Is Fiscal Policy Dead?”

. Introduction

Writing in the well known fitst Survey of Contemporary Eco-
nomics published thirty years ago for the American Economic Asso-
ciation, Arthur Smithies (1948) began his comprehensive article
“Federal Budgeting and Fiscal Policy” with the words: “ Under the
impact of depression and war the theory of the relation of fiscal
policy to the working of the national economy has made great strides,
While important details remain to be worked out and formulations
can be made more elegant, the theory is well advanced.” Smithies
was certainly one of the first writers to emphasise the political and
administrative limitations of implementing fiscal policy as a means of
achieving economic stability, which are discussed later in this paper.
However, there is a ring of optimism in his opening paragraph which
today would sound strange to both economists and policymakers,
though it rang true at the time to his fellow macro-economists.

Not only has confidence waned in the ability of fiscal measures
to secure macro-economic goals, but in addition it has been argued
that where fiscal changes exert noticeable and significant impacts
they may do so in a distinctly petverse and de-stabilizing manner.!
In short, the question now confronting the policy administrator, is
whether fiscal policy may usefully be included in the armouty of
countercyclical weapons wielded in defence of short-term stabilization
goals?

This changed status of fiscal policy has stemmed partly from

* This atticle reflects the governmental and consulting expetience of the authors
but in no way commits any etstwhile sponsots.

.1 One variant of this argument has been the claim that budgetaty deficlts to
stimulate employment must ultimately reveal themselves in an equivalent balance
of payments deficit for an open cconomy regatdless of whether the exchange rate
Is petmitted to float or not. The issue is closely related to the case for import controls.
See Goprey (1976) and Ert1s (1976}, -
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developments in theoretical economics generally on the one hand,
and also from a changed view of the government objective function
upon the other. With regard to the latter, the control of inflation
- in conjunction with its balance of payments implications — has
become the ovetriding policy objective in many couniries and here,
it has been alleged, restrictive fiscal policy may paradoxically ex-
acerbate the rise in prices. Secondly, modern macto-control explicitly
takes cognizance of an objective function which is multidimensional
and consequently of the need to derive the apptoptiate policy mix
in which the fiscal instrument is but one factor and may even be the
relatively minor factor? Tn addition, it is now generally admitted,
by even the staunchest advocates of fiscal intervention, that the
eatlier Keynesian models to which the fiscal variables were telated,
were extremely simpliste and generated an unrealistic degree of con-
fidence in the precision of fiscal control, The adoption of naive
assumptions concerning the size and stability of the relevant coeffi-
cients together with a regrettable tendency to ignore the problems
posed by lags in effect and dynamic disequilibtia, resulted in undue
veliance being placed on discretionary policy generally and on fiscal
intervention in particular. Finally, the relevance of fiscal policy
control has been sharply questioned by a number of studies which
have sought to assess empirically the contribution of fiscal measures
to stabilization goals — both absolutely, in terms of whether their
net impact was stabilizing or de-stabilizing, and also relatively, in
terms of their comparative performance alongside monetary control.
Some of the formet studies (e.g. Prest 1968} are notable for their
conclusion that fiscal policy has been on balance de-stabilizing in the
United Kingdom in tecent years -— an economy, it may be noted,
where the parliamentary structure allows fairly rapid enactment and
jmplementation of fiscal changes — whilst the latter (e.g. Keran 1969)
have often concluded that the fiscal influence was virtually imper-
ceptible in relation to its impact upon GNP. These studies are by
no means conclusive; the former have generated a certain amount of
controversy over how fiscal measures should be assessed (Worswick
1970, 1977), whilst the latter have frequently been criticised for

2 Thus for example, it has been argued that monetary measures are superior to
fiscal in the pursuit of chott-term external stabilization goals upon the ground that
they exert a more direct impact upon intetest rates which may benefit the capita
account of the balance of payments. For this related argument see MUNDELL {1962).
For a critigue of the underlying tationale see especially WILLIAMSON (1971). -
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depen_dence upon an economettic technique which is methodologicall
| questionable and which may contain an inherent bias againsgt thy
assessment of the fiscal impact.> At the same time, they have doubtles:
influenced present day attitudes to fiscal intervention and articulail
the general feeling of agnosticism which now prevails. ’ Y

