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|ssues in the Coordination of Monetary
and Fiscal Policy

Alan S. Blinder

I. Introduction and Summary

Now, as often in the past, there are complaints from all quarters
about the lack of coordination between monetary and fiscal policy.
Indeed, thefeeling that monetary and fiscal policiesare acting at cross
purposesis quite prevalent. Thisattitude, | think, reflects dissatisfac-
tion with the current mix of expansionary fiscal policy and contrac-
tionary monetary policy, which pushes aggregate demand sideways
whilekeeping interest rates sky high. This, too, hasfrequently been so
in the past.

Figure 1 offersarough impression aof therecent history of monetary-
fiscal coordination. It plotsthe changein the high-employment surplus
(asacrudeindicator of thethrust of fiscal policy) onthehorizontal axis
and the change in the growth rate of Mi (as a crude indicator of
monetary policy) on the vertical axis for the years 1961-1980. The
scatter of points does not leave the impression of a strong negative
correlation, as might be expected from well-coordinated policies. But
even by these lax standards, the projected points for the early 1980s
(falling money growth rates with widening high-employment deficits)
will —if realized—be exceptional.

Theclear implication of the current debateis that greater coordina-
tion between thefiscal and monetary authoritieswould bebetter. There
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isso much unanimity on this point that even an observer as distrustful
of government as Milton Friedman (1982) has urged that the Federal
Reserve be brought under the control of the administration.

This papertriesto takeafresh look at the coordinationissue. Among
other things, it raises the possibility that greater coordination might
actually make things worse! The paper takes as its objectives to raise
questions, to clarify issues, and to stimulate discussion rather than to
provide answers. Where answers are suggested, they should not be
interpreted as etched in stone.

Section II, which follows this summary, focuses on the potential
gains from greater coordination between monetary and fiscal policy.
The first part uses the traditional targets — instruments approach to
examine the possibility that coordination might not be tembly impor-
tant because the authontieshave more instruments than they need to
achieve the goals of stabilization policy. A variety of considerations,
however, argue against the empirical relevance of this possibility.
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Since greater monetary-fiscal coordination is often equated with
looser money and tighter fiscal policy, the second part of this section
appeals to two econometric models of the economy to estimate the
quantitative importance of the so-called mix issue. The empirical
results suggest that the effects of changesin the monetary-fiscal mix
may not be as large as many suppose.

The final part of Section II deals with expectational effectsthat arise
from the government budget constraint, here interpreted to state that
the current mix of policies hasimportant implicationsfor the range of
policy combinationsthat will beavailablein thefuture. | show that the
government budget constraint allows.more degrees of freedom than
some of therecent literature suggests and argue that some authors have
overplayed therole of expectational effects which, while present, may
not be dominant.

Section I turns to the reasons for lack of coordination and shows
that our attitudes toward the non-coordination problem may be quite
different, depending on .why policies were not coordinated to begin
with. Herel arguethat thereare plausiblecircumstancesunder whichit
may be better to have uncoordinated policies. An analogy will explain
why this may be so.

Consider the problemof designingacar in which student driverswill
be taught to drive. The car will have two steering wheelsand two sets
of brakes. One way to achieve'* coordination™ is to design the car so
that one set of controls— the teacher's—can alwaysoverride theother.
And it may seemobviousthat thisisthecorrect thingto doin thiscase.
But now suppose that we do not know in advance who will sit in which
seat. Or what if the teacher, while a superior driver, has terrible
eyesight? Under these conditions it is no longer obvious that we want
one set of controls to be able to ovemde the other. Reasoning that a
stalemate may bebetter thanaviolentcollision, wemay decidethatitis
best to design the car with two sets of competing controls which can
partially offset one another.

Using the two previous sections as background, Section IV dis-
cusses alternative fiscal-monetary arrangements ranging from perfect
coordinationtocompletelack of coordination. Thefocus hereisclearly
at the "constitutional™ level: what kind of coordination system would
we like to devise? The game — theoretic aspects of having two
independent authorities are stressed, and | offer a general reason to
expect that uncoordinated behavior will result in tight money and loose
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fiscal policy even when both parties would prefer easy money and tight
fiscal policy!

Finaly, SectionV considerstheold "rulesversusdiscretion™ debate
from the particular perspectiveof this paper. Rulesare viewed as ways
to resolve the coordination problem and to ater the fiscal-monetary
mix. | conclude that the celebrated k-percent rule for money growthis
unlikely to score highly on these criteria, and suggest two other rules
that might do better.

