Fiscal versus Monetary Rules”

1. Introduction

During recent years economic pelicy has had to be planned
under conditions of much greater uncertainty than in the past.
Policy-makers have been confronted with the twin tasks of reducing
the pace of inflation and attempting to stabilise the economy, while
these vety problems make the outcome of their policies less certain.
An attempt to break this vicious circle has been the adoption, in
several countries, of publicly announced monetary targets. By pre-
determining the authorities” actions, at least one source of uncer-
tainty can be removed. And this could stabilise the public’s expec-
tations as well, at least after a transitional period! and provided the
selected target is deemed to be relevant? However, the outcome
could be disappointing #f it were known that the authorities had not
sufficient control to be able to implement their targets,’ or if their

* This is a revised version of a paper presented at the 6th Money Study Group
Conference, Oxford, September 1977. I whish to thank participants of that confe-
rence — particularly Benjamin Friedman, Willem Buiter and Charles Goodhart — for
helpful comments. Peter Oppenheimet read an earlier draft and provided valuable
suggestions for revision. The responsibility for remaining errors is mine alone.

The research underlying this paper was supported by a grant from the Ente pet
gli studi monetari, bancari e finanziari, “ L. Einaudi ¥, Rome.

1 The likelihood of increased instability until the public's expectations have fully
adapted to the new regime has heen stressed by Parkmv (1977).

2 This point has been taken to its extreme conclusions by Cripps-FeTHERSTON
(1977, p. 51): “if the market believes in, or is believed to believe in, the importance
of monetary aggregates such as DCE or money supply, failure of the authorities to
achieve a monetary target will adversely affect speculative confidence, irrespective of
whether that monetary target has in itself good or bad real effects on the U. K.
economy.”

3 This is certainly the case if they are even unable to monitor the target
variable, as has been the case with public expenditure both in the U.K. and in the
United States. See ExPEnpITURE CoMMITTEE (1977, pp. 9-11} and BLINDER-SoLow
(1974, pp. 111-112).
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choice of target had been controversial.*  This last aspect is very
important, since we have had, for some years, a lively controversy
over the relative merits of fiscal versus monetaty instruments,” and
in the UK. there have been supporters both for a fiscal policy rule
and for a monetary ageregate rule.

The public sector deficit, money supply, and domestic credit
have been suggested, in turn, to be the best indicators and targets
of macroeconomic policy. Then, eventually, in 1976, the British
Government declared its policy for the following two years, with
publicly quantified targets for all three variables.

Not surprisingly, this somewhat “ impartial ” decision has been
criticised from all sides, Moreover, a strategy based on multiple
targets raises a host of questions. Once the “ central forecasts ” for
these variables have been turned into “ targets,” what will the con-
sequences be if their consistency later ceases, due to any unpredicted
shift of the underlying relationships? And what will happen if, in
fact, only one of these variables is relevant, but the other two are
controlled as well?

In the literature, this case has not been explicitly examined.
It is known, from Poole (1970), that in a closed economy a mone-
tary target is more suitable with a stable demand for money, while
an interest-rate target is better with stable expenditure functions.
For an open economy, with fixed exchange rates, it is also known
that a money-supply target is more effective in stabilizing income
while a DCE target is more appropriate for a balance-of-payments
objective.® But what are the benefits, the costs and the risks, for
income and balance-of-payments objectives, with targets for money
supply, DCE, and the public sector deficit, given unpredicted dis-
turbances of the structural relationships of the economy, whose para-
meters are only known within wide confidence limits? 7

4 Not surprisingly, the Bank of England has tried to minimize this risk: “ The
principle of adopting a target may be mote important than its precise form, or the
particular magnitude to which the target reiates.” See Bank of England Quarterly
Bulletin (June 1977, p. 151

5 The controversy has centered on all the most important aspects of macro-
economic theory, For recent useful surveys, see BrLinper-Sorow (1974) and STEIN
(1976),

6 See PoLaR-Arcy (1971) and Vacraco (1975).

7 Gooprart (1975, pp. 239-240) asserts that Poole's analysis in terms of relative
instability of IS/LM curves is not very relevant since those disturbances can be
spotted and remedied. But this is politically less feasible once specific rargets have
been publicly announced. He stresses, however, the greater difficulties resulting from
ignorance of the “true” structural relationships and this can certainly be accepted.
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In this paper 1 intend to tackle these problems by examining,
first, the assumptions that lead to a rule for each of the three vari-
ables. Then I shall quantify their differences with a simulation expe-
riment, using 2 simplified macroeconomic model capable of repro-
ducing the main features of those opposite approaches.

A brief review of the maiv criticisms that have been levelled
against this “ three-targets  policy may be a useful starting-point.