II. The “Success” of Fiscal Policy

In part, the downgrading of fiscal policy stems from a false view
of its pretensions. Traditionally, fiscal policy has adopted a uni-
dm‘lensmnal view of the objective function perceiving its role to be the
maintenance of that level of demand consistent with full employment.*
The experience of the Second World War demonstrated that overr;-
ments could command maximum usage (though not necessarigl efli-
cient usage} of available resources by sanctioning deficit ﬁngncin
\x-rhﬂst physical and othet controls could be used to contain adversg
side effects. The post-war years witnessed the gradual dismantlin
of -controls and a tentative liberalisation of international trade; e%
neither.inﬂuence affected the status of fiscal policy, though its ;tl?flct
Key_neslan version was considered too static by Dutch and Scandi-
navian economists, and was rejected out of hand by German econo-
mists of the influential Freiburg School.

Despite the fairly general expectation of a marked post-war
slump, ﬁscal policy seemed adaptable enough to promote full employ-
ment v:rlth only modest inflation rates, and balance of paymenfs
dlﬂicult{es reflected primarily the failure of international liquidity to
expanc'l in line with world demand rather than any fundamental de);ect ‘
of poh.cy. Thus the conventional wisdom became one in which ' the
authorities could so “fine tune” the economy to meet macro-economic

3 We refer here to the so-c ‘
] -called * reduced form approach’ whi
] which n
;1;1}5]1;'1:%16 ‘;1; ;l;: t(;l;gl[?ggett;ous var[abr}:?rl to }ied contEollcd to thepexogenous ;l;liéslaxf:?iagig
" ] assess, e validity of this h i
w : approach depend
en?:l ol;:ﬂgisvigﬁlzllﬁebcmga ?oaglenous ; and iLot itself a functioﬁ ofS cilr;féggyimil gc?lg
0 ble — and also on being subject to fairly f
o . ject to fairly fre
inailg;meﬂgo meanmgfu} regression results can be obtained v&yith rg.:sl;gcft ct]:)att]ﬁ: Cs:ﬁaéhat
Eorm'approfgﬁmﬁ:sv?ﬁgﬁﬁé dIft; hshould pethaps be noted that on occasions the reduggg
o ) ! e comparative superiority of fiscal 'y 1
CDC?,AOQO%? lfittcrhpmnt see Arris and Nopay (1965) and f’ixﬁ%‘;il\rm(?g?)‘t‘?iy .
minal magnitudczgy the Emphasm was f(_)cussed on real vatiables rather than on no-
; , brice changes, expectations of ptice changes and problems of money

xllusion, and on the short
, t short run, T ¢ i ? i venti
teficit vt s h.e side effects’ of fiscal inter ention, e.g. budget
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goals by a conscious policy of demand management. In the United
Kingdom particularly where the political and institutional framework
conferred considerable discretion on the government of the day with
respect to tax and expenditure changes, demand management became
identified with fiscal policy’ Inevitably, the experience of the last
few years, when substantial and rising unemployment has coincided
with accelerating inflation and when the wotld monetary mechanism
teeteted on the verge of collapse, has culminated in a re-examination
of the claims of fiscal policy.

First of all, it has been claimed that the maintenance of full
employment in the post-war period was less the consequence of sophi-
sticated fiscal policy rather than the simultaneous occurrence of rapid
technical change promoting a matked growth in world demand and
consequently a strong secular tendency for labour to become scarce
relative to capital inputs® Secondly, increasing attention has been
accorded to the views originally propounded by Tinbergen (1952)
that any one policy measuse is normally insufficient to optimise an
objective function containing mote than one argument. Macro-
economic policy then becomes primarily a question of identifying
these arguments, and of devising the appropriate instruments to
attain them. Efficient policy-making requires that the instruments
be allocated to the argument upon which they exert their maximum
impact. 1f policy objectives conflict, then priorities have to be
specified; equally it follows that decisions are being taken with
respect to the policy instrument. Thus one reason for contemporary
scepticism of fiscal policy is the fact that, at the margin, inflation
has temporarily superseded employment in the specification of the
government objective function and that, under the influence of the
monetatist revival, monetary policy is considered to be more effective
in the control of inflation.” ,

Finally, the ability of fiscal policy to deal with the employment

5 Tn the United Kingdom, the peculiar positton of sterling frequently neces-
sitated recourse to ‘stop-go’ policies which invariably included a rajsing of interest
rates ta protect the external account, Nonetheless, such monetaty influences were
looked upon as reinforcing the fiscal measures.