II. Targets, Instruments,and the Gainsfrom Coor dination

A. Targetsand I nstruments

The traditional targets and instruments approach of Tinbergen and
Theil providesa useful framework for thinking about monetary-fiscal
coordination, because the coordination problemis basically one of an
effective shortage of instruments. Were there, for example, as many
fiscal instruments as targets, the administration might not have to
worry about coordinating its actions with those of the central bank.

As we know from Tinbergen and Theil, simply counting up instru-
mentsand targetsis not enough; we need to know how many independ-
ent instruments we have, and this depends on both the model of the
economy and the preciselist of targets. For example, aplausibleset of
targets for stabilization policy might be the level of output (Y), the
price level (P), and the share of GNP invested (I/Y). If the fisca
instrumentsare government spending (G) and the personal income tax
rate (t), then, provided that supply-side effects of tax cuts are big
enough, we may have just the number of instruments we need — but
only if monetary policy is perfectly coordinated with fiscal policy.
Lack of coordination will make a suboptimal outcome inevitable.

But what if we add a third fiscal instrument: investment incentives
such as accelerated depreciation or an investment tax credit? Then, at
leastin principle, fiscal policy cangoitaone: it can achievethedesired
levelsof the three targets regardless of what monetary policy does.

Now, the notion that monetary policy isaredundant instrument may
not sit well within the Federal Reserve System. Nor should it, for there
surely are additional targets. For example, we may want to shift the
mix of investment spending away from housing and toward business
fixed investment. To thisend, we may want to keep interest rates high
to discourage residential construction whilesimultaneously providing
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strong tax incentivesfor industrial capital formation. In fact, precisely
thispolicy mix has been advocated by Feldstein (1980a) and othersand
appears to have been put in place by the Reagan administration." A
second example is the foreign exchange rate which is strongly in-
fluenced by thelevel of short-term interest rates and hence by central
bank behavior.

The likelihood that we have surplus instruments at our disposal is
further diminished by a number of other considerations. One is that
there may be many more targets than the three traditional ones. For
example, theuseof tax-and-transfer policiesmay a so beinfluenced by
important distributional and allocative objectives. The same may be
trueof government expenditures; and defense spending involves ahost
of other complex criteria. In addition, the mix between monetary and
fiscal policy may beinfluenced by regional or sectoral objectives, or
perhaps just by a desire not to force one region or sector to bear too
much of the burden of stabilization policy. For example, adesire not to
devastate the housing industry may. be a reason not to rely entirely on
restrictive monetary policy to limit aggregate demand. Like fiscal
policy, monetary policy also has important allocative effects.

In fact, the situation is a good deal worse than this because the
instrumentsthemselves may betargets. It may be, for example, that the.
government has an explicit objectivefor theratio of G/Y which limits
the use of G as a stabilization tool. Or perhaps sizable movementsin
policy instruments entail significant costs of their own— costs which
preclude moving al the way to the global optimum.

Timing considerations make it till less likely that we have more
instruments than we need. Policy instrumentslike G and M may have
rather different effects on target variablesin the short and long runs.
For example, both probably have strong (and rather similar) effectson
unemployment in the short run, but little if any effectsin thelong run.
This makesit crucial to coordinate monetary and fiscal plansas they
unfold through time.

Uncertainty may also reduce the effective number of instruments.
For example, we may feel less uncertain about the effects of particular
monetary-fiscal combinations than we do about the effects of individ-
ual instruments in isolation. If so, then coordination becomes that
much more critical.

1. Theirony of having such a subtle policy mix advocated by those who deride
" fine tuning" Isalmost overwhelming.
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The conclusion seems to be that, whileit islogically possible that
we have more instruments than we need, the real world seems to be
characterized by a shortage of instruments in the relevant empirical
sense. Consequently, we should expect failure to coordinate fiscal and
monetary policy to lead to losses of social welfare.

B. The Capital-Formation I ssue

Asl mentioned at the outset, concern that our current policy mix will
prove damaging to capital formation seems to be the potential l1oss of
social welfare that is a the heart of contemporary worries about
monetary-fiscal coordination.

