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. - Some Issues in Monetary Economics ()
Introductign
~ Basic issues in monetary theory are being ‘debated at the present
time, and increasing attention is now-being directed to the following
rathier téchnical questions: Can the deniral bank control the (ominal)
moncy stock within fairly“close limits, or should we adopt-the ana-
lytically more complete (ind™ neutral): approach of the large scale
econometric :models "and "ireat ‘it as ‘ah endogenous variable? - Can
the central bank implement its policy decisions” and calibrate its
actions by means of an’ interest rate ‘critérion — expressed in moncy
market variables — or would it do better to use one of the monetary
aggregates as an indicator and target for monetary policy? (1) Can
" (* Finaneial support by-the Natiorial $clence Foundation” and Wayne State Univeisity
is -gratefully acknowledged. " : : oo o
(1) See W, Drwarn, “ Money Supply vs. Intcrest Rates as Proximate Objectives of
Monetary Policy ®, Netional Banfing Reviéi, Tune sy66; P, Cacan, * Inierest Rates vs. the
Quantity Thedrys The Policy Isues™ and: L. Guamiey, “The bifermational Content of
Interest Rates as Indicators of Monetary Policy # in Proceedings: 1958 Money and Bawking
Workshop, Federal Reserve Bank of Minneapolis, May 1968; M. Fripmaw, “ The Rale’of
Moftetary Policy *; American Econemic” Review, _March "1968; P. Hynoursiorr, The Newtral-
idéd - Money” Stock (Irwih, 1968}, thé [t Erensmit Qoumittée Tlearings' on Staniderds foi
Guiditlg " Motierdry Aerion’ (Washington, 1968); D. L. Fawp,’  Commtcnt: *The Jmpact of
Monetary Policy in ‘1966 ", Journal of Political Economy, August ig68; the House "Com-
mittét on Banking and Cutrency’ Compenditiin ow Monetary Policy Guidelines and Fedeial
Reserve  Swucture (Washington, 1968); 'T. Maven, Modietary” Policy in the Utited States
{Random House, 1968). o )
“Sce also Al J. Muies, * Financial Stability drid Inflatien ®, Banfers Mugazine (London,
Fébraary- 1o6g); A, J. Muics, * The' Case for Simple Rules™, “and LI Gravury, ™ Guideliries
6 Monetary Pdlicy - THé Case ‘Against Simple Rufes *, présented at the Financiat Conferende
sponsored by the Nationdl Industrial” Conference Board, February a1, 19fg; A Murtemn,
s Coh’trol‘lin'g Money » in the May 1g6¢ Rewiew of the Federdl Reserve Rank of St, Louls;
L. C. Anprrsewy, “ Money and Economic Forecasts *, and E. M: GralwicH, "% Coinpliddted
and: Siniple“Approaches to Estithating thie Réle of Modey in Economic Activity *, Torthcoming
in Businesi Ecopomics; K. Brunner (ed.), Indicators of Monétary” Policy, fortheoming; afid
L€, Awptisen, “The Influence of Econoinic ‘Activity on the- Money Stock: Some Additional
Evidence *, ‘August 1965 Regies of the Fiederal Reseive Bank of St. Louis. - e
’ "' Far' an*interpretation: of “the Fedéral Reserve's inotiey “maiker stealegy — the siravegy
sncompassing insiwniibnt darinbles (eJg,, open faarket Speraticns); vhoney “miirker wdriables
(e.g!, free reserves) and ‘hanetary varidbies (c.g., the Monetary aggreates) — and an- inter-
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the central bank lower (or raise) market interest rates if such a
change is thought to be desirable? (2) And can the authorities better
the stabilization performance of recent years by giving more em-
phasis to the behaviour of monetary aggregates? (3)

The growing interest among monetary theorists in defining
instrument and policy variables that are genuinely exogenous, and
in developing indicators, targets, and operating guides for the mon-
ctary authorities, reflects the sharply different views of monetary
policy and its role in recent stabilization policy: Is the post-1965
inflation a monetary phenomenon resulting from the extraordinary
expansion in the monetary aggregates, or is it primarily due to an
excessively lax, and inappropriate, fiscal policy? (4) Does the theory
of fiscal policy (and its calculated multipliers) often assume an elastic,
permissive, or accommodating monetary policy, and does it therefore
fail to distinguish between a pure fiscal deficit excluding any money
stock effects, and an increase in the monetary aggregates accompanied
by a fiscal deficit? (5) Is the transmission mechanism as conceived

pretation of the prowiso clawse 2 a device for correcting errors in the projected relptien
between money market variables and the monetary varisbles, se¢ the recent paper by Governor
SuaMan Mazser, % Controlling Monetary Aggregates ” (Junc 4, 1960). See also J. M, Gur-
wenrac, “ The Swrategy of Open Market Operations ”, Quwavterly Journal of Economics,
(February, 1966). )

(z) The hearings in March and April of the U.S. Senate Committce on Banking and
Currency on Migh Interest Rates (Washingion, 1¢6g) wera directed at the causes of high and
rising market intorest rates, and the extent to which they could be influcnced by the
central bank, .

{3) For an articulate and influential statement of the fiscal policy approach to stabilizaton
emplasizing discretionary changes in the full-employment surplus, see W, W, Hewks, New
Dimensions of Political Fconomy (Norton, 1966). The key stabilization role assigned to
changes in the full-employment surplus is critically reviewed by G, Terbergh in his The New
Econgmics {Washington, 1968), For a discussion of the stabilization roles to be lassigncd to
menetary and fisea) policy. see the Friedman-Heller dialogue, Monetary s, Fiscol  Policy
(Norcon, 196, .

{4) See D, L Fanp, * The Chain Reaction-Original Sin (CROS) Theory of Inflatien ™,
Finaneial Analysts Jorrngl (July 19693, and his “ A Monctary Interpretation of the Post-igbs
Inflation in the United States *, this journal (June 1g6y), and especially Section I, * Has
Monetary Policy Been Tight Since 19657 ™, pp. 103-106; and the testimony by Chalrman
Martin (Board of Governors) and Chairman McCracken (Council of Economic Advisces) in
High Interest Rates, pp. 6-41,

(5} See L, C. Anprasmy and J. Jonoan,  Monetary and Fiscal Actions: A Test of Their
Relative Tmportance in Economic Stabilization *, November 3968 issue of the Rewiew, Feceral
Reserve Bank of St. Loujs; the Comments by ¥, De Leeww and J. Kalchbrenner, and
Rejoinder by Andersen and Jordan in the April 196g Review of the Federal Reserve Bank of
St, Louis: M.E, Luyy, * Monetary Pilot Policy, Growth and Inflation ® and W, Lawrs,
* Money iy.Everything Economics - A Tempest in a Teapot ? in the Confereitce Board Record

for Jannary and April 196g; R. G, Davis, “ Flow Much Does Money Matter? A Look at
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in the income-expenditure models a valid one, or may changes in
the nominal money stock directly affect private expenditures, aggre-
gate demand, and price levels? (6) And should stabilization policy
continue to stress temporary changes (discretionary or automatic) in
the full-employment surplus, as if it were the ultimate weapon, in
light of our recent experience? (%)

In this paper we take up some of these issues, We first consider
whether the central bank can actually control the money stock, One
may grant, of course, that the money stock can be controlled within

fairly close limits and still favor an interest rate criterion for policy;

nevertheless, many of the policy differences can be traced to dif-
ferences concerning technical feasibility,. We then consider whether
changes in the (nominal) money stock are-identifiable with changes
in real cash balances, and whether movements in marker interest
rates adequately reflect movements in real rates. The third question
that we take up concerns the analytical structure and policy implica-
tons of the non-monetary theories of the price level,

The fourth and final question is: How do we define, and
measure, the monetary and fiscal effects that follow a particular
policy? ‘Thus, consider a tax cut and an accommodating monetary
policy which attempts to keep interest rates stable: the monetary
and fiscal policy changes may be judged as independent events, and
the rise in GNP attributed solely to fiscal policy, if monetary policy
is defined in terms of interest rates, or as complements, and the rise
in GNP attributed to monetary expansion, if monetary policy is

Some Recent Evidence ”, in the June 196y Monzhly Review, Federal Reserve Bank of New
York: and L. C, Axpersen, “ The Influence of Economic Activity on the Money Stock: Some
Additional Evidence, op. iz,

(6) The transmission mechanism in aggregative models views interest rates as an indicator
of monetary policy, as a-measure of the cost of capital, and as a key element in the transmis-
sion mechanism. For a eriticism, see D. [, Fawp, “ Comment: The Impact of Monetary
Policy in 1966 ™, op. eit., especially Section 1, * The Role of Interest Rates®) pp. B25-Bjo;
“A Monetary Interpretation of the Post-1g6s Inflation in the United States *, op. cit., especially
Section 11, pp. 106-1r3, and Section 1V, * Market Intersst Rates (Conventional Yields) or
Prices. (Implicit Yields)®, pp. 116-119; and * Keynestan Monetary Theories, Stabilization
Policy, and the Recent Inflation ™, Jomrnal of Money, Credit and Baniyng, August 1496g,
especially Section IV ‘on “ Keynesian Theories of Money and Interest Rates*. See also
G, G. Kavrman, * Cutrent Issues in Monetary Economics and Policy: A Review ™, Bulletin
Hsy, NY.U. nstitude of Finance, May 1963, :

(7) The symposium volumé Fiscal Policy and Basiness Capital Formation (Washington,
196%7) contains several valuable papers en this subject, See especially the papers by P.'W.
McCracken, €. L. Harris, $, Pabricant, ond R. A. Musgrave, and- the comments by
G. Heberler and N. Ture, See also H. Srsm, * Unemployment, Inflation and Ecopomic
Stabitity ” in K, Gordon {ed.), Agenda for the Nution (Brookings, 1968).
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defined in terms of money stock’behavior. - The theory of fiscal
policy and of the multiplier must. separate. out the ceteris, partbus

offect, excluding monetary effects, from the mutatis mutandis effect;

including both. monetary. and fiscal effects; and it -must consider
alternative . formulations of the ceteris. paribus fiscal cflect 1o distin-
guish the monetary effects defined by market interest rates, from- the
monetary - effects defined by the monetary aggregates.

l.-Can the Central Bank-Control the Nominal Money Stock =

~ The money. stock at. any moment in time is the result. of: port-
folio decisions by the central bank, by the commercial banks, and
by the-public (including the non-bank intermediaries) (8): the central
bank: determines the amount of High-Powered Money or. Monetary
Base (M.B.) — 1., currency plus bank rescrves —-.that. it will
supply. (g); the commercial banks determine the volume of loans and
other assets that they will acquire, and the quantity of reserves they
will hold as excess (and free) rescrves; and the public determines
how to allocate their holdings of monetary. wealth among currency,
demand, time and savings deposits, CD’s, intermediary claims, and
other financial .assets, The money stock that emerges reflects all
these decisions. . ... . e T

It is a natural question to consider whether. the central bank, by
controlling .the monetary base, can actually achieve fairly precise
control over the money stock. This depends on whether the link
between (M.B.) and bank reserves, and between bank reserves and
the money stock — zhe (M.B.) — bank rescrves — money stock

(8) For a discussion of the determinants of the money supply.sce -M.” FimbMan. and
A, Scuwartz,~ 4 Monelary -History of the U,S, .1867-1960 (Princeton, 1663),. Appendix B on
“ Proximate Determinants of the Nomina! Stock of Money ?; P.- Cacay, Determinants and
Effects of Changes in the Stock of Money  18y5-rgbo..(Columbia University “Press, . 1965),
Chapter'T on “ The Money Stock and its Three Determinants ?; K: Bruwner, “ A Schema: for
the. Supply Theory of -Money *, Intérnational.Beongmic. Review, Januvary 1g6x; D. 1. Favp,
“ Some-Irmplications .of ‘Money Supply Analysis *, Aderican Economic Review, May 1957,

{g) The Ligh-powered money concept used by M. Friedman, A, Schwartz and F. Cagin
is- essentially the. monetary base’ concept used by K. Brunner,  A.” Meltzer;. and ‘others, - The

tneonetary base may be defined: either in terms of: the somrees (Federal Reserve credit, -gold-

stocl, Treasury ifems, cte) or #fes {member:bank reserves and -curtency). To. compare
mevements in the monetary base over time, we need.to make a correction for’ changes it
reserve requirements, - As used here; the monetaiy base includes ‘a reserve- adjustthent; that
is; it s equal ga.the source bage plus the reserve adjustment, - . ..o o0 o o
"For a very. tlear .exposition ‘see L, AnpmaskN and .5 Jornan, :“.The Monectavy-Base: s
Explanations. and. Analytieal Use *. in the August 1968 Review, Federal’ Reserve. Bank of
St Louis, L S cL e - oL
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linkage — is fairly tight and therefore predictable. If there is a
tight linkage the authorities can formulate their policies and achieve
any particular target for the money stock; on the other hand, if
there is slippage, and the central bank control over the money stock
is not sufficiently precise to achieve a given target, it will necessarily
have to formulate its policies in terms of other variables that it can
control. The variable used to express, or define, the central bank’s
objective or implement. its policy decisions must therefore be one
that it can control within reasonable limits {(10). S

The recently recurring idea that the money stock is perhaps
best viewed as an endogenous variable; although not a new.idea
(it would have been acceptable to “real bill ” theorists) has received
new and powerful support from those who-follow the “ New View ”
approach in Monetary. Economics (11), . New. View theorists -have
questioned the validity of much of the received doctrine in Monetary
Theory concerning the importance -of money relative te other liquid
assets, the uniquencss of commercial banks relative to other .inter-
mediaries, and the extent to which the central bank can control the
nominal- money stock (12). They. arguc that the central bank can

(z0) Some maodels treat unborrowed reserves as the policy variable (the practice followed
in the FRB-MIT modci and other ceonomietric madels), presumably bécause they™ believe
that some components of the monctary base, and perhaps the entire base, behave as endogenous
variables — they respond to income changes, and are not directly or completely under the
vontro] of the central bank, Clearly, if the Fed does not have sufficient direct contol over
the motnietary base, it obviously has cven less control over the money steck, ~°~ -7 .7

. (11) For the development of the New View see J. G, GURLEY. and- B. 8.. Suaw, Money
in @ Theory of Finance (Brookings, 1960); D, 1. Fawp, “Intermediacy Claims and the
Adequacy of our Monetary Controls ® and ]. Temin, “ Comtnercial Banks as Creators of
‘Money’ ¥, in D, Carson (ed.), Benking and Monetary Stadies {Irwin, 1963); H. G, Jomnson;
Essays in. Monetary . Economics (Allen and Unwin, 1967), Chapters 1 and 2; W, Bramarn,
“ Financial Intermediarics and a Theory of Monetary Control *, in Hester qnd Tobin (eds.),
Financial Markets and Eeomomic Activity (Wiley, 195%); and K. Buumnpr, * The Role of
Money and Monetary Policy”, Review, Federal Reserve Bank of St, Louls, July 1568,

(x2) Tobin describes the New View as follows: L } )

“ A more recent development in monetary economics tends to blur the sharp tradi.
tional ‘distinctions between inoney and other assets and between commercial banks and” otlier
financial ‘infermediaries; to focus on demands for and supplies -of the whole spectrum of
assets sather than on the guantity and velocity of ‘moncy’; and to regard the structure of
tnterest rates, asset yields, and credit availabilities rather than the quantity of money as the
linkage between monetary and financial institutions and policies on the one hand and the
real economy on the. other ™, : ST

One consequence of this general' equilibtium -approach to the fimancial sector is that:

® Neither individually nor collectively do commercial . banks possess a - widow!s cruse,
Quiteapart from legal reserve requirements, commercial -bankg ard limited in scale by the
same kinds of economic processes that determine the agpregate size off other intermediaries ™,
J. Tonm, © Commercial Banks as Creators of ‘Money"*, op. cir, T :
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control its instruments (open .market operations, reserve require-
ments, discount rate) and some money market variables (free reserves,
bill rate); that the commercial banks supply deposits at a fizxed rate;
and that the stock of money and liquid assets which emerges — at
least in the short run — largely reflects the public’s preference for
demand and time deposits, intermediary claims, and other financial
assets (13).

Two schools of Monetary Economics differ on the use of the
money stock as an indicator or target variable, and on the extent
to which it is an endogenous variable and therefore not available to
the authoritics as a stabilization instrument. The non-monesarists
believe that the central bank should formulate its policies in terms
of money market variables and implement them through operations
ou the instrument variables, view the money stock as (in part) an
endogenous variable, and do not conceive of it as a proper instru-
ment or target variable; the monctarists believe that the central bank
can, and should, define its objectives and implement its policies in
terms of the money stock. Indecd these two conceptions of the
money stock and its role in monetary policy decisions summarize
some jmportant substantive differences that have emerged in mon-
ctary economics: 1) between the monezarist view that changes in (M)
— the nominal money stock — may be a causal, active, and inde-
pendent factor in influencing aggregate demand and the price level,
and the non-monetary views ranging from (i) the older * real bills
doctrine (M) responds primarily to changes in the real economy,
(if) the income-expenditure theories (associated with the 45° diagram)
which views (M) as an accommodating factor, and (iii) the more
recent New View doctrine that (M) is best viewed as one of several
endogenous liquidity aggregates; 2) between the monetarist view that
the money stock — using either the conventional or the broader defini-
tion — is a reasonably well-behaved quantity, and the Radcliffe-type
view that rejects these measures as narrow and inappropriate, and
argues for a broader liquidity aggregate; and 3) between the monetarist
view that the monctary policy posture should be gauged by the

(13) Some monetary theorists acknowledge that a skillful central bank can manipulate
its controls to keep the nominal meney stock (M) on target, but nevertheless prefer to think
of (M) as an endogenous variable, They argue that a “ theory which takes.as data the
instrumeits: of. contro! rather than M, will nat break down if and when there are changes in
the targets or.the marksmanship of the authorities ¥, Sec J. Tonwr, “ Money, Capital and
Other Stores of Value 7, American Economic Review, May 1967, .
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behavior of a’ monetary aggregate, and the income (expenditure)
theories viewing market interest rates as the proper indicator variable,

Many who question the advisability of operating monetary policy
in terms of money stock guidelines also question whether the central
bank control is precise ecnough to comply with the guideline require-
ments, The extent of this control is therefore a key question, Is
the money stock best viewed as an endogenous variable — determined
by the interaction of the financial and real sectors — and outside the
direct control of the central bank? Or is it more nearly correct to
view it as an exogenous variable — as a policy instrument — that
the authorities can control, and whose behavior can be made to
conform to the stabilization guidelines.

This issue is essentially an empirical one: Does control over the
monetary base and other instruments provide the central bank with
sufficient powers to fit the behavior of the money stock idto a given
stabilization program? The monectarists, in assighing an important
role for (M) in stabilization policy, assume that the central bank can
engineer the desired behavior of the money stock. The substantive
issug¢ can be reformulated in terms of an empirically refutable hypo-
thesis, as follows: Do changes in commercial bank free reserve be-
havior, and do portfolio shifts by the public. involving currency,
demand and time deposits, and other financial assets, introduce
éncugh variability-and enough “ndise” to break the (M.B.) — bank
reserves — money stock link, and justify treating the money stock
as an endogenous variable — and. essentially outside the control of
the central bank? o ' ‘

The empirical examination of this issu¢ fits in naturally to a
framework of money supply analysis which I have described in an
carlier article. ‘The analysis developed there defines four money
supply functions which incorporate alternative assumptions concern-
ing portfolio adjustments (14): :

If wc; let
M =the nominal money stock

X =2 vector of Federal Reserve (monetary policy) instru-
ments variables {the monetary base, reserve require-
ments, discount rate, Reg. Q)

(14) See D.I. Fasp, “Some Implications’ of Money Supply Analysis®, dwericon
Economic Review, May 1967. “
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ry=a vector of endogenous financial variables (e.g., the
Treasury bill rate, the Federal funds rate, the Furo-
dollar rate, the rate on time deposits, and other inter-
mediary claims) .

T, C, S=time deposits, currcncy, shares and other financial
assets that are close substitutes for demand deposits

- Y=a vector of ieal sector v(umblt,s (e g G NP business
investment, dumbleq etc)

A_ Money Supply Funct]on may be wr1ttcn as follows
M:f (X, Iy T, C:Y). -

The four M.S. functions reflect altcrnatlvc ccﬂerrs pambus con-
ditions changing the portfolio adjustments that we permit for both
the banks and the pubhc as follows:

‘1. M.S. (D) is a shortrun supply concept, It gchs the money
supply response to a change in reserves on the assumption that whiile
banks may choose to adjust their free reserves, the pubhc can only
carry out'a limited adjustment with respect to currency, time deposits
and other financial ‘assets. There are several ways to impose ceteris
paribus conditions on the public’s holdings of currency, time deposits,
and other financial assets, Some investigators hold levels of these
.assets constant, othcrs hold .ratios constant, and different investigators
‘impose this ceteris panbm condition in a2 manner most compatible
with their model. M.S. (I is of the form £X, r, T, C:Y), where X
is a vector of monetary policy instrument variables, ru is a vector of
cndogenous finanicial variables, T and C spécify our assumptmns for
currency, time deposits, and othr.r close subsututcs, and Y is a vector

" of real sector variables, To use’it'as a short run concept we assume
that all variables in"the real sector of the economy, including stocks
of real assets and flows such as consumption and investient are
held constant, so that it is primarily a function of the monetary
pohcy instrument variables. Accordmglv, if M.S. (D) is fairly stable
it provides some support. for the view that the monetary authorities
can achieve f’miy precise control over the moncy stock.

2. To construct M.S. (IT) we' remove -some of these portfolio
restrictions by permitting the-holdings of currency : and time deposits,
and the terms on which banks supply time deposits to reflect the
underlying preferences. This function is of the form £X, r.:Y),
..and does not contain .any ‘u‘bmary assumptions about currency, time
deposits, or the rate pald on time deposits, It is derived by assum-
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ing: (a) that the banks may adjust their frec reservgs and the rate

. paid on dme deposits; (b) that the public’s holdings of. currency and

. time deposm will be determined by their demand function for these

assets, Allhough M.S. (11) does permit a greater degree of portfoho

adjistment it still is a short run and resuicted function because it

 dssumes that the real “scetor vduablcs zmd all othen ﬁnam:lal assets
~are held constant. '

3. To construct M.S, (III) We perlmt portfolio ad}uslmcnts
th1oughouL the entire financial sector and solve all the equations
in the financial sector simultancously, The -Tleasury bill rate and

. other rates which are endogenous variables in the findncial sector
“will‘therefore be determined, and no longer enter as independent
“arguments in the money supply function. M:S. (IIT) is a reduced
- form’ equation “of the form M=g(X:Y) where all endogenous
financial variablés. will have valués determined by the stmultaneous
solution of the behavior equations in the financial sector. This
.function measures the supply response duc to a change in the
-monetary base or some other pollcy mstrumem aseummg that all
the variables in Lhe financial sector ad;ust mmultaneously

4. Finally, we define- M.S.-(IV) in the form of M= g(X),

. reduced form equation which measures the movements in the money

.stock in response to adjustments in both the real and the financial
.- sector.. To derive this money supply we must solve all the structural
. .equations in the: financial and real . sectors. s1mult-1ncously to obtain
" the reduced form. The real . cht(n ‘variables are no longer tiC'll_(_d
as exogenous variables, but are now determined simultaneously with
all’ the endogenous financial sector variables. This ‘reduced form
“M.S. gives the equilibrium stocks of money s a function of thc
"monetary base and other monetary-policy instrument variables, This
is the natural M.S. function to construct for those who view (M) as
passive and responding to real sector- developments; and to those who
-view- (M) as an accommodating variable, whose changes may be
necessary in order to validate .chaugcs in the geal economy (15). - = ..

Thls brlcf rcv1cw “of thc four M s. functlons %uggcsts that 1t is
posmblc to test some of the substantive pomts that have come up in
the recent “ control over the money stock ” discussions. For example,

[N —

* (15 The M.8, (IV) Tuiction’ as written -implics that an increuse i the mdnetary bitse
will iffect the moniey supply if it induces some ‘real sector <.h’|ngci A “ real bills ” proponent
mlghL Lllerefure pJ“LEU‘ to wrrte At ay f()llqu : o s

M=£(Y) and K= g(Y),
thlc M ;md X are both determined by the real sector varigbles-in Y
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M.S. (D) postulates that we can predict the effect of changes-in the
monetary base (and other instruments) on the money stock, assuming
that the public’s portfolio adjustments are restricted; M.S. (II) postu-
lates that we can predict the effect of a change in the monetary basc
(and other instruments) on (M), even allowing the public to adjust
their currency and holdings of demand and time deposits; while
M.S. (III) postulates that we can predict the money stock tesponse,
even allowing the public to adjust their entire portfolios. These
three M.S. functions assume that commercial bank free reserve
behavior and the public’s behavior with respect to currency, demand
and time deposits are stable; and that the substitution of intermediary
claims and liquid assets for money conforms to behavior that can be
incorporated into a stable M.S. function. They therefore provide
evidence against those who question the reliability of the (M.B.)
— bank reserve — money stock — linkage (16). :

Those who follow the “ real bills” view — that (M) is deter-
mined by the real sector variables — or the view in many income
models — that (M) is an accommodating or permissive variable, pre-
sumably deny the possibility of constructing such functions. In their
view these three M.S. functions do not allow any changes in fiscal
policy, and in the real scctor variables, consider only restricted
changes in the financial sector variables, and emphasize the monetary
base and the central banks® instrument variables. Accordingly, they
should predict that the first three M.S. functions highlighting the
instrument variables are unstable, and lack content; indeed, their
approach to monetary theory implies that only M.S. (IV), which
incorporates changes in the real sector, contains the relevant. inde-
pendent variables. :

An analysis of these four M.S, functions has implications for the
use of the money stock as an independent and major instrument in
stabilization, Those who argue that money is, at least in part, an
endogenous variable, and who question the precision with which it
can be controlled, assume (implicitly perhaps) that no statistically

{16) A comparison of the three M.S, functions enables us to evaluate the quantitative
effects of these pottfolio shifts on the money stock, Consider a given change in the monetary
base, or any other instrument variable, and compare the money stock tesponse in these three
functions, These differences reflect the portfolio adjustments thar we introduce as we move
from M.S. (I} o M.S. (II) — i, e., shifts among currency, demand and dme deposits, and
the substitution of intermediary claims for money — and thus provide uy with g measire
of their effect op the money stock, - - -
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significant supply function can be estimated relating the money stock
to the monetary base and other insttument variables. Moreover, if
such a function is estimnated it would have to be a reduced form func-
tion, and a variant of the M.S. (IV) concept, incorporating feedbacks
from the real sector, Consequently, if our preliminary findings with
réspect to the short run M.S. (I) and M.S. (II) and M.S. (III) func-
tions are validated, they constitute some evidence supporting the
hypothesis that the money stock may be viewed as a policy variable
in the short run (17). Our findings also suggest that the money
stock behavior could be made to conform to a specified stabilization
program. .

While this research is far from conclusive it docs fit in, and is
consistent with, a number of other. findings (18). It is difficult to
maintain the view that (M) is sufficiently endogenous so that it is
outside the direct control of the authorities, without getting danger-
ously close to a “real bills” position. Accordingly, the focus of
the “control over the money stock discussion” will shift, in my
opinion, to the more interesting question — and the more relevant
and less ideological question — concerning the length of the period
needed to give the Fed sufficient .control to achieve a given money
stock guideline, Assume that a “reasonable ” degree of precision
has been defined, can the particular guideline requirements be
achieved in a week? a month? a quarter? Or must we extend the
period in order to overcome false signals, “ noise, forecasting errors
and other disturbances . It would appear that the degree of preci-
sion desired is not independent of the time period required for the
execution of policy, and it is reassuring to note that recent discussions
have been directed increasingly at these points (1g).

(17} The calculated elusticities and multipliers suggest that the short run M.S, functions
— such as the M.S. (I) and M.S, (I} — are reasonably stable, These are preliminary findings
derived by using the steady-state solutions to simplify the analysis; they are subject to revision
and require, in aty event, the comstruction of significance tests, See D. 1. Fann, ¥ Some
Implications of Money Supply Analysis , op. cff,
" (18 See the references to Andessen, Brunner, Cagan, Dewald, Friedman and Schwartz,
Meigs, and Melezer in footnotes 1, 8, and 11, ) ) )

(19) This formulation of the problem has come up in seversl recent papers, Governor
Mauisel emphasizes this point as follows;

. “The growth of money supply in any period is the result of actions taken by the
Federal Reserve, the Treasury, the commercial banks and the public, Over a longer period,
the Fed may play a paramount role, but this is definitely not the case in the short run, Te
the best. of my knowledge, the Fed has not and. probably would have great difficulties




!
i
|
|
i

426 Banca Nazionale dél Lavara

il Th,e, ;Ir;l'c_o'm‘e. Theozfy‘ an_d ithe .Ouanfi-iy Theb.ry-:-Nomiha'I- _gnd real
. Quantities :

“Thete is considerable agreement on the proposition in monetary
theory that the rea! value of the money stock is an endogenous
variable, determined by the interaction of the finapcial and real

sectors, and therefore outsidé the conitrol of the monetary authorities,

his is in sharp contrast to the theoretical (and practical) disagree-
ments concerning the extent to which the central bank can control
the behavior of the (nominal) money stock. In equilibrium, the
stock of real cash balances has a value — analogous to, say, tlic eal
wage - which the stabilization authorities cannot readily influence,
except in those special cases where nominal and real variables move
together. Nevertheless, incotne theorists in- their - macroeconomic
models often use nominal ‘balances when their analysis requires real
balances. ‘This substitution of a nominal quantity (which can be
casily changed) for a real quantity (with a determinate equilibrium)
has two consequences: it -suggests. that an increase in. nominal
balances will alway tend to lower market interest rates; it-also implies
that changes in market rates correspond fo, and reflect, changes in
real rates. This procedure is sometimes justified by a special inter-
pretation of the demand for money, an interpretation that is often
attributed to Keynes' General . Theory.- - , .

It is therefore useful to recall the transformation of the demand
for-money in Keynes’ General Theory. Instead of defining a demand
for a guantity of real balances, the demand for money (or real
balances) was- transformed into the liquidity preference function and
a4 basic determinant of the interest rate: the liquidity preference
function together with the (real) quantity of money determines the
interest rate; and since Keynes assumed explicitly that the price
level was given, ‘he could- move from :nominal to- real balances to
determine the marker (or nominal) interest rate, the resl interest

controlling within rather wide Jimits the growth .of the, nartowly_ defined mongy supply in
any week or month *. N . . ’ Lo .
_ See Suppvaw ], Maszz,  Controlling Monetary Aggregates " ep. dif, )

For some ather discussions of this issue, ste A, J, Mues, * The Case. for Simple Rules *,
op, cit.; L., Gramuey,  Guidelines for Monetary Policy . The Case Against Simple Rules™,
op. ¢ty the Hearings' on Standards for- Guiding Monetary Action, ap. ity A, MEsTZER,
* Coritiolling - Mondy *, op. cit. " See’ alsa L, Kaursti, “ A Study “of  Monby Stock Tontrdl ",
Weorkiiig Paper # 11, Féderal Reserve Bank of St; Louis, fér an intefesting -atempt to dévelop

confidence lirfiits fof mensuriiig the money managers’ suceess in conifolling the maney Stock,
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rate {or return on capital), and the equilibrivm’ quantity- of real
balances (20).. The post-Keynesian income models follow the General
Theory in treating the demand for money as a liquidity preference
function, but they de not.determine. the equilibrium quantity -of
teal cash balanices. The failure. to ‘define an’ equilibrium value for
the real money stock opens up the passibility of -treating both the
real and nominal money stock as policy variables (21); and as close
substitutes, o SR S ‘ .

The sul.)stitution of nominal balances for real balances in many
post-Keynesian income models has extremely important consequences,
To assume that nominal and redl balances  may be “interchanged is
to assume that the authorities have the power to print real capital
and wealth: it exaggerates the control of the authorities over real
interest rates (and rates of return); and it necessarily abstracts froin
any direct cffects of money on prices [note that the link between (M)
and prices requires that we distinguish between nominal and real
values|. This_tendency to abstract from the price level, to freely
substitute nominal and real variables, and to eqhatc market interest
rates with real rates (of return) reflects the analytical failure to define
equilibrium conditions for real balances, and is 2 striking feature of
the post-Keynesian income models, | 4 ' '

In sharp contrast to the income theory, we have the following
postulates concerning real balances in. the post-Keynesian qhantity
theory: 1) that the money demand function defines the demand for
real cash balances; 2) that the quantity.of real cash balances is an
endogenous variable and not under the control of ‘the monetary
authorities (except for.the very short run); and 3) that changes in
nominal balances will generally- have effects an-market interest rates;

- {20y Yor an elaboration of this theme see Ds I, Fawn, “ Keynesian Monetary Th,corie«;
Stabilization Policy and the Recent Inflation 2, ep. oft., Section. I on. “ The Demand \fc‘n’-
Monq: and Liguidity Preference: Real Balances and Interest Rafcs » . which. di;;cusses the
analytical role of real cash balances in the Keynesian and quantity "theories, the- shifc in
emphasis from the price level to the level .of empioyment, and the transfor;nation of tﬁc
maney demand function inte a Jiquidity preference function.’ o -
e (:a.p For a pcnlctrating -f"ur.al'y:sis emphasizing tlre ?rginality and generality of the Keynes
leory, in conteast to the rigidities, traps, and elasticity pessimism i many of the posi-
Kcy-xrlcsian income madels, see A. Lionnurvin, On Kewnegian Feonomics and l.'/zc'Econ.am;'cs‘
;f .{ic}g:nt‘; (Oxford, 1968), Sec also D, I. Fanp,.* Keynesian Manctar;z_ Theories, Stabilization
P:r)i%fzc an_f]:. the. .Rcc,;::nt. Inflation ™, op, cif,, Seation- T on “ Three Keynesian- Liguidity
terence Theories ™, apd. ],- Tomn’s seminai article an “ Money,  Capital, -and. Other Stores
of Value ®, op. at., for his illuminating analysis of an aggregatve model with three assets-.‘
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on income, and on prices (22). For the analysis of transition periods
t assumes that-an increase in nominal balances will have a compound
effect on interest rates — including a short run liquidity (Keynes)
effect, an income effect, and a longer run (Fisher) price expectation
effect (23). T he quantity theory also assumes that-the demand for
money is quite stable, and that a velocity function (derived from the
money demand function) may provide a useful link between (changes
in) money and (changes in) money income; and, in contrast to the
pre-Keynesian Quantity Theory, postulates a stable velocity function,
but allows marginal velocity to differ from average velocity. _

Taken together, these quantity theory propositions have two
important implications. They suggest: (i) that the monetary author-
ities do not control real interest rates or the stock of real balances,
even if they always control the stock of nominal (M) and thereby
influence nominal or market interest rates; (i) that (M) is an im-
portant variable for explaining changes in (P), since the equilibrium
quantity of real balances links changes in nominal (M) with changes
in the price level, Accordingly, the modern quantity theory uses the
money demand function to predict the level of money income and
prices if output is given, or changes in money income if output varies
with changes in (M), ' ‘ .

The post-Keynesian quantity and income theories thus differ
sharply in their analysis of the money demand function. In the
modern quantity theory it serves as a velocity function relating either
money and nioney income ot marginal changes in money and money
income [if both output and marginal velocity vary with (M}|; in
the income theory, it serves'as a liquidity preference theory of interest
rates, or of changes in interest rates (if the price level is given and
determined independently of the monetary sector). Accordingly, the

(22) See L. W. Muwrs, Monetary Policy for a Competitive Society (McGraw-Hill, 1950);
M:- Friedman ‘(ed.), Studies in the Quiantity " Theory of - Money {Chicago, 1958), and The
Optinum Quantity of Money (Aldine, 196g), especially Chapters 6-93 H. G. JounsoN, Essays
in Monetary Ecomomics (Farvard, 1967), -Chaplets 1-3; and I, Parmxrs, Money, Interest
and Prices, 2nd ed, (Harper, 1965), Chapter XV, - ‘

(23) For a more explicit statement of the relation hetween changes in the noniinal
money stock and interest rates see M. Pummosan and A, SCHWARTZ, Trends in Money, Income
and Prices (forthcoming); M. FRIEDMAN, Doflars and Deficits (Prentice Hall, 1968); P Casan
and- A, Ganporer,  The Channels of Monetary Effects on latetest Rates *, American Economic
Review, May 196g; W, Guson md G, Kawmwaw, “The Sensitivity :of Interest Rates ‘o
Changes in Money and Income . Jourtral of Pokitical Economy, May 1968; D. MEELMAN,
« Bond Yields and the Price Level: The Gibson Paradox * in Banking and Monetary Stwdies,

and D 1. Fanp, A Monetary Interpretation of the Postagbs Inflation-in the United: States ”,

op, it »
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quantity theory focusses on discrepancies between actual and desired
real balances, distinguishes between (exogenous) nominal balances
and (endogenous) real balances, emphasizes monetary aggregétes
r_zalther tha.n interest rates, and highlights nominal (M) as the opera-
tional policy variable; the income theory focusses on discrepancies
between actual and fall-employment output, abstracts from price level
changes, emphasizes an interest rate transmission mechanism, views
the monetary aggregates as endogenous variables, and highlights the
full-employment surplus as the operational policy variable (24).

‘_fmwed as general theories of incorne determination, both
theories have deficiencies. The quantity theory secks to f’:xplain
prices, or money income, but often abstracts from the level of em-
ployment; the income theory secks to explain the levels of employ-
ment, b_ut often abstracts from the price level; this difference 1);1
focus‘mlrrors the change in the analytical roles of real balances (M /p)
and interest rates, (r), in the two theories, The quantity theory
emphasis on (M/p) as an endogenous variable implies that the
attempt by the authorities to raise (M) may cause (P) to rise and
also cause nominal and real interest rates to diverge. In coritrast
the income t‘hcory, by de-emphasizing the endogeneity of rcai
balances, implics that (M/p) and (r) can be controlled (within limits)
by thc_ authorities — an impression that is reinforced by their failure
to distinguish between nominal and real rates,

' {24) This discussion suggests that the controversies over whether money is, or is sof
111:1P01.'tamt does not really bring out the essential differences between the inconze a;ld rqlllsm?tit,
thcc:mc:.‘;. .In slfrnc ways the income theory attaches greater significance to money than doez
: e quantity theory, Thus, the income theory assumes that it is often possible to permanent]
t‘;wv‘:r interest rates, of rates of retuen, by an increase in nominal money, while the quantiti
eory is more inclined to view nominal money changes as having a4 permanent effect mainl
on money income and prices, e
e i:::;;t:::less;ﬁb?cause quantity theorists are cl}f\tcn a.nalyzing situations where inappro-
; non y policies may hav‘e caused severe difficulties (e.g., in the 1930°s), they may
oster the impression that errors in monetary policy are always associated with such drasti
consequetces, e
ok One. other paradox may be noted. Many income theorists treat the nominal money
as an endogenous variable because they believe that this approach assumes less and is
thereforf: more accurate, But while this treatment of the money stock may be the mos.t
;ppropnatc ina fo1.-m‘al sense, it may ap.parcrut]y also lead to errors in a substantive sense.
or example, the large scale econometric models treat the nominal money stock
end?.gerfous yariable, but do not restrict the movements in real balances bY well—difsina;
equllllbnum conditions. ‘The assumption that an inerease in nominal balance.:r will incre:sc
;’;albg;anc':;; -,may bave ]JCC.‘D resp?nsible for some of the forecasting errors and policy mistales
968. This assumption may involve a more serious error, substantively and analyticall

than treating the nominal money stock, formally, as an exogenous variable 7 "
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The analysis of money, interest rates, and prices in the post-
Keynesian income theories may explain several of the troublesome
features of recent stabilization policy: the use of market interest
rates as an indicator of monetary policy; the tendency to tninimize
the price level consequences of excessive monctary growth; the failure
to recognize the impact of inflationary expectations on market interest
rates; the reluctance to distinguish between nominal and real quan-
tities; and the conviction that the rise in market interest rates since
1966 was due to an increased demand for money, and not the result
of excessive growth in the money supply (25).

The failure of income theorists to consider the impact of money
supply growth and the cxpansion of the monetary aggregates on
market interest rates, and to distinguish between market and real
interest rates, is especially relevant for analyzing the post-1965 infla-
tion and the stabilization difficulties since June 1968. The surprising
failure of the Revense and Comtrol Act of June 1968 to cool the
cconomy thus far could be explained by noting that the fiscal “ re-
frigeration ™ effect was offsct by the monetary “ boiler ” effect. The
authorities, while fighting inflation with the surcharge, also wished
to lower interest rates and move toward a tighter fiscal, casier money
policy during this period, and this led to a very substantial increase
in the monetary aggregates,

Many who favored monetary expansion after the June tax
package based their case on the desirability (and social necessity) of
lowering market interest rates. In retrospect, it secems difficult to
suppose that an increase in nominal (M) will raise real balances,
lower interest rates, curtail disintermediation, facilitate residential
construction, and somchow not raise prices. But an increase in (M)
which takes place in the midst of an inflation, will not only raise
prices but also raise market interest rates. Nevertheless, if true, it
suggests that an incredibly optimistic theory — based on a refusal

(25) For a recent, and very uscful, statement of the income theory approach to stabiliza-
tion, incorporating a commitment to economic growth and viewing it as a key aspect of
government policy, sce W. W, Heller (ed.), Derspectives on. Economic Growth, Because the
contributors to this volume are outstanding, it may not be inappropriate to mention that the
chapters dealing with stabilization policy and monetary theory provide examples iflustrating
the several questionable tendeneles just summarized, Obviously these tendencies are not just
limited to those whose understanding of the income theory may be questioned. Tt is for
this reason that I do not regard these characteristics as analytical errors, but think of them
as * methodological commitments *® thet may have become burdensome, and perhaps oppres-
sive, analytically. ’
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to acknowledge the endogeneity of real cash balances and the con-
sequent divergence of nominal and real rates — may have contributed
directly to the inflationary pressures which are still continuing (July
1969); and it may also have contributed to our 1966 stabilization
difficulties, if the authorities believed that monetary expansion would
bring about lower interest rates (26).

The stabilization difficulties that we have experienced since 1965
may be related to two questionable propositions in monetary theory,
which are implicit in many income models: 1) that the authorities can
affect real balances if they can control the nominal stock of money;
and 2) that the authorities can influence real rates through central
bank operations which change nominal market rates, Although both
of these propositions are generally accepted, they have only a limited
validity, and may lead to serious policy errors when applied to a

high-pressure economy such as the post-1g65 period in the United
States,

In an underemployed economy nominal quantities and nominal
rates may move with real quantities and real rates, and (M/p) may
b(? sufficiently flexible to be treated as a policy variable. But in a
high-pressure economy with rising prices, nominal and real quantities
no longer coincide; the real value of the money stock cannot be
treated as a policy variable, and an increase in (M} will not only
raise prices but will raise market interest rates as well, similarly with
the treatment of interest rates. In a slack economy interest rates and
rn::zfl rates move together; but in a high-employment economy with
rising prices, markez rates and real rates may diverge. Indeed, in
a period of price inflation, constant real rates are necessarily asso-
clated with rising market rates, so that movements in the market
rates cannot always correspond to real rates.

‘The endogeneity of the real value of the money stock, as
indicated by the divergence between nominal and real balances and
by the divergence between real and market interest rates, is thus a
manifestation of an economy approaching full utilization. And we
peed to investigate empirically when movements in interest rates and
in money balances begin to diverge, and whether the divergence

(26) The fear of owerkill articulated by influential sources in the summer of 1968 may
havc? served to reconcile the views of those who favoted the tax increase primarily as a
_stabllization measure to ceol the inflation, with the views of those who favored the tax
increase to shift the policy mix to achieve some social ohjectives,
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between real and nominal interest rates is related to the divergence
between real and nominal balances (27).

Many investigators have commented on the monetary lag, and
have suggested that because of this lag we would ‘expect very sharp
movements in interest rates — as the initial response to changes in
the money stock. It is not clear how the monetary lag may be
affected by the divergence between market and real interest rates and
between nominal and real balances, Knowledge of the conditions
when real and nominal balances diverge, of the process that causes
interest rates to diverge, and of the mechanism through which the
monetary lag operates, should be wscful in improving stabilization
policy. It would also help reconcile the income and quantity theories
and thus help complete the work initiated by Keynes by providing
us with a general theory of employment and output.

lil. The non-Monetary Theories of Price Level and Inflation

It is hardly an exaggeration to say that we do not have a satis-
factory theory of the price level or of inflation, The post-Keynesian
income and quantity theories provide different income determina-
tion models: the income theory emphasizes the consumption function
and other income-expenditure relationships; while the quantity theory
emphasizes the demand for money and portfolio adjustments (28).
As theoties of national income both theories have limitations, as we
have just noted; and neither theory provides us with an articulated
theory of the price level, and a basis for allocating a given change
in national income into the fraction duc to real output and the frac-
tion due to price level changes,

(27) Somewhere between the slack economy and the inflationary high-pressure econemy
there is a change in the relation between nominal and real rates, Responsible policy officials
must therefore identify and take account of the divergence between ncminal and real rates,
especially if they folow an interest zate criterion and use money market rates in the imple-
mentation of monetaty policy decisions,

{28) ‘The capital theoretic orientation of the post-Keynesian quantity theory, emphasiz-
ing portfolio choice and the substitutability of money for other assets, has been heavily
influenced by the Keynesian Liquidity Preference theory, Unlike the older quantity theory
based either on the payments rclations of the transactions approach or the store of value
relations of the Cambridge approach, it follows the Keynesian theory in treating the demand
for maoney as a problem in capital theory, focussing on the composition of the halance sheet
and the selection of assets, Sce J. Tomty, “ A Dynamic Aggregative Model 7, Journal of
Political Eeomomy, Aptil 1955, and * Liquidity Preference as Behavior Toward Risk ",
Review of Economic Studies, February 1g58; and M. Fricdman (ed.), Studies in the Quantity
Theary of Money. |
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Tl?e quantity theory, in the absence of an articulated theory of
thc? price level, nevertheless assumes a link between money and
prices, and views movements in the absolute price levels and infla-
tionary (or deflationary) pressures as reflecting current and past
cl‘langes in the money stock. The income theory de-emphasizes any
direct link between monetary assets and prices, and highlights non-
monetary factors in explaining upward movements in the price level
and inflation, This is particularly evident in the recent large scale
ccopomctr_ic models (Brookings, Michigan, Wharton, FRB-MIT),
whlcl.1 do not incorporate monetary {or fiscal) variables directly to
explain the price level; they base the prediction equations for the
absolute price level on concepts and empirical regularities that may

bc. appropriate for microanalysis and for the determination of relative
price movements (2g),

As an illustration, consider the recent (preliminary) FRB-MIT
model of the price-wage-labor sector which follows the other large
scale models in basing prices on unit labor costs, other markup factors
an‘d introduces other variables to pick up the influence of dcmand,
shifts or oligopoly pricing (30). This is essentially a non-monctary

{29) In their progress repert on the Federal Reserve-MIT model, F, Dec Leeuw and

E. Gramlich summarize the findings of the econometric models as foll’cvws;:
“The evidence from several of the large econometric models — the Wharton
School Mo‘del, the Commerce Department Model, the Michigan Model, and to a lesser extent
:{}zn f;ocﬁungs Model ~— is that monetary forces are rather unimporta’nt in influencing total

See F. D Leevw and E. Gramuica, “ The Channels of M icy °
Reserve Bulletin, Tune 1g6g. , e of Monctary Toliey ™, feders
The Brookings model is presented in J, DurstneRrRY :

. . . , et al., The Brookings Quarterl
Econometric Model of the United States (Chicago, 1965); the Miéhigan modil %s presentecji]
e;.lch year at a conference and later published in a volume, The Ecomomic Outlook for 1969
gwcs-the 1969 mode] presented at the November 1g68 conference. The FRE-MIT model is
lbv;:sc_nbid in F. D Leruw :sfnd E. GraMeicH, ¥ The Pederal Reserve-MIT FEconometric

ode% s Federal Reserve Bullerin, January 1968, and in ® The Channels of Monetary Policy
op, cit, 'I:he Wharton mode] is presented in M, K, Evans and L. R, Kueww, The W]tarttm,
Econometric Forecasting Model (Pennsylvania, 1g6%). ’
{30) F. De Lesuw and E. Gramuice in “ The Ch i ;
deseiit ) o D L ¢ Channels of Monetary Policy , op, ¢,
“ Prices are assumed to be a variable marku i i
. ‘ p over wages, with excise taxes com-
Fletcly shllftcd onto consumers. The variables determining the mari:up are the productvity
re'nd which all(wt{s producc‘rs to maintain profit shares even though wages rise faster than
pnces‘, farm and import prices which measure other costs, and the ratio of unfilled orders
to shipments, which indicates demand shifts ™.
For a criticism of the price level equations i i
. \ quations in the Brookings model see Z, GriLicuas
The Brookings Model Volume: A Review Article *, Review of Economics and Smtt'.rtic::
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theory of the price level. It scems to suggest that a general excise or
uniform sales tax (l.e., 10 per cent on all commodities) would raise
prices; yet an income tax, designed to yield the same dollar amount,
would presumably lower prices and certainly not cause them to rise.
But a conclusion that an uniform excise tax raises the price level,
while an income tax of equivalent revenue would lower prices seems
paradoxical. Moreover, since there are no cxplicit specifications
given for the money stock we have the following strange results:
1) that an excise tax may be inflationary even when the revenue is
impounded and the stock of money is reduced; and 2) that an
income tax is deflationary when the stock of money is maintained,
or even when allowed to grow at an accelerated rate, This paradox
illustrates the difficulties of explaining absolute price level movements
with. concepts that are appropriate for relative price analysis, and of
using an aggregative theory that docs not incorporate any direct
influence of money on prices (31).

The drift towards non-monetary theories of the absolute price
level is not a new development in the 1g60’s; it has been going on

steadily since the end of World War II. And though these theories

may have descriptive (or analytical) relevance in suggesting cither
the initiating factors, or the process in particular price level move-
ments, they are not casily integrated into a coherent set of anti-
inflationary policies. Moreover, if the absolute price level is indeed
a function of unit labor costs, markup factors, new or unfilled
orders, and other non-monetary factors, then it does sharply limit
the scope of the traditional stabilization measures which are geared
to a demand inflation.  In addition, the focus given to the non-
monetary aspects by the theorists of the “ new inflation” may have
also diverted attention from the * classical inflation ” due to expansive
monetary-fiscal policies. The conjuncture of all these factors may
help explain our inability to identify and deal effectively with the
post-1965 inflation in the United States,

May 1968, cspecially his discussions of prices and wages, pp. 221-223, and the rejoinder by
G. Fromm and L. R. Klein, especially pp. 237-238. For a more recent attempt to develop
price equations without bringing in tnonetary factors explicitly see O, Bexstant and G, FrouM,
“ T'he Price Equation ®, dmerican Evonomic Review, December 1968, ;

(31) For a discussion of this issue see H. G. Brown, “The Incidence of a General
Qutput or a General Sales Tax ” in AEA Readings in the Economics of Taxation (Irwin, 1959);
E. R, Rorem, Theory of Fiscal Economics (University of California, 1954); R. A, MUSGRAVE,
The Theory of Public Finance (McGraw-Hill, 1956); and A. Momno, On Taves and Inflation
{Random House, 1965), : . .
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' The sketch of inflation theory since World War II is intended
to 1llu'st1'ate the shift in emphasis from the aggregate demand effects
on prices, the focus on costs and aggregate supply effects, and the
purging of monetary variables from inflation (and price level) theory.
It suggests that more attention needs to be given to the monetary
aggregates and their effect on aggregate demand — if we wish to
improve our ability to forecast price level developments and deal
more effectively with inflation (32).

1) The “inflationary gap ” analysis developed by Keynes durin
World War II focussed on an eco)rllomy whefi-e pr)i’ccs )\:vcre 11'1151n§
because of an excess of aggregate demand over supply. Unlike the
classical quantity theory formulation, it did not assume any particular
link from money to aggregate demand, but was intended as an im-
proved theory of an excess-demand inflation. This approach fell
into disfavor when the postwar employment forecasts for 1946-1947,
based on © inflationary gap ” analysis, turned out very badly, and it
was widely recognized that the income-expenditure relations were
not properly specified in monetary terms. Not surprisingly, this
analysis went out of style at the end of the 1940’s.

2) Since the early 1950’s, the post-Keynesian income models have
typ%cally emphasized the role of aggregate demand in employment
while de-emphasizing its impact on price level movements. One of
the earliest cost inflation thecries — the wage-push model — was
flcccp.tcd by many neo-Kcynesians as an explanation of the creeping
inflation of the 1950’s; and it seemed to be a consistent application
of the Keynesian doctrine that a cut in the money wage will cause
prices to fall (by the same amount) and will not, thercfore, stimulate
cmployment in the depressions. The Keynesian view that the real
wage is determined independently, and not influenced by changes
in the money wage, would also seem to suggest that rising priccs
are due to rising wages. Later versions of cost inflation models
stressed markup pricing, sectoral shifts, and administered (non-
market clearing) prices. And since creeping inflation was gener-

(32) Professor G, Haberler is an outstanding exception to this vendency. His Inflation
Its Ctszs‘ and Consequences (Washington, 1966), first published in 1961, emphasized the need
for coordinated monetary and fiscal policy in fighting a demand inflation,

.For a survey of inflation theory see M, Bronriwerenner and F. Hoizman, © Survey of
Inflation Theory », American Ecomomic Review, September 1962; H. G, Jomnsow, EHssays in
Monetary Ecomomies, especially Chapter 33 and 8. W. Rousseas {(ed.), Inflation: ’Izs Catises
Consequences and Control (N.Y.U., 1568). ’
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ally associated with a reduction in aggregate supply duc cither to-
rising factor costs or to shifts in demand, it scemed to follow quite
naturally that a reduction in aggregate demand was not an appro-
priate policy for fighting inflation.

The wide acceptance of the thesis that the creeping inflation of
the 1950’s (viewed as the typical inflation of advanced industrial
countries) was basically a supply phenomenon had two important
consequences: it rationalized the view that monctary policy should
play only a very minor role in fighting inflation; and it also lent
support to the view that the stabilization authorities should focus
directly on the behavior of wages and prices and explore new stabil-
ization. techniques such as incomes policies, wage-price guideposts,
and possibly including indicative planning and other techniques of
supply management (33)-

3) Reinforcing the idea that creeping inflation was an aggregate
supply phenomenon, and requiring therefore a national wage-
guidepost (or incomes) policy, was the growing skepticism about
whether monetary policy could play any constructive role in stabil-
ization, First, there was a general concern that a restrictive monetary
policy would reduce output but not succeed in lowering prices;
second, it was suggested that the monetary authorities may Dot
always be able to control the stock of privately held liquid assets
through their control of the money stock; and finally, that aggregate
demand was functionally related to the total volume of liquid asscts
and not to one component of this total -— such as the narrow money

stock (34).

4) The cost inflation models assume that creeping inflation
(unlike galloping inflation) is a supply phenomenon and not due to
an increase in aggregate demand. They differ only in the specific

(33) See the Joint Heonomic Committee volume on The Relation of Prices to the
Fronomic Siability and Growth (Washington, 1958) for a fairly comprehensive compendium
of non-monetary infladon theories that were developed to explain the creeping inflation of
the 1950's,

{34) For a good example of the growing skepticism about the rele of monetary policy
in stabilization and the acceptance of the ® New Inflation ” theory see 'The Joint Economic
Committee Staff Repors on Employment, Growth and Price Level (Washington, 1959).

See the review by [L. P. Mmsky, “ Employment, Growth and Price Levels: A Review
Atticle ®, The Review of Ecomomics and Siatistics, February 1961, and the analysis of the
inflation. theory in the ® Staff Report”, in G, HasrRLER, op. cit, Seec also G, Kaurman,
 Current Tssues in Monetary Economics and Policy: A Review ?, ap. cit., for a discussion
of the monetary issues.
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mechanism that they single out: some focus on unions and wage-
push; others on markup pricing; on market power and bargaining
strength; and on administered prices. But they all assume an auto-
nomous tisc in factor costs, a reduction in aggregate supply, and a
rise in prices, even though aggregate demand is stable. Similarly,
although the demand-shift inflation model does not initiate the pro-
cess with an autonomous rise in factor costs, it follows the cost
models in explaining the price rise without introducing any notion
of excess demand.

5) At the close of the 1g50’s Samuelson, Solow, and others
developed the trade-off analysis of creeping inflation. They start
with a Phillips Curve — a (U,W) function relating unemployment
and percentage changes in money wage rates — and derive from this
a trade-off function — a (U,I) function relating unemployment and
the rate of price change. They suggest that the unemployment rate
at a stable price level may be unbearably high and socially unaccept-
able, and that we may have to accept a given degree of inflation
(a specified rise in the price level) if we wish to lower it. If this
trade-off function, incorporating a dynamic money-illusion effect,
applies to the steady-state and is not just a temporary phenomenon,
it implies that the degree of inflation is related to the level of unem-
ployment that socicty will tolerate. It also suggests that we may
have inflationary recessions — even substantial unemployment docs
not necessarily guarantee us a stable price level. From an analytical
point of view this theory is a radical departure from traditional
analysis in assuming that resl variables (the level of employment and
of output) are not independent of nominal variables (the price level),
even in the long run (35).

(35) Although the irade-off function between unemployment and inflation is widely
acc'epted, its interpretation does pose severel questions for inflation theory: Are the trade-off
estimates, interpreted as long-run steady-state relations, consistent with our accumulated
cxperience with inflation? Are the trade-off estimates, which assume a long learning
period, consistent with our theaties of anticipated inflation and expeotational behavior? Does
the trade-off analysis suggest any role for monetary policy in avoiding or in combating inflation
by shifting the trade-off function? And is such a role consistent with the growing volume
of empirical studics of the monetary sector?

) The Samuelson and Solow article developing the trade-off analysis by utlizing the
Phillips Curve is given in P. $. Samurisen and R, M, Sorow, “ Analytical Aspects of Anti-
IInﬂation Policy ¥, American Economic Review, May 1960 sce the discussion of Phillips Gurves
in A, F Burws and P. A. Samvrisox, Full Employment, Guideposts and Ecomomic Stability
(Washington, 1g67); and Sorow’s paper, * Recent Controversy on the Theory of Inflation:
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6) Finally, some economists have recently attempted to analyze
inflation in terms of a disequilibrium model — thus generalizing the
carlier Keynesian wage-push theory to cover scllers” inflation and
administered (non-cquilibrium) prices, In their view actual prices,
and especially wage rates, are very often somewhere between the
demand and supply price, and do not, therefore, satisfy ecither the
demand function or the supply function. They arc determined by
market power and bargaining strength. In this model it is possible
to have both buyers’ and sellers” inflation (36).

This review of inflation theory illustrates the proliferation of
non-monetary price Jevel and cost inflation theories since the end
of World War TI, stressing (i) autonomous increases in factor costs,
(ii) shifts in demand, (iii) administered prices and market power,
(iv) the (UJ) trade-off function between unemployment and price
level changes, and (v) markets in disequilibrium. These * new in-
flation * theories reflect a growing consensus among income theorists,
throughout this period, that monetary variables are not the causal,
independent, or active factors affecting output, employment, or
prices. The widespread acceptance of these “ new infladon ” theories,
both in the academic world and in business circles, seemed to vin-
dicate the monetary views of the income theorists, and help explain
the experiments - in the United States and in Western Europe —
with the new inflation weapons such as income policies, wage-price
guideposts, indicative planning and other elements of supply man-
agement,

Nevertheless, the failure to introduce monetary variables in the
analysis of the price level and in inflation theory does scem strange.
Whatever relevance or validity these non-monetary theories may
have had in explaining, or in providing, effective policies for coping
with the creeping inflation of the 1950’s, they are clearly inappro-
priate for the inflation of the 1960s, A credible explanation of our
recent inflation surely must take account of excess demand and the
high rates of monetary expansion since 1965, Whether or not this

An Telectic View *, in 8. W, Roussias, op. cit.; see G. HMaserien, © Stability Growth and
Inflation ”, a chapter in a forthcoming volume dealing with these issues, and D. 1. Fanp,
% On Phillips Curves and Trade-off Functions ”, a paper ptesented ta the Canadian Economics
Association meetings, Toronte, Canada, June 3, 1969 for a discussion of the Phillips (U-W}
relation and the Samuelson-Solow (U-1) made-off function.

{36) For a statement of this disequilibrium model sce A. P, Lexntr, * On Generalizing
the General Theory *, American Economic Review, March 1960. Tor a different interpretation
sec A, LEnjoNHUrvUD, op. ¢t
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rate of monetary expansion was inevitable — given the Vietnam
War — it surely played a major and substantial role in our recent
inflation,

The tendency to exclude any direct influence of money on prices
and to stress real -— non-monetary — factors in explaining the
absolute price level has generated an intellectual climate in which it
is casy to neglect the behavior of the monetary aggregates. And
when income theorists highlight the effect of monetary policy on
interest rates, they necessarily rule out any effect on prices, for this
is implicit in allowing real balances to behave as if it were a policy
variable. In consequence, when they were faced with the need to
explain the creeping inflation and price level movements of’ the
1g50's, they sought to locate the cause among the aggregate supply
variables such as wage-push, markup, sellers’ inflation, or in demand
shifts. Admittedly, this inflation theory was not designed to serve
as the analytical model for analyzing a demand inflation such as
that we have experienced since the Vietnam escalation in 1965. Never-
theless, the stressing of real factors in the theory of the price level
has made it difficult for many income theorists to sec the relevance
of the substantial growth in the money stock in the recent inflation,
cven while freely conceding that it is a classical demand inflation.
Our experience since 1965 suggests that we direct our attention to
the money stock and its effect on aggregate demand and prices. It
also suggests that the emphasis given to real factors in explaining
the post-1965 inflation, and. to discretionary fiscal policy for coping
with it, and the relative neglect of the monetary aggregates, is an
inheritance from the past that needs to be re-examined (37).

IV. Fiscal Policy: the Ceteris Paribus Multiplier and the Mutatis
Mutandis Multiplier

~ The theory of fiscal policy highlights the direct income-generat-
ing effects of deficits and surpluses and the stabilization aspects of
ic cumulative multiplier expansion process; but it often ignores the
interest rate or capital market cffects, and it invariably abstracts from

(37) See D. I. Fawp, “ The Chain Reaction-Otiginal Sin (CROS) Theoty of Inflation *,
op. cit., and * A Monetary Interpretation of the Post-rgfs Inflation in the United States ”,
op. cit,
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any associated money stock effects. The simplest presentation may
be summarized as follows: an increase in government spending is
viewed as a direct demand for goods and services; changes in tax
rates, as directly affecting consumer spending, investment, and aggre-
gate demand; and the initial increase in spending, as setting off a
cumulative cxpansion as given by the multiplier process (38). More
advanced discussions go beyond the 45° diagram, introduce the
Hicksian JS-LM Analysis to account for the capital market effects
of changes in fiscal policy; but even this more advanced analysis
typically abstracts from the money creation aspects that may be
associated with a cumulative expansion.

A widely quoted statement describing the “Workings of the
Multiplier ” in the Ecomomic Report of the President for 1963
illustrates this tendency to omit the capital market and money
creation aspects (39). The dircct income-generating effects of the
deficit are stressed, but no indication is given whether the rise in
income requires stable interest rates, an elastic monctary policy, or
a deficit financed through the banking system. Thus, the case for a
discretionary tax cut and a reduction in full-employment surplus, as
presented by the Council of Economic Advisers (CEA) in 1963, does
not bring in any explicit discussion of the method in which the
deficit is financed. Their position is stated as follows:

Tax reduction will directly increase the disposable income and
purchasing power of consumers and business, strengthen incentives
and expectations, and raise the net returns on new capital invest-
ment, This will lead to initial increases in private consumption and
investment expenditures. These increases in spending will set off
a cumulative expansion, generating further increases in consumption
and investment spending and a general rise in production, income
and employment.

(38) The volume of readings, American Fiscal Policy: Experiment for Prosperity
(Prentice-Hall, 1967), edited by L, Thurow, is a good example, With very few exceptions,
the individual papers either abstract from, or ignore, monetary factors, and do not cite any
empirical evidence to justify the strategic role assigned to discretionary changes in the full-
employment surplus, It appears that such justification was not felt necessary, becanse the
very substantial growth in GNP since 1964 was widely interpreted as the result of the Ig64
tax cut and reduction in the full-employment surplus.

(3g) See the section, * Workings of the Multiplier * in the Econemic Report of the
President jor rg63. “This is reprinted in A, M. Okun (ed.), The Battle Against Unemployment

(Norton, 1965), pp. 88-97. :
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The analysis of the 1964 tax cut presented by Okun in 1905 ex-
plicitly justifies the omission of any capital market or monctary
effects (40). Although Okun accepts the view that significant changes
in the cost or availability of credit would have an important influence
on business investment, he does not make allowance for these factors
in his quantitative estimates of the multiplier. He rationalizes his
procedure as follows:

. in practice, dealing with the period of the last year and a half,
I cannot belicve that the omission of monetary variables can make
a serious difference. By any measure of interest rates or credit condi-
tions 1 know, there have been no significant monetary changes that
would have either stimulated or restrained investment to a major

degree.

He does concede that “ the maintenance of stable interest rates
and stable credit conditions requires monetary action” and that at
least to this extent, “ monetary policies have made a major contribu-
tiqn to the advance . But in his view, “ that contribution is appro-
priately viewed as permissive rather than causal ”. Okun’s analysis,
presented in August 1g6s, attributing the GNP expansion to the
tax-cut multiplier, was a strict fiscal policy interpretation, in contrast
to other (monetary and eclectic) interpretations that were presented
at that time (41). His analysis was not modified when it was
published in 1968 (42).

If the fiscal approach, with its multiplier analysis, emphasizes
the deficit or surplus and relegates both the interest rate and the
money creation aspects to a secondary role, the monetary approach
emphasizes the money stock cffects. To the monetarist, the impact

{40) Okun's enalysis of the 1964 tax cut was presented at the 1965 meetings of the
1}mencan Statistical Assoclation, His paper, * Measuring the Impact of the 1964 'Tax Reduc.
tion ™ has been published in W. W, Heller (ed.), Perspectives on Economic Growth, pp. 25-5t.

{41) See D. L Fanp, “ Three Views on the Current Expansion ” in G. Horwich {ed.)
Menetary Process and Policy: A Symposium (lrwin, 196%), analyzing the views of the ﬁscai
proponents, the monetary proponents, and those who take an eclectic position, See also
:;&. F. Burws, The Malnagemem of Prosperity {Columbia University Press, 1966); M, FrEpMan,

The 'Monct?u'y Studies of the National Burean ”, reprinted as Chapter 12 in his The Opti-
mutn Quantity of Money, pp. 261-284; B, Sraiwger, * An Evaluation of Recent Federal
Reserve Policy  in the Finencial duelysts Jowrnal, August 19653 and G. Morruson, © The
Inﬂ'l'xenc:: of Money on Economic Aetivity », in the 1965 Proceedings volume of the American
Statistical Association.

. {42) Okun i‘n a note added in June 1967 te his 1985 analysis of the tax cut does concede
that “ Any analysis of fiscal impact that covered the more recent period could no longer treat
monetary policy as a passive supporting force, nor could it continue to ignore the influence
of higher levels of aggregate demand on prices », See W. W. Heller {ed.), op. dit., pp. 27-28.




242 RBamca Nazionale del Lavoro

of fiscal actions will depend crucially-on how the government deficit
is financed: expenditures financed ecither by taxing or borrowing
‘nvolve a transfer of resources (from the public to the government),
with both interest rates and wealth effects on private portfolios, but
the net effect on spending may be ambiguous; similarly, the eflect
of a reduction in taxes on private demand, financed through borrow-
ing, will depend on (i) the extent to which it is viewed as a per-
manent, or temporary, tax cut, and (if) its effect on market interest
rates, Accordingly, the direct income-gencrating effects of a deficit
— the pure fiscal effect — may be quite small and uncertain, On
the other hand, if the deficit is financed through money creation
by the banking system — if the deficit is monetized — the effect
is unambiguously expansionary.

Many income theorists recognized that the multiplier analysis
based on the 45° diagram was inadequate, and modified their analysis
to take account of interest rate cffects through the Hicksian IS-ILM
framework. But even this modification, while a step in the right
direction, does not really make allowance for the money creation
aspects of -deficits, What is needed is a macroeconomic model,
where the monetary effects of the deficit are taken up by introducing
an explicit government budget restraint, Recent studies along these
lines suggest that many of the standard propositions about the mul-
tiplier need to be revised (43).

Aside from these theoretical reasons, the need to separate out
the monetary effects from the fiscal effects has been highlighted by
the recent Andersen-Jordan study, testing the relative effectiveness
of monetary and fiscal actions in stabilization. ‘Their results, while
preliminary and subject to further testing, do suggest that the theory
of fiscal policy, with its emphasis on discretionary changes in the
full-employment surplus as the key stabilization instrument, may be
incorrect or only partially correct. Their findings also suggest that

(43) See L. 8. Rurmsx, “Some Monetary Aspects of Multiplier Theory and Fiscal
Policy ", Review of Economic Studies, February 1956; C, CHRIT, “ A Simple Mactoeconomic
Model with a Government Budget Restraint”, Journal of Political Econorsy, January 19683
and J. M. CULBERTSON, Macrosconomic Theory and Stabilization Policy (McGraw-Hill, 1968),
pp. 462-464. :

Sce also K. M, Canusow and D. §, Kawvosky, © The Influence of Fiscal and Monetary
Actions on Aggregate Demand: A Quantitative Appraisal #, Working Paper #£4, March 1969,
Federal Reserve Bank of St Louis; and K. M. Cantsen, % Monetary and Fiscal Actions in
Macroeconornic Models ®, M.S., for an interesting attempt to define and estimate the
monetary effects of fiscal policy actions, '
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the tax and expenditure multipliers, as estimated in many income
models, tend to confound a ceteris paribus fiscal action (excludin
money stock effects), with a mutatis mutandis fiscal action (incors%
porating both monetary and fiscal effects) (44). |

Th(va need to revise the standard multiplier theory and to develop
more discriminating empirical tests of the relative effectiveness of
monetary and fiscal actions is recognized even among fiscal policy
advocatf:s. Thus, there is a significant medification of the multiplier
theo'ry in the Economic Report for 1969, stressing two points in
particular: (1) that “ the results of this multiplier process are affected
by the amount of unused resources available in the economy ”; and
(2) that monetary policy does affect the magnitude of the r;mlti-
plier (45):

Developments in financial markets may influence the magnitude
of the multiplier. Increases in demands for goods and services will
tend to enlarge credit demands. Unless monetary policy permits
supplies of funds to expand correspondingly, interest rates will rise
and c?edit will become less readily available. In that event, some
offsetting reduction is likely to take place in residential const;:uction
and other credit-sensitive expenditures. Generally this will be a

Partial E}f{sct, varying according to how much the supply of credit
is permitted to expand.

~ There is therefore a growing consensus that multiplier theor
f’leeds to separate out the monetary effects from the pure fiscal ﬁffectsy
in order to develop meaningful tests of the relative contribﬁtion of,
meonetary and fiscal policy in stabilization, In particular, we need to
define monctary actions so as to separate out exogcnou; changes in
the money stock — resulting from money supply changes — from
endogenous changes - reflecting shifts in the demand for money —
so as to remove the identification problem in a manner that is acc{: t-
able to the income theorists; and we also need to define a pure cc’tcl:z's

At (44) The Andel’sen-!ordan results are presented in their paper, “ Monetary and Fiscal
C:;: lons: A Test of Their Relative Importance in Stabilization ”, op. ¢z, Sce also the
o :Imlzems of De Lc:::uw and Kalchbreaner, and the refoinder by Andersen and Jordan, op. ot
. ‘;‘ th Daws., How Much Does Money Matter: A Look at Some Recent Eviderice "
hfc;nc‘:t., & carl-u:r study by M, Frisoman and D. MemssiMan on “ The Relative Stability of
Sm[;s‘ary‘ Velocnlty' and th‘e Investment Multiplier in the United States, 1Bgy-1g58 * in
. 3:/[ ::‘:;;Tiv;n.Pahc:icsA(Prcn(tilcc-Hall, 1563), and the subsequent discussion of this study by
. ligliani an i f

Reviem, Septemi;) d Ig.ﬁsf\n o, and by T, Mayer and M, De Pranc in dmerican Economic

(45) Sec The Economic Repor: of the President for 1969,
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paribus fiscal action with restrictions on the growth rate for the
monetary aggregates, that is acceptable to the monetarists. A revision
of multiplier theory along these lines would enable us to separate
out analytically, and estimate, ceteris paribus fiscal and monetary
multipliers, and thus bridge some of the gap between the income
theory and the quantity theory. But it requires that we find an
acceptable method for separating out endogenous and exogenous
changes in the money stock, and for estimating empirically the
money stock effects of deficits and surpluses.

Fiscal deficits are obviously often associated with, if not directly
responsible for, substantial increases in the monetary aggregates. Our
recent experience reminds us once again that a fiscal deficit, financ-
ed by the banking system, will tend to accelerate the growth in the
money stock; while a fiscal surplus, whether impounded or used to
retire debt, will tend to decelerate the money stock growth, And if
the fiscal deficit is financed in part through accelerated monetary
expansion, as was the case since Vietnam, the growth in GNP
reflects the combined effects of fiscal and monetary action,

Monetary policy, defined with reference to the money stock,
typically changes in the same direction as fiscal policy. Accordingly,
what we observe in most periods (i.c., like the 1964 tax cut) is the
effect of a combined action incorporating both. monetary and fiscal
clements. It is thercfore fortunate for the development of stabiliza-
tion theory that they were working in opposite directions on two
occasions in recent years — thus providing an interesting test casc.
In 1966 a sharp increase in the deficit was matched by a very sub-
stantial tightening in monetary policy; and the crunch in the latter
half of 1966 and the mini-recession in carly 1967 clearly demonstrate
the power of monetary policy. Similarly in 1968 the very substantial
increase in the Ffull-employment surplus enacted in the June 1968
Revenue and Control Act (and giving rise to widespread fear of
overkill) was apparently offset by the growth {past and subsequent)
in the monetary aggregates. In these cases, the monetary forces secm
to have been the stronger ones, and not the relatively minor (or
permissive) factors that can only accommodate (or validate) fiscal
policy actions. Hence the renewed interest in their relative contribu-
tion to stabilization,

This, then, brings us to our first question: How do we define
the ceteris paribus fiscal action if monetary policy and fiscal policy
often move in the same direction? The income theorists define this
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as a fiscal action holding interest rates constant, and are consistent
with tly:ir view of the transmission mechanism, On this definition
a ceteris paribus fiscal deficit may require a very substantial increasé
in the sfock of money, and appears to the monectarist as a mutatis
mm:‘cmcfzs effect. ‘To the monetarist, a ceteris paribus deficit requires
a given money stock growth rate, which may lead to a rise in the
interest rate; to fiscal policy advocates, this appears as an offsetting
action since the rise in interest rates (which they define as monetar

action) is restrictive and offsetting the income-generating effects o%
the deficit. The ceteris paribus cflect for deficits or ‘surpluses, as
defined by the monetarists, will therefore differ from the dcﬁniiion
adopted by the fiscal policy advocates, |

' This difference in concepts helps explain the existence of a
fairly pronounced communications gap. What a monetarist regards
as a ceteris paribus deficit may entail a rise in interest rates, and
appear therefore as an offsezzing action to the fiscal advocatc°’what
a fiscal advocate regards as a ceteris paribus deficit may entaijl acce-
lerated growth in the money stock, and appears thereforé as a

mutatis m.umndis effect to the monetarist. This applics especially to
the analysis of the 1964 tax cut.

T.he money stock effects of deficits and surpluses need to be
quantificd if we are to obtain a realistic formulation of the govern-
ment budget restraint, Once this is done we may be able to estimate
the ?ﬁects of a non-monetized deficit and a monetized deficit, and
obtz}m acceptable estimates of fiscal multipliers — for the c:s'terz'.c
paribus and for the mutatis mutandis cases. We would also like to
Flenvc such estimates for the monetarist who defines monetary polic
in terms of the money stock growth, and for the fiscal advocates Whg
define monetary policy in terms of interest rates. Once this is done
we may be able to translate the results obtained in these two i’:ramej
works, This should help bridge the communication gap, and it ma
also help reconcile the two opposing points of view (46), ’

(46) A technique that enabled us to se i

2 parate out exogenous changes in the mone
:;ock dL]lJe to monetary pelicy from endegenous changes induced by the real sector, wnu[’g
" :;:-a:ina le '1111: to esnmaft; a ceteris paribus fiscal action in terms of exogenous money stock

or, is approach would, in principle, be acceptable to the fiscal

K. M. Carsson and D. S, Karnosry, op. cz't.p i o the fucal sdvocaies. Sée
facal TI;F fu.ll-cmployment surplus for deficit) is generally accepted as the best measure o
ﬂstc.a. policy, in preference to-the actual surplus {or deficit) which is affected by the level of
ctivity, and hehaves therefore more nearly like an endogenous variable, But the full-
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Conclusion

In this paper we discuss four issues in Monetary ‘Theory which
seem central to many of the recent discussions and debates concern-
ing monetary policy.

The first question that we consider is the extent to which the
central bank can control the nominal money stock. This issue has
been raised by those who find it more natural to formulate Federal
Reserve policy in terms of moncy market and instrument variables,
by those who follow the interest rate transtnission mechanism of the
income theory and prefer an interest rate criterion for policy making,
and by those who believe that the money stock is, in part, an
endogenous variable and therefore question whether it can serve as
an indicator or target variable. We have tried to formulate the
different viewpoints in terms of a money supply function, and test
them cmpirically by comparing the short run money supply functions
(excluding feedbacks from the real sector) with a longer run, reduced
form money supply function (allowing for feedbacks). Our prelim-
inary findings seem to suggest that the central bank has sufficient
control of the money stock so that it could be made to conform to a
given set of guidelines, but that its control may be weaker (and less
precise), the shorter the time period available to achieve a given
objective, This would suggest that the degree of precision expected
of the authorities is not independent of the time period that they
have to achieve the policy guidelines.

The second question that we explore is the relation between
nominal and real quantities in the two aggregative theories that we
have. The stabilization difficultics that we have experienced in the
Jast several years may be related to two propositions in monetary
theory which have been widely accepted in many of the income
models. These are: that the authorities can influence real balances if
they can control nominal balances; and that the authorities can
influence real interest rates (and rates of return) by operations which
change nominal market rates. Both of these propositions may lead

employment surplus is available only for the income and product budget, and is tied to an
income-expenditure framework, It may be desirable to experiment with * similar ¥ concepts
(separating out endogenous effects) for the cash budget and the new, and comprehensive,
liquidity budget, to determine which of these budgets provide the most useful measure of
fiscal policy. :
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to serious policy errors when applied to a high-pressure economy
such as thelpost-1965 period in the United States,

The third question that we consider is the theory of the price
level and the analytic framework used to analyze inflation. We find
that thcr.e has been a tendency since World War II to divorce money
from. prices, to stress real factors in explaining the absolute price
level, and to neglect evén substantial movements in the moneta
aggregates, Moreover, when income theorists highlight the short
run eﬂect of money on interest rates — the liquidity effect — and
treat it as a permanent effect, they necessarily minimize the effect
on prices. This corresponds to treating real balances as if they were a
variable that could be influenced by the authorities, Having ruled
out any direct link between money and prices, income theorists neces-
sarily explain the post-1965 rise in the price level by bringing in
aggregate supply variables, other real sector developments, Vietnam
escalation, and inappropriate fiscal policy, but continue to abstract
from the very substantial growth in the money stock and other
monetary aggregates.

The fourth problem that we consider relates to the analytical
problerr.t of defining cezeris paribus and mutatis mutandis fiscal effects.
A deficit with ceteris paribus defined in terms of money stock growth
appears as an offsefting action to a fiscal advocate, while a deficit
with ceteris paribus defined in terms of interest rates appears as a
mutatis mutandis effect to the monetarist. These concepts need to
be defined for the monetarists and the fiscal advocates, in order to
translate the results obtained in the two frameworks. This may help
bridge some of the communications gap in stabilization theory, and
also help reconcile the two points of view, ’

. Davip 1. Fanp
Detrost,




