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R e q u i s i t e s  of independence of monetary from f i s c a l  po l i cy .  

As my t i t l e  s u g g e s t s ,  I propose t o  d i e c u s s  w i t h  you t h e  mix 

of f i s c a l  and monetary p o l i c i e s ,  n a t i o n a l  and i n t e r n a t i o n a l .  The 

v e r y  concept  of  a  p o l i c y  mix preeuppoees t h a t  governments and 

c e n t r a l  banks j o i n t l y  enjoy some freedom of cho ice ,  t h a t  they can  

s e t  f i s c a l  and monetary i n s t r u m e n t s  independent ly one from t h e  

o t h e r .  T h i s  c o n d i t i o n  is n o t  met t o  any s i g n i f i c a n t  degree  i n  

most n a t i o n a l  economies,  f o r  r e a s o n s  I s h a l l  mention b r i e f l y  

below. But i t  i e  met i n  t h e  l a r g e  developed c o u n t r i e s  whoae 

p o l i c i e s  and performances d e c i s i v e l y  shape t h e  cou r se  of  t h e  

wor ld  economy-- t h e  " locomotives" of  North America, Western 

Europe and  Japan .  

Of c o u r s e ,  t h e  p o l i c y  cho ice  of each  of t h e s e  n a t i o n s  is i n  

some d e g r e e  c o n s t r a i n e d  by i n t e r n a t i o n a l  c o n d i t i o n s ,  and t h u s  by 

t h e  p o l i c i e s  o f  t h e  o t h e r  major  economic powers. But t h e  United 

S t a t e s  c a n  c e r t a i n l y  choose among a menu of d i f f e r i n g  combina- 

t i o n s  of f i s c a l  and monetary i n s t r u m e n t s .  And s o  can West 

Germany, f h e  key coun t ry  of t h e  European Economic Community, and 

Japan. The c h o i c e s  of t h e s e  t h r e e  locomot ives ,  o r  more b road ly  

t h o s e  of  t h e  seven  governments of t h e  annual  economic sumit 

m e e t i n g s ,  o r  s t i l l  more b r o a d l y  t h o s e  of t h e  members of  t h e  

O r g a n i z a t i o n  f o r  Economic Coope ra t ion  and Development (oECD), 

de te rmine  t h e  f i s c a l - m o n e t a r y  p o l i c y  mix of  t h e  advanced 

c a p i t a l  i s t  democrac ies  a s  a  group.  



The c a p a c i t y  t o  choose n po l i cy  m i x  obviouuly r e q u i r e s  t h a t  

government budget d e f i c i t s  need n o t  be f inanced  v h o l l y  by 

p r i n t i n g  money, vhe the r  base money c r e a t e d  by c e n t r a l  bank 

lending  t o  t h e  government o r  "low-powered" money c r e a t e d  by o t h e r  

banks. There  must be in s t rumen t s  of p u b l i c  debt  t h a t  a r e  n e i t h e r  

monetary n o r  a u t o m a t i c a l l y  monet izable .  Those in s t rumen t s  must 

n o t  be p e r f e c t  s u b s t i t u t e s  f o r  base  money a s  bank r e s e r v e s  o r  f o r  

cu r r ency  and bank d e p o s i t s  a s  means of payment. The i r  p r i c e s  and 

i n t e r e s t  r a t e s  must be v a r i a b l e ,  no t  pegged by open-ended 

commitments of t h e  c e n t r a l  bank o r  t h e  banking system t o  buy and 

s e l l  them. By m a t u r i t y ,  denominat ion ,  and r i s k  of c a p i t a l  l o s s ,  

t h e s e  i n s t r u m e n t s  must be d i f f e r e n t i a t e d  from base  money and i t s  

c l o s e  s u b s t i t u t e s .  Where t h e s e  i n s t r u m e n t s  and a s s o c i a t e d  

f i n a n c i a l  i n s t i t u t i o n s ,  marke t s ,  and t e c h n o l o g i e s  are a b s e n t ,  

budget  d e f i c i t s  de t e rmine  t h e  growth of money s u p p l i e s ,  and 

f i s c a l  p o l  i c y  i s  i n d i s t i n g u i s h a b l e  from monetary pol  i cy .  

Even when an  independent  monetary p o l i c y  i s  t e c h n i c a l l y  

f e a s i b l e ,  t h e  p o l i t i c a l  means and w i l l  t o  u s e  monetary p o l i c y  

i n s t r u m e n t s  i ndependen t ly  of p u b l i c  borrowing r e q u i r e m e n t s  may 

n o t  e x i s t ,  Q u a s i - c o n s t i t u t i o n a l  p r o v i s i o n s  t o  i n s u l a t e  c e n t r a l  

banks from governments f r e q u e n t l y  p r o v i d e  t h e  means and w i l l  t o  

b r e a k  t h e  f i s ca l -mone ta ry  l i n k ,  The c o s t  of a r r angemen t s  which 

a s s i g n  f i s c a l  and monetary  d e c i s i o n s  t o  s e p a r a t e  policy-makers i e  

t h a t  no c o n s c i o u s  c o o r d i n a t e d  c h o i c e  of t h e  p o l i c y  mix  i s  made. 

I propose t o  d i s c u s s  t h e  macroeconomic consequences of 

d i f f e r e n t  m i x t u r e s  of  monetary and f i s c a l  p o l i c i e s  i n  t h e  ma jo r  

deve loped  economies,  p a r t i c u l a r l y  t h e  Un i t ed  S t a t e s ,  I a p o l o g i z e  



f o r  t he  parochia l i sm,  enforced  by t h e  l i m i t a t i o n s  of my 

knowledge. But s i n c e  those  p o l i c i e s ,  e s p e c i a l l y  today, have 

world-wide r e p e r c u s s i o n s ,  I hope t h e  t o p i c  i s  of g e n e r a l  

i n t e r e s t .  A s  u s u a l  i n  macroeconomics, i t  i s  necessary  to 

d i s t i n g u i s h  s h o r t  and long runs .  I n  s h o r t  run  f l u c t u a t i o n s  of 

b u s i n e s s  a c t i v i t y ,  t h e  p o l i c i e s  a f f e c t  agg rega te  demand, 

p roduc t ion ,  unemployment and c a p a c i t y  u t i l i z a t i o n ,  i n t e r e s t  r a t e s ,  

and p r i c e s .  I n  l onge r  r u n s  when o u t p u t  i s  cons t r a ined  by 

a v a i l a b l e  r e s o u r c e s  and t h e i r  p r o d u c t i v i t y  r a t h e r  t han  by demand, 

t h e  p o l i c y  mix a£ f e c t s  t h e  accumulat ion of c a p i t a l ,  t h e  pa th  of 

economic growth,  and t h e  t r e n d  of p r i c e s .  I s t a r t  w i t h  t h e  s h o r t  

run. 

E f f e c t i v e n e s s  of demand mananement p o l i c i e s  . 
These days  any economist  who t a k e s  s e r i o u s l y  t h e  theory  of 

shor t - run  demand management, s t a b i l i z a t i o n  p o l i c y ,  must beg in  by 

ehowing awareness  of f a s h i o n a b l e  t h e o r i e s  t h a t  t he  economy is n o t  

manageable,  t h a t  s y s t e m a t i c  demand p o l i c i e s  are n e c e s s a r i l y  

i n e f f e c t i v e ,  t h a t  b u s i n e s s  c y c l e s  a r e  t h e  t r a c k s  of moving 

e q u i l i b r i a .  These are t h e  p r o p o s i t i o n s  of t h e  s e l f - s t y l e d  new 

c l a s s i c a l  macroeconomics,  l o g i c a l  l y  d e r i v e d  from marry ing  old-  

f a s h i o n e d  c o m p e t i t i v e  p r i ce -c l ea red  m a r k e t s  t o  new-fangled 

r a t i o n a l  e x p e c t a t i o n s .  Th i s  e l e g a n t  r e v i v a l  of n e o c l a s s i c a l  

economics appea l  s t o  p r o f e s s i o n a l  t h e o r i s t  e  and sha rpens  t h e i r  

t o o l s .  But t h e  e x p l a n a t i o n s  i t  c o n t r i v e s  f o r  t h e  commonly observed  

f a c t s  o f  b u s i n e s s  f l u c t u a t i o n s  a r e  t o r t u o u s  and imp laus ib l e .  

Recent e v e n t s  have  no t  been k ind  t o  the new t h e o r i e s .  They 

had argued t h a t ,  s i n c e  on ly  monetary s u r p r i s e s  have r e a l  ef fec to  

o n  o u t p u t  and  employment, an announced c r e d i b l e  p o l i c y  of mone- 



t a r y  s t r i n g e n c y  would b r i n g  d i s i n f l a t i o n  wi thou t  t e a r s .  But Hrs.  

Thatcher 's determined a u s t e r i t y  i n  B r i t a i n  and Paul Volcker 's 

we l l - adve r t i s ed  monetary c o n t r a c t i o n  i n  America, t o  mention only  

two examples,  i n f l i c t e d  no l e s s  r e a l  damage t o  t h e i r  economies 

t h a n  p rev ious  d i s i n f l a t i o n a r y  r e c e s s i o n s  i n  t h e  bad o l d  Keynesian 

days. Demand management a l s o  worked acco rd ing  t o  Keynesian blue-  

p r i n t s  i n  t h e  United S t a t e s  recovery  of t h e  l a s t  twenty-s ix  

months. The c o n t r a s t  w i t h  economies of Europe and even Japan ,  

where governments have d e l i b e r a t e l y  eschewed expansionary macro- 

economic p o l i c i e s ,  i s  s t r i k i n g  and i n s t r u c t i v e .  I s h a l l  proceed 

on  t h e  assumption t h a t  demand management p o l i c i e s  do m a t t e r  and 

do work. 

Measures of monetary and f i s c a l  p o l i c i e s .  

To d i s c u s s  t h e  f i s ca l -mone ta ry  p o l i c y  mix, one needs i n  

p r i n c i p l e  t o  d e f i n e  measures  of t h e  two p o l i c i e s .  Since t h e r e  a r e  

s e v e r a l  i n s t r u m e n t s  f o r  each  of t h e  two k i n d s  of p o l i c y ,  i t  i s  

n o t  s t r i c t l y  p o s s i b l e  t o  d e s c r i b e  e i t h e r  of them by a  s i n g l e  

measure.  For monetary p o l i c y ,  h w e v e r ,  t h e  supply of base money, 

or  of bank r e s e r v e s ,  w i l l  do f o r  most pu rposes .  

- The problem i s  more s e v e r e  f o r  f i s c a l  po l i cy .  What we would 

1 ike  is a measure of t h e  d i r e c t  c o n t r i b u t i o n  of t h e  budget  

program t o  a g g r e g a t e  demand, o r  e q u i v a l e n t l y  t o  t h e  e x c e s s  of 

n a t i o n a l  inves tment  ove r  n a t i o n a l  s a v i n g .  The budget  d e f i c i t  is 

commonly used  f o r  t h i s  purpose ,  b u t  i t  i s  a  poor  measure f o r  

s e v e r a l  r ea sons .  The d e f i c i t  i s  endogenous:  t h e  same budget  

program, t h a t  is t h e  same l e g i s l a t i o n  a u t h o r i z i n g  e x p e n d i t u r e s  

and  l e v y i n g  t a x e s ,  w i l l  y i e l d  h i g h e r  d e f i c i t 8  when t h e  economy i s  



weak than  when i t  is e t rong .  The " s t r u c t u r a l "  d e f i c i t - -  t h e  

contemporary term f o r  what i n  happ ie r  and more o p t i m i s t i c  days 

was c a l l e d  t h e  full-employment d e f i c i t - -  is an improvement. It 

e l i m i n a t e s  t h e  c y c l i c a l  eodogenei ty by e s t i m a t i n g  t h e  d e f i c i t  s t  

a  c o n s t a n t  r e f e r e n c e  l e v e l  of unemployment. But i t  does n o t  a l l w  

f o r  t h e  f a c t  t h a t  d i f f e r e n t  i t ems  i n  t h e  budget have d i f f e r e n t  

demand impacts  even though they c o n t r i b u t e  e q u a l l y  t o  t h e  s t r u c t -  

u r a l  d e f i c i t .  The spending m u l t i p l i e r s  of t a x  c u t s  and t r a n s f e r s  

a r e  n o t  t h e  same a s  t hose  of expend i tu re s  f o r  goods and s e r v i c e s ,  

b u t  g e n e r a l l y  lower ; and w i t h i n  t h o s e  broad budget c a t e g o r i e s  

t h e r e  a r e  s p e c i f i c  d i f f e r e n c e s .  A s u i t a b l y  a d j u s t e d  s t r u c t u r a l  

d e f i c i t ,  w i t h  i tems  i n  t h e  budget weighted by t h e i r  s p e c i f i c  

m u l t i p l i e r s ,  i s  t h e  p r e f e r a b l e  measure,  but  it h a s  neve r  caught 

on. 

Monetary and f i s c a l  i n s t r u m e n t s  as s u b s t i t u t e s  & demand 
management. 

I s  it r e a l l y  p o s s i b l e  to m a i n t a i n  a g g r e g a t e  demand by 

d i f f e r e n t  combina t ions  of monetary and f i s c a l  p o l i c y ?  I s  f i s c a l  

s t i m u l u s  r e a l l y  an e f f e c t i v e  s u b s t i t u t e  f o r  monetary s t i m u l u s ?  

The s t a n d a r d  Keynesian argument is t h a t  f i s c a l  expansion--extra 

government pu rchases  of goods and s e r v i c e s  o r  t r a n s f e r s  o r  t a x  

r e d u c t  ions- -wi l l ,  l i k e  any o t h e r  p o s i t i v e  shock t o  agg rega te  

demand, i n c r e a s e  t h e  v e l o c i t y  of base  money o r  any o t h e r  monetary 

aggrega te .  P a r t  of t h e  mechanism i s  an  i n c r e a s e  i n  i n t e r e s t  

r a t e s ,  i nduc ing  b u s i n e s s e s ,  households ,  and o t h e r  a g e n t s  t o  

economize t h e i r  h o l d i n g s  of money. yl r e a d i n g ,  admi t t ed ly  

p r e j u d i c e d ,  of t h e  monetar i s t -Keynes ian  d e b a t e  of t h e  1960s is 

t h a t  p r o f e e s i o n a l  consensus  a c c e p t s  i n t e r e s t - e l a s t i c i t y  of demand 



f o r  money on both t h e o r e t i c a l  and e m p i r i c a l  grounds. However, t h e  

United S t a t e s  f i n a n c i a l  system i s  be ing  made more rnonetar ie t  b y  

t h e  payment of market-determined i n t e r e s t  r a t e s  on checkable  

d e p o s i t s .  

Another sou rce  of skep t i c i sm r e g a r d i n g  t h e  demand- 

s t i m u l a t i n g  e f f i c a c y  of f i s c a l  measures i s  t h e  view t h a t  govern- 

ment d e b t e  "are n o t  n e t  weal th"  because  t axpaye r s  w i l l  a n t i c i p a t e  

f u t u r e  t a x  l i a b i l i t i e s  of equal  p r e s e n t  va lue  t o  s e r v i c e  o r  pay 

o f f  t he  deb t s .  Elsewhere I have l i s t e d .  reasons-- l i q u i d i t y  con- 

s t r a i n t s ,  human m o r t a l i t y ,  r i sk-pool  ing ,  among others--  why we 

shou ld  n o t  t a k e  t h e  Ricardo-Barro p r o p o s i t i o n  s e r i o u s l y  f o r  prac-  

t i c a l  purposes .  