Because of their effects on investment, each of thetools of demand
management also has long-run implicationsfor aggregate supply. Put
most ssimply, fiscal expansion probably pushes up real interest rates,
thereby inhibiting capital formation and slowing the growth of aggre-
gate supply. Monetary expansion should have the opposite effects on
interest rates and investment. Therefore, it is argued, a tighter fiscal
policy and a looser monetary policy would provide a climate more
conducive to investment and growth. But just how large are these
effectsin practice?

To get a serious quantitative answer, | see no placeto turn but to the
much-maligned large-scale econometric models. Otto Eckstein and
Christopher Probyn (1981) recently reported the resultsof asimulation
exercise with the DRI model in which the actual fiscal and monetary
policiesof the1966-1980 periodwerereplaced by amix of policiesless
expansionary on the fiscal side and more expansionary on the mone-
tary side.

The period in question was one in which DRI’s version of the full-
employment deficit averaged about $27 billion, varying between about
zero and $64 billion. In the aternative scenario simulated by Eckstein
and Probyn, thefull-employment budget was roughty balanced every
year, and monetary policy (defined by nonborrowed reserves) was
adjusted to maintain approximately the same time path for the unem-
ployment rate. How different would the economy's evolution have
been under this alternative monetary-fiscal mix?

According to the DRI model, the investment share in GNP would
have been about one-half percentage point higher in atypical year of
the simulation, leading to a cumulative increase in the capital stock
over the 15-year period of about 5.3 percent. As a consequence,
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potential (and hence actual) real GNP in 1980 would have been about
1.6 percent higher than in the historical record. The GNP deflator in
1980 would have been 2.6 percent lower, which trandates to an
average reduction in the annual inflation rate of about 0.2 percentage
oints.

P As Robert Solow once remarked, the nice thing about large-scale
econometric models is that they aways have an answer for every
question. What we want to know, of course, is whether the DRI
model's answer to this particular question is roughly correct. This,
unfortunately, is unknowable. The next best thing is to get another
large-scale mode to answer the same question, and then compare the
responses. Fortunately, Albert Ando kindly volunteeredto run moreor
less the same policy change on the MPS model. Some modifications
had to be made because of the different structures of the two models.
(Examples. Neither full-employment GNP nor the full-employment
deficit isavariablein the MPS model; the simul ation period was 1967-
1981 instead of 1966-1980.) But an effort was made to come as close
aspossibleto duplicating the Eckstein-Probyn policy of tighter budgets
and looser money with no effect on unemployment.

The MPS results were generally less sanguine about the potential
gains from a switch in the policy mix. For example, the share of
businessfixed investmentin GNP was only about 0.3 percentage point
higher in atypical year of the easy-money, tight-fiscal simulation with
the MPS model. Correspondingly, the gains in real output were
smaller: real GNP in thefinal year of thesimulation was just 1 percent
higher (versus 1.6 percent with the DRI model).

Bigger differencesemerged on the priceside of the model. Whereas
the DRI simulation said that the’GNP deflator would be 2.6 percent
lower by theend of the 15-year period, the MPS model put the deflator
0.5 percent higher. The difference here seems to stem from the
divergent behavior of the money supply in the two models. According
tothe DRI model, the" easier money" policy actually leadsto adlightly
lower money supply, whereasthe MPS model showsthe money supply
increasing dightly.

Beauty is in the eye of the beholder. But these effects, while
generally favorable, seem quite modest to me, especially when you
realizethat the swinginfiscal policy wasextremely substantial. Under
the historical stabilization policy mix, the cumulative increase in the
national debt during this 15-year period was more than $350 billionfor
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[R and about $450 billion for M PS. Under the hypothetical policy
with abal ancedfull-employment budget, the debt would have declined
by about $45 billion according to DRI and by about $19 billion
according to MPS.

Thus, according to these models, an enormous change in the policy
mix would have caused only a modest increasein real output. And the
two modelscannot even agree on whether priceswould haveincreased
or decreased as aresult.

C.The Government Budget Constraint and Expectations

Dynamic constraints across choices of policy mixesarise from the
so-called government budget constraint, the accounting identity that
insists that every budget deficit must be financed by selling bonds
either to the public or to the Fed. Thisidentity points out that today's
fiscal-monetary decisions have implicationsfor the number of bonds
that will haveto be sold to the publictoday, and thusfor thefeasible set
of fiscal-monetary combinations in future periods.?