2. Money Supply, Domestic Credit and Public Sector Deficit

The financial objectives of British economic policy over the
vears 1977-79 have been defined in terms of PSBR (£ 8.7 billion in
1977/78 and £ 8.6 billion in 1978/79) and DCE {£ 9 billion in the
12 months ending 20th April 1977; £7.7 billion in the following
12 months; and £6 billion — subject to revision - in the year
ending 18th April 1979). It was also announced that the rise in the
sterling component of the money supply (M) during 1976/7 was
to be contained within a range of 9% - 13% ® Figures for PSBR and
DCE were included in the Chancellor of the Exchequer’s Letter of
Intent to the IMF of 15th Deceniber 1976, in the form of ceilings,
but they have been widely interpreted as zargets. In fact, because
of the degree of restriction they imply, and the associated short-term
costs in terms of output and employment, it is likely that the authot-
ities would wish to minimise any shortfall below these figures.

This strategy of economic policy has been criticised for a number
of reasons. It has been argued that a reduction in the public sector
borrowing requirement will noi encourage the growth of exports
and private investment, contrary to what was stated in the Letter of
Intent. The specific targets for DCE have been rejected although
for opposing reasons.”! The consistency of DCE and M; targets has
been questioned.'?

8 The band for sterling M; growth was stated to be consistent with the DCE
figure of £9 billion. See Bank of England Quarterly Bulletin (March 1977, p. 16).

? The same targets were reaffirmed in July 1977: sec CUANGELLOR OF THE
ExcHEqQuER {1977, par, 33).

10 See National Institute FEcomomic Review |February 1977, pp. 38-39).
. il Compare Economic Policy Review (March 1977, pp. 2829} “ The £7.7 bil-
lian DCE target set for the financial vear 1977-8 will morc-or-less be met, but .. the
DCE target for 19785 js too tight ”, with CosHam {1977, p. 54%: * The 1977-78 DCE
target appears to be consistent with the Government’s forecasts and objectives... For
1978-79, however, the DCE targer appears to be too high ” |

].2 Bar'c{ays Bank Review (May 1977, p. 38): “DCE of £7.7 billion would
result in an increase in sterling M, of more than 13 per cent. A figure of about
15 per cent seems more likely.”
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More fundamental criticism, however, has been directed to the
choice of target variables. Three arguments may be distinguished.

Interpreting the PSBR as the key variable in the Government’s
strategy, the N.I.LE.R. has commented : “ The fundamental weakness
of the PSBR is that its size fails to distinguish the influence of the
budger on the economy from the influence of the economy on the
budget... thus running budgetary policy according to a PSBR target
may lead to perverse stabilisation policy : a shortfall from the em-
ployment target will increase the PSBR and may lead to deflationary
action in an attempt to achieve the original PSBR target.”

Cambridge’s EP.R., on the other hand, interprets DCE as the
central aggregate among the Government’s targets, and rejects it with
the following comments: “ The adoption of firm commitments on
the scale of DCE is in principle a mistake which could force the
government to impose an unnecessary reduction in real output and
employment... there s no justification at all for incorporating a DCE
target in official economic policy. It will either prove ineffective
because the increase in demand for money and the balance of pay-
ments deficit fall within the limits set for the DCE; or, if it is effec-
tive, it will constrain fiscal policy in an obscurantist manner, regard-
less of the consequences for growth of income and employment.” 4

~As we shall see, both these criticisms stem from assumptions
about the working of the economy which are different from those
upon which the Government's strategy is supposedly based. A more
damaging criticism, undermining the premises on which a monetaty
rule rests, is the one raised by the Governor of the Bank of England,
when he stated that “ In the United Kingdom we have not recently
been able to observe a continuing stable relationship between money
and incomes. Moreover, there can be structural changes in the finan-
cial, and more particularly within the banking, system which can
change the amount of money that the economy needs.” ¥

I shall consider the foregoing three criticisms in turn, beginning
with the N.I.LE.R.’s argument about the PSRR. '

Their point against a PSBR target is, of course, well made, but
to judge its validity it must be seen in relation to the given DCE

1* Nikr {February 1977, pp. 4344), The same criticism has been raised by
Wazrp (1977, p. 73).

14 Crrers-FeTHERSTON {1977, pp. 48, 54).

15 From a speech given on 17.1.77, repraduced in Bank of England Quarterly
Bulletin (March 1977, p. 50).
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target. In a simple “ fiscal model,” fixing the PSBR eliminates any
“ built-in ” stability; indeed, it means that any exogenous shock to
income is amplified. N.ILE.R. stresses the point that a lower level
of income will entail deflationary action, and, of course, the opposite
is also true. “ Endogenous ” tax rates and/or public expenditure will
increase the income multiplier of autonomous expenditure.

However, given a DCE target the N.LER.s alternative pro-
posal for a “ full employment PSBR ” target is not sufficient, unless
the target for DCE has also been set at full employment income.'s
This is because any change in income would still influence the actual
PSBR in the opposite direction; and with DCE given, this would
mean a corresponding change in DCE — PSBR, that is in bank credit
available to the private sector and/or sales of public sector debt to
the private (non-bank) sector.”” In other words, any “ built-in ” fiscal
stabilisation would be accompanied, automatically, by destabilising
(ie. opposite) shifts in monetary policy.”® Apart from any distribu-
tional effects — the private sector will have to buy mote bonds or be
refused bank credit to the extent that it pays less taxes and receives
more unemployment benefits, these effects being differently allocated
— the net effects on income and the balance of payments will
depend on the relative impacts of fiscal and monetary variables
(policies).