6 In the United Kingdom, for example, MATTHEWS {1968) has argued that, on
balance, post-war fiscal policy has been contractionaty. But see the criticisms of this
thesis by Srarrorp (1970).

7 Indeed in the extreme monetarise view fiscal policy is important only to the
extent that it brings about significant changes in the money stock. Tax and expen-
diture changes are metely the means whereby the monetaty authorities can render the
money supply exogenous for policy purposes,
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objective has in all probability declined in recent yeats as the nature
of unemployment itself has undergone change. Whereas the unem-
ployI‘nth of the depression years, for example, was cleatly related to
deficiency of demand, the cutrent unemployment, at least in the UK
and EEC countries, is much more of a structural nature and is rela;:eé
to the secular decline of labour-intensive activities, In short, it is
Probable that in the past too much has been claimed for fiscal ,policy
mte:rvention engendering unrealistic expectations as to what it may
achieve in the long run. Rather like the old fashioned Quantity
Thec?ry of Money, traditional fiscal policy promised too much, too
Preclsely and too universally. Its temporary eclipse seems not’only
inevitable but also essential to its revival and resurrection,

M. Taxation and Inflation

_ In an inflationary setting, one of the fiscal policy recommen-
flations to be derived from simple Keynesian model analysis is an
increase in the level of taxation — either direct or indirect, In eithet
case, a decrease in the level of aggregate real demand is indicated and
Fh(_e inflationary gap is progressively eliminated as the rate of taxation
is increased. Indeed, the notion that tax increases may unintentionally
give rise to added inflation has been one of those popular textbook
economic “heresies ” frequently presented in order to test the logical
skill of economics students, The conclusion that tax increases are
neciessarily deflationary in real terms is irrefutable within a compa-
rative static framework, with the usual céteris paribus assumptions
but it .is by no means clear that the same conclusion applies in s:
dynamic setting, It is necessary to enquire into the probable response
pattetn of those who are subject to the tax change and the implications
for the wage-price spiral, with respect to both direct and indirect
taxes ®

Taking inditect taxes first, where the presumed connection
between higher tax rates and inflation seems more apparent, it is
hardly in dispute that such taxes are likely to have an imm}ediate

of equsalwy?el;redil;m concerned here with the issue of the comparative efectiveness
i Luat yierd: d ect versus indirect taxes. The traditional conclusion, namely that
dironcct " ert a greater real deflationary impact when compared to equal yield

axes, Browy (1950}, has recently been criticised on a number of points, See

especi
(11;3661;113;, Peacock and Winriamson (1967), PesTon (1971) and ForsTER and Smaw
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impact upon cost of living indices, Indeed, if this were not the case,
they would presumably have little relevance to the need to cut real
consumption expenditures during inflationary periods. This imme-
diately raises the question: what is the relevance of cost of living
indices to the wage price spiral? In the private sector the evidence
is unmistakable enough; trade unions gear their wage demands not
solely to productivity changes — which would provide the basis for
justifying an increase in real wages — but also to changes in the
retail price index which clearly affects the real value of pay.” Likewise,
in the public sector many countries have experimented with wage
agreements which link the remuneration of employecs to discrete
changes in the cost of living. Moreover, “fixed income ” recipients
may also benefit from government protection against inflation. In
the United Kingdom, for example, the government has recently under-
taken an annual review of old age pensions, with the express intention
of preventing a decline in the real value of the pension received.
Similar safeguards also apply to retired public sector employees.
This means, inter alia that indirect tax changes which raise cost of
living indices, not only induce more militant trade union activity
within the private sector but also imply future outlays for the central
government which reduce and may even negate the intended operation
of the tax multiplier,

Similar conclusions emetge with regard to direct taxes, Modern
petsonal income tax systems almost invariably include a progressive
element if only because of exemption limits so that marginal tax
rates exceed the average rate, This fact takes on added significance
when it is realised that trade unions will rationally bargain not for
a given real gross wage but rather for a given disposable income in
real terms. If this is the case, it follows that any attempt to maintain
the customaty growth in real living standards intact during inflatio-
naty conditions will lead to demands for gross wage increases which
exceed, in percentage terms, the rate of inflation. Moreover, it also
follows that if the government raises the marginal rate of income
tax to combat inflation, it also leads to a raising of the wage demand
necessary to maintain the growth in real living standards intact.