For example, suppose an expansionary fiscal policy today leadstoa
large deficit that is not monetized. Future government budgets will
thereforeinherit alarger burden of interest payments, sothesametime
paths of G, t, and M will lead to larger deficits. What will the
government do about this? That depends on its reaction function. For
example, large deficits and high interest rates might induce greater
monetary expansion in the future (the possibility emphasized by
Sargent and Wallace, 1981). Alternatively, it might induce future tax
increases (the case stressed by Barro, 1974), or cuts in government
spending (the apparent hope of Reaganomics). Ye another possibility
isthat the government will simply finance the burgeoning deficits by
issuing more and more bonds.?

All of these are live options and have differentimplicationsfor the
long-run evolution of the economy. In fact, under rational expecta-
tions, they may have different implications for the current state of the
economy.

2. Theformer hasbeen stressed by, among others, Christ (1968) and Blinder and
Solow(1973). Thelatter hasbeen stressed by, among others, Auerbachand K otlikoff
(1981) and Sargent and Wallace (1981). )

3. The stability of the economy under this last policy has been called into
question. More on this later.
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Consider, as an exampl e, the effects on consumer spending of atax
cut financed by issuing new bonds. Such a tax cut today enlarges
current and prospectivefuture budget deficits, thereby requiring some
combination of the following policy adjustments:

1. increasesin future taxes;

2. decreases in future government expenditures,

3. increasesin future money creation;

4. increasesin future issues of interest-bearing national debt.

To the extent that the current decisions made by individualsand firms
are influenced by their expectations about the future, each of these
dternatives may have different implicationsfor the effects of the tax
cut today.

For example, if people believe that a tax cut financed by bonds
simply reduces today's taxes and raisesfuture taxesin order to pay the
interest on the bonds, then consumption may not be affected. Thisis
essentially Barro's (1974) argument.

Alternatively, people may believethat thepolicy will eventually lead
to greater money creation. If so, the inflationary expectations thereby
engendered may affect their current decisions in ways that are not
captured by standard behavioral functions. Thisisessentially the point
made by Sargent and Wallace (1981) in arguing that tight money may
be inflationary.

Still different reactions would be expected if people thought the
current deficit would lead to lower government spending or to more
bond issues in the future. The theoretical possibilities are numerous,
limited only by the imagination of the theorist.*

Rational expectations interact with the government budget con-
straint in an important way. People's beliefs about the future conse-
quences of current monetary-fiscal decisions are conditioned by their
viewsof the policy rulesthat the authorities will follow. To the extent
that these beliefs affect their current behavior, different policy rules
actually imply different short-run policy multipliers under rationa
expectations.

A key question for policy formulation is. how important are these
expectational effectsin practice? This seems to depend principally on

4. For amore detailed discussion of thisissue, see Feldstein (1982).
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how forward-looking current economic decisions really are. Take the
tax cut example again. Under the pure permanent income hypothesis
(PIH) only the present discounted value of lifetime after-tax income
flows affects current consumption.® So expectations about future bud-
get policy should have important effects on current consumption. But
if short-sightedness, extremely high discount rates, or capital market
imperfections effectively break many of the links between the future
and the present, then current consumption may be rather insensitiveto
these expectations and rather sensitive to current income. Even under
fully rational expectationsand the pure PIH, consumption may depend
largely on currentincomeif thestochastic processgeneratingincomeis
highly serially correlated. These are issues about which knowledge is
accumulating; but much remains to-be learned. The evidence to date
does not lead to the conclusion that long-term expectations rule the

The other two places where expectations about future fiscal and
monetary policies might have significant effects on current behavior
are wage and price setting and investment.

Investment, of course, isthe quintessential example of an economic
decision which is strongly conditioned by expectations about the
future. Even Keynes knew this! But, once again, there are some real -
world considerationsthat interfere with thestrictly neoclassical view of
investment as the unconstrained sol ution to an intertemporal optimiza-
tion problem. Oneisthat capital rationing may interfere with afirm's
ability to run current losses on the expectation of future profits. A
second is that management may use ad hoc rules such as the payback
period criterion in appraising investment projects. A third is that
management may be more shortsighted than it " should be.” A fourthis
that there may be— and probably is— a strongaccelerator element in
investment spending, which tiesthe current investment decision much
more tightly to the current state of the economy than neoclassical
economics recognizes. Asin the consumption example, each of these
things diminishes the importance of the future to current decision
making and thereby renders expectational effects less important.

5. Indeed, under the hypothesisadvanced by Barro (1974) — that each generation
has an operative bequest motive based on the next generation's lifetime utility — the
period from now to the end of time s relevant.