By fixing both the PSBR and DXCE, the net availability of do-
mestic credit to the public and to the private sectors is determined.
And this could be a “ structural ” goal desired by the Government.”
But in order to judge the implications for stability, during the target
period, of this strategy which prevents a countercyclical fiscal policy,
while avoiding a cyclical monetary policy, we still need a complete
model of the economy.

The effects (if any) on income and the balance of payments of
changes in the composition of DCE depends on the interest, income,
and wealth elasticities of the demand for money and expenditure

16 Within the logic of a IXCE strategy, this would imply estimating the demand
for money at full-employment income.

17 The link between PSBR snd DCE, in the redefined version consistent with
a sterling M;, is given in Bank of England Quarterly Bulletin (March 1977, p. 40).

18 Incidentally, we may note here that, contrary to what is stated by CRIPPS-
FrTHERSTON (1977, D. 54), a target for DCE does not constrain fiscal policy alone,
but allows for a wide range of fiscal end monetary policies. )

12 In fact, in previous Letters of Intent to the IMF, PSBR forecast wete men-
tioned, but only on this occasion was there a definite commitment, and, what is more,
this was for two years.
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functions, and the utility of having both targets for PSBR and DCE
further depends on the causes of unpredicted changes in income
during the target period.

Targets for DCE and the public sector deficit have been sug-
gested with reference to very different transmission mechanisms of
monetary and fiscal policies, so in the following sections 1 shall
develop a brief exposition of those models, in order to compare their
basic assumptions,

3. The Model of a Fiscal Policy Rule

A fiscal policy rule was proposed by the so-called “ New Cam-
bridge School,” who also rejected the idea of a DCE target.

Very unfortunately, the “New Cambridge ” initial insistence
on the “ empirical ” validity of their propositions has focused most
serious criticism at the empirical level; ® while the confused presen-
tation of its results has led to a very superficial debate on its theo-
retical basis.? A simplified summary of their basic model will show
why they regard a DCE target as, at best, irrelevant.?

The suggested “ New Cambridge ” transmission mechanism is
based on a sharp distinction between private and outside sectors.
It is further assumed that the private sector has a stable demand
function for net financial assets, essentially related to its disposable
income®  Since the supply of net financial assets for the private

20 See Brsruam (1976}

21 Rowan (1976} has stated that the “ New School * is, without any justifica-
tion, entirely at odds with conventional monetary theory. Brunnez-MELTZER (in
Stein, 1976, p. 138, n. 13} have dubbed “ Neo-Cambridge ” as “ A revival of vulgar
Keynesianism.” On the other hand, Smrta (1976) has stressed their many monetarist
similarities, going as far as to state that * If one substitutes Domestic Credit Expan-
sion for Government Deficit, it is difficult to distinguish the results” (p. 199).
Unfortunately, Smith has failed to see the difference between Government deficit
and DCE.,

22 However, some of the reasons given by Cripps-FerHERSTON (1977, p. 54) are
misleading. They state thar the authorities cannot guarantec a DCE target if the
demand for money increases mote than expected, because a rise in interest rates
increases the demand for money. But we can note that the authorities are not wor-
ried by an increase in the demand for money, which will tend to improve the balance
of payments: and the positive interest elasticity of the demand for money is simply
due to the fact that, in their estimated function, they have oslv its own-rate. See
CEPG (1977, p. 57). However, this specification can be criticised on a number of
grounds. See Goopnarr (1978) for a detailed account of money demand functions
in the UK.

23 The precise specification of this function has undergone substantial changes.
See Cripps-FETHERSTON-GODLEY (1976} and CEPG (1977).
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sector comes from the public sector deficit 2! and the current balance
of payments, equilibrium in the market for net financial assets (and
thus implicitly in the output market} is determined by eq. [1]:

[1] W=C+PSD4+W_,
Where: W=private sector net financial assets; C=cutrent balance
of payments; PSD=public sector financial deficit.

By adding the following three equations:

[2] W=f{Yq)
[3] Yar= ¥V —1Y
[4] C=£f(Y,e)

Where: Y:=gross domestic product; Ye=private sector disposable
income; t=tax-transfer rate; e=exchange rate

we have a stylized model which determines, given W_., PSD and
the exchange rate, the endogenous variables Y, Yo, W and C. There-
fore, the authorities can always fix PSD (i.e. given public expendi-
ture, alter £} to achieve any desired value of the current balance of
payments, while another policy instrument (ie. the exchange rate)
could be used for an income objective.

Although the model is couched in terms which are familiar in
conventional monetaty theory, no serious consideration has been
devoted to the assumed relevance of the private sector’s net financial
wealth. By interpreting the assumptions of the model in terms of
monetary theory, we see that the two following propositions are
implicit:

(i) A high degree of substitution within the private sectot’s
financial wealth (i.e. between cash, government debt, and net private
overseas assets):

(ii) A low degree of substitution between financial assets and
real assets (low interest elasticity of the private sector’s expenditure
functions).

2 The PSBR is the public sector’s financial deficit plus borrowing to finance net
lending to the private and overseas sectors. Thus only the PSFD) measures the domestic
supply of financial assets to the private scctor. Although in recent years the two magni-
tudes have had different changes, in this paper I shall consider them as having a fixed
relationship and treat them as interchangeable. Of course, the PSER is the relevant
target for a monetary rule, while the PSFD is relevant for a fiscal policy rule.
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The relevant portfolio adjustment of the private sector is thus
limited to the effects of outside financial assets on private real assets.
A change in “inside” money (any increase in the money supply origi-
nated by increased bank credit to the private sector) has little effect,
since it leaves unchanged the financial wealth of the private sector.
While an increase in PSD will have the same effect, whether it is
financed by cash or bonds, in both cases the process of portfolio read-
justment will lead to an increased demand for real assets.

Now, can we find anything in orthodox monetary theory ? which
could give a meaning to this distinction of inside and outside finan-
cial assets, and justify the aggregation of the private sector’s outside
financial assets?

As a matter of fact, monetary theory holds that oufside finan-
cial assets have a wealth-effect on the private sector demand for both
real and financial assets. “ New Cambridge ” can thus be reconciled
with orthodox monetary theory, if we are prepared to accept the
following assumptions:

(1} All outside financial assets have wealth effects; %

(ii) Wealth effects are more important on real expenditure
than on demand for financial assets; %7

(iil) Wedalth effects are more important than substitution ef-
fects: there is a high interest elasticity in the demand for money and
a low interest elasticity in private expenditure functions.

Under these conditions,® a fiscal policy rule matters, while a
monetary aggregate, which also includes “inside > money, is irre-
levant, '

25 See Cripps-FETHERSTON-GODLEY’s (1976, p. 49) contention that “ the theory
of money {as distinct from ‘monetarism’) may provide the basic hypotheses which
explain our empirical relationship.”

26 The Pesek-Saving thesis that * inside ” money also has wealth effects is thus
rejected. However, possible indirect support for the Pesek-Saving hypothesis is implied
by adding bank advances as an independent variable in expenditure functions. Some
evidence for this effect was given by Artis (1974, p. 541) and by the first version of
“New Cambridge " equation. See Crreps-Ferurrston-GonLEy {1976, p. 46). The fact
that the change in wealth implied by a change in the interest rate is ignored by “ New
Cambridge ”, means that the private sector, while not discounting the stock of public
debt, discounts any capital gain or loss due to a change in the rate of interest.

27 With inflation, there is a negative wealth effect on expenditure functions, and
there is, in fact, some evidence for this effect in recent years.

2 When originally advanced in newspaper articles, “ New Cambridge * functions
did ignore monetary policy, Later [see ExpenpiTuRE COMMITTEE (1974)], monetary
variables were inclizded but wete statistically not significant. Finally, see CEPG (1977},
monetaty variables were deemed to he quantitatively not important. This is where
“New Cambridge” parts from Brunner’s “fiscal monetarism” [see BRUNNER (1976)],
since Brunner has both wealth effects from PSBR and substitution effects.
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4. The Model of a Monetary Rule

The portfolio adjustment, and thus the transmission mechanism
assumed by a monetary rule are quite different, T shall exemplify
the model underlying a DCE strategy, as taken from its original IMF
source.” In this case, a rigid line is drawn between monetary and
non-monetary assets, due to the unique characteristics of money (not
a close substitute for any other single asset), which are relevant whe-
ther it is “ inside ” or “ outside ” money.”® In an open economy, the
stock of money is the counterpart of domestic credit and foreign
reserves; thus.equilibrium in the money market (and implicitly in
the bond market) is given by eq. [57]:

[5] M=AR+DCE|-M_,

Where: M = money supply; AR = change in net foreign assets of
consolidated banking system; DCE = domestic credit ex-
pansion,

It is further assumed that the private sector has a stable demand
for money, with income and the rate of interest as arguments:>!

[6] M=f(Y, 1)

And then we add equations [7] and [8] giving the balance of
payments and the equilibrium condition of the output market:

[7] AR=1(Y,r)
[8] Y=£{(X,r)

Where: X = exogenous variables such as exports, public expenditure,
tax rates, etc,

With a fixed exchange rate, eqs. [5]1—[8], given X and M_,,
determine Y, M, r and AR for a given DCE. Thus the authorities

2 See PoLak-ArGY (1971). As it is well known, this approach was then genera-
lized fnto the long-run monetary theory of the balance of payments; see JoHnson (1972},
The Hterature on this approach has accumulated in recent years; for some useful surveys,
see CLAASSEN-SALIN (1976).

30 Friedman has recently stressed the fact that he does not attach any importance
to the inside/outside distinction. Sce FRIEPMAN in Stein {1976, p. 317}, Other mone-
tarists {e.g. Brunner-Meltzer) would disagree on this point.

31 Neither PoLak-ARrGy (1971) nor JoHNnsoN (1972) mention “ net wealth ” as an
independent variable in the demand for money function, but most monetarists would
include W as well (or substitute it for income). Note that the price level is assumed
in eq. [6] to have been given, otherwise the function must be specified in terms of
real money demanded.
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can always fix DCE to achieve any desired value for the balance of
payments.”? (In the long run, in the case of a small economy with
prices, real income and the interest rate given, there will be no room
for an independent monetary policy). Given DCE, the money supply
and interest rate are endogenous in the model, and any excess demand
(supply) for money will eventually be accommodated by a change in
foreign reserves (the distinction between the current and the capital
account of the balance of payments not being relevant).
The basic assumptions of this model are the following:

{1} Money and bonds are poor substitutes, resulting in a low
interest elasticity of the demand for money function;

(i) Bonds and real assets are good substitutes; producing a
high interest elasticity of the private sector expenditure functions;

(iii} The inside/outside distinction does not matter; in fact,
inside and outside bonds are good substitutes: there are crowding-
out effects with a bond-financed increase in government expenditure,
as the private sector adjusts its portfolio to the increased supply of
public bonds by reducing its demand for private bonds.

The relevant portfolio adjustment of the private sector is there-
fore given by the effect of changes in the supply of monetary assets
on all other real and financial assets (and liabilities). On the other
hand, the PSBR has not entirely disappeared, but in this context it
has no “fiscal ” meaning, since only the PSBR less any sale of public
bonds to the private (non bank) sector, is a component of DCE. Given
DCE, any change in PSBR will be offset by an equivalent change in
government bonds sales and/or by reduced bank credit to the private
sector. And this is just another way of saying that, within a DCE
model, a change in its composition is deemed to be irrelevant.’®

32 This is why the IMF, when arranging its stand-bys, asks for ceilings to be
put on DCE. In fact, a DCE ceiling has been introduced in the UK, with the 1969
Letter of Intent, but it subsequently disappeared. See Arris {1974, p. 338, n. 36).
It was “ rediscovered ¥ when a new Letter of Intent had to be written to the IMF in
1976. But while in 1969 it had been accepted reluctantly, this time the authorities went
on record as stating that DCE met their long-ran strategy of monetary targets,

3 We follow here the tradition of Samuelson-Tobin-Modigliani e aifi, although
monetarists like Friedman, Brunner and Meltzer object to this interpretation in terms
of IS/LM interest elasticities.

34 Alternatively, the same crowdingout effects can be represented in terms of
interest-rate elasticities of IS/LM curves when an increase in public expenditure has
to co-exist with 2 constant money supply,

3 Of course, one possibility of enforcing a DCE target is by fixing both the
PSBR and the private seccor’s bank advances, and then selling (or buying) government
bonds in the appropriate amounts, i
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5. A Model of a Fiscal and Monetary Rule (?)

Having assessed the two transmission mechanisms from which
either a fiscal or a monetary rule % can be derived, we have seen that
their crucial difference can be expressed in terms of wealth effects
versus crowding-out effects,

The distinction between inside and outside financial assets im-
plies positive wealth effects of all outside financial assets on a stable
private expenditure function, The distinction hetween monetary and
non-monetary asscts implies “ perverse ” wealth effects {or “crowding-
out,” as they are called nowadays) of bond-financed public expendi-
ture, given a stable demand for money

It is thus evident why the “ New Cambridge ” rejects a DCE
target and why a target for the PSD alone is not consistent with
the IMF model. But it is also surprising that both targets were
accepted by the British authorities: they have never before paid
much attention to wealth effects of cither variety. Following a long
tradition, the monetary authorities in the Unired Kingdom have not
adhered to cither of those two transmission mechanisms (in fact, to
any simple and well-defined transmission mechanism). On the con-
trary, they have repeatedly stressed the following points:

(i} The importance of all financial intermediaries;

(ii) The importance of sectoral flow-of-funds and net financial
balances;

(iii) The instability of the demand for money;

(iv) The “ mystery ” of the transmission mechanism of mo-
netary policy *®

Taken together, these points imply that neither the money supply
nor the private sector’s financial wealth can be used as a single in-

36 It must be stressed that what matters is not the specific targets, but the rules
according to which the rargets will be selected and given a specific value.

37 Strictly speaking, while crowding-out effects certainly contradict the ¢ New
Cambridge * model, the IMF model could dispense with them and still predict a stable
relationship between DCE and the balance of payments, provided that any increase in
bond-financed expenditure (DCE unchanged) raises income and interest rates, in such
a way that the worsening of the current account is exactly offset by a capital inflow
(AR unchanged). For a lengthy discussion on crowding-out — unfortunately confined
to a closed economy — see StEIN (1976),

8 These points were all raised by the Governor of the Bank of England in the
above-quoted speech. See also GooprarT (1978).
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dicator or target. We are instead given a long list of partial indicators,
Total financial assets are more relevant than mopetary assets, if there
is a2 demand for money by the private sector which has a high and
unstable interest elasticity. Similarly, “ outside ” money is more re-
levant than the whole money stock, if there are shifts in the demand
for money which are largely accomodated by changes in bank credit,
without much effect on other markets for financial and real assets.?®
Thus, targets for the private sector’s total financial assets or for
“ outside ” money alone would be more useful in these two cases,
than a target for DCE. This further implies that DCE should not
be taken as homogeneous, since changes in its composition effect
the private sector’s demand for real and financial assets. On the
other hand, the emphasis on sector financial balances implies that
not even the private sector is homogeneous, the more so when firms
finance their acquisition of real assets by bank advances which are
balanced by the personal sector’s holding of bank deposits. This may
explain why the absolute values of the financial balances of the
personal and corporate sectors are relevant® and it could imply a
more stable demand for total financial assets limited to the personal
sector.

In conclusion, we can see that the authorities’ adherence to a
DCE target does not square with the IMF model (on the contrary,
they tend to take a “ fiscalist ” view of interest elasticities of money
and real-asset demand functions), while their preoccupation with the
PSBR does not indicate that they attach much importance to wealth
effects on private sector expenditure either What, then, are the
implications of both DCE and PSBR targets within this more eclectic
model? Strictly, to answer this question, we ought to. simulate a
rodel large enough to capture all the different effects that have been
listed earlier, i.e. taking account of all the financial relations in the
economy. To simplify the task and still be able to give at least a
partial answer, I have put together the two simple models suggested
by the proponents of the fiscal and monetary rules presented in the
previous sections. Not surprisingly, this produced something which

3% For what has been expetienced in the UK, since 1971, see GOODHART (1978},

40 “ There might be significant economic consequences resulting from shifts in the
balance of financia! indebtedness between groups within the private sector, especially
between companies and persons ”, (GoODHART (1973, p. 206).

41 See, however, the recent attemipt to relate consumption expenditure to changes
in the personal sector’s liquid assets, in TowNEND (1976}, For another, less sophisti-
cated, attempt, see FIsHer (1975),
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is really a modified IS/LM model, for an open economy with wealth
effects. The differences between the two transmission mechanisms
(our ignorance of the * true ” economic relations) are captured by
different interest elasticities of demand for money and expenditure
functions, by different wealth effects on those functions, and by
different assumptions on their relative stability. A simple simulation
experiment will provide an indication of what the effects are. with
DCE and PSBR targets, in the two extreme cases.

6. A Simulation Experiment

The model (with the usual assumptions about the signs of partial
derivatives} is as follows:

[17 Y=A(Yq 1, W)+ G+C(Y)
[2] Yo=Y --tY

[3] PSD=G—1tY

[4] AM=L(Y,r, W.}—M.
[5] AM=AR+DCE

[6] AR=C(Y)+ABF (r)
[7] AW =AM+AB— ACR
[8] PSD=(DCE—ACR)+AB

Where the new variables are: A = private sector total expenditure;
G = public expenditure; BF = government bonds held by
foreign investors; CR = bank advances to the private sector;
B = government bonds held by the (non-bank) private sector.
Wo and M. are the private sector’s financial wealth and the
money stock, at the beginning of the period.

As the model is simple and quite traditional, there is no need
for a lengthy explanation of its characteristics. Egs. [1]1—[3] give
the IS curve (equilibtium in the output market); while eq. [31
determines the public sector deficit (here, again, assumed to cor-
respond to the PSBR} given G and t; or, alternatively, it determines
G or t, given the PSD. Eqgs. [4]--[6] give the LM curve (equili-
brium in the money-bond market). It is assumed that there are no
private capital movements (or that they are under the control of
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the monetary authorities), thus capital inflows ate only invested in
government bonds (foreigh interest rates being given, as well as
exchange rates). Egs. [7] and [ 8] define the private sector’s financial
constraint and the government sector constraint; (DCE—ACR) being
the “ monetary " financing of the public deficit. It is further assumed
that ACR has been fixed by the authorities to guarantee a target
for DCE; thus eq. [8] actually determines the government bonds
held by the private sector. Of course, the model could be made
more complex (and, perhaps, more realistic) by including lags (apart
from the one given by wealth effects in eqs. [1] and [471; endo-
genous prices ™ and exchange rates; the effects of interest’ rates
changes on PSD and on private financial wealth; expectations; private
capital movements and a demand function for bank credit (thus more
than one interest rate). But even with this very simplified structure,
the model is capable of clarifying the implications of different policy
rules, It includes both substitution and wealth effects, the latter
operating only after the first period.® By adding shift variables to
egs. [17 and [47, we can check the effects on income and the balance
of payments of unpredicted shifts in the demand for money and in
private expenditure, under alternative policy rules.