Hence inflation rates of, say, ten percent annually become accompanied

by wage demands closer to twenty petcent.

9 The existence of an upward bias in the consumer price index would imply
an added impetus to the inflationary spiral (Nor and FURSTENBERG 1972).
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‘ This notion, that trade unions bargain for a given disposable
Income, or at least try to protect the real value of “take-home pay”
in periods of inflation, also seems relevant to the revival of interest
shown in the Phillips cutve when the latter is modified to take
account of inflationary expectations, Sophisticated versions of the
Phillips Cutve postulate that the relationship is dynamically unstable
$0 .that the Cutve is continually shifted outwards over time as trade
unions adapt their strategy to the pace of inflation (Laidler 1971).
Once more, the rationale for this view is based upon the assertion
that labour bargains for a real wage as opposed to a nominal wage,
but tl}is time displays a cettain agility in being able to leatn from
experience. Suppose, however, that labour is mote concerned with
the more limited objective of maintaining a given disposable income
in teal terms. In this case, not only is it necessaty to cortrectly
anticipate the future inflationary trend, but it is also necessaty to
pay due regard to the implied marginal rate of tax before striking
the wage bargain, Two distinct issues are involved. First, the more
progressive the tax structure the more labour will have to raise its
nominal wage demands to keep teal disposable income constant in
periods of inflation, In this connection, it should be noted that even
w]'ae:n the nominal rate structure reveals little progressivity, the im-
plicit tax structute may be steeply progressive if nominal wage
increases imply the loss of means-tested benefits. Secondly, it implies
that a raising of the marginal rate of tax, undertaken as an anti-
inflationary device, also automatically raises the Phillips relationship.
Just as there exists a distinct Phillips Curve for each and every level
of expected inflation, so too there will be a distinct Phillips relation
for. each and every level of marginal tax rates if our assessment of
union motivation is cotrect, The implied association between the

- progressivity of the tax structure and the wage-price spiral is of

interest when it is recalled that more progressive fiscal structures have
ofte{l ‘been advocated as a means of increasing the degree of automatic
stability incotporated into the budgetary structure.

IV. Government Expenditures and Inflation
So long as major industrial countries are preoccupied with in-

ilatlozll_m‘{pled with high unemployment, it is apparent that traditional
emedies in the form of tax rate increases are not likely to work.
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What, then, of alterations in the amount and composition of govern-
ment expenditure? At first sight the technical case seems watettight
and the traditional Keynesian fiscal policy model might still be viable,
for a reduction of government expenditure, on goods and services at
least, has both greater leverage than equivalent tax changes and has
no repercussions on the wage-price spiral, Unfortunately, growing
attention to behavioural reactions to fiscal measures throws doubt
on this case also. In the first place, reduction in government expen-
diture on goods and services must reduce the demand for labour,
and is thercfore likely to be incompatible with the employment
objective. Secondly, certain forms of government expenditure, such
as education and health services, may be considered by wage earners
as part of their real wages, and if we extend the argument to transfer
expenditure, wage earners may feel their life-cycle earnings are
threatened if social secutity benefits are reduced in real terms, It is
ancertain if the associated cuts in real wage form an important ele-
ment in wage bargaining in specific sectors of the economy, but wage
earners as voters are likely to resist cuts in the “social wage " pro-

“duced by reduced government expenditure. Thirdly, even if such

fesistance is not encountered, it is conceivable that cuts in govern-
ment expenditure in services which are also provided by the private

sector may have a substitution effect which increases demand for

these alternative private sources of supply. Thus it has been argued
by Bailey (1971) that standard Keynesian macro-economic theory
ignores the possibility of substitution between private and public
consumption,® '

The problems associated with expenditure changes do not end
with questions concerning the dimensions of Keynesian theory. Once
the objective function becomes multi-dimensional, including such
arguments as social justice (as reflected for example in some optimal
income distribution) and efficiency in resoutce use, then constraints
on large-scale alterations in the size and composition of government
expenditure begin to multiply. Indeed, one of the earliest objectives
voiced against Keynesian fiscal policy was based on the “economic
waste” associated with stopping and starting investment projects in
such a way as to conform with attempts to reduce the amplitude of
the business cycle.

10 But see criticisms of Bailey’s thesis by Pracock (1972) and Aurp (1973).
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V. Post-Keynesian Theoretical Developments

As previously indicated in the introduction to this paper, the
status of fiscal policy has been profoundly altered by developments
in economic theory which called into question the mote elementary
Keynesian models to which fiscal policy recommendations were re-
lated. Of particular significance has been theoretical work on the
determinants of consumer behaviour, supported in part by empirical
findings, which has questioned the extent to which consumption is
related to measured disposable income. Arguing that the marginal
propensity to save out of recorded income is decidedly high, the
petmanent income hypothesis of consumer behaviour concludes that
tax induced changes in recorded disposable income, undertaken as a
compensatory measure, would have a minor impact upon the level
of consumption, Although this argument need not apply to expen-
diture changes ! it limits fiscal policy as policymakers will probably
favour tax changes which are mote flexible and more sensitive: in
particular, it implies that tax changes denoted of regarded as ex-
ceptional and tempotary will be ineffective as a means of curbing
inflationaty tendencies. '
By far the most severe theotetical assault upon the potency of
fiscal policy has sptung from those economists who stress the mo-
netary and/ot wealth effects of fiscal intervention, Stated briefly,
they ‘characterise the simple Keynesian model analysis as naive in

+ focussing only upon initial impacts and ignoring. other consequences

which may negate or “crowd out” the fiscal stimuli. This debate,
analysed mainly within the context of a budget constraint,*? highlights
the nature of the division between monetarists and neo-Keynesians.
Consider for example, an increase in government expenditure upon
goods and services in order to alleviate unemployment. How is this
increase in demand to be financed? If the necessary funds are obtained
by taxation then private sector spending will be curtailed accordingly
and all that has occurred is a displacement of private by public
expenditure.’” In contrast, if the increased outlay is financed by

E iee SUMNE}? {1974).

mongst the more impottant contributions ate BLINDER and Sorow (1973
Corst (1968), Hansmy (1973), Sitakr (1970) and Stemor. (1974). e
- - Although following the balanced-budget theorem discussions, some expan-
slonary impact may occur to the extent that part of the additional taxes are paid from

savings. In addition, the changed composition of d i
: ‘ emand may be d \
abour intensive outpl’Jt. ’ # be direced towards
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expanding the money supply there is no offset to the increased demand
for goods. Indeed, the monetaty expansion reinforces the fiscal action
as the income tecipients of enlarged Government outlays find their
money holdings increased. With a stable demand for money function
they enlarge their expenditutes and add to demand™ Monetary-
financed fiscal action is accordingly more potent than tax-financed
expenditures, On this point both monetarists and Keynesians would
undoubtedly agree; where they would differ is that the former would
insist that little net effect would occur in the absence of the monetary
change. Keynesians, however, point to a third means of finance
— the issue of government debt in the form of bonds. By making
the yield attractive, the government can induce the private sector to
give up idle cash holdings in exchange for bonds, the proceeds of
which finance the government outlays. In addition, interest payments
upon the debt raise private sector disposable incomes and generate
a further increase in private sector outlays. Hence the rationale for
the Keynesian proposition that fiscal policy can effectively influence
the level of real output and employment without necessarily gene-
rating excessive monetaty expansion.” The Keynesian statement
expressly ignores wealth effects. If the public look upon the acqui-
sition of new bonds as an increase in-net wealth and increase their
demand for money accordingly the impact of government expenditure
is again crowded out as the adjustment to optimal money holdings
occurs at the expense of consumer outlays.® The existence of and
strength of alleged wealth effects is still far from being empirically
determined and there are considerable difficulties in- isolating such
effects from other influences, notably the degree of liquidity changes.
Thetre can be no doubt however of the significance of this issue not

14 The attempt to adjust to equilibrium money holdings may spill over into
rising ptices and/or imports. Hence the charge that monetary-financed fiscal policy
generates inflation and balance of payments difficulties regardless of whether it meets
the employment goal,

15 Tt will be appreciated that what is involved here is an increase in velocity as
idle monetary balances are translated into active. Keynesians then typically consider
the scope for velocity changes to be greater than generally held by monetarists.