6. See, for example, Blinder (1981), Hall and Mishkin (1982), Hayashi (1982),
or Mankiw (1981). Bernanke (1981) is more optimistic about the PIH.
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Wage and price setting is another important example. Ad hoc rules
which adjust wagesor pricesin accordancewith *thelaw of supply and
demand," or which are mainly backward |ooking, render expectational
effects rather unimportant. But rules which are based on forward-
looking considerations (such as expected future excess demand) make
expectational effectscrucial. Again, this is an area where we must
learn much more before we can make any definitive judgments.’

A word on uncertainty seems appropriate before leaving this topic.
It seems to me that people probably attach great uncertainty to their
beliefsabout what future government policieswill be. If so, the means
of their subjective probability distributions may havefar lessinfluence
on their current decisions than the contemporary preoccupation with
rational expectations would suggest. For example, how much influ-
ence does the two-week-ahead weather forecast have on your decision
about whether or not to plan a picnic on a given date?

Similarly, theimportance of expectationsfor macroeconomicaggre-
gatesis diminished by thelikelihood that different people hold differ-
ent expectations about what future government policies are likely to
be.® If some people believetoday's tax cuts signal higher future taxes,
some believe they signal higher future money creation, and some
believe they signal lower future government spending, then expecta-
tions about the future may have meager current effects in the
aggregate.

The conclusion seems to be that, while we should not forget about
expectational effects operating through the government budget con-
straint, neither should we get carried away by them. Thereis noreason
to believe that they are the whole show.

III. Reasonsfor Lack of Coordination

Is more coordination necessarily better? At first blush, this question
seems to admit only an affirmative answer. But further reflection
suggests that things are not quite so clear.

If the central bank and the government agree on what needs to be
done, but a coordinated approach cannot be promulgated because of

7. For an interesting discussion of foward-looking versus backward-looking
wage contracts and how we might distinguish between them empirically, see Taylor
(1982b).

8. Divergent expectations have been emphasized recently by, among others,
Phelps (1981) and Frydman (1981).
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perverse behavior by one of the two authorities, then it is clear that
coordination must improvethings. Indeed, thetype of coordination we
wantisalso clear: the sensiblepolicymaker must dominate the perverse
one. Would that things were so simple!

So let us ask why, in redlity, fiscal and monetary policies are
sometimes so poorly coordinated. If we assume that both authorities
are basically sensible, then lack of coordination can stem from one of
three causes (or, of course, from combinations of the three):

1. Thefiscal and monetary authorities might have different objec-
tives; i.e., different conceptions of what is best for society.

2. Thetwoauthoritiesmight havedifferent opinionsabout thelikely
effects of fiscal and/or monetary policy actions on the economy;
i.e., they might adhereto different economic theories.

3. Thetwo authorities might make different forecasts of the likely
state of the economy in the absence of policy intervention.
Divergent forecasts could result either from different economic
theories(asin 2 above) or from different forecasts of exogenous
variables.

In each casg, if we were certain about which of the two authorities
was correct, then we would know what to do about the coordination
problem. We would simply put al the policy leversin the hands of the
authority with the proper objective or correct theory or accurate fore-
cast, just as we would want the instructor, not the student, to have
ultimate control over the learn-to-drive car.

But, in fact, we rarely know thisin any particular case. And we
certainly have no basis for setting out a general, constitutional rule
predicated on one or the other authority "aways" being right. As a
conseguence, we may conclude, asin the student driver example, that
thebest strategy isto givesome power to each authority, but at thesame
time to give each some ability to cancel out the actions of the other.

Let us examine each of the three possible reasons for lack of
coordination in tun, using the simple targets-instrumentsframework.
To keep the discussion as elementary as possible, | assume (for this
section only) that there are two targets and two instruments.

A. A Framework

In Figure 2 there are two targets. the gap between actual and
potential real output (y—y*), which serves as a proxy for both unem-
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FIGURE 2

ployment (via Okun's law) and inflation (via the short-run Phillips
curve), and the share of investment in GNP (I/Y). Similarly, there are
two instruments: monetary and fiscal policy. Point A indicates the
position which the economy is forecast to attain if neither policy
instrument is changed. If the origin is interpreted as the globa opti-
mum, then real output is too high and the investment shareis too low.

Thevectorsmand f, emanating from point A, indicatetheeffect of a
unit expansionary moveof the monetary and fiscal instrument, respec-
tively. Expansionary fiscal and monetary policies each raise output
(thereby lowering unemployment and raising inflation), but monetary
expansion raises investment while fiscal policy expansion lowers it.
The line from A to O shows that a fully coordinated fiscal and
monetary plan can in this case achieve the global optimum. And the
dotted linesfrom A to B and from B to O indicate thetwo piecesof the
coordinated policy plan: fiscal restriction pushing theeconomy from A
to B and monetary expansion pushing from B to O.

Having outlined thisideal situation, let us now consider the various
reasons for lack of coordination.

B. Different Objectives

First, assume that the monetary and fiscal authoritiesagree both on
the relevant economic theory and on forecasts for all the important
exogenous variables. They disagree only over the objectives of eco-
nomic policy.

Figure 3 adds one new wrinkleto Figure 2. The target of the fiscal
authority isassumed to be point F, whilethecentral bank wantsto push
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FIGURE 3

the economy to point M, which has a lower level of red activity,
instead. If the administration is given control over both instruments,
then point F will result along the path ABF. But if the central bank is
dominant, then point M will result along the path ADM. Monetary
policy will be less expansive and fiscal policy more restrictive.

But what will happen if neither authority is in complete control?
That isdifficult to say. One possibility — though certainly not the only
one — is that the central bank will put the monetary portion of its
optimal plan (line DM) into effect while the government follows the
fiscal portion of its own optimal plan (line AB). Thisis certainly an
instancethat we would call "*lack of coordination.” But isthe outcome
so bad?

Figure 3 shows that the economy will reach point C, whichisakind
of compromise between point F (the administration'starget) and point
M (the Fed'starget). If thetruesocial optimum—whatever that means!
— remains point O, then the " uncoordinated™ outcome may conceiv-
ably be superior to either of the two " coordinated” outcomes.

But, you may object, would it not be better till if the fiscal and
monetary authoritiesjointly agreed to pursue point O? Of course. But
this objection missesthe point. When there is true disagreement about
what best serves the commonweal, how can we expect a joint
decision to be reached except as a political compromise? And why
should we think this political compromise will be any better than
point C?

Thesolution, of course, issimpleto stateand impossibleto achieve.
We want policymakers to agree on truly optimal targets and then to
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pursuethemin acoordinated manner. But thisisacounsel of perfection
which gives us no guidance in any particular instance. If fiscal and
monetary policymakersagree to pursueinappropriategoals, the policy
we get, while well coordinated, may leave us unhappy.

C. Different Models of the Economy

Similar issues arise if the Fed and the administration agree on the
objectives and the forecasts, but disagree about how fiscal and mone-
tary instruments affect the economy. To cite a not-too-hypothetical
example, suppose a supply-side administration believes that it can
expand the economy by tax cuts without harming investment while a
monetarist central bank believesthat deficits crowd out privateinvest-
ment.

Figure 4 depicts what may happen in such a case. The fiscal
authority believesthat movementsof thetwo instrumentsin the expan-
sionary direction havethe effectsindicated by vectorst (tax cut) and m
(money supply increase). Its optimal plan shoots for point O by
combining expansionary monetary policy (line DO) with a tax hike
(line AD). But the monetary authority believes the relevant policy
multipliersare as indicated by vectorst and m, and so feels that path
ABO is the way to reach point O. Along ABO, fiscal policy is less
contractionary and monetary policy is less expansionary than along
ADO.
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What will happen? Once again there are many possibilities. If the
fiscal authority's concept of the optimal plan is promulgated, we will
get point O if its mode is correct but point F if the Fed's modd is
correct. On the other hand, if the Fed's optimal plan is accepted, we
will get point O if it hasthe correct model but point M if theadministra-
tion's model is correct.

An "uncoordinated" system, in which theFed pursuesits version of
optimal monetary policy whilethe administration pursuesitsversion of
optimal fiscal policy, leadsto point C if the Fed has the correct model
and point G if the government has the correct model..Coordinationis
obvioudly better only if a probability blend of points O and F (repre-
senting domination by the fiscal authority) or of points O amd M
(representing domination by the monetary authority) isclearly superior
to a probability blend of points C and G. It is by no meansinevitable
that this must be true.

D. Different Forecasts

The case in which thefiscal and monetary authorities agree on both
the goals for economic policy and the model of the economy — a
remote possibility, it must be admitted — requiresno further analