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ACTIVITY DI THE FINr"JWIAL MARKETS - FLOWS OF FUNDS, 

AN APPRUSAL* 

David K. Sheppard end Vincent Homolka 

Preface 

The introduction sets out why the flows of funds should be collected, 

examined and analysed. Next, there is a discussion of the accounting 

practices which are reflected in the ~low of runds tableau with 

special reference to the U.K. presentation as represented by official 

and private compilations. This is followed by an anlaysis of some 

recent empirical studies in an attenpt to see how they contribute to 

an understanding of the op~rations and the impact of financial market 

activity and provide pointers to the direction for research. Finally, 

there is the conclusion. In it, we endeavour to draw together the 

array of considerations which have emerged from the more recent 

descriptive, theoretical and empirical evaluations of financial activity 

in the market place. 

We stress'' endeavour ,"for though we do feel that a r common theoretical 

core~ seems to emerge as the basic fou.~dation of modern monetary analysis 

nar:!cly , the theory of portfolio balance, it is far from d;ar how···to 

n~rly this in d~tail. The oore variables· are considered · 

the more we will see, but this does not mean that we will be able to 

comprehend their import.' ' The necessary arrangement of the facts is 

* We are gratepll to A.D. Ba.in, C .A.E. Goodhe.rt, and Greene S. Dorrance 
for generously providing us ~ith useful references and copies of 
unpublished papers. 

We thank C.R. Barrett, G.R. Fisher end A.R. Nobay for some most 
helpful observations. 
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as Hicks' stresses a 'delicate' as well as an expensive and complicated 

operation. (l) 

Certainly, with respect to the info~ation obtained from the large 

scale macro-economic models which are discussed in Section III, even 

the professional model builders have difficulty in assessing the products 

of their competitors. "It is usually difficult, if not impossible, 

for outsiders to trace the development cf the structure of the model, 

and often almost as fifficult to understand the workings of the 

structure". (2) Huch more often than not, then, the outsider is 

constrained to just guessing as to the validity of the import which 

the insiders ascribe to their findings. This guessing ~e is made 

even more complex in the sense that even the most dedicated large 

scale model adherents, such as L. Klein, represent that their tested 

structures are incomplete. The extent as well as the frequency of 

adjustments to the existing stock of operating macro-econometric 

models demonstrate the depth of the chasm,s in the previous formulations; 

especially in respect to their : '·'Keynesian" approach to the 

financial sector in general and associated phenomena price expectations, 

asset prices and yield differentials. 

Nevertheless, while the collection of facts, their arrangement, the 

specific~tion of the structure into ~hich the data is fed and the 

statistical processing are all subject to imperfections, there is no 

G.:frt that this er:1piricism has paid handsome dividends. It has 

enhanced our understanding of the past operation of the economy and 

our ability to design policies to tackle future prc:iblems ... ' . · · · ;. , 

(1) J.R. Ricks, The Social Framework, 2nd ed., Oxford, Clarendon Press, 
1952, page 3. 

(2) Robert H. F.asche, "Sirrulations of Stabilisation Policies for 1966-1970: 
Jourr:.s.l of ~!oney, Credit E:.nd Banking, F~bruary 1973, P• 3. 
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The fact of under-full employment induced Keynes to write the 

General Theory. It, in turn, provided the struc~~e·. for the 

subsequent development of national income and product accounts, and 

for the con~eq·1er:.'; liuildinc of inductively developed models of the 

income-expenditure process. Together, these achievements mitigated 

the problems of cyclical oscillations of capital and labour 

utilisation in the post World War II years. The empirical 

investigations into inter '1l.nd intra -industry relationships, as 

represented by Leontief's(l) development and analysis of input/output 

matrices, act as the backbone to the national devf>}r.:;ym.ent plans of 

socialist states. Similarly, such matrices provide the structure for 

Western governments to tackle the Kaldor type of specificity problems 

which arise in times of national emergencies - e.g. power allocations 

in the U.K. during the 1974 energy crisis. 

In much the same way, the empirical investigations of Warburton 

in the 19l:O's have led to the inductive development of the new 

monetarism of the Chicago School in the 1950s and to the widespread 

acceptance of it~ import in the 1960s: money m~tters. 

So too,it appea~s, empirical assessments of financial market 

activity, as !'epre'3ent,ec. by flow of ft:nds tableaux, are now bearing 

fruit.· 'lbe ea=ly observations of Lavington and Keynes in the 1920's 

of credit market imperfections, Hicks' nascent theory of asset and 

liability substitutability &~d of portfolio balance in the 1930s, 

Copeland's study o~ money-flows in the 1940's and the subsequent 

refinements to Hcks 'Suggestion for Simplifying the Theory of Money by 

Tobin and Marlww~tz, a1.··:; e:'..l now regarded as having important theoretical 

and pr ..... :::tical implications. (2) 

(1) 

(2) 

W • W. Leont ief', ·.me Structure of American Economy, 49.l9:":"l939, 2nd ed 
Fairla:~n, ~L1 J. :. O~ford University Press .1951 . . . 
J. Tob1n, LlquldJ..ty Preference as Beha·hour 'tO"«ards R1sk fReVleW 

f 
. , 

o Econoolc S~udies, 1958, and H. Markowitz, Portfolio Selection, 
N.Y.: Wiley, 1959. 
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On the practical level, management of interest rate differentials 

on credit ~~rket instruments is seen to·be one of the tasks of the 

mo1:1etary c:'J.ttori ty. . The r~::s:;::onsi veness of pri vc.te por}.folio managers 

to the interest rate diff~rentials has created difficulties in 

official attempts to stabilise international capital flows and 

conditions in the somewhat segmented national mortgage markets. 

Academic and government economists to0 have been busy 

incorporating the newly emerging understanding of financial market 

activities, set ~~thin the context of the theory of portfolio 

balance, into macro-economic models of the financial sector and of the 

whole economy in the U.S. and Australia. 

In the U.S., the FRB-MIT December 1968 model and its successor, 

the FRB-HIT-PENN Hodel, (FMP) 1970, were quite path-breaking in this 

respect; especially when compared with their competitors. In the 

FRB-rU'l' model, financial market developments, as expressed through 

three interest rate channels ( cost of capital, net worth and credit 

ra.tioningJ are incorporated in the model ~d shown to exert a. pronounced 

impact on real spending decisions. In the FMP version, the role of 

price expectations is also shown to ).Je important. To outside 

assessors, G. Fisher and D. Sheppard, and to one of the FRB-MIT and 

FMP model builders, F. r~odigliani, the import of these models is clear: 

" ••• consumption is one of the most important, a.n.d probably the most 

important, single channel through which monetary policy, directly and 

indirectly, can affect the level of aggregate real and money demand 

. "(1) 
and thus the level of output, employment nnd pnces. 

As we record in Section III, however, more has been done to broaden 

the consideration given tc financial markets activitiES and to their 

(1) Gordon Fisher and David Sheppard, "Effects of Honetary Policy on 
the United States Econcey, A Survey of Econonetric Evidence", 
OECD Eccnor1ic Outlovk) Occasicnal Studies, December 1972, P· 55. 



consequences in the real sector. 
{l) 

As Cohen • s survey shows , numerous 

articles were published in the 1960's and early 1970's - see Stene, 

1963, 1966, Atkinson, 1965, Goldsmith 1965 and '69, Goldfeld 1966, 

~~hen 1965 and 1968 and Hendershott 1969 and 1971 - which indicate 

the general nature of the 'extension: the process of utility maximisation 

through adjustments to selected sectors' portfolio balance sheets. 

Now, in three unpublished papers(Bosworth-Duesenberry, June 1973, 

Parkin-Cooper-Hendersun-D~~e August 1973, and Hendershott-Lemmen, January 

1974), it seems clear that this consideration is already being built 

into new formulations of large scale macro-economic models of the 

econemy.( 2) Sectoral balance sheets, and financial asset as well 

as real asset demand and supply functions will be built into the 

structures of these models. Flow of funds data will be used in 

testing the theory and the time path of adjustment of portfolio positions. 

With these innovations, the consequences of balance sheet constraints 

and symmetry conditions may be evaluated. Avenues will be opened to 

assess the implications of 'preferred habitats' for savings flews and 

of institutionally imposed market imperfections on developments in 

certain sectors such as the mortgage market. Large scale macro-

economic models are now being struct~.lred so that the financial sector 

receives a great deal more attention. 

Unfortunately, fore multiplicity of reasons which are set o~t in 

some detail ~n a review, the predictive powers of even the most well 

specified and tested existing marro-economic models are far from 

perfect. Over~eliance on their forecasts has led to serious mistakes 

in assessing the effects of stabilisation measures in the United 

(1) JacobCohen, "Copeland's Moneyflows After Twenty-Five Years," 
Journal of Economic Literature, Harch 1972. 

(2) Barry Bosworth and James Duesenberry~ A Flnw 0f Funds Model and Its 
Implications, "presented at the:: F .R. B. cr .8os c. on ;:, Money Conference·, 
June 19'( j. 

J.M. Parkin, R.J. Cooper, J.F. Henderson, H.K. Dane, An Integrated 
Model nf Consumption. Investment P..nd Pnrtfol i.o Decisi('lnS, Reserve --··l·· ....... - ...... 
.oonk sr Australia, August 197::h ratric H. H-::nd.:.:.:snott and Richard 
C. Lemmon, "A Flow of Funds Hodel: First Estimates end Forecasts", 
Unnublished !:.i.!:leog:ra.r,h, January 1974. 
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States {l). ·Horeover, th~ recent incorporation of flow of funds and 

· sectoral balance sheet considerations into large scale macro-economic· 

models will not eradicate these problems, though they rray mitigate 

their severity due to the fact that the financial sector is mere 

adequately specified. Nevertheless, for the reasons noted above, 

the recent attezpts to synthesise our knowledge of the economic 

· system'in a comprehensive inter-acting financial and real sector 

framework are useful. Similarly, with special reference to the 

'· U.K.,· much will be gained at a relatively small cost if the 

authorities present their flow of funds data in a format which allows 

model builders to devote more attention to the operations .and impact 

of our financial markets. The recent record of U.K. financial 

policy, 1971-1974, indicates that both the policy makers and those 

affected by rolicy should bE:nefit froiJ this development. 

SECTION I 

Introduction 

Flowsof funds represent market activity in sur:.dry capital and money 

markets. The existence of many of these flows mirrors activities in 

•· ! the Xnarkets for goods and services and for factors of production. The 

financial flows reflect the repercussions, both direct and indirect, 

of spending on goods and services and of the production process on 

financial markets. The four ty;.es of o.ccou:rt.anational income and product 

accounts, the national input-output matrix representing the activities 

of the productive sector, flow of funds accounts and sectoral 

balance sheets)provide the raw material on which our understanding of 

(l)'Gordon Fisher and David Sheppard, op. cit., Chapter 3. 
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Obviously, the pace and pattern of our economic performance in the 

past as reflected by the published ex-post accounts is of interest. 

They add to our comprehension of hov we arrived here from there, and, 

by extrapolation, they give us some idea of where we IDIJ:Y arrive in the 

future. More, inasmuch as we are able to process their import 

and adjust our behavioura.ccordingly, the intornation -e o'bta.in fro!:!. the publisl!id 

accounts enables us to take pre-emptive actions which give us command 

over the future. It is to this end that many economists address 

their discipline, especially if it is remunerative, and this effort 

is reflected now in what is known as model building and the creation 

of the ultimate products - ex-ante (forecasted) national income and 

product accounts, input-output matrices, flows of funds tableaux and 

sectoral balance sheets. 

The interest in balance sheet positions is almost all-encompassing · 

to the processes of financial analysis as conducted by economists and 

accountants. (2
) On the micro-economic level, for a firm or for a 

household, with respect to a ••• those with a high ratio of debts 

(particularly short-term debts) to assets, a rise in interest rates 

represents an increase in the cost of solvency". (3) For years, and 

with merit, accountants and portfolio.managers have paid a great deal 

of attention to the recorded balance sheets of their customers and 

have drawn up a veritable slew of rules of thumb to evaluate them. 

This traditional ratio type of analysis to measure ~he profitability, 

liquidity and solvency of borrcwers and lenders features prominently 

(1) A.D. Bs.in, "Flow of Funds Analysis: A Survey", Economic Journal, 
December 1973, page 1060. 

(2~raeme S. Dorrance, The Search for Tranquillity: An Essay in 
Financial ~~alysis, ~.M.F., Washington D.C., 1 December 1973, 
~apter 3, page 13. 

(3) Ibid., page 13. 
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in the established loan officers' practices of building societies 

and banks. It is built into the regulatory framework within which 

financial institutions in the U.K., the Common ~~ket, and the United 

States are constrained to operate. From the beginning of 

Mar~~ 1974, this type of official interest in the balance sheet 

positions of certain financial institutions was well represented in 

discussions between the Department of Trade and Industry and the 

British Insurance Association; new regulations relating to non-life 

insurance companies'solvency margins, asset valuations and loan 

concentrations are likely to emerge from these discussions. 

The message which may be read from the importance of the micro-

economic decision units' balance sheets should be inescapable as far 

as economists are concerned. Their discipline is related to the 

actual behaviour of the economic decision units. Habits, financial 

or otherwise, matter: they provide the security, the identity and the 

continuity of the environment in which these actors conduct their 

busines~. (l) So, given that current ratios, working capital to 

total asset ratios, sales/total asset ratios,& equity /debt ratios are 

both used and have been shown to be of use in evaluating credit 

rationing (2}, it seems that these habits of the micro-economic units 

merit attention. In particular, given that an understanding of the 

macro-economy seems to be facilitated by some consideration of the 

operation of its parts, the development of sectoral balance sheets 

and measures to record their adjust~ents (the flow of funds matrix} 

are more than academic exercises. 

No matter what degree of scepticism is levied at the products 

(1) We are indebted to Gail Anderson of the Department of Sociology 
University of Birningham, for a presentation of the functions of 
habits in a sociological context. 

(2) Edvard I. Altma:c, "Financial Ratios, Discriminant Analysis and 
the Prediction of Corporate Be.nkruptcy", Journal of Finance, 
Sept. 1968, pp. 589-610. 
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of the large scale econometric models or at thqr·eventual utility, 

the fact iemains that in the U.K. today and in the future .the overnment 

needs •ectoral balance sheets and flow of fUnds information. The 

extraordinary developments which have taken place in the U.K. 

financial markets in the 1960s and 1970s, especially since the 

inauguration of Competition and Credit 'Control' in September 1971 

should make this point clear- see Revell,(l) chapters 9-11 and Section 

III. Academic economists have not been remiss in trying to underline 

the importance of the facts. "If the portfolio adjustments of a 

period of euphoria ( 4% plus growth targets, Common Markets, et a1) 

have been very drastic, then the subsequent return to reality may 

involve a very large number of such losses (bankruptcies)."(
2

) These 

views are shared by members of the business commuaity too as the 

burden of such losses are distributed. A. Dobbs, the Cheif Executive 

of the National Westminster Bank had a point when he publicly underlined 

the need for closer supervision of the U.K. banking system. He quite 

clearly recognises the risks that the traditionally stable banks face 

as they are cajoled into granting stand-by lending facilities to 

highly geared banking types of institutions. 

Indeed, it is for these very practical reasons that we commend 

the Bank of England's and the Central Statistical Office's recent 

efforts to provide us with flow of funds data and sector balance sheets. 

Through them, the evidence of burgeoning bank loans to the personal 
the effects of 

sector, and of~he extra-ordinary oscillations in market interest 

rates, of the Wall Street type of volatility of the F.T. Index and 

of the increasing sensitivity. of fund placements to the presence 

of interest rate differentials and latterly of risk differentials 

(1) Jack Reve·,1.,The British Financial System, London, Ha.cmillan, 1973. 

(2) A.R. Rc~, "The Case for Flow of Funds and National Balance Sheets", 
Econo~ic Journal, June 1973, page 411. 
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see~s through even to the most myopic financial analyst~~) A 

potential consequenee, the erosion dt asset Values throuch · .. 

rising interest rates ~nd oscill~tinG market values of the coilater~ 

underwriting the Jroliferation of loan extensions, could become very 

seriou~; especially if the income streams of the final borrowers are 

cut back by budgetary measures or a serious recession. The evident 

consequence of the phenomenon of disintermediation due to a change 

in investor risk appraisals has already hit the secondary banks; 

now, the other phenomenon of institutional disintermediation due 

to the spread between building societies borrowing rrt~s and market 

rates is becoming pewsworthy. Macmillan's own statement in the 

opening paragraphs of the final report of the Committee on Finance 

and Industry in 1931 should become a portent for future financi81 

policy:" • • • in the case of our financial • . . institutions we • 

• • have (again) reached the state when an era of conscious and 

. . l • u(2) del1berate m~nagement must succeed an er~ of und1rected evo ut1on. 

SECTION II 

The Flow of Funds Accounts 

Flow of funds accounts have received an increasing amount of 

interest in many countries over the past few years. In the U.K., 

these accounts are published now on a quarterly basis in the Bank of 

England's Quarterly Bulletin, and for each separate sector, in the 

monthly issues of the Central Statistical Office's Financial Statistics, 

In this section, we examine these accounts as they are presented in 

the U.K. in order to ascertain the principles underlyinG their 

construction as well as to evaluate the data that they contain. 

(1) See Tables 2 to 5 in the Appendix. 

(2} cacoittee en Finance and Industry, Report, Cund. 389, London, H.M.s.o., 
1931, page 5. 
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Obviously the bias in any accounting framework as well as the 

suitability of the data need to be closely examined in order to 

assess their import. 

One of the main difficulties which arise in constructing flow 

of funds accounts lies in establishing clear-cut rationales for the 

division of the economy into separate sectors and of assets and 

liabilities into distinct categories. With respect to sectoring, 

the main contrast with the national income accounts lies in the 

desirability of separating out and disaggregating the activities 

of the financial sector. In the flow of funds accounts the financial 

sector's intermediating activities must be spelt cut as fUlly as 

possible in order to ascertain a reasonable picture of the variations 

in each of the ether sector's balance sheets. 

This requirement is met in the U.K.accounts by breaking out the 

financial sector's transactions from those of the other sectors, and 

then representing them as the transactions of two separate sub-sectors: 

the banking sector and financial institutions other than banks. 

Unfortunately, the degree of sub-sectoring is nowhere m ~~:·r enough. 

It would be useful to make a distinction between banks which are 

engaged in the wholesale business and those which primarily 

concentrate on the retail end of the market. (l) This would be en 

innovation of a Schumpeterian type. However, the lumping 

together of such a heterogeneous cvllection of other financial 

institutions into one sector (assurance and insurance companies, 

pension funds, investment trusts, un!t trusts, building societies, 

finance houses, savings banks, et al), violates even the most rudimentary 

postulates of seeking to attain homogeneity. These institutions are 

(1) Jack Rev 11, op.cit. 
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subject to different types of lecal regulations and different types 

of tax treatment. Similarly, they most certainly have preferred 

habitats in the sense that they f 1 ecialise in widely varying types 

of l~nding and borrowing business. This deficiency in the U.K. 

flow of funds account is well recognised. '!'he time has arrived for 

publication on a regular basis of sub financial sector flow of funds 

accounts. In 1972 the Bank of Engle.:nd made an effort, publishing 7· sub 

sector accounts out of the gross 'other financial instituti ~· 

category for four selected years. (l) We hope that this effort will 

be sustained. 

The same aggregation problems to interpretation are equally 

applicable to the U.K.'s 'personal sector' and the 'industrial 

~~d commercial compe~' accounts; though any of the desired further 

sectoralisation is unlikely for quite some time. The personal 

sector contains a conglomerate of decision units -households, 

universities, other charities, farmers and all other incorporated 

businesses. The degree of heterogeneity would be reduced and the 

accounts thereby improved if the household sector could be given its 

deserved eminence. As far as the sector called 'industrial and 

commercial companies' is concerned, here too a division between 

industrial and commercial and, indeed, perhaps multi-national,would 

provide a better chance of ascertaining the significance of the 

reported data. 

Certainly the time and expense of seeking end attaining this 

desired degree of sectoralisation may be considerable, but it would 

be well spent if adequate information i~fluences the formation of 

official policy measures. The disadvanta;es of having too few 

(1) Bank of England, ;._..,_ Intrcduction to Flew of Fui1ds Accounting, 1952-
1970 Economic Ir.telligence De;artoent, B.O.E., Dece~ber 1972. --' 
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decisic::t L~i.tc,,.·,;; ~: •. ~ : . ..;·;., 0:--.:Jy :.:1 ..... he ms·matched maSS Of' inter-

pretable ~ ::.~fc:'!:.t.tic.·:'l Ellown 0:3 the aggregated ac-::·ounts; it also means 

that impo::.-tarr~ :'lows vhich sho'J.ld be broken out are simply not recorded. 