The main conclusions of this analysis — without placing any
unrealistic restriction on the partial derivatives of the model — can
be summarised as follows.

Firstly, comparing targets for DCE and for the money supply,
a DCE target proves to be more efficient in attaining both objectives
(Y and AR) so long as there is a shift in the demand for money.
However, with a shift in the expenditure function, a DCE target
minimises the impact it has on the balance of payments, but a money-
supply target leads to lower variation in income. This result is
consistent with the “ monetarist " logic of the IMF model, which
suggests a DCE target by assuming a stable demand for money.
In fact, even if the demand for money is unstable, a DCE target is
better than a money-supply target.

Secondly, adding a PSBR target to DCE, enlarges the effects
of shifts in expenditure functions, but not necessarily the effects (on
income and the balance of payments) of shifts in the demand for
money. In this case, however, the actual results depend crucially on

42 Note, however, that the “ New Cambridge " equation is now specified in money
terms.  See Crirps-FETHERSTON-GODLEY (1976),
43 See Turnovsky (1977, pp. 39-40).
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the specific values of the parameters of the model. Thus — following

Christ’s (1967) seminal paper — T have selected not unreasonable

parameters to differentiate two extreme cases, I have assumed, for

both cases, the following values: A,=.9; C. = —.2; t=.2, and the
d

tollowing elasticities: * BF.=1.; L,=1,. Then for the first {“ fisca-

list ) case, the elasticities: 1.=—.6 and Ar=—.05: and for the

second (“ monetarist *) case, the elasticities: Lr= —.1 and Ar=— .3,

I have further assumed that, in the first case, any change in private
wealth is largely (909) spent on real assets and that only 10% is
invested in money and bonds; while in the second case T have assumed
an cqual (1/3) effect on demand for real assets, money and bonds.

With these numerical values inserted, the mode! confirmed that
adding a PSBR target to a DCE target increased the effects on income
of shifts in the demand for money and private expenditure functions,
the more so in the latter case, and with ¢ fiscalist ” assumptions.
But for the balance-of-payments objective, its reaction to a shift in
the expenditure function was only slightly increased, and it actually
diminished in the case of a shift in the demand for money function,
particularly with “ monetarist > assumptions.

In other words, with “ monetarist ” assumptions, by having
both targets, the risks of missing 2 balance-of-payments objective
because of instability in the demand for money are actually dimi-
nished, This result is not altogether surprising, since * monetarist ”
assumptions imply “ crowding-out ” effects which are eliminated by
the addition of a PSBR target to the model. Without a PSBR rtarget,
an increased liquidity preference would force the monetary authorities
to sell more bonds at a time of declining demand, thus accepting
greater changes in intetest rates, The fact that, in this case, by adding
a PSBR target, a greater stability in interest rates is assured, can
explain the authorities’ choice of both targets, in order to conciliate
monetary targets with their traditional preference for interest rate
stability, '

Having solved the model for those numerical values, we can also
compate the effects on income and the balance of payments of changes
in the two targets. I have examined the impact of a change in PSBR
with a given DCE (a bond-financed change in PSBR) and the impact

44 Elasticities were converted into structural parameters by using the 1970.75
averages of the relevant variables, as taken from C.8.0., Anwual Absiract of Stalistics,
London, 1976.
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Tasre 1
MULTIPLIERS ON INCOME AND FOREIGN RESERVES

T 1« Fiscalist " assumptions 1 “ Monetarist 7 assumptions
1st period 2nd period 1st period 2nd period
AY

23 . . 49 2
APSBR 272 3.82 4 3
AR 27 38 07 18
APSBR
_AY 38 19 1.37 1.30
ADCE
AR e 20 —.18 — .34 - 31

i ADCE

of a change in DCE with a given PSBR (an open market sale or
purchase of government bonds). Since T am not interested in the
long-run properties of the model,” [ have computed only firse- and
second-period multipliers {see Table 1}.

The results are very different in the two cases and for the two
policies. The following points in particular may be noted:

(i) With “ monetarist 7 assumptions (low L. and high A:)
changes in DCE have more effect, on both income and the balance
of payments, than changes in PSBR; and vice versa with “ fiscalist ”
assumptions.®

(i) Although the different interest elasticities already explain
a large part of the foregoing difference (with crowding-out effects
operating in the “ monetarist ” case), the effects of the two policies
are more diverse after two periods than after one, because of different
assumptions about wealth effects, These effects will operate until
any change in the private sector’s financial wealth has been absorbed

45 Because the model is not properly specified for long-run equilibrium, and
because we accept HANSEN's (1973, p. 353) remark that it would be entirely unrea-
listic to assume that the authorities should remain passive during a process towards
a longterm stationary state (that may not exist).” Since BrinpER-Sorow (1974),
however, there has been a renewed interest in long-run analyses of fiscal policy.

46 Note that with “ monetarist ” assumptions a change in PSBR is asscciated
with a positive change in both income and foreign reserves. Capital inflows more
than compensate current account changes, because of greater interest rate movements.
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either by real expenditure (thus varying income and being partly
reversed by the current balance of payments), or by an increased
demand for money and bonds. In this experiment, we can see that
the assumed elasticities for the “ fiscalist ” case are not sufficient to
give “ New Cambridge ” results (without any change in the demand
for money and bonds, the equilibrium income multiplier would be

AC

APSBR

But the adjustment is almost completed at the end of the second
period, when the currént balance of payments has offset 76% of
the changed PSBR. '

+ (iii} Finally, the multipliers presented in Table 1 imply that,
with “ monetarist ” assumptions, both income and the balance of
payments are more affected by instability of the demand for money
than by instability of expenditure functions; and vice versa, with
“ fiscalist ” assumptions. Obviously, it is precisely in circumstances
where monectary policy is more effective that a monetary rule makes
monetary disturbances most destabilising. The only way to escape
from this constraint, if one has to accept 2 DCE target while knowing
that the demand for money is unstable, is to “take refuge” in
fiscalist elasticities.

the reciprocal of the propensity to import, at which —1}

7. Conclusions

The purpose of this paper was the limited one of exploring the
implications of fiscal and monetary rules in varying circumstances.
I have not considered any of the technical problems of targetry,*
but I have examined the necessary conditions for the various rules
to achieve something like their objective, and the risks that are taken
if they are not confirmed in reality. It has been shown that ¢ New
Cambridge ” results can be derived from a fairly traditional model,
assuming a stable expenditure function with pronounced wealth

47 The American system of " rolling " targets for rates of growth of different
definitions of the money stock has been criticised by Poole (1976}, The present UK.
system of annual targets for absolute values is much simpler, but it is still affected
by the problem of revisions of initial values. For instance, as the PSBR for 1976/77
turned out much lower than originally forecast, was there a case for revising upwards
the 1977/78 ceiling?
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effects, together with “ fiscalist ™ elusticities (high L. and low A,).
Under suitable conditions of this type, a change in the PSD will be
matched by an equivalent opposite change in the current balance of
payments. A DCE rarget is based, instead, on the idea of a stable
demand for money, with “ monetarist ” elasticities (high A and low L)
and wealth effects which are shared by real- and financial-asset
demand functions. Under these conditions, there is a stable rela-
tionship between DCE and the balance of payments, while any
change in bond-financed public expenditure will have pronounced
crowding-out effects.

If we had non-stochastic estimates of stable behavioural rela-
tionships, any policy rule could be useful bur, at the same time, not
really necessary. The simulation experiment has confirmed that very
different results are obtained when using different interest elasticities;
Unfortunately, we still lack firm evidence on the precise value of
these parameters. It could be argued that in recent vears, because
of two-digit inflation, the various elasticities have shifted towards the
“fiscalist ” case, short and long financial assets being considered better
substitutes, and financial assets being worse substitutes for real assets.
If that is the case, targets meant substantially to reduce inflation
should take into account the likelihood of a subsequent reverse shift
of those paramecters.

The simulation experiment has also confirmed the different
effects resulting from instability, Neo-classical cconomists, such as
Dennis Robertson and Friedrick Hayek,® assumed that economic
instability originated from shifts in the demand for money requiring
appropriate offsetting by responsible central bank action to prevent
it from disturbing “ real ” equilibrium. Keynes, on the other hand,
stressed the fact that the marginal efficiency of capital is unstable,
its shifts causing additional shifts in liquidity preference and in the
propensity to consume.®  Thus, simply admitting that “ there will
be stochastic disturbances in both the real and the monetary sectors

48 See Nopay-Jounson (1977, pp. 474, 478).

4% The passage from the General Theory is worth quoting: “ A serious fall in
the marginal efficiency of capital also tends to affect adversely the propensity to con-
sume, For it involves a sevelc decline in the market value of Stock Exchange equities.
Now, on the class who take an active interest in their Stock Fxchange investments,
especially il they are employing borrowed funds, this naturaily exerts a very depressed
irfluence, These people are, perhaps, even more influenced in their readiness to spend
by rises and falls in the value of their investments than by the state of their income ”
(p. 319
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of the economy * (Poole, 1970, p. 202) is not really enough, But
here again, firm evidence on the interaction of shifts in the various
relationships is still lacking. Thus, the authorities are always con-
fronted with the choice of reacting early (risking reaction to shifts
which are only temporary) or waiting until a permanent shift has
been clearly detected, in the latter case, the adfustment process will
already have been at work, so a revision of the targets will impose
a new adjustment process on the cconomy. In both cases, the
authorities risk adding instability by revising their targets.

In an uncertain world, a stable reaction function by the autho-
tities could stabilise the public’s expectations more than fixed targets
which need frequent revisions. After all, one may not accept the
conservative view that these fixed targets are really meant to prevent
the Government from destabilising an otherwise stable economy,
and yet not necessarily believe that a fixed monetary target will
stabilise an otherwise unstable. demand for money.

Ancona
Giacomo Vacraco
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