Meanwhile macro-econometric models cont inue  t o  show s ign i -  

f i c a n t  m u l t i p l i e r s  f o r  f i s c a l  measures  over  runs  of s e v e r a l  

y e a r s .  Even more p e r s u a s i v e ,  pe rhaps ,  i s  t h e  obvious c o n t r i b u t i o n  

of t h e  Reagan Admin i s t r a t i on ' s  mass ive  f i s c a l  s t i m u l u s  t o  t h e  

recovery  of t h e  American economy i n  1983-84. Though in tended  and 

a d v e r t i s e d  a s  a  package of supply-side i n c e n t i v e s ,  t h e  program 

tu rned  o u t  t o  be well- t imed Keynesian demand s t i m u l u s  on  a  s c a l e  

t h a t  no A d m i n i s t r a t i o n  sympa the t i c  t o  counter -cyc l  i c a l  demand 

management would e v e r  have dared .  And i t  worked. 

There  a r e ,  of c o u r s e ,  l i m i t s  t o  t h e  p o s s i b i l i t i e s  of 

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

keep ing  t h e  t o t a l  dose  of demand s t i m u l u s  o r  r e s t r a i n t  unchanged. 

I f  i n t e r e s t  r a t e s  a r e  a t  f l o o r s  s e t  by Keynesian " l i q u i d i t y  trap" 

behav io r  o r ,  f o r  a  s m a l l  open economy i n  a  f i x e d  exchange r a t e  

reg ime,  by i n t e r n a t i o n a l  c a p i t a l  mohil i t y  , monetary i n s t r u m e n t s  

are impotent .  If i n t e r e s t  r a t e s  a r e  a l r e a d y  s o  h i g h  t h a t  demand 



shocks c a n  induce no f u r t h e r  reRponses i n  demand f o r  money, then  

f i s c a l  i n s t rumen t s  a r e  impotent.  These extremes v i l l  be ev iden t  

t o  any s t u d e n t  who can manipula te  textbook "IS" and "LM" curves .  

There is  p l e n t y  of room i n  between them. 

Bow t h e  f i sca l -monetary  mix i s  determined in p r a c t i c e .  -- 
Engineer ing  a swi tch  i n  t h e  p o l i c y  mix is admi t t ed ly  a 

d e l i c a t e  and u n c e r t a i n  o p e r a t i o n .  No one  can  be s u r e  of t h e  e x a c t  

terms of t r a d e ,  o r  of t h e  speeds of response t o  changes i n  t h e  

two p o l i c i e s .  I n  p r a c t i c e  nowadays f i s c a l  d e c i s i o n s  are made much 

l e s s  f r e q u e n t l y  t han  monetary d e c i s i o n s .  Budgets a r e  voted  a  y e a r  

a t  a  t ime,  and t h e  t a x  and e x p e n d i t u r e  l e g i s l a t i o n s  t h a t  de te rmine  

f i s c a l  outcomes a f f e c t  budgets  f o r  s e v e r a l  y e a r s  ahead. 

I n  c o n s t r a s t ,  a  c e n t r a l  bank o p e r a t e s  almost  continuously-- 

t h e  decision-making body of t h e  United S t a t e  Federa l  Reserve 

System meets  r e g u l a r l y  n i n e  t imes  a  p e a r  and can convene more 

o f t e n  i f  neces sa ry .  The c e n t r a l  bank can respond promptly t o  

i n f o r m a t i o n  and p r o j e c t i o n s  about t h e  s t a t e  of t h e  economy, 

t a k i n g  i n t o  account  a long  w i t h  o t h e r  d a t a  a c t u a l  and p r o s p e c t i v e  

f i s c a l  p o l i c i e s .  

Assuming t h a t  t h e  makers  of f i s c a l  p o l i c y ,  the  Administra-  

t i o n  and t h e  Congress  i n  t h e  Uni ted  S t a t e s ,  and t h e  c e n t r a l  bank 

a g r e e  about  t h e  d e s i r a b l e  macroeconomic p a t h ,  a  p o l i c y  mix s h i f t  

would o c c u r  a s  f o l l o w s :  The p r o j e c t e d  budget would be a l t e r e d  by 

t a x  and e x p e n d i t u r e  l e g i s l a t i o n ,  and t h e  c e n t r a l  bank would t h e n  

c o n t i n u o u s l y  t a k e  t h e  monetary a c t  i o n s  n e c e s s a r y  t o  stay on t h e  

d e s i r e d  p a t h  of o u t p u t  and p r i c e s .  S u b s t i t u t i o n  between p o l i c i e s  

would occu r  g r a d u a l l y ,  w i th  eome " tr ial  and e r r o r . "  T h i s  proce-  



dure  cannot work i f  t h e  c e n t r a l  bank i s  committed t o  pure ly  

monetary t a r g e t e  independent ly of a c t u a l  economic e v e n t s  and 

f o r e c a s t  8. 

The fo rego ing  d i s c u s s i o n  can be made conc re t e  by r e fe rence  

t o  r e c e n t  United S t a t e s  exper ience .  I n  August 1982 t h e  Fede ra l  

Reserve,  alarmed by t h e  unexpected and i n c r e a s i n g  s e v e r i t y  of t h e  

r e c e s s i o n  r e s u l t i n g  from i t s  u n r e l e n t i n g  single-minded monetary 

c rusade  a g a i n s t  i n f l a t i o n ,  took mercy on t h e  economy. A t  t h e  t i m e  

Pau l  Volcker  and h i s  c o l l e a g u e s  were deeply concerned by t h e  

Thi rd  World deb t  c r i s i s  and t h e  dangers  t o  f i n a n c i a l  i n s t i t u t i o n s  

a t  home and abroad. I n  any c a s e  they suspended t h e i r  t a r g e t s  of 

M-1 and o t h e r  monetary a g g r e g a t e s  and began t o  o r i e n t  t h e i r  

p o l i c i e s  t o  t h e  pa th  of t h e  American and wor ld  economies. T h e i r  

o b j e c t i v e  was t o  s t a r t  a  recovery ,  and they  succeeded. 

Came t h e n  t h e  f u l l  impact of Reagan f i s c a l  p o l i c i e s ,  a s  t h e  

t a x  c u t s  enac t ed  i n  1981 were phased i n  and t h e  bui ld-up of 

de fense  spending  ga ined  momentum. Under t h e  f i s c a l  s t i m u l u s ,  t h e  

pace  of r ecove ry  appeared t o  t h e  "Fed", and t o  Admin i s t r a t i on  

economis ts  a s  w e l l ,  t o  be dangerous ly  f a s t .  As t h e  c e n t r a l  bank 

a c t e d  t o  slow i t ,  t h e  t i g h t  money/easy budget  mix produced h i g h  

r e a l  i n t e r e s t  r a t e s  and a h i g h  d o l l a r  exchange r a t e .  On t h i s  

i n t e r p r e t a t i o n ,  i t  i s  n o t  a c c u r a t e  t o  s ay  t h a t  t h e  " ~ e d ' s "  p o l i c y  

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

n o t  t o  accommodate t h e  l a r g e  d e f i c i t s .  Rather  it was a re sponse  

t o  t h e  macroeconomic p a t h  a s  i n f l u e n c e d  by t h e  f i s c a l  p o l i c y ,  a 

d e c i s i o n  no t  t o  accommodate so  exuberant  a recovery .  Presumably 

the Fed would have  done much t h e  same i f  t h e  same exuberance had 

r e f l e c t e d  spon taneous  p r i v a t e  spending  behavior  and t h e  f e d e r a l  



budget had been c l o s e  t o  ba lance .  

Now t h a t  t h e  recovery shows s i g n s  of p e t e r i n g  out prematurely, 

t h e  Fed seems w i l l i n g  t o  ea se  enough t o  keep it going even though 

no a c t i o n s  t o  c o r r e c t  t h e  budget ou t look  have been t aken  o r  a r e  

i n  p rospec t .  I f  t h e  Fed would a c t  i n  s i m i l a r  s p i r i t  t o  save  t h e  

economy from t h e  c o n t r a c t i o n a r y  shor t - run  e f f e c t s  of budget 

t i g h t e n i n g ,  t hen  we could  move t o  a new po l i cy  mix. I t  would b e l p  

p o l i t i c a l l y  i f  t h e  Fede ra l  Reserve made such i n t e n t i o n  c l e a r  t o  

t h e  A d m i n i s t r a t i o n  and t h e  Congress ,  and i t  would h e l p  economic- 

a l l y  i f  they  made i t  c l e a r  t o  t h e  p r i v a t e  s e c t o r .  That would 

e n t a i l  making p u b l i c  and permanent t h e  & f a c t o  s u b o r d i n a t i o n  of 

monetary-aggregate  t a r g e t s  t o  macroeconomic o b j e c t i v e s .  

The p o l i c y  mix and t h e  i n f l a t i o n / u n e m p l o ~ m e n t  t r a d e - o f f ,  - 
The t h e o r y  of p o l i c y  s e t  f o r t h  many y e a r s  ago by J a n  

Tinbergen  and Henr i  T h e i l  r a i s e d  t h e  hope t h a t  e n l a r g i n g  t h e  

number of p o l i c y  in s t rumen t s  could  e n l a r g e  e q u a l l y  t h e  number of 

o b j e c t i v e s  t h e  makers of p o l i c y  could ach ieve .  If monetary and 

f i s c a l  i n s t r u m e n t s  a r e  independent ly  manipulable ,  we could  hope 

t o  h i t  two macroeconomic t a r g e t s  a t  once. Indeed ,  g iven  s e v e r a l  

i n e t r u m e n t s  w i t h i n  each  ca t egory ,  we might a s p i r e  t o  h i t  many 

t a r g e t s .  

The two most impor t an t  s h o r t - r u n  macroeconomic 

t a r g e t 6  a re  i n f l a t i o n  and unemployment. Can w e  n o t  h o l d  them both  

t o  a c c e p t a b l e  r a t e s  by s u i t a b l e  cho ice  of t h e  f i sca l -monetary  

mix? Alas,  we canno t .  E q u a l i t y  of c o u n t s  of i n s t r u m e n t s  and 

t a r g e t s  i s ,  i n  Tinbergen-Thei l  t h e o r y ,  a necessary but  not  

s u f f i c i e n t  c o n d i t i o n  f o r  a c h i e v i n g  a l l  t h e  t a r g e t s .  If two o r  



more inetrumente'  e f f e c t 8  a r e  d i s t r i b u t e d  mong t h e  t a r g e t  

v a r i a b l e s '  outcomes i n  i d e n t i c a l  ways, those  ine t ruments  amount 

t o  no more than one i n  r e l a t i o n  t o  t h e  o b j e c t i v e s  of po l i cy .  

Tha t ,  u n f o r t u n a t e l y ,  is  t h e  s i t u a t i o n  w i t h  r e s p e c t  t o  t o o l e  

of demand management. What I c a l l  t h e  "common funnel  theorem" 

s a y s  t h a t  i t  i s  t o t a l  aggrega te  demand, no t  t h e  d i s t r i b u t i o n  of 

i t s  s o u r c e s ,  t h a t  de te rmines  t h e  combination of outcomes f o r  

unemployment and i n f l a t i o n .  I t  i s  t h e  t o t a l  s i z e  of a  demand 

management package, whatever  i s  i t s  f iscal-monetary mix, t h a t  

h e l p s  t o  de te rmine  t h e  combinat ion of ou tput  and employment 

r e s u l t s ,  on t h e  one hand, and nominal wage and p r i c e  movements, 

on t h e  o t h e r .  R e l a t i v e  t o  t h o s e  two o b j e c t i v e s ,  monetary and 

f i s c a l  i n s t r u m e n t s  a r e  n o t  independent  but  c o l l i n e a r ,  

I n  o t h e r  words, demand ma~~agement  p o l i c i e s  can t o g e t h e r  aim 

a t  a  p o i n t  on t h e  shor t - run  P h i l l i p s  cu rve ,  but  they  cannot break  

t h e  s t r u c t u r a l  and i n s t i t u t i o n a l  bond summarized i n  t h a t  

r e l a t i o n s h i p .  The P h i l 1  i p s  curve i t s e l f  may s h i f t  about  

unpredic tab ly- -  a l though l a t e l y  i t  h a s  appeared a l i v e  and w e l l ,  

recovered  from t h e  supply shocks of 1972-80. However u n c e r t a i n  

t h e  p o s i t i o n  of t h e  P h i l l i p s  curve  may be,  t h e  po in t  remains t h a t  

po l icy-based  a l t e r a t i o n s  i n  t h e  composi t ion of demand cannot  

produce a  f a v o r a b l e  s h i f t  i n  t h e  curve .  

How t i ~ h t  money / l o o s e  f i s c a l  mix_ t e m p o r a r i l y  lowers  i n f l a t i o n .  - 
The common-funnel p r o p o s i t i o n  i s  a  s t r o n g  f i r s t  approxima- 

t i o n ,  bu t  l i k e  most macroeconomic a s s e r t i o n s  no more t h a n  t h a t .  

I t  i s  s t r o n g e r  t h e  l e s s  open t h e  economy. Changes i n  t h e  composi- 

t i o n  of a g i v e n  a g g r e g a t e  e x p e n d i t u r e  a s  between p r i v a t e  consump- 

t i o n ,  domeet i c  i nves tmen t ,  government pu rchases ,  and n e t  e x p o r t s  



w i l l  make a  d i f f e r e n c e  i n  o v e r a l l  wage and p r i c e  movements. They 

may a c c e n t u e t e  o r  r e l i e v e  s p e c i f i c  r e g i o n a l ,  i n d u s t r i a l ,  o r  occu- 

p a t i o n a l  b o t t l e n e c k s  and sho r t ages .  Xany of t h e s e  e f f e c t s  a r e  

unsys t ema t i c  and t r a n s i e n t ;  they  depend on microeconomic circum- 

s t a n c e s  t h a t  d i f f e r  from one bus inees  c y c l e  t o  another .  They 

cannot  be e x p l o i t e d  by p o l i c y  mix d e c i s i o n s .  

The major  sys t ema t i c  qua1 i f  i c s t i o n  t o  t h e  p e s s i m i s t i c  

i m p o s s i b i l i t y  theorem occur s  i n  an open economy wi th  a f l o a t i n g  

exchange r a t e .  A t i g h t  c e n t r a l  bank monetary p o l i c y  r a i s e s  

domest ic  i n t e r e s t  r a t e s ,  a t t r a c t s  i n t e r n a t i o n a l l y  mobile  funds,  

t p p r e c i a t e s  t h e  home cur rency ,  and lowers  t h e  domest ic  p r i c e s  of 

i n t e r n a t i o n a l l y  t r a d e d  goods. By i t s e l f  it a l s o  lowers  domest ic  

demand, no t  on ly  by t h e  e f f e c t s  of h igh  i n t e r e s t  r a t e s  on 

domest ic  consumption and inves tment  bu t  a l s o  by t h e  d e t e r i o r a t i o n  

of  t h e  t r a d e  ba l ance  due t o  t h e  cur rency  a p p r e c i a t i o n .  American 

e x p e r i e n c e  s i n c e  1979 h a s  been a  s p e c t a c u l a r  i l l u s t r a t i o n  of t h i s  

t ex tbook  s c e n a r i o .  

Expansionary f i s c a l  p o l i c y  can o f f s e t  t h e  d e c l i n e  of agg rega te  

demand. A t i g h t  moneyleasy f i s c a l  mix may t h e r e f o r e  be a  way of 

l a r e r i n g  t h e  pa th  of p r i c e s  a s s o c i a t e d  w i t h  a g i v e n  p a t h  of r e a l  

o u t p u t  and employment. T h i s  t o o  is exempl i f i ed  by r e c e n t  American 

e x p e r i e n c e ;  t h e  p r i c e  l e v e l  is  probably  3-5% lower t h a n  it would 

have  been w i t h  a  p o l i c y  mix t h a t  bad k e p t  t h e  d o l l a r  from 

a p p r e c i a t i n g  a g a i n s t  o t h e r  c u r r e n c i e s  i n  r e a l  value.  

But t h e r e  a re  s e r i o u s  l i m i t s  t o  t h i s  u s e  of t h e  p o l i c y  mix. 

The power of a  g i v e n  d i f f e r e n t i a l  above f o r e i g n  i n t e r e s t  r a t e s  to 

a t t r a c t  funds  d i m i n i e h e s  a e  s t u c k  p o r t f o l i o  ad jus tmen t s  n r e  



completed and only a l l o c a t i o n s  of new flows of saving a r e  a t  

s t ake .  I n  any case ,  a  l a e t i n g  e f f e c t  on t h e  r a t e  of i n f l a t i o n ,  as 

d i s t i n c t  from the  p r i c e  l e v e l ,  would r e q u i r e  an eve r - r i s ing  

i n t e r e s t  r a t e ,  a s t e a d i l y  worsening t r a d e  balance, and a 

permanently growing government d e f i c i t .  The gain  on the  p r i ce  

l e v e l  from u s i n g  t h e  t a c t i c  once i s  non-recurrent,  Indeed i t  i s  

l i k e l y  t o  be temporary, reversed  when t h e  currency r e t u r n s  t o  

a s u s t a i n a b l e  f o r e i g n  exchange value.  

However, t h e  improvement i n  t h e  United S t a t e s  i n f l a t i o n  

out look may be more durable ,  thanks t o  a f o r t u i t o u s  i n t e r a c t i o n  

between t h e  po l i cy  mix and c u r r e n t  s t r u c t u r a l  changes i n  wage- 

and p r i c e - s e t t i n g  i n s t i t u t i o n s .  The i n d u s t r i e s  hardes t  h i t  by t h e  

a p p r e c i a t e d  d o l l a r  inc lude  some which were anyway l o s i n g  i n t e r -  

n a t i o n a l  comparative advantage. These happen t o  be h ighly  union- 

i zed  i n d u s t r i e s  whose wage ba rga ins  formerly s e t  p a t t e r n s  

fol lowed throughout t h e  economy. The weakening of these  indus- 

t r i e s  and t h e i n  unions  may be a l a s t i n g  favorab le  s h i f t  i n  t h e  

economy's P h i l  l i p s  curve.  

Expec ta t iona l  e f f e c t s  may h a s t e n  t h e  r e v e r s a l  of p r i c e  

r e d u c t i o n s  due t o  exchange a p p r e c i a t i o n .  Markets could r a t i o n a l l y  

r ega rd  t he  t r a d e  d e f i c i t s  r e s u l t i n g  from t h e  pol icy  mix a s  

u n s u s t a i n a b l e ,  and expect  t h e  exchange r a t e  t o  f a l l .  I f  so,  i t  

g r a d u a l l y  f a l l ,  and t h e  e x p e c t a t i o n  of dec l ine  w i l l  work 

against t h e  i n t e r e s t  r a t e  a t t r a c t i o n s  t o  mobile funds. However, 

t h e  American exper ience  h a s  n o t  y e t  v a l i d a t e d  t h i s  chapter  of t h e  

textbook s c e n a r i o ;  d e s p i t e  r epea ted  f o r e c a s t s  t h a t  t h e  d o l l a r  

w i l l  d e c l i n e  because of concerns  about  h igh  and r i s ing c u r r e n t  

account  d e f i c i t s ,  t h e  d o l l a r  s t a y s  h igh.  



For  a coun t ry  a s  l a r g e  a s  t h e  United S t a t e e ,  t h e r e  a r e  

s p e c i a l  l i m i t a t i o n s  t o  t h i s  s t r a t e g y .  Short-term p r i c e  e f f e c t 6  

a r e  d i l u t e d  bo th  by t h e  sma l l  weight  of i n t e r n a t i o n a l  t r a d e a b l e 8  

i n  r e l e v a n t  p r i c e  indexes  and by t h e  l a r g e  weight  of t h e  country 

in  de t e rmin ing  i n t e r n a t i o n a l  p r i c e s .  Moreover, o t h e r  c o u n t r i e s  

need n o t  s t a n d  s t i l l  wh i l e  a  l a r g e  coun t ry  man ipu la t e s  i t s  

macroeconomic p o l  i c i e s  . A£ t e r  a1 1, one currency 's  a p p r e c i a t i o n  i s  

o t h e r s '  d e p r e c i a t i o n ,  and one country's d i s i n f l a t i o n  is o t h e r s '  

i n f l a t i o n .  The p o l i c y  mix i n  q u e s t i o n  i s  a "beggar-my-neighbor" 

t a c t i c  on p r i c e s ,  j u s t  a s  cur rency  d e v a l u a t i o n s  are "beggar-my- 

neighbor' '  t a c t i c s  on employment. When a l l  c o u n t r i e s  t o g e t h e r  t r y  

t o  use such t a c t i c s ,  none w i l l  succeed. 

The w e l f a r e  macroeconomics of t h e  p o l i c y  mix. - 
If we r e l u c t a n t l y  d i s c a r d  t h e  hope of u s i n g  t h e  macro p o l i c y  

mix  t o  a m e l i o r a t e  t h e  unp leasan t  shor t - run  l i n k  of i n f l a t i o n  and 

unemployment, w e  can  s p l i t  t h e  cho ice  of demand management 

p o l i c i e s  i n t o  two s e p a r a b l e  d e c i s i o n s .  The f i r s t  concerns  t h e  

t o t a l  p o l i c y  impact needed t o  a c h i e v e  t h e  d e s i r e d  pa th  of 

a g g r e g a t e  demand, c o n s i d e r i n g  i t s  j o i n t  consequences f o r  o u t p u t  

and employment on t h e  one  hand,  and p r i c e  l e v e l s  and i n f l a t i o n  

r a t e s  on  t h e  o t h e r .  The second d e c i s i o n ,  t h e  mix d e c i s i o n ,  i s  t h e  

c h o i c e  among t h e  v a r i o u s  combina t ions  of p o l i c i e s  capable  of 

s u p p o r t i n g  t h e  d e s i r e d  pa th .  T h i s  second d e c i s i o n  p e r m i t s ,  indeed 

r e q u i r e s ,  c r i t e r i a  beyond t h e  sho r t - run  o b j e c t i v e s  of demand 

management it s e l f .  These a d d i t i o n a l  c r i t e r i a  w i l l  n a t u r a l l y  

c o n c e r n  t h e  compos i t i on  of n a t i o n a l  o u t p u t ,  i t s  d i v i s i o n  between 

govermnentsl and p r i v a t e  uses, o r  between consumption and 



investment, o r  between domeet i c  and fo re ign  inveetment . 
Underlying those  choices a r e  considera t iona  of in te rgenera t iona l  

e q u i t y ,  present  vernue f u t u r e ,  and of the cur ren t  d i s t r i b u t i o n  of 

weal t h  and income. 

Analys is  of t h e  we l fa re  macroeconomice of t h e  policy mix wae 

a  c o n t r i b u t i o n  of t h e  neo-c lass ica l  neo-Keynesian syn thes i s  

proposed by American economists l e d  by Paul Samuelson i n  t h e  

19508 and 19606. I paraphrase an important and famous manifeeto 

of Samuelson: The n a t i o n  can take  a  s t a b i l i z a t i o n  dec i s ion ,  

f i x i n g  t h e  t o t a l  demand management dose t o  a  des i red  f e a s i b l e  

balance of i t s  p r i c e  and employment ob jec t ives .  Independently of 

t h a t  d e c i s i o n ,  we can r e s p e c t  n a t i o n a l  p r i o r i t i e s  regarding 

resource  a l l o c a t i o n ,  i n t e r g e n e r a t i o n a l  equ i ty  , and t h e  

d i s t r i b u t i o n  of wealth and income. We do not  have t o  make 

governmental c la ims on n a t i o n a l  r e sources  Large r e l a t i v e  t o  GNP 

i n  o rder  t o  have f u l l  employment, because we can o b t a i n  t h e  

necessary  demand otherwise ,  from low taxes ,  high t r a n s f e r  

payments, o r  low i n t e r e s t  r a t e s .  We don't have t o  s l a n t  

d i s t r i b u t i o n  t o  t h e  r i c h  i n  o r d e r  t o  encourage investment and 

c a p i t a l  accumulation, because we can achieve  these  g o a l s  by o t h e r  

f i s c a l  and monetary t o o l s .  Nor do we have t o  r e l y  on t h e  

consumption of wage-earners o r  of t h e  poor t o  employ our 

p roduc t ive  r e s o u r c e s ;  we can s t i m u l a t e  aggregate  demand and 

employment i n  o t h e r  ways. 

The s t andard  d i s c u s s i o n  of p o l i c y  mix has been l e s s  genera l  

than Samuel son's manifes to .  It h a s  concerned t h e  composit ion of 

ou tpu t  a s  between c a p i t a l  formation on the  one hand, and 

coneumption, p r i v a t e  o r  pub l i c ,  on t h e  o t h e r .  This  composition 



depends on t h e  po l i cy  mix i n  a  f a i r l y  obvious way: A l o v e r  r e a l  

i n t e r e s t  r a t e  achieved by a  more accommodative and s t i m u l a t i v e  

monetary p o l i c y  encourages investment .  I t e  agg rega te  demand 

e f f e c t s  can be o f f s e t  by a  t i g h t  enough f i s c a l  p o l i c y  t o  make 

room f o r  t h e  investment  so st imulated.  Th i s  w i l l  b r i n g  about  an 

o u t p u t  mix h e a v i e r  on investment  and c a p i t a l  format ion ,  l i g h t e r  

on consumption. The assumption is ,  of cou r se ,  t h a t  t h e  f i s c a l  

r e s t r i c t i o n s  apply  p r i n c i p a l l y  t o  consumption, e i t h e r  by 

government i t s e l f  o r  by i t s  t r a n s f e r e e s  and t axpaye r s .  The l a r g e r  

purpose i s  t o  r a i s e ,  a t  l e a s t  f o r  a  l o n g  i n t e r m e d i a t e  p e r i o d ,  t h e  

growth o f  t h e  economy'e p o t e n t i a l  o u t p u t ,  t hus  t o  s u b s t i t u t e  

f u t u r e  consumption f o r  p r e s e n t  consumption. 

The range  of cho ice  i s  en l a rged  by t h e  v a r i e t y  of f i s c a l  

i n s t r u m e n t s  a v a i l a b l e .  Tax r e d u c t i o n s ,  s u b s i d i e s ,  and t h e  

i n c e n t i v e s  t hey  c a r r y  f o r  b u s i n e s s e s  and households can w i t h i n  

l i m i t s  be  d i r e c t e d  e i t h e r  t o  inves tment  o r  t o  consumption. I n  t h e  

e a r l y  1960s when a growth-or ien ted  mix of  demand s t i m u l u s  was 

d e s i r e d ,  balance-of-payments f e a r s  s e t  a lower  l i m i t  t o  i n t e r e s t  

r a t e s .  The inves tment  t a x  c r e d i t ,  i n t roduced  i n  1962, was a 

p a r t i a l  s u b s t i t u t e  f o r  monetary s t i m u l u s  and a p p l i e d  t o  home 

inves tment  only .  

More r e c e n t l y  Mar t in  F e l d s t e i n  advoca ted  8 p o l i c y  mix 

focused  on t h e  t y p e  of inves tment  f avo red  by  f i s c a l  and monetary 

p o l i c i e s .  L ike  t h e  sponso r s  of t h e  inves tment  t a x  c r e d i t  i n  1962, 

he was p a r t i c u l a r l y  concerned t o  r a i s e  t h e  s h a r e  of b u s i n e s s  

p l a n t  and equipment inves tment  i n  GNP. To t h i e  end h e  advocated  

f u r t h e r  t a x  concessions, p a r t l y  t o  remove o r  o f f s e t  un in tended  



w e r - t a x a t i o n  of b u s i n e s s  prof i t s  because of i n f  l e t i o n .  He 

observed  a l s o  t h a t  i n f l a t i o n  had magnif ied t h e  advantages t h e  t a x  

code p rov ides  f o r  r e s i d e n t i a l  inveetment ,  e s p e c i a l l y  f o r  owner- 

occupied homes. These d i s t o r t i o n s ,  i n  h i s  view, j u s t i f  i ed  a mix 

of t i g h t  money and t a x  c u t s  f o r  b u s i n e s s  i nvee to re .  High i n t e r e e t  

r a t e s  would h o l d  back hous ing  inveetment  and c o n ~ u m p t i o n  

s t i m u l a t e d  by c a p i t a l  g a i n s  on e x i s t i n g  homes. Business  

investment  would be spared  t h e  d e t e r r e n t  e f f e c t s  of t h e  h igh  

i n t e r e s t  r a t e s  and indeed  would be p o s i t i v e l y  s t i m u l a t e d  by 

generous t a x  concess ions .  The country would g a i n  on t h e  i n f l a t i o n  

f r o n t  from t h e  a p p r e c i a t i o n  of t h e  d o l l a r ,  a s  d e s c r i b e d  above. 

The p o l i c i e s  adopted i n  1981 conformed i n  p a r t  t o  F e l d e t e i n ' s  

p r e s c r i p t  i ons .  

Exc lus ive  emphasis on b u s i n e s s  investment  i n  p l a n t  and 

equipment i s  misguided.  The unde r ly ing  r a t i o n a l e  of a  pro- 

inves tment  s t r a t e g y  is concern  t h a t  s o c i e t y  i s  no t  meet ing  i t s  

o b l i g a t i o n s  t o  f u t u r e  g e n e r a t i o n s .  There a r e  numerous waye of 

mee t ing  t h o s e  o b l i g a t i o n s .  Fore ign  inves tment ,  ach ieved  

by c u r r e n t  account  s u r p l u s e s ,  i s  one, t o  which t h e  p r e s e n t  

American po l  i c y  mix i s  p a r t i c u l a r l y  d e v a s t a t i n g .  P u b l i c  c i v i l i a n  

i n v e s t m e n t ,  mos t ly  c a r r i e d  out  i n  t h e  Uni ted  S t a t e s  by s t a t e  and 

l o c a l  governments,  i s  a n o t h e r .  I t  t o o  is s e n s i t i v e  t o  i n t e r e s t  

r a t e s ,  a s  well as t o  t h e  f e d e r a l  g r a n t s  cu t  i n  r e c e n t  y e a r s  t o  

make budge ta ry  room f o r  t h e  Reagan Admin i s t r a t i on ' s  t a x  c u t s  and 

d e f e n s e  build-up. Format ion  of human c a p i t a l ,  dependent  on p u b l i c  

e d u c a t i o n ,  t r a i n i n g ,  and on-the-job expe r i ence ,  i s  1 ikew i s e  

crowded ou t  by h igh  r e a l  i n t e r e s t  r a t e s .  These were c o s t l y  by- 

p r o d u c t s  of a  p o l i c y  t w i s t  i n t ended  ~ i m y l y  t o  s u b s t i t u t e  b u s i n e e s  



investment  f o r  r e s i d e n t i  a1 c o n s t r u c t  ion. 

The i n t e r n a t i o n a l  fiscal/monetery mix, - 
United S t a t e s  f i s c a l  p o l i c y  in  t h e  1980s h a s  been a sharp  

r e v e r e a l  of t h e  p o l i c i e s  of the pas t .  Both a c t u a l  and e t r u c t u r a l  

d e f i c i t s  are much l a r g e r ,  r e l a t i v e  t o  GTm, t han  eve r  before .  

F e d e r a l  debt  i n  r a t i o  t o  GNP had d e c l i n e d  from 120% t o  25% a f t e r  

World War 11. Now t h e  r a t i o  is  r i s i n g .  I t  i s  p r o j e c t e d  t o  reach  

50% a t  t h e  end of  t h e  decade, and u n l e e s  t h e  budget program is 

d r a s t i c a l l y  t i g h t e n e d  t h e  r a t i o  w i l l  r i s e  i n d e f i n i t e l y  a t  e v e r  

f a s t e r  speed. The h igh - ' i n t e r e s t - r a t e  p o l i c y  mix i e  both an 

i n d i r e c t  consequence of t h e  f i s c a l  p o l i c y  r e v e r s a l  of 1981 and an  

impor tan t  c o n t r i b u t o r  t o  t h e  exp lo8 ive  dynamics of d e f i c i t  end 

deb t  ove r  t h e  f o r e s e e a b l e  f u t u r e .  High i n t e r e s t  c o s t s  on t h e  out- 

s t a n d i n g  d e b t ,  p i l e d  up by bo th  c y c l i c a l  and s t r u c t u r a l  d e f i c i t s ,  

a r e  themselves  an  ever-growing sou rce  of d e f i c i t s .  

Uni ted  S t a t e s  f i s c a l  p o l i c y  i s  no t  on ly  a  r e v e r s a l  of i t e  

p a s t .  It is a l s o  t h e  o p p o s i t e  of t h e  p o l i c i e s  of most o t h e r  

economica l ly  advanced democra t ic  c o u n t r i e s .  T h e i r  government 8 

are, l i k e  t h e  Reagan A d m i n i s t r a t i o n ,  i d e o l o g i c a l l y  c o n s e r v a t i v e ,  

bu t  t hey  g i v e  precedence  t o  t r a d i t i o n a l  f i s c a l  d i s c i p l i n e  w e r  

r a d i c a l  supp ly - s ide  s t r a t e g y  popular  among American conserva- 

t i v e s .  While  t h e i r  economies declined i n  t h e  wor ld  r e c e s s i o n s  

a f t e r  t h e  second o i l  shock, t h o s e  o t h e r  govermnents sought  

v a l i a n t l y  to c u t  t h e i r  d e f i c i t s .  While  Reagan and Volcker  were 

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

c o u n t e r p a r t s  i n  Germany, B r i t a i n ,  and Japan-- even i n  France  

a f t e r  the f a i l e d  go- i t -a lone  expansionimn of H i t t e r and ' s  f irst  



year-- were conve r t ing  cyc l  i c a l  d e f i c i t s  i n t o  a t  r u c t u r a l  

eu rp luses .  T h e i r  t a x  i n c r e a s e s  and   pending c u t e  h i t  t h e i r  

economies w h i l e  they  were down, and t h e i r  c e n t r a l  banks lacked  

t h e  w i l l  o r  t h e  means o r  both t o  o f f  s e t  t he  c o n t r a c t i o n a r y  f i e c a 1  

ehacks w i t h  monetary ease .  I t  i s  no t  s u r p r i s i n g  t h a t  t h e i r  

economies have lagged f a r  behind ,  r ecove r ing  only a s  American 

demands s p i l l  i n t o  markets  f o r  t h e i r  e x p o r t s .  

The s p i l l o v e r  of American demands i n t o  fo re ign  markets  

r e s u l t 8  from t h e  U.S. recovery  i t s e l f  and from the  a p p r e c i a t i o n  

of t h e  d o l l a r  due t o  t h e  U.S. p o l i c y  m i x .  Foreign govermnents and 

c e n t r a l  banks cou ld  have cap tu red  even more American demand f o r  

t h e i r  economies by e a s i e r  monetary p o l i c i e s ,  a l lowing  t h e i r  

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

p o s s i b l y  lower ing  t h e i r  own l o c a l  i n t e r e s t  r a t e s  a t  t h e  same 

t i m e .  I n  t h e  main,  t hey  chose not  t o ,  p r i n c i p a l l y  f o r  two 

r e a s o n s .  C e n t r a l  banks f e l  t c o n s t r a i n e d ,  more than  our Federal  

Reserve ,  by t h e i r  own m o n e t a r i s t  t a r g e t s .  Always j i t t e r y  about 

i n f l a t i o n ,  t hey  e s p e c i a l l y  f e a r e d  t h e  i n f l a t i o n  e f f e c t s  of r i s e s  

i n  l o c a l  p r i c e s  i n v o i c e d  i n  d o l l a r s ,  i nc lud ing  o i l .  

Tak ing  t h e  seven  economic summit c o u n t r i e s  toge  t h e r  , f i s c a l  

p o l i c y  s i n c e  1980 h a s  been n e u t r a l ,  a s tand-of f  be tween demand 

s t i m u l u s  i n  North America and a n t i - s t i m u l u s  i n  Europe and Japan. 

Monetary po l  i c y  h a s  been r e l a t i v e l y  t i g h t  everywhere,  The s t ag -  

n a n t  t o n e  of t h e  wor ld  economy a s  a whole i s  t h e r e f o r e  no 

s u r p r i s e .  

High U.S. i n t e r e s t  r a t e s  have been t r a n s m i t t e d  to  t h e  whole 

wor ld .  The consequences hove been e s p e c i a l l y  s e v e r e  f o r  t h i r d  

wor ld  c o u n t r i e s .  Their e x p o r t s  h a v e  b e n e f i t e d  from ~ r n e r i c a ' s  



recovery  which is now f a 1  t e r  ing. T h e i r  u l t i m a t e  s e l v e t i o n  h inges  

o n  s t r o n g  and s u s t a i n e d  recovery throughout  t h e  developed world, 

and  on a  g e n e r a l  e a s i n g  of i n t e r e s t  r a t e s .  

Fore ign  compla in ts  about American p o l i c i e s  should not  be 

add res sed  s o l e l y  t o  t h e  U.S. budget b u t  t o  our mix of monetary 

and  f i s c a l  p o l i c i e s .  No na t ion ' s  i n t e r e s t  l a y  o r  l i e s  i n  a b o r t i n g  

American recovery .  C r i t i c s  abroad a s  w e l l  a s  a t  home should not  

be a s k i n g  f o r  a  n e t  withdrawal  of demand s t imu lus  but  f o r  a  

d i f f e r e n t  m i x t u r e  of medic ines ,  l e s s  f i s c a l  t o n i c  and more 

monetary e l i x i r .  

Long-run consequences of e v e r - r i s i n g  p u b l i c  d e f i c i t s  and debt .  

I s u g g e s t e d  above t h a t  t h e  p r e s e n t  parameters  of t he  United 

S t a t e s  f e d e r a l  budget  imply t h a t  t h e  f e d e r a l  debt w i l l  grow 

f a s t e r  t h a n  t h e  economy i n d e f i n i t e l y .  Tnis  w i l l  be t r u e  even i f  

t h e  economy is o p e r a t i n g  s t e a d i l y  a t  a s  low a  r a t e  of 

unemployment a s  is compa t ib l e  w i t h  non-acce l e ra t ing  p r i c e s .  

The a r i t h m e t i c  r e a s o n s  are twofold. F i r s t ,  p rospec t ive  

p r i m a r y  s t r u c t u r a l  d e f i c i t s  are l a r g e ,  2.5-3% of GNP. By 

"primarg" I r e f e r  t o  t h e  d e f i c i t  on t r a n s a c t i o n s  o t h e r  t han  t h o s e  

r e l a t e d  t o  deb t  s e r v i c e ,  namely debt  i n t e r e s t  o u t l a y s  n e t  of 

t a x e s  l e v i e d  on such i n t e r e s t  and  of t h e  c e n t r a l  bank's repay- 

ments  t o  t h e  Treasu ry  of e a r n i n g s  on  i t s  h o l d i n g s  of  deb t .  

Second, t h e  government 's n e t  r e a l  i n t e r e s t  r a t e  is l i k e l y  t o  be 

no lower t h a n  t h e  economy's s u s t a i n a b l e  growth r a t e .   his means 

t h a t  even i f  t h e  pr imary d e f i c i t  were  z e r o  t h e  debt  would r i s e  

f a s t e r  t h a n  GNP. These two c i r cums tances  a r e  bo th  new t o  t he  

Un i t ed  S t a t e s ;  t hey  n e v e r  nppl i e d  i n  pence t ime p r i o r  t o  1981. 



What i s  t h e  danger i n  runaway pub l i c  debt 7 The enme f e a t u r e 8  

of t h e  economy t h a t  enab le  expansionary f i a c o l  pol i c i e e  t o  

provide  u s e f u l  demand et imulue i n  s h o r t  runs  v i t h  excess  

unemployment mean t h a t  p u b l i c  debt  crowds out  c a p i t a l  e tocke i n  

l ong  r u n s  w i t h  f u l l  employment. Goverment  bonds are n e t  weal th .  

Savers '  h o r i z o n s  a r e  not  i n f i n i t e .  Savers' w i l l  ingnees  t o  accumu- 

late n e t  p r i v a t e  weal th  i s  l i m i t e d ,  not p e r f e c t l y  e l a s t i c  a t  some 

s u b j e c t i v e  r a t e  of t i m e  p r e f e r e n c e .  The more t h e  c e n t r a l  govern- 

ment borrows, t h e  l e s e  i s  a v a i l a b l e  f o r  c a p i t a l  accumulat ion by 

b u s i n e s s e s ,  houeeholde, and l o c a l  govermnents and f o r  t h e  acqui-  

s i t i o n  of n e t  c l a i m s  a g a i n s t  t h e  r e s t  of t h e  world. Lees is 

a v a i l a b l e ,  t h a t  i s ,  f o r  t hose  a l l o c e t i o n s  of weal th  which a r e  t h e  

s o u r c e s  of p r o d u c t i v i t y  advances and f u t u r e  impor ts ,  The burden 

of p u b l i c  deb t  on o u r  c h i l d r e n  and o u r  ch i ld ren ' s  c h i l d r e n  is 

t h a t  w e  c o l l e c t i v e l y  bequeath them sma l l e r  s tocks  of t he  a s s e t s  

on which t h e i r  1 i v i n g  s t  andards v i l l  depend. 

The s t o r y  i s  a c t u a l l y  worse than  t h e  def i c i t - d e b t  dynamics 

s k e t c h e d  above. I n t e r e e t  r a t e s  cannot be taken a s  cons t an t  w h i l e  

t h e  deb t  grows r e l a t i v e  t o  t h e  economy. I n c r e a s e s  i n  i n t e r e s t  

r a t e s  are t h e  mechanism by which government b o r r a r i n g  squeezes  

o u t  c a p i t a l  i nves tmen t .  A s  t h e  c a p i t a l  s t o c k  d e c l i n e s  r e l a t i v e  t o  

o u t p u t ,  i t s  r i s i n g  marg ina l  ~ r o d u c t i v i t y  p u l l s  i n t e r e s t  r a t e s  up. 

The v i c i o u s  c i r c l e  i s  t h a t  t h e  h i g h e r  r a t e s  i n  t u r n  

a c c e l e r a t e  t h e  growth of d e b t .  

To t h e  e x t e n t  t h a t  f o r e i g n  s a v i n g s  can  be t apped ,  t h e  

crowding o u t  of domest ic  c a p i t a l  s t o c k  i a  m i t i g a t e d .  But national 

w e a l t h  i n  t h e  form of n e t  c l a i m s  on t h e  r e s t  of t h e  wor ld  i s  

crowded ou t  i n s t e a d .  Un les s  f o r e i g n  sav ings  a r e  a v a i l a b l e  at 



i n t e r e s t  r a t e s  low enough t o  p lace  t h e  net  c o s t  of &averment  

debt  s e r v i c e  below t h e  economy's growth rate-- and we l l  belaw it 

when t h e  primary s t r u c t u r a l  d e f i c i t  i s  large-- the  same unetable  

dynamic s c e n a r i o  s t i l l  a p p l i e s .  

There is no t  much t h e  c e n t r a l  bank can do about t h i s  problem 

except  to a l low a c c e l e r a t i n g  i n f l a t i o n .  I n f l a t i o n  does r e l i e v e  

t h e  debt  problem by enhancing seignorage,  a c o s t l e e s  source of 

d e f i c i t  f inanc ing .  But i f  monetary pol icy  i s  dedicated  t o  holding 

t h e  i n f l a t i o n  r a t e  c o n s t a n t ,  seignorage w i l l  a c t u a l l y  decl ine  a s  

crowding ou t  i n c r e a s e s  i n t e r e s t  r a t e e  and reduces p r i v a t e  demands 

f o r  baee money. 

S imula t ions  of t h i s  process  wi th  p laueibly  r e a l i s t i c  

parameters  do not  show dramat ic  r educ t ions  i n  r e a l  growth of 

ou tpu t  and consumption ve ry  soon. But they do shim even tua l ly  t h e  

complete crowding out  of g r o s s  investment, a s  ea r ly  ae 12-15 

y e a r s  i f  savers '  supply of wealth i s  wholly unresponsive t o  

i n t e r e s t  r a t e  i n c r e a s e s .  A t  t h a t  point  t h e  r a t e  of reduct ion i n  

t h e  c a p i t a l - o u t p u t  r a t i o  i s  l i m i t e d  to t h e  physical  deprec ia t ion  

of c a p i t a l .  But s i n c e  t h e  growth of pub l i c  debt cont inues  

unabated,  t h e  va lue  of e x i s t i n g  c a p i t a l  must f a l l  enough t o  stay 

w i t h i n  t h e  c o n f i n e s  of t h e  savings  a v a i l a b l e  t o  hold  it w h i l e  

e v e r  l a r g e r  s h a r e s  are absorbed i n  ho ld ing  p u b l i c  debt .  These 

developments a r e  t h e  s p e c i f i c  apoca lyp t i c  events  t h a t  Cassandras 

vaguely h i n t  when they warn t h a t  e x p l o s i v e  pub l ic  debt is n o t  a 

v i a b l e  f u t u r e .  

Those e v e n t s  w i l l  not  occur ,  because f e a r  of them w i l l  

sooner o r  l a t e r  i n s p i r e  t h e  changes of po l i cy  necessary  t o  



f o r e r t a l l  them. Better sooner than l a t e r .  Tht long run octnario 

g r e a t l y  re inforcca  the  ca8e  for  a  r a d i c n l  s h i f t  i n  t h e  po l i cy  

mix, already amply j u ~ t i f  i e d  by concerns f o r  the h e a l t h  of 

tbe nrrtional and in ternat iona l  economies i n  the immediate future.  
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