The argo.ent -~ht..t r. greater 1egree or disaggregation will lead to less 

reliable figur2s fo~ ea~h sector is specious, in the sense that the 

user could quite recdily ac;gregE.te the sub-sectors if' he chose, 

whereA.s the re:vc!"se process is just not possible. 

Certai:· . .l).y, t!1e 1J .K. statisticians who compile these accounts may 

well argue tha~ f:u~e of the p:"oblems which stem from the lack of' 

disaggregation ma~r be overcome through the use of supplementary 

information •nich th2y publish elsevhere. For example, tor new 

net capital icsues ra\sed in the domestic market, the statistical annexe 

of the J.O.E. ~-~~rly Blllleti!!,. disaggregates the issues of industrial 

and co':l!m~rc ia1 =:c::rpanies into 13 categories, This search for missing 

details, t~ot:.e;i:~ tLr.e <;.'!Js.'orbing, is often rewarding. However, the 

product of t~e Q~e~t i~ not readily spliced on to the published flow 

ot funds c:rte., ~.f' U.e ~:;set/licbility categories, the methods of 

compilet;ic::J. c'.-::..:/u~· t.~e: ~T.t I,:~riods a:!'e likely to vary between one 

source an~ t;.:v: tl· ""::. P.::. f:.Je points out, the use of' other statistics 

in conjun~tic;::. '.dt.;:,. ~.l.::·•e :r.e:r:orted in the flow of funds tables requires 

a very in~~_::~a~.e }::·mrJ.€:5.~: of the ::;c'J!'ces, and " • • • it is not self-

evident ei.tl::.::!' tb:t t::te r.·:c:::ae;e v.cer is in this position or that he 

should be f'~:-r-c.:ctc.:: to ~Jc". (l) Ir.. effect, efforts to derive the 

desirE".J. c:::·,:.;. · :!~._- ,,. .. (J: :::~~ .. -.: .:.::rt.:,. :. , :.:::::1 several different official 

----··------------------------
(1) A. F.;)~·, "'I'..' IS Fi!".rr::ii,).l IL~erC.ependence of the EconOicy, 1957-66", 

1L f>!·;_r.:.::_:~~~-:7>--!:~~!'_i::::.yt~., r:o. 11, Department of Applied Economics, 
U2.h·t:-'.'S i! .. ~· 1)!' C-r.:::~·idge, 1971. 
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Th.:: dszn.ticc..t.i.cn cf i.oSSt:ts/l~a.biliti.::s in tte accounts also im-

pairs the utility of the data.. For assessments of the changes in 

the degree of liquidity which are taking place in the various sectors' 

underlying balance sheets, for instance, the very limited classification 

of the maturity structure of the changes in holdings of financial 

instruments is fc>.r froo. ideal. Berman, for example, suggests thct 

an ideal classification for such purposes would be along the 

following lines - (a.) up to 1 days, (b) 1 days to 3 months, (c) 3 

months to 1 year, (d), 1 year to 5 years, (e), 5 years to 10 years, 

etc.(l) Unfortunately, this data is not recorded. If it was, of 

course, it would serve yet another purpose. It would illustrate in 

detail the degree of sensitivity of the term structure of borrowers' 

loan placements iL times of rapidly rising interest rates. As such, 

it would buttress tr.e emerging e,ridence of the extent of this 

sensitivity in the U.K. as recorded in a recent Midland Bank Review, 

and as refle,;ted by the extraordinary upward surge in company 

borrowing from banks since the second qu~rter of 1973. (2) 

Other sub-classifications of the asset categories in the flow 

of funds Eoccounts Hould also be helpful, especially for the purpose 

of analysing their impo!'t for the sundry capital markets. For 

example, it would be usef'J.l if issues of company securities could be 

divided into the categories of quo~ed and unquoted, and, similarly, 

if further sub-divi~ion ~~re ~~de to distinguish between the amounts 

raised by type of negotiable instrument: debentures, preference or 

ordinary sheres. Tnese classifications do appear in the figures on 

capital issues which are published in the Quarterly Bulletin's 

(1) 

(2) 

L.S. Berilla..-:., "now a! Funds in the U.K.", Journal of the Royal 
Statistical Societ~:, Series A, 1965. 

In the U.S.A. Cross-section surveys by the Federal Reserve Bank 
of state and local g~v~rncents' new iss~es and similar surveys 
conducted by the Depe.rtnent of Co::::m.erce of the loan placements 
of large m!l..'lufactll!'ing co:rr,amies illustrates that these entitiea w 
very sensitive to ~n~erest rate considerations 1n manag1ng the 
t:J.eturit:r stp~::tule cf their liabilities. See G. Fisher & D. 
Sheppard, op.ci_~., ~p. 23-27 .. 
Also see Tab:e 2 in the A;?endlx. 
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statistic~l ar.nexe; however, they ere not explicit'~ incorporated 

into the relevant cector's accounts in the U.K. flow of funds statistics. 

The problems which arise from inadequate sectoring and asset 

classification are linked, as Hendelson points out, with another 

problem which arises in flow of funds data for capital market 

analysis. (l) This relates to tha degree of grossneee 

or netness of the recorded flows. 

To illustrate the connection between sectoring and grossness 

or netness, it should be clear that if a sector is sub-divided into 

two or more sectors, then transactions between these sub-sectors 

(say back-to-back loans between industrial and commercial companies) 

will be recorded; without these sub-divisions, however, these flows 

will not appear. The same point holds for an asset/liability 

reclassification, say capital issues into debentures and shares. 

Independent of the effect that these cor.tiderations have on the 

grossness or netness of the accounts, the design of the accounts will 

have a decided imprint on what the degree of grossness or netness 

will be. Unfortunately,the U.K. flow of funds accounts are 

designed so that with given sectors and asset/liability classifications 

the recorded flows are as net as they could possibly be. This 

feature too creates problems for the analyst. For example, if non-

financial companies are shown to have issued net £100m of capital in 

a given period, they could have funded £400m falling due in that 

period and issued an extra £100m; or, alternatively, perhaps none 

fell due and there was just a new issue of £100m. These two quite 

different events would not be revealed in the U.K. flow of fUnds 

(1) l-1. Mendelson, "The Optimum of Grossness in the Flow-of-Funds 
Accounts", The Fund of Fu..11ds Approach to Social Accounting, 
New York, NBER, 1962. 
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statistics, but they obviously have n different impact in the 

securities market. Then again, •.urning to loans fo:::- house 

purchases or hire purchase debt, these like all other items on the 

accounts are recorded as net flows between sectors; that is all new 

credits minus all repayments. As Hendelson points out, this may lead 

to misinterpretations. ';Logically, the volume of consumer durables 

and real estate purchases ••• are more highly correlated with gross 

credit extensions than with net credit extensions". (l) To illus-

trate this point, in the U.S. during the 1966 credit crunch, the net 

mortgage loans of U.S. Savings and Loan Associations was ·negative -

more was repaid than lent out; nevertheless gross mortgage advances 

were still being made and the purchase of new homes were being 

financed. 

This net bias in the U.K. flow of funds accounts should be 

eliminated. There seems to be a lot to be gained and nothing lost 

by presentinG the flow of funds data on the grossest basis, especially 

as net flews mey be readily calculated. To be sure, this would entail 

a change in the presentation of the statistics from the present 

single colunn layout to the more conventional, and we add useful, 

double colua~ sources and uses system. Certainly, it is probably 

true that given the U.K. statistics available, it ~ay be impossible 

to record all flows on a gross basis, end the discontinuities of a 

partial presentation reight be confusing. However, the statistics 

on gross flows which are available could be given in supplementary 

tables. 

Roe sugtests, for exanple, that the e~~ty cells in such 

~esent~ticns could perhaps be esti~ted by co~ining with the 

(1) .!£ig_., pa;e 418. 



-17-

recorded net figure, information on turnover which is available on 

sooe claims in the capital market - corporate and government 

securities. (l) Indeed with respect to the desirability of finer 

sectoring ~nd asset classification, Roe's cwn flow of funds 

presentation seems to provide a. useful yardstick which the compilers 

of the official statistics might usefully emulate. Roe's accounts 

distinguish 34 sectors and 51 assets/liabilities,.while the Bank of 

Englend's tables represent 6 sectors and 22 transaction categories. 

Besides the points raised relating to the principles 

underlying the construction of the official flow of funds accounts, 

it is appropriate to question the reliability of the data which is 

reported in the matrices. Like most official U.K. statistics, the 

flow of funds data are being continually revised and the data 

adjustments are so substantial that users should hesitate before 

employing cny series which has been compiled at a relatively 

recent date. As an illustration of this point, readers should 

examine the process of refinement with respect to 

sectors' financial surpluses or 

deficits which come from the income and product accounts; the 

refinements are large and the time of adjustment protracted. 

Even when the initial 'errors in variables' seem to have been 

rectified, however, other problems with respect to data reliability 

have by no means been eliminated. 

In the case of compeny securities statistics, there are special 

problems,as non-financial companies do not make comprehensive financial 

returns. The magnitude of the difficulty may be indicated by 

comparing the fi~es for new capital issues for the years 1963~66 as 

(1) A. Rce, op.cit., page 14. 
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determined by the Bank of England and by Roe. Thou;h endeavouring to 

derive totals for the same cate3ory of liabilities, the fact that each 

compiler used different sources resulted in the B.O.E. producing totals 

which range from £336m to £572m per annum while Roe's range from £916m 

to £2,424m per annum over the same period.!/ Similar large discrepancies 

appear between the B.O.E.'s and Roe's estimates of the banks' lending 

to local authorities as the Baruc used data provided by the local 

authorities whilst Roe used figures published by the British Bankers 

Association. It would be a useful exercise if someone successfully 

reconciled these discrepancies. Other diffic';lties 

also need to be faced before the now of funl~s mr;,y be used with much 

effectiveness for capital market analysis in the U.K. These are two-

fold. As presented, the official statistics do not show the prices 

at which the transactions took place (interest rates). As seriously, 

with respect to the demands of modern portfolio theory, they do not 

show the underlying balance sheet positions. Flows without the interest 

rates which relate to them provide as much information as quantities 

transacted in the goods market without the relevant prices. In either 

case it makes the specification of supply and demand functions 

impracticable. Without the underlying stock information, attempts 

to estimate the relevant supply and demand functions, the ex-ante flow 

of funds matrix, will not be successful, as there is no way for the 

econometrician to impose the necessary balance sheet constraints and 

symmetry conditions on the estimating procedure. 

Certainly, in its Bulletin, the Bank of England does provide a 

couiderable a.mou.r1t of interest rate information. Nevertheless, many 

1./ Roe, op.cit., p.4S. The discrepancies in these series arose 
because the B.O.E. naturally used its own series for capital 
issues in Britain, whereas Roe calculated his data from information 
on nominal and market values of securities outstanding derived 
mainly fron the Co~cil of the London Stock Exchange's annual 
publication: Interest and Divid.E:nds upon Securites Quoted on 
the Etock Excha::j~"' London. 



-19-

important series, such as institution~~ loan rates, are absent, and 

it is in this market that the bulk. of the lending and borrowing .takes 

place! With respect to the basic sectoral balance sheet data, Revell 

made the initial pioneering effort to estimate theJ in. the U.K.l/ 

Recently too, in December 1973, the Bank of England published the 

balance sheets for the banking sector for the 1963-72 period,presenting 

the annuaJ balance sheets of this sector are ~in conjunction · 

with the flows connecting the successive balance sheet positions. 

This seems to be an ideal method of presentation and hopefully will 

be extended to the other five sectors. 

Here, too, however, there is some question. as to what the 

successive banking sector balance sheets actually measure, as it 

seems that unlike Roe'a presentation, adjustments have not been 

made for asset revaluations due to changes in market values which 

took place within the accountinG period - one quarter. An 

argument, though u.ay be made f)r the historical cost valuation approach 

which the Bank seems to have adopted for compiling its banking 

sector balance sheet adjustments and levels. Due to the nature of their 

business, bankers' behaviour could well be more influenced by the 

adjusted book values of their assets and liabilities than by the 

market~ appraisal of the worth of current financial claims. 

Overall, then,the U.K. flow of funds statistics, though 

intuitively informative, are not likely to be especially useful to 

econometricians who seek to emulate the comparatively sophisticated 

studies of the U.S. financial sectors recorded in the next section. 

As they stand, the accounts are not sectored enough. The result: 

relatively disparate groups of economic actors lumped somewhatun­

cotfort~bly into one sector or another. Next, the fixation on 

netness manages to scrub out a great deal of information from the 

l/ Jack Revell, The Wealth of the Nation, Cambridge University 
Press, 1967. 



accounts which could be profitc.bly employed in the .. esti:-.c.tion of 

selected o.ss"t ,leri.nd an::l. sut:-:ly sch,>:~ulL.s 1'n th · 1 ... · - ~ ·' "' • .8 r·.:: eva.nr, 

l'lllrkets. · Moreo11flr:!·c t'"""~.: f th -· ·t · 
.. • ............... • E: su; .:--:cs E:J lr:Jprover:1ents 

are effected, t ~:,.; revised ac. ounts need to be complemented by more 

statistical information. Much more effort should be spent on 

recording both sector balance sheets and asset prices or rates of 

return if the authorities expect either their owu economists or other 

economists to make good use of the financial statisticians' work. 

Certainly data developments are costly; more paper or hopefully 

an officially sponsored micro·film lending library must be used 

to record and disseminate the products of the proposed expansion of 

financial and real sector statistics. But certainly 11 too: ricli' 

reward is in the offing: the development of some firm quantitative 

substance . to qualify·' the intuitive fs ::1 the 

revealed trends in the current flow of funds provide the policy makers, 

SECTION III 

An Appraisal - Flow of Funds and Capital ~~rkets 

Flow of funds accounts incorporate real and financial elements. 

They reflect adjustments over prescribed time intervals of the 

underlying double entry balance sheets of the main sectoral groupings 

of economic actors whose decisions determine the pace and composition 

of economic activity in the macro economy, In turn, the sectoral 

balance sheets depict snapshot representations of past accumulations 

of real and financial assets and of financial liabilities plus the 

balancing item, net worth, of each sector. The sum of all sectors' 

net worth is a measure of wealth of the pal~icular economy for which 

the accounts have been collected. 
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In their seminal paper which synthesised the seemingly 

conflicting messages of the Keynesian and the new monetarists' 

approach, Brainard and Tobin set out the new stage in 1968. Prices 

and interest rates determined in the financial markets, " • . . 
and the quantities to which they refer both influence and are 

influenced by the 'real economy', the complex of markets for 

"1/ 
current produced goods and services. - At the same time, 

Brainard and Tobin spelt out some of the complexities which the 

incorporation of this consideration entails. Other economists, 

. 2/ 3/ 4/ . 5/ 6/ Chlrst- , Hendershott- , Fan~ , Park1n et.al.- and Bosworth apd~ 

Duesenberry have elaborateq on the details as they affect the theoretical 

formulations of sectoral and multi-sectoral models as well as their 

empirical counterparts - testable macro-economic models. 

Brainard and Tobin stress the point that in the real world 

" • • everything depends on everything else. nl/ Parki ll .et. aJ.. 

illustrate. how such a point should be specified in theory and practice: 

" ••• all the possible substitutions between and within financial 

and real assets and current consumption, investment and production 

flows • . . . " should be specified in a dynamic equilibrium context 

so that the "complex of real balance effects are present in the 

adjustment process.,.§./ Fand represents what this means in the 

context of monetarism: " ••• the monetary effect on spending,· 

the monetary effect on asset prices, and the monetary effect on implicit 

1/ 

£/ 

]./ 

}:_/ 

Williao C. :i.lrninard and James .Tobin, "Pitfalls in Financial-'Model 
:Building", American Economic Review, P2pers and Proceedings, May 
1968, ~ace 9Y. ·. · 
C::u-1 F. Christ, "Econor:J.etric Hodels Gf the Financial Sector", 
Journal of Money, Credit nnd. Bank inc, l.fu.y 1971. 
Patr::.. H. Henclershott, "A Flow-of-Funds Moael: Estimates for 
the Non-Bal~ Fi~ance Sector*, Journal of Money, Credit and 
Banking, Novenber 1971. 
David I. Fand, "The lv'.10netary Theory of Nine Recent .Quarterly 
Econometric H:'c~els of the United States, C,Jnnnent", Journal 
of Honey, Cre.::it and Banking, May 1971. 
J. H. Parkin, et.al., op.cit. . 
Barzy Boswortl! a..."ld Jaoes Duesenberry, op.cit. 
William C. Brainard and Janes Tobin, op.cit., page 99. 
J. l·1. Pnrkin, et.al., op.cit., pace 6. 



yields all come simultaneously. n]) Others would argue that the 

feedback effects cone as promptly teo. The tasks which are demanded 

are certainly complex ones. 

Again, though Tobin and Brain~rd set out some of the cuidelines 

of how these tasks should be tackled within the framework of financial 

analysis, .they stress the need " • • , for explicit recognition of 

the essential interdependence of markets in theoretical and empirical 

specifications of financial models, n,£/ This meo.ns that explicit 

recognition must be taken of sectoral balunce sheet constraints. 

Balance sheet identities must hold in equilibrium and disequilibrium, 

so that in both states the effect of a change in any variable on all 

items in the balance sheet must sum to zero. Christ, in his 1971 

review of the financial sectors of nine of the main operatinG u.s. 

macro-economic modelss . endorses· this view of the desirable properties 

and adds a few of his own. The financial sector should be sub-divided 

into a very minimum cf three sectors - the government, the banks and 

the non-banking financial institutions. In addition, each sector 

should have its own balance sheet including net worth, and these 

. f . t al 1 . 31 should be so constructed RS to show 1n ull lnter-sec or~ c alms.-

He observed that none cf the nine models was " , • • so completely 

specified as to have an explicit or derivable bal~~ce sheet equation 

for each sector."}!_/ The failure to observe these guidelines, especially 

the absence of the Government's Budget constraint, means that the models 

are not well specified and therefore not overly useful in examining 

the empirical validity of an economic theory in which the interactions 

between the real and the financial sector are held to be important. 

5/ As Cohen records-- , E.endershott was one of·the first to 

set about the task of filling in the pitfalls Tobin and Brainard had 

1/ Ibid., page 6. 
2/ David I. Fend, op.cit., rase 456. 
3/ Willian C. Br~ir.ard ~~d James Tobin, cp.cit., page 99. 
4/ Carl F. Christ, op.cit., pa£e 4?£. 
11 Jacob Cohen, c~.cit. 
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portrayed as existing in the· traditional treatment of the financial 

aeetor. h~ set about th~ task by obtnininc the b~nks 1 reserve market 
:o.·· 

tern structure of interest rates.~eterrination nrproach, and 

substituted a r.ulti-scctor, r ... ulti-security model of financial 

markets in which all the observed interest rates reflect the market 

clearing prices of the demand and supply schedules of the identified 

· · 1 · b'l' · l/ H' 1971 'f' d f' ·a1 t t f1nanc1al assets lla 1 1t1es.- 1s specl 1e 1nanc1 s rue ure 

contained five sectors and five different classifications of securities, 

and it was designed to provide a simultaneous equation model " ••• 

of the United States flow of r·.mds accounts • • • " 'ttihich was " • • • 

sufficiently large to explain all financial variables that seem to be 

relevant to real expenditure functions.,,£/ The complete model contained 

16 financial asset demand equations, five security supply equations, 

three market clearing equations and the five essential balance sheet· 

identities. 

Hendershott proceeded to obtain empirical estimates using 

quarterly data over the 1953-67 period, but in doing so he both 

explicitly recognised the importance of balance sheet constraints and 

enforced them in his estimating procedure. By doing so, he had, as he 

acknowledged, accepted and incorporated the points made by Tinbergen 

in 193~/, by de Leeuw in an unpublished work in 1965, and by Tobin 

and Brainard: given a change in the n-th interest rate, an increase in · 

holdings of any one group of assets must be matched by offsetting 

decreases in the holdings of other assets. Given total real asset 

holdings, an increase in net worth must be exactly absorbed by some 

combination of financial asset increases or liability decreases in that 

sectcr's balance sheet. Finally,·given net worth, an increase in the 

holding of a real asset must be financed by some combination of 

l/ Patrie H. Hendershott, op.cit., page 185. 

£/ Ibid., page 815. 

11 J. Tinbergen, Business Cycles in the United States of America, 
1919-32, Geneva, League of Nations, 1939. 



incre:ases in fir . .::..n~i.:l lie.Hli tb ~ a.nd/nr sene cc=binc.tio:, or t::e dr>crea:;.:s 

that sector's holdings of financial assets.!/ 

He points out that these properties of the balance sheet co9~t~aiot 

may be imposed on the estimating equations by employing the same set 

of explanatory variables in each equation with " ••• net worth less 

real asset holdings included in this set as the constraint variable."?:_/ 

He notes how the•inposition or the balance sheet constraint may be 

adjusted to reflect the oLser.ved l>ehuviour of a pn.r~ict+].~r .... i;:r;:pup.in"the 

financial se~tor. !or exat'lple, if thpt' ~ro:up is a. rate ... ~etter with respect 

~iabili ties (banks r and 0. rate tc~kt:r with respect to its asset holdinc~ 9 

the financial liability equations may be estimated with no constraint; 

then, however, estimates of that sector's financial asset equations would 

have total financial assets as the constraint variable. Finally, 

and: again with respect to constraining the estimating equations, he 

not.es the point made by Gramlich and Kalchbrennezll and by Parki~/ 
with respect to the desirability of imposing " ••• synnnetry on the 

' t ' · · d · n 5/ h 1nteres rate coeff1c1ents 1n deman equat1ons. - The rate of c ange 

of demand for asset A with respect to a change on the yield on asset B, 

should be the same as the rate of change of demand for asset B with 

respect to a change of yield on asset A. As he recor.is, however, the 

task of imposing these s~etry constraints in models w~ich have built 

in lagged responses is both complicated and perhaps misleading - the 

adjustment responses to rate changes may well take place at different 

speeds. 

While new empirical insights emerged from Hendershott's mult­

sector/multi-security financial. sector model (he found for example 

that the portfolio adjustment process was much faster than had previously 

been estimated), his model has been superseded. As noted in the preface, 

H~ndershott and Lema:-.on,Bosworth and Duesenberry, Po.rkin (et.al.) have 

since made mo.jor contributions to this rarticular field of economic 

1/ 
2/ 
]./ 

':1.1 

2/ 

Patrie II. Hendershott, op.cit., page 818. 
Ibid., page 819. . . 
E. M. Gi'amlicll, and J. H. Y..alchbretlller, "A Cor.stra.ined Estiml\tion 
A~rcach to the Demand for Liquid Assets", Federal F.eserve Bulletin 
Special ~tl:t'!ies Pa:per, N·J. 3, December 1969. 
M. Parkin, "Discount House Portfolio and Debt Selection", Review of 
Economic Stuiies, October 1970. 
Patrick H. Hendershott, op.cit.,page 819. 
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research. It is to these three studies that we now turr,. 

1/ ., d In their recent study, Hendershott anQ Lemmon- expan~e on 

Hendershott's earlier multi-sectoral financial model. True, the same five 

sectors remain - households,non-financial firms, state and local governments, 

Federal agencies,and financial institutions. However, instead of just 

dividing the financial institutional sector into two sub-sectors, commercial 

banks and non-banks, now the residual financial sub-sector is divided up 

two further segments - non-bank savings institutions and othe.r financial 

institutions. This extra sub-division is well warranted by the "preferred • 

habitat" approach and by Federal tax exempt treatment of inter7st on 

deposits in the savings banks due to the protective umbrella of the 

various States' constitutions. In addition, the number of separate 

asset/liability classifications has been expanded to 17 categories. These 

now consist of equities, corporate bonds, ~tate and local government 

obligations, home mortgages, non-home mortgages, ccnsumer credit, all long 

and short-term negotiaile debt obligations, money, demand deposits, various 

forms of savings deposits and certain types of contractual savings. The 

complete model contains 23 sectoral demand equations,l4 sectoral supply 

t . thr . t 1 . t. d . . . 2 I A . equa lons, ee marKe c ear1ng equa 1ons an several 1dent1t1es.- s 1n 

his previous study, the constraints of the flow of funds discipline were 

enforced in the process of estimation. u.s. seasonally adjusted quarterly 

data for the 66-1 to 71-IV period was used to obtain the estimates. 

Surprisingly, and in contrast to the practice adopted in the previous 

paper, Hendershott and Lemmon provide none of the standard statistical 

tests to assess the goodness of fit of their estimated equations. Indeed, 

only estimates of three equations are reporteo 11, and these just contain 

the regression coefficients of the explanatory variables. No t, DW, R or 

ll Patrick H. Hendershott and Richard c. Lemmon, op.cit. 

£/ All the demand and supply equations are .n linear form. In addition, 
vhen intere7t ra~es were entere~ as erguments they were scaled by 
the total f1n~c1al assets held by that sector. Ibid., page 5. 

]./ Ibid., page A2. It is stresseq that this is just a preliminary 
draft. Und·Jubtedly, Hendershott and Lemmon will report both their 
nethod of estimation and measures of the goodness of fit of their 
estimated equations in the published version. 



-26-
R2s, F or See statistics are revealed. Instead, Hendershott and Lemmon 

(H ' L) devote their attention to comparing the computed results of an 

ex-post dynamic simulation of the full model with actual events over the 

period 1966-71, and then again making the sane comparison for 1966-72. 

It should be noted that their derived results for the 1972 period are 

genuine forecasts in the sense that this period lies outside the one 

from which data was drawn to estimate the underlying structural equations. 

H and L present graphs which record the actual and the simulated 

values of six asset flows (issues) and three interest rates over the 

full period - 1966 through 1972. 

Broadly speaking, their model tracks the actual observed issues 

of consumer credit and home mortgages over the sample period reasonably 

well. The results for corporate bond issues, equity issues, Btate and 

local government issues and non-home mortgages are not as satisfactory. 

Outside the sample period, their real forecasts of home mortgage issues, 

corporate bond issues a~d non-home mortgages issues are not good; in 

the second half of 1972, for instance, they underestimated the actual 

amount of home mortgages issued by $5 billion which represents a 25% 

shortfall. 

Turning to their charted simulated and observed values of the three 

selected interest rates, the results obtained for the corporate bond rate 

both within and outside the sample period seem remarkably good. With 

respect to the other t•ro recorded rates, the commercial paper rate and the 

home mortgage rate, the model tracks the observed rates quite well 

within the sample period, except during 1970. The genuine forecast 

simulations for 1972, however, are rather poor, particularly the home 

mortgage rate which overstates the actual rate in 1971-III of 7.60 

by 110 basis points. This result could well have occurred due to 

the fundamental change in the institutional mortgage market structure 
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'll·.llich took place after the Housing Act of 1968 .. 1/ H and L attribute 

this overestimate to their underestimates of the growth of deposits in 

. . . . . 9 2/ h' h . t . ht 11 b non-bank sav1ngs 1nst1tut1ons 1n 1 7~ , w 1c 1n urn ~g we e 

explained by post-1968 changes in savings institutions' rate ~eilings. 

In ac .. _rd with the standard practice, H and· L report the root mean. 

square error (standard deviation of calculated values from actual 

values) and the root mean square error divided by the mean of the actual 

values (coefficient of variation) for all their charted simulations over 

the 1966-71 interval and for 1972. Overall, the results for both periods 

are reasonable, especially for the corporate bond rate which is shown 

to have a coefficient of variation of 0.04 and 0.01 respectively 

(4% and 1% of the mean values).l/ 

Overall, we find this preliminary paper of H and L fairly 

impressive. Considering that their results were obtained despite 

the absence of a model of the real sector of the economy, we, like them, 

" •• are encouraged by the level of explanatory power achieved."!:±/ 

This conclusion is of course biased, for we, like them, feel " ••• 

the sources-and-uses approach provides a reasonable blend of theory 

and institutional considerations."]../ 

Bosworth's and Duesenberry's paper is in some ways similar to H 

and L's. Like H and L, they use the flow-of~funds approach with 

. . . 6/ .. cons1derable consol1dat1on.- S1m1larly, their theoretical core, 

their foundation for financial analysis, is the theory of portfolio 

balance, and they see transactions in financial assets as being just 

the means by which asset owners seek to optimise their portfolios. 

However, there are striking differences. 

1/ 
2/ 
3/ 
4/ 
5..1 
§..! 

Bosworth's and Duesenberry's paper (Band D) may well be described 

Barry Bosworth and James Duesenberry, op.cit., page 3. 
Patrie. H. Hendershott and rl'cbard C. L o · 't 13 ~ _ emm n, op.c1 ., page • 
Ibid., page 14. 
Ibid., page 16. 
Ibid., page 16. 
Barry Bosworth and James Duesenberry, op.cit., page 9. 
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as the current masterpiece of studies of this kind. The first 69 pages 

contain a rich tapestry. They provide a comprehensive and readily 

comprehensible discussion of the theoretical, the institutional and 

the statistical considerations underlying the formulations of the 

equations they eventually tested. There is more too. They also 

discuss the results of their ex-post policy simulations in full. 

Naturally, in such a complete product, there is an appendix in 

which all the equations in their model of the financial sector and in 

their model of the real sector are listed showing the estimated form 

and the standard statistical measures of goodness of fit. This in turn 

is supplemented by Attachment I, in which the results of dynamic policy 

simulations illustrate the role that a change in unborrowed reserves, 

that a change in the Federal National Mortgage Associations purchases 

of outstanding mortgage obligations and that a change in Federal purchases 

of goods and services would have had on a host of variabess: income flows, 

expenditure flows, financial assets and liabilities, interest rates, 

prices, wages and unemployment rate. Obviously, given the nature of 

this study, it is extremely difficult to produce any synthesis which 

would do justice to its content. 

Given this task of digestion, it seems best to highlight some of 

the main features of the work. This will be done partly by a discussion 

of the basic structure of their financial model after a few limited 

references to their model of the real sector. Then, we will make 

a few comments on their simulation results and on their estimates of 

the various sectors' asset/liability demand and supply equations. We 

close our assessment with some complimentary and a few critical observ­

ations on a and D's contribution. 

The model of the real sector is cast in 1958 prices. In structure 

it is an abbre.v.iated form of the FRB-MIT 1969 model; though it does 

contain various modifications. As such, it consists of an 85 equation 

aggregate Cew•nd nodel in which total spending, sector spending and the 
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distribution of income between sectors are determined endogenously. 

Many of these are used to specify the expenditure functions of those 

sectors which appear in the financial model, though 25 of the 85 equations 

are used to determine wage and price level changes. 

As it stands, the model of the real sector is an appendage to the 

model of the financial sector rather than a definitive exercise in its 

cw~ right. There are parts of it which are open to criticisms; especially 

the fact that the influence of price expectations is omitted as being a 

channel of the financial sector's influence on the formulation of real 

spending decisions. It should be noted that this channel along with the 

wealth effect are shown to play a major role in the large scale FMP 

1970 model's dynamic simulations.!/ Nevertheless, it is a very useful 

appendage. It both prois up the model of the financial structure and 

it contains some very interesting innovations in its own right: see, 

for example, the use which is made of dummy variables for structural 

shifts in the supply of consumer credit in the consumer durable goods 

demand equations listed in the Appendix.g/ 

The model of the financial sector is cast in market prices. It is 

the most 'fully specified to date. None of the other existing large scale 

models including the fl~ have treated the financial sector with the same 

d f h • t' t' 31 A · · egree o sop lS 1ca lon.- s noted, follow1ng 1ts flow-of-funds 

orientated portfolio adjustment approach, B and D see the major market 

participants as consisting of five ultimate economic actors (households, 

the Federal Government, State and local governments, the business sector 

and the foreign sector) and four financial intermediaries (Commercial 

Banks, Savings and Loan Associations, Savings Banks and Life Insurance 

l/ Gordon Fisher and David Sheppard, op,cit., pa.;e 80, 

£/ Barry Boswor~h and James Duesenberry, op.cit., page 34 of Appendix. 
11 Gordon Fisher and David Sheppard, op,cit., page 56. 
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Companies plus Pension Funds). Each of these nine financial market acto:s 

i• represented as having a demand for, or providing a supply of four major 

groups of asset categories. The full financial system consists of 75 

sectoral supply nnd demand equations and balance sheet identities. Estimates 

are obtained from data drawn from the 1965 through 1970 period, presumably 

on a quarterly basis; the actual st~tistics and the simulation results 

are reported in half yearly intervals. 

In designing their model, that is in specifying the underlying 

structural demand and supply equations, they take into account a number 

of important considerations, besides stressing that in its design, their 

approach is best suited to account for short-run cyclical changes: 

explaining changes in the flow of funds which occur concommitantly with 

real sector surpluses or deficits on the income and product accounts. In 

particular, they attach great weight to the nature of the financial 

structure in which these flows take place. They see that changes in this 

structure, " ••• changes in the powers of fi~ancial institutions, in their 

competitive relationships, or in the types of financial instruments in 

use, will surely influence the cost and availability of credit to 

different t;pes of borrowers."l:/ Where po~sible, they adjusted their 

demand and supply formulations to account for some of the r.l-tanges in this 

structure which took place in the same period, 1965~70. (The financial 

community and the Federal Government had been sensitised by the 1966 

credit crunch events, and a number of structural changes were made as 

a result during the period.) In addition, of course, and in keeping with 

their approach, their treatment of the process of interest ~ 

determination differs considerably from the conventional Keynesian 

format. The rS:te.;.;setting equations are adjusted to reflect their 

market clearing function for the securities in question, special 

institutional considerations,and the expectation factor (as it appears in 

1/ Barry Bos-worth and Ja.I!les Duesenberry, op.cit., page 6. 
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the term structure approach) when it appears rtleventt (viz., when the 

assets in question have near substitutes in the market place)\ As already 

noted, the discussion of their specification of the financial structure 

is a tour de force. 

With respect to their estimates, several features attract attention. 

As noted, the coefficients of determination, the t statistics and the 

standard errors of the estimated equations are all reported, though there 

is no statistic which measures the degree of autocorrelation in the 

residuals. As they stand, the .results certainly seen satisfactory. 

However, as B and D record, they are subject to simultaneous equation 

bias, as the authors employ the classical single equation ordinary 

least squares method to obtain their estimates. This bias in turn is 

complicated by another consideration: some of their estimated equations 

contain non-linearities, as is the case for most large scale models 

of the financial and/or the real sectors of the macro economy. This 

means that not " ••• only are (the) standard tests inappropriate, 

but the standard errors may even be incorrectly calculated, o o o o nl/ 

No matter (that is disregarding these econometric qualifications which 

are usually made of the empirical findings of all such models), on a 

comparative basis their estimates are certainly good enough to warrant 

their dynamic policy simulations of the full model - the real and the 

financial sectors. 

As Table I shows,in the 2 reported policy simulations, a $1 billion 

increase in unborrowed reserves and a .$1 billion increase in Federal 

purchases, the use of the monetary policl i~strument has a far more 

potent impact that the fiscal policy instrument on some of the most 

important variables: real GNP, price levels, unemployment rates, fixed 

investment, the money supply, the corporate bond rate and the total amount 

of long-term credit market instrUI!lents outstanding. Jaffee 'Wl'ites that 

Gordon Fisher end David Shep . .,.,ard, · t 80 r op.cl ., page • 
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these simulations indicate that though monetary policy operates slowly, 

it has " • • a strong CUQulative effect ••• , in contrast, fiscal 

policy has a strong short-run i~pact, but th~ n cycles towards what 

nl/ J 1 b · appears to te a zero long-r~~ value. - affee s o ser?atlons of B and 

D's simulations seem to be far more suited to the ex-post policy simulations 

of other large scale econometric models than those that B and D 

. 9 2 2/ D' . . . . present - see F1sher and Sheppard 1 7 .- B and s s1mulat1ons 1nd1cate 

that monetary policy has a stronger impact than fiscal policy in the very 

short-run too (six months to a year) besides illustrating that the medium 

term effects were much larger as well. 

These large short and inter5ediate run effects of a change in 

unborrrwed reserves on real GNP, on the non-farm price deflator, on the 

unemployment rate, on the money supply, and on the corporate bond rate, 

etc., should be viewed with caution. First, if the simulated results 

are taken as illustrating the actual effects of fiscal or monetary 

policy actions, the simulations sucr::est .that. a Central Bank should 

hesitate in employing mc~~tary policy as a contra-cyclical tool and why 

it should urge the fiscal authorities to take up the bulk of the 

responsibility for fine tuning. In essence, B and D's simulations show 

that once started and though potent the effects of monetary measures 

are hard to stop. In contrast the effects of fiscal measures, thou~~ 

less potent, taper off much more rapidly so that the fiscal accelerator 

or brake is a far more flexible and efficient implement. Its use makes 

it easier to start or stop when desire d.:·:·~foe'c~d, · 

and just as important, these sinulations are only strictly applicable 

to the U.S. economy in the short to the intermediate run - no long-run 

simulations were made. 

1/ D. H. Jaffee, "Discussion of the Bosworth-Duesenberry Flow-of-Funds 
~bdel", unpublished paper, FRB of Boston, Monetary Conference, 
June 27~29, 1973, page 2. 

£/ Gordon Fisher nod ~avid Sheppard, op.cit., p~ges 72-74, 79 and 80. 
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As a result, it would be dangerous to suggest that the B and D 

simulations provide an accurate reflection of the consequences a 

programme of monetary stimulation or fiscal stimulation would have for the 

U.K. econo~. In the long ruo,three years plus, as Ev&ns suggests, 

stimulatory monetary policy mat have " • • • only rapid growth to 

recommend it; there is a perverse long-run effect on ~enployment, a 
1/ 

rapid price increase, and the largest decrease in the balance of payments." 

In the U.K., Mr. Heath's real world simulations of the British economy 

over the 1970-73 period indicate that these could be the consequences 

of excessive monetary stimulationfor the U.K. economy too. The U.K. 

has experienced an increase in real output, but it has also experienced 

very rapid increases in product prices, soaring long and short term 

interest rates and a crushing cumulating balance of payments deficit 

on the current account as well. ·We add that considering the facts 

that the foreign sector is more important relatively in the U.K. than 

it is in the U.S. and that the amount of unutilised capacity seems 

to be so much less, we believe that there is some substance in our negative 

assessment of the consequences of "competition and credit control".?:./ 

11 Michael K. Evans, Macroeconomic Activity, Theory, Forecasting and 
Control, New York, Harper and Row, 1969, page 581. 

£/ We very much regret that we are not able to elaborate more on this 
point on the management of the British economy over the 1971-73 period. 
Indeed, the only reason we agreed to participate in the conference as 
paper presenters was that we hoped we would be able to shed some light 
on this issue. Unfortunately, we were not able to obtain much published 
or unpublished information which would have enabled us to come up with 
anything other than hesitant opinions. Perhaps, however, the information 
does exist in the main centres of U.K. model building - Southampton, 
London, Cambridge and perhaps Manchester. If so, it should be more widelY 
disseminated. Nevertheless, we did endeavour to start off on the task. 
Our findings are so preliminary that they do not bear recording in the 
body of the text. Nevertheless, for illustrative purposes, we present 
in the Appendix, Tables II-V. They show Loans granted to Industrial and 
Commercial Companies, Loans granted to the Personal Sector, cumulated 
changes in selectei financial stocks, and the F.T. share index and 
selected interest rates yearly from 1967 through 1971, and quarteriy 
fro!!l 1971·-II through 1973-IV. An inspection of these Tables seem.S to 
reveal the tale we have told and more besides, but we are not in a 
position to subst&~tiate it. 
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In keepinc with the thoroughness of their report, B and D make it 

quite clear that their estimates and their policy simulations are only 

strictly applicable to the u.s. over the prescribed period - 1965 through 

1970. In this sense, they too would not generalise from these results as 

providing ~ood indicators as to the consequences of som7 policy ch~~ge at 

other times or places. Nevertheless, it does seem that they would argue 

that at least two of their findings would have general applicability, 

both in the u.s., and.in other com~ries in which the financial system 

is relatively well developed. First, the numerous significant 

regression co~fficients of the differences between the yields of 

selected assets (the relative interest rate effects) " ••• ·in the 

individual equations is demonstrative of the usefulness of the portfolio 

balance approach to monetary analysis. nl/ Second, " ••• the model 

provides an impressive amo~~t of evidence that the financial structure 

does matter."?:./ The institutions, the legislative framework in which 

they operate, their preferred borrowing and ~ending arrangements and 

those of businesses and households are seen to exert an influence on the 

volume and composition of financial activity, and this in turn is 

represented as in~~r-acting with real sector developments. 

If they actually made these·two generalisations, then at least 

four other economists besides us would support them: Parkin, Cooper, 

Henderson and Dane (PCPJ)) used a similar type of approach in assessing 

the r;le and the operations of the financial sector in the Australian 

economy end came to similar conclusions. "The main emphasis is on the 

• · b • • . . u3/ 1ntegrat1on of oth stock and flow and real and f1nanc1al dec1s1ons. -

1:./ Barry Bosworth and James Du.:=senberry, op.cit., page 69. 

£/ Ibid., page 69. 

]./ J. H. Parkin, J. R. Cooper and F. Henderson, ~~. K. Dane, op.cit-. 
page 1. 
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Sector balance sheet data, their changes, sector flows of funds, real 

stocks of capital, their 3i~lds, labour income and eignt different interest 

rates are all considered in the decision process. In turn, the decisions 

are reflected in the adjustments to the decision takers' portfolio of all 

real assets and all financial assets and liabilities which each decision 

taker believes will maximise his inter-temporal utility at each point 

in time. 

PCHD represent that the validity of their approach may·betested · 

by considering the aggregated decisions of two sectors, the personal 

sector and the corporate sector, and examining how each sector maximises 

its own inter-temporal utility over time by adjusting its holdings of 

real assets and financial liabilities (14 and 10 respectively). 

Explicitly, the personal sector is seen to maximise its inter-

temporal utility function subject to a set of stock-flow constraints 

. h al . . . l' wh1ch must old at 1 po1nts 1n tlme.- In turn, the corporate sector 

is seen to maximise its inter-temporal utility function; it maximises 

the " ••• present value of the net cash flow subject to a production 

function and certain stock flow constraints"):/ PCHD make their objective 

quite clear. " ••• (S)imple consideration~ of the way in which we know 

households and firms behave lead us • • • to consider the simultaneous and 

inter-related decisions concerning all aspects of economic choice."}/ 

They proceed to set out on the task of deriving a rigorous theoretical 

framework which embodies all these properties and then test their derivation 

using seasonally adjusted quarterly data drawn from the Australian economY 

from the 1961-1 to 1972-IV period. 

While the approaches of H and L, B and D and PCHD' s papers are 

broadly similar, PCHD differs quite considerably in its substance and its 

objective. For example, PCHD devote a considerable amount of effort 

1:.1 Ibid., page 3. 

£/ Ibid., page 3. 

]./ Ibid., page 2. 



-36-
to deriving, given each of the decision units' utility function, the final 

form of the estimated real or financial stock demand equations. These must 

have those properties which result in inter-temporal utility maximisation~ 

Neither H and L nor B and D made any attempt to do this, and this ommission 

would probably lead PCHD to dismiss the products of these two other studies 

as being of the ad hoc variety: PCHD indicate that H and L and B and D 

have plenty of comJ:la.DY• Unlike H and L but like B and D, however, 'PCHD 

present their structural estimated equations· in detail. All three groups 

of authors argue that there is much merit i~ the chosen approach and a 

considerable amount of information may be read from the results of their 

empirical results: we agree. 

We are tempted to proceed directly to commenting on PCHD's empirical 

results and representing some of their interesting observations right now; 

indeed, we felt just like doing this after glancing at the theoretical 

core. pages 17 to 24 and A.l to A.l6.l/ However, insofar as we could 

understand the matrix manipulation, PCHD seem to have succeeded in their 

task of deriving the specific estimating equations which maximise the pre-

specified household and corporate utility functions. we· s'ay~ ''seem'' as · 

w2 is undefined in the households' utility functionbecause v on page 18 is not 

· f · d £/ w v'"' t b · · 
2 

spec1 1e • e presumed 2 o e a d1agonal matr1x of exogenous asset 

prices of the same dimension as x2• Again, though, we ran into the same 

problem with v2 on the same page11, and there are definitive 

ambiguities to D: x2 is described as assets on page 17 and as liabilities 

on page 22. 

Other problems, besides these de:tmitioru.il ones, arise in making an 

economic interpretation of their derivations. The assumed expectations 

of price levels, of interest rate levels and of labour income (static 

prices, static interest rates and constant rate of growth of labour income) and 

}_/ Ibid., pp 17 to 24, and pp. A.l to A.l6. 

?) Ibid., page 18. 

:J.l ~ .. page 18. 
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then reearding uncertainty (there seems to be none) are dubious and cause 

problems. This point is underlined by the fact that price levels, 

interest rate levels and income levels are used in the Appendix in 

deducing the form of the estimated equations which will maximise each 

sector's utility function, W* and F*. As can result, households and 

corporations to adjust their behaviour if their expectations on 

prices, interest rates and income levels were not realised •. PCHD 

produce no evidence which suggests that the assumed expectations or 

absence of uncertainty were realised during the 1961 through 1972 

. d . A t 1' l/ perlo 1n us ra 1a.-

The empirically based criticisms of the assumptions PCHD 

introduced in deriving their specific estimating equations R(l) and 

R(2) may also be made with respect to specification of the actual 

• utility fu.11ctional s households and firms are sup;>osed. to maximise~ · PCHD 

acknowledge the utility of this empirical check. Indeed, they argue 

that " , , • the simple consideration of the way in which we know 

households and firms behave • • • • "E./ justifies the incorporation 

of financial assets in the household sector's utility functional and, 

similarly, of financial assets in the firms production function. 

They make it quite clear : ·· just how dependent the specificiation 

of the utility functionals i.s: on inductive empirical investigations: 

they " ••• should be allowed to stand or fall on empirical grounds."]/ 

We looked for direct and rigorous tests of the functionals they presented 

in their paper. We found none, except to the extent they ·are implicit 

in their asset demand equation estimates. :. Thus., though we accept 

with alacrity that PCHD's incorporation of financial assets into the 

household sector's welfare function and into the firm's production 

ll We are indebted to C. R. Barrett for some of the above observations. 
£/ PCHD, op.cit., page 1. 

]../ Ibid., page 8. 
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function are intuitively appealing, critics might describe the 

specification of these functionals as being of 9Jl ad hoc ty.pe . · · 

relevant for PCHD's case alone.!/ 

PCHD spell out their 

empirical findings for the constant price asset demand functions of the 

personal and corporate sectors of the Australian economy as succinctly as 

possible. This is no mean task. Each of the 14 personal sector asset 

demand equations has 12 rates of return, three exogenous liabilities 

(savings bank advances, building society advances, life insurance 

advances), labour income and then 14 lagged stocks of personal sector 

financial and physical assets as explanatory variables. Each of the 10 

corporate sector's asset demand equations has 10 financial and real 

rates of return and 10 lagged stocks of financial and physical assets as 

arguments. They accomplish this task by setting up several matrices of 

the re~ession coefficients and t statistics of the explanatory 

variables which reflect the intra-relationships between financial assets 

demands and financial determinants, between physical assets demands and 

real arguments and the inter-relationships between the financial sector and 

the real sector asset demand relationships for both the household and 

the corporate sector. These full result matrices aretthen reprocessed 

so as to record only those relr~til)nsni-;.s sit;nificant 1~y the t test > 

2 criterion. Then long-run responses and long-run mean elasticities of 

the household and of the corporate sectors' asset demand functions·with 

respect to the chosen determinants are set out. They round out their 
that 

presentation of their results by showing /the results of their "integrat.ed" 

asset demand model compare favourably with those obtained from the estimated 

equations of a modified stock adjustment model which closely resembles 

that of the Reserve Bank of Australia's econometric model - RBAI. 

In terms of the number of interesting observations which stand out ln 

the presentation of their results, PCHD's endeavours to make them succint 

ll Ve are indebted to:~A. R. Nobay for stirnilating us to bring out some 
of the points made in this paragraph. 
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are certainly successful. 

They found significant relationships between the demand for 

financial assets and financial rates of return, between the demand 

for financial assets and the real rates of return on selected physical 

assets, between the demand for physical assets and financial rates of 
and 

return/ between the demc.nd for physical assets and real rates of return 

for the household and for the corporate sectors of the Australian economy. 

Similarly, they report significant relationships between the demand for 

financial assets and the lagged stock of financial assets, between the 

demand for financial assets and the lagged stock of certain physical 

assets, between the demand for physical assets and the lagged stock of 

certain financial assets, and between the demand for physical assets 

and the lagged stock of certain physical assets for both sectors too. 

Moreover, they record that the current level of labour income influenced 

the personal sector's demand for a number of financial and real assets, 

and that the marginal productivity of labour employed, as expressed by 

the implicit real rate of return on labour, affected the corporate 

sector's demand for a number of financial assets (currency, fixed 

deposits, bank advances) as well as this sector's demand for physical 

assets and labour (pland and machinery and buildings). PCHD certainly 

have ~point if any credence whatsoever may be read into the products 

of these statistical results: "This impressive battery of highly 

plausible cross impact effects (between financial asset demand and 

real rates of return plus lagged real stocks and between physical 

asset demands and financial rates of return plus lagged financial 

stocks ) • • • are very important aspects of the monetary transmission 
/been 

process • • • (which) have (previously) missed.".!/ As their empirical 

results stand, 

PCHD have certainly come up with some very interesting and important ~ 

evidence on the nature of the finanda:i ... real.' sector transmission mechanism. 

ll PCHD, op.cit., page 26. 
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The new PCHD insignts are certainly numerous. It appears that a 

substantial number of interest rates and implicit rates of return on 

physical capital play n significant role in determining the personal 

sector's and the corporate sector's dem~nds for financial and real 

assets measured in constant prices. In the 14 personal sector's asset/ 

liability de~nd equations, 44 out of the 168 interest rates or implicit 

rates of return had significant regression coefficients.!/ In the 10 

corporate sector's asset/liability d~manu equations, 28 out of the 100 

rates had significant regression coefficients. 

It seems though that the personal sector and the corporate sector 

responsesto rate changes differ quite mn.rkedly in degree. PCHD depict 

the corporate sector's long-run cross elasticity between bank advances 

and instalment credit rates as -16.5, the long-run cross elasticity 

between corporate structures and the rates on bank advances as 1.83, 

and the own elasticity of corporate demand for government securities and 

for net instalment credit as 5.3 and 7.3 vith respect to government 

security and instalment credit interest rates •. The comparable household 

sector elasticities are much lower: 0.67, -0.43, 0.32 and 

1.15}/ 

It also appears that the speed of the corporate sector's asset 

demands response to their determinants is somewhat slower than that of 

the household sector (seven out of the 10 own lagged asset regression 

coefficients were significant with the expected sign in the former 

while only six of the 14 were significant with the expected sign in the 

latter), and that there is much more feedback from the financial to the 

real in the corporate sector's asset demand decisions. ·only three 

out of 40 lagged holdings of financial assets/rl.:a:anct'&l liabilities had any 

imp~ct on the household sector's demand for real assets (cars, other 

durables, uwellings or land) while nine out of 24 lagged holdings of 

financialassets!inancial liabilities influenced the corporate sector's 

The multiplicity of so ~y non-significant recression coefficients 
should be expected; the evident widespread problem of ~llti-collineerity 
oust have taken its toll. 
PCHD, op.cit., Tables 6 and 10. 
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demands for real assets {inventories, plant and equipment, buildings 

and labour) • 

With findings like these, their conclusions certainly attract 

attention: The " • • • interaction between the real· asset demands 

and hence real spending decisions, and financial asset stocks and 

interest rates ••• {have) impact effects and long-run effects • 

{which) are probably larger and oore pervasive than the existing 

literature suggests. ull 

The degree of credence which may be given to PCHD's empirically 

based insights is a little obscure; though we feel PCHD have certainly 

established an excellent case for further investigation. To start with, 

their approach seems too aggregative and too demand orientated. There 

is no explicit government sector, foreign sector or financial 

secto- e.nd the supply schedules of the assets or liabilities 

demanded are not specified or estimated. In this respect, PCHD's work 

falls short of II and L and B and D's more comprehensive portfolio 

balance approach. Again, too, their study in depth of all possible 

determinants of the 24 asset demand functions entails statistical 

problems. There is the evident problem of multicollinearity among 

many of the regressors in each equation, and there is the associated 

problem of determining whether the characteristic roots of the 

estimated models of the personal and corporate sector have the desired 

stability properties. PCHD diu not re~crtany·simulations which would 

help to resolve this issue, and their preliminary investigations of 

the nature of the underlying characteristic roots produced unfortunate 

results: "In both models there were some unstable roots."g_/ 

1./ Ibid., ].:ac:;e 36. 

£./ Ibid., pace 29. 
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Nevertheless, thouGh the above considerations do tend to blunt the 

force of t~eir statistical findincs, their main observations ere very 

much in keeping ~ith H and L's work, B and D's study and a large number 

of recent empirical investigations of the U.S. economy,!/ 

It does appear, for instance, that in the U.S. and AustElia b9th the 

household s~ctor's and the corporate sector's demands for durable goods 

are influenced by financial considerations. Likewise, there is evidence 

which suggests that the speed of response of the household sector spending 

decisions exceeds that of the corporate sector. Similarly, studies 

ioply that both the corporate sector and the household sector exhibit 

a considerable degree of sensitivity to the presence of yield 

differentials in mo.naging their portfolios of financial assets and 

liabilities. As ·a consequence, we feel that there is a substantial amount 

of evidence to support PCHD's final conclusion: " ••• the channels 

whereby "money" affects the level of economic activity are many •• 

All expenditure flows are affected in the process.'&/ Like H and L 

and B and D, PCHD's research must be commende~; it is an imPortant 

. ' . 

inductive study of the real and financial behaviour of the household and 

of the corporate sectors. 

Insofuras these three studies have shed some light on what goes 

on in the Friedman ian lake, there is on tbe channels C'f intera.ctiob ·among 

oonetm-y ~:.n d:. '!leal vnri::J.bles·, they vindicate the efforts of those 

economists and statisticians who have compiled sectoral flow of funds 

and balance sheet statistics. In our opinion, these works have succeeded 

in this task; they have produced empirical evidence which clarifies to 

a considerable extent the nature of the transmission mechanism between 

the financial and the real sectors. There are now quantitative studies 

which imply that sector balance sheets, that balance sheet adjustnents 

as represented by the flow of funds, that a range of asset prices or .. 

!/ Gordon Fisher and David Sheppard, op.cit., ~hapters 2 and 3. 

£/ PCHD, op.cit., page 37. 
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ther reciprocals (interest rates or implicit real rates of return} and 

that finanlial market imperfections are taken into account by the decision 

takers whose behaviour dictates the pace and pattern of economic activity. 

True, the results of these pieces of empirical researchand of the 

supportive investigations catalogued by Cohen are only indicative 

of the causal interpretations read from them. Nevertheless the rigour 

their authors employed to establish and test their hypotheses compares 

favourably with other econometric investigations of the more conventional 

Keynesian or new quantity theory approaches to the inter-action between 

the financial and real sectors. The synthesis of the interest rate 

transmission mechanism with the money stock adjustment-expenditure 

linkage within the frame·work of the theory of portfolio balance certainly 

seems to be a promisin13 approach for understanding the development and 

the role of the financial system. 

THE CONCLUSION 

The success which H and L, B and D and PCHD have achieved in 

specifYing and testing models of the real and financial behavioural 

decisions of important sectors in the U.S. and Australia should be 

gratifying to financial statisticians and to financial market practitioners 

bankers, investment analysts and the like. The former shorld be pleased 

in the sense that the maze of financial statisti~s they have provided 

(balance sheet statistics, flow of funds statistics and records of 

financial rates o~ return) have been put to good use. The latter should 

be comforted in the sense·tnat now academic economists have made an 

explicit attempt to appraise the ~ehaviour of key groups of financial 

market actors and produced findings which at least partially accord with 

how the practitioners view their acfivities. Interest rate levels, 

interest differentials, government injected market imperfections, flows 
and · 

of certain funds,/ sector balance sheet positions are shown to influence 

the demands for fin~~cial assets and for real assets as well as being 
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influenced by the pace and pattern of real economic activity. The 
I 

quantitative iopact that the Friedman type monetarists' research 

had on how economists reeard the financial sector may well be extended 

as a result of H and L's, B and D's and PCHD's papers. 

In effect, it appears that the care these auttors h~ve taken in 

specifYing their models and tackline the problems of interdependence, 

of identification and of disageregation in examining the validity of the 

portfolio balance approach as a means of obtaining good estimates of 

sector asset demand and supply equations has produced a handsome 

dividend. Contrary to Bain's conclusion that to date the evidence 

produced by other researchers in the field " • • • does not add up to 

1/ a coherent body of analysis ••• "- now seems that we have a mental 

construct, a theory of economic behaviour, which serves reasonably 

well in tracing out the mechanism which underlies the financial 

and the real sector decisions of a number of important groups of 

economic actors. 

As PCHD point out, a very good feature Qf this approach is its 

intuitive appeal to our good sense too; that is, it accords with how 

we observe ourselves and others reach their decisions in the market 

place. The availability of mortgage finance has a good deal to do 

with whether or not we enter the housing mark~t as effective 

market participants. The presence of interest differentials on similar 

savines instruments does influence how we store our net worth. Our 

current portfolio of assets and liabilities (real and financial) has 

an influence en a host of economic deci' .ions we plan to take. As 

certainly, our expectations about the future level of rates, of 

prices, of employment, and of our earnines coupled with the degree 
' 

of uncertainty with which we hold these expectations, influences ·· 

our J.esirt:~ port folia cf r...ssets. r..n~ ·liabili t~es .•.. !,,a .... • .... ·• .~ ••. oJ· • 

11 A. D. Bain, op.cit., paee 1037. 
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. . /good 

The fact that this approach accords Wlth th1s sense, and, what's more, 

has been shown to produce supportive enpirical results doesmake it 

an attractive ooe to explore. 

We stress 'explore' as it is certainly clear that both theorists 

and econometricians have a great deal more to do before actual market 

practitioners will be able to be confident in either the descriptive 

or pr~scriptive content of this type of academic research. 'In the 

meanwhile, that is, while we wait for more definitive results from · 

such explorations, we can at least garner some insights from the already 

completed studies which should asskst the policy maker. 

First there is the rather obvious point,which has been well 

documented by the work of the Chicago type of quantity theorist, 

that financial developments, and especially changes in the money 

stock,h~7e a pronounced influence on the pace and' pattern of economic. 

activity. Next, however, there is the somewhat less well established 

point that changes in other assets or in certain liabilities (mortgages 

and instalment credit) may well play a similar role by easing or 

tightening the feasible budget constraint of certain spending 

units. Thus , inasmuch as monetary authorities feel that they have 

a duty to stabilise domestic demand, there is the implication that 

they should pay a considerable amount of attention to the operations 

of other financial intermediaries besides the banks, especially the 

home mortgage e;rantinG institutions, in designing their policy 

measures. 

A third feature which st~~ds Jut is that the financial markets 

are far from perfect. Lenders and borrowers develop habits which tend· 

to channel savings flows in particular directions; a practice which 

both tends to establish the framework within which market participants 

are constrained to operate - the State often takes a hand in 

ensuring the cround rules are enforced - and which in time generates 

excess demands for or supplies of certain types of finance. This 
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feature seems to have two implications for the national policy maker - (a) 

on the grounds of efficiency, liquidity and profitability the State 

should encourage the main financial institutions (banks, insurance companies 1 

building societies) to diversity their borrowing and leuoing practices, 

and (b) such a stimulus towards a more competitive posture should be 

gently done as the abrupt legislative elimination of the habitual 

constrair.:ts, r.s in the ca~e· of Competition and Credit Control, 

may lead to sudden and very dcstabilirD.~changes in the pace of financial 

market activity. 

A fourth feature seems to reinf,)rce the above conclusion. The 

evidence presented by H and L, B and D and PCHD does suggest that at the 

margin the demands for real and financial assets are influenced by rela 

or financial rates of return and by rate differentials. In effect, 

within each preferred habitat, there is plenty of evidence to suggest 

that the market participants certainly pay attention to asset prices 

and asset price differentials in planning and executing the degree of their 

participation. As a consequence, given the presence of preferred 

habitats has tended to generate excess demands and excess supplies, a 

fusin·c: of these habitats may well lead to consequences which are not 

predicted by the authorities: as they put it, their estimated money 

demand function may break down.l/ 

Finally, the products of H and L's, B and D's and PCHD's research 

does not conflict with the general policy conclusions which stem from 

the monetarists' research work. If anything,these products provide a 

readily understandable rationale as to why monetarists generally 

recommend that in the interests of economic stability, the rate of 

increase of the stock of ffiOney should be carefully managed; it should 

A reading of the various issues of the Bank of England Quarterly 
Bulletin since Se~:Pt.rnber 1971 suggests t·hat the Bank of England 
takes such a view. 
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not be allowed to oscillate wildly arour1d the long-run trend line. 

In effect, the findings which have emerged from these rather sophisticated 

portfolio balance studies of the role and of the operations of the 

financial sector indicate that other financial variables as well as money 

have an influence and ajih~nfluenced by real sector developments. 

As a consequence, until determinants and the effects of these other 

financial variables are worked out with some precision, the authorities 

should be cautious when they meddle with what could well be a fairly 

fragile financial equilibrium. 
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