes and his funds were insufficient.” In the first case,
we are clearly saying that Rockefeller possesses a great wealth, not necessarily
in the form of money. In the second, we mean exactly what we say: that
Smith, though he may be quite wealthy, did not have enough money with him
at the time. In this book, as in any textbook in economics, many words used
in everyday language—words such as money, wealth, income, and investment—
will be used in an economic context. In each case, the reader is strongly en-
couraged to approach such words cautiously, both in reading and in reasoning.
Terms are defined specifically in this book and the reader should make every
attempt to interpret and to use expressions consistently.

DIMENSIONS, STOCKS, AND FLOWS

Economics, as everyday life, is full of statements about the level of certain
variables. For example, we say that there are ten students in a class, that we
have eighteen dollars in our pocket, or that we pay a rent of ninety dollars per
month. Each of these statements comprises a pure number (ten, eighteen,
ninety) and a variable (students, dollars, dollars per month). Because in eco-
nomics and in everyday conversations, only variables expressed in the same