16 The controversy can be summatised graphically in terms of the IS/LM ana-
lysis. The increased government expenditure generates an outward shift of the 15
cutve raising real income. In the case of tax financing the IS curve returns inwards
as private sector outlays fall; in the case of monetary finance the outward shift of the
IS ‘cutve is reinforced by an outward shift of the LM curve, In the case of bond
finance the ountwatd shift of the IS curve is countered by the induced inward move-
ment of the LM curve if wealth effects are significant. Fssential to this thesis is the
view that the demand for money is sensitive to wealth changes whereas consumer
outlays ate generally insensitive,
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only for the potency of fiscal action but also for the status of mo-
netarism generally.” The analysis of the budget constraint has
emphasized the interdependence of monetaty and fiscal action in
sharp conttast to the conventional Keynesian models which speci-
fically analysed real and monetary sectors of the economy in terms
of independent simultaneous equations. In a similar vein, it has
bcf:en argued that if the demand for money were to be a function of
disposable income as opposed to gross income (which in many ways
appears to be a sensible assumption to make), then direct tax in-
creases to counter inflationary pressures will be accompanied by a
decline in the demand for money. The resultant easing of interest
rates setves to offset the tax multiplier to the extent it stimulates
additional investment or increased consumption spending by gené-
rating wealth effects via the increased capitalization of bonds.!®
Moreover, it may be recalled that the Keynesian insistence upon the
need for compensatory fiscal action sprang in large measure from the
belief that monetary measures were ineffective owing to the interest-
elasticity of the demand for money. However, recent theoretical and
empirical contributions have suggested the distinct possibility of an
upward sloping IS function and in this case, monetary measures are
shown to be more effective the greater the interest elasticity of the
demand for money."”

Finally the post-Keynesian concern with the problems of eco-
nomic development and growth has further weakened the relevance
of fiscal policy to be regarded as the main countercyclical tool, In the
case of Jess advanced economies, Keynesian-oriented fiscal policies
have been shown to have little relevance to those countries typifted
by an acute factor imbalance, especially in those economies whete
extensive unemployment is combined with rapid rates of population
gtowth (Peacock and Shaw 1971). At the same time, neo-classical
models of economic growth, which conclude that equilibrium growth

- f17 Wealth effects assoclated with bond issue ate, of course, essentially illusory.
h e ac} that governments issue paper notes does not make society one jot richer in
i;rc?s od its ability to command tesources. However, if bondholders “experience *
i eased wealth and behave accordingly, the reality or otherwise of increased wealth
arf:éomes_ irrelevant, The extent that bondholders perceive future tax burdens to setve
d retite the debt will also condition estimates of the net impact. On this latter

point, seeI Ic;.s;;ecmlly ?M}llﬂof( 19714) and Cavaco-Sirva (1977).
erms of the familiar Hicks-Hansen framework this implies interdepen-
ﬁzll}ézubetwelen IS and LM curves; ?he inward shift of the IS curve bcl?ng compensEted
b at least, by. an outward shift of the LM cugve. For specific reference to this

1;ty see especially Hormes and Smyra (1972).
Cf. SiLeER (1971); and Burrows (1974).
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paths ultimately tend towards their “natural” rates, determined

solely by population expansion and the pace of technological pro-

gress, assign at most a modest role to fiscal policy; and such models
are much in vogue. '

Vi. Problems of Administration and Implementation

Once having identified the objective function and the role of
fiscal policy (albeit more limited than otiginally suggested} in max-
imising it, economists have not been packward in coming forward
with suggestions for reform of legislative and even constitutional
arrangements which would facilitate “efficient” policy formation.
Tt is tempting for economists to describe opposition to such proposals
as being “irrational ”, but a mote sensible approach in line with the
micro-foundations of macro-economics would be to examine the
motivation of politicians and administrators in otder to ascertain the
causes of tesistance. What may seem to be untutored opposition to
policy proposals which follow logically ffom stated objectives may
reflect a careful weighing of the costs and benefits of these proposals
on the individual welfare function of politicians and administrators.

If one accepts the Downs’ proposition that politicians maximise
their length of life in office, the maximisation of this function will
require that fiscal policy, along with other policies, must be adapted
to increase the chances of re-election, This does not necessarily mean
that the arguments found in the objective function of government as
identified by economists are itrelevant, but rather that politicians are
sensitive to the time path of the economic variables which reflect
those objectives. It should therefore come as no surprise to econo-
mists and anyone else that the wuse of fiscal policy may become
dominated by the “political cycle”. For example, on the assumption
that voters’ memoties are shott, as elections approach, fiscal measures
may be concentrated on achieving popular short-term movements in
the employment percentage and in growth in real incomes, even if
this means ©trouble” later when any resultant rise in the inflation
cate has to be contended with? Fiscal measures are particularly
important in secking success in the political popularity stakes for

20 For s review of the analysis snd the evidence see Linpeeck (1976). For an
atterpt to test a “political * model of the inflationary process and the role of the
budge:, see Pracock and RICKETTS (1978).
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taxes and expenditure changes can be designed to affect a large span
'f’f the electorate, whereas monetary policy measures, though arguabl
just as eﬁecti\{e in achieving short term goals, are less obtrusive. ’
Nor can it be assumed that high-minded administrators will see
the'prf)tection of the “public weal” against the short-term goals of
pol.nfmxans as requiring an unrestricted use of fiscal policy in max-
imising stabilisation objectives. Administratots (in our experience)
become heavily committed to the expenditure programmes for which
Fhey are responsible and will fight valiantly against cuts when anti-
inflation policy so demands. While officials in the Ministry of Finance
may h'ave a strong interest in smoothing the legislative and admi-
nistrative path for quick action, along the lines suggested by econo-
mists, those in spending departments may prefer the retention of
c-:')mphcaifed legislative procedures which make such quick action
difficult if nhot impossible, and give administrators time to prepare
a strong case, usually couched in terms of the “ wasteful” nature of
uncompleted programmes, to “sell” to their Ministers.

Vil. What Remains for Fiscal Policy?

In large part, the decline of fiscal economics has been the
consequence of the adoption of models of macro-economic behaviour
};vhm.h'were naive in the extreme. Such models incorporated, if onl
1m1:311c1t1y, assumptions underlying micro-economic response ,patterni
Wlf{lch. were difficult to justify by reference either to utility max-
imization theories or casual empiricisms, It can hardly be considered
surprising that the ultimate impact of policies based upon such models
dlff'ered from that which was originally predicted. Elsewhere, the
dehberat(? adoption of simplifying assumptions as an aid to model
construction has minimized the importance of the fiscal variable
This is particularly relevant to the development of the mote esoteric;
growth models which have virtually ignored the place of the public
sector and its influence on both growth and stability. °

Fortunately, recent advances in theoretical macro-economics
have tended to reverse this process and to attach considerable im-
Eortanc?- to the rnicro:economic assumptions underlying the macro-
conomic model. This has generated an increased awareness among

—_—

21 ¥
2 Compare, for example, LErjoNHUFvUD (1968) and Prston (1974).
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fiscal policy makers about the expected response to 2 fiscal change

which may be far more complex than that suggested by simple
regression analysis. In addition, the increased emphasis now given

to controlling monetary aggregates as instanced in DCE targets fixed i

by the TMF has promoted a new awateness of the importance of
methods of finance. It is now much more fully realised, for example,
that a given fiscal measure will exert a differing impact depending
upon whether it is financed by domestic sources or overseas loan.
Greater sophistication in model building has generated greatet realism
in the formulation of fiscal policy which is now seen as but one
clement in total budgetary and macro-economic control. In shott,
fiscal policy must be assessed in relation to other policy instruments
including monetary policy, exchange rate policy and possibly prices
and incomes policy. Nor should it be concluded that fiscal-dominated
demand management policies have been altogether ineffective in
stabilizing fluctuations in gross domestic product (Worswick 1977).
Finally, in any appraisal of discretionary fiscal policy measures it
must be recalled that their impacts are conditioned by the automatic
fiscal stabilizers incorporated into the fiscal system. The more suc-
cessful the fiscal authorities are in promoting automatic stability,
increasingly impottant as the breaking down of trade battiers renders
cconomies more liable to external shocks and disturbances, the greater
are the difficulties for the discretionary policy maker, This does not
of coutse render the task of the fiscal policy maker any easier. What
it does, however, is to warn against the advocacy and adoption of
fiscal policies which must inevitably discredit the operation of the
fiscal tool.

Tn short, fiscal policy is not dead and does not deserve to die,
but some major surgety is necessary in ordet for it to function propetly.

Buckingham

St. Andrews

A.T. Peacock -G. K. SHaw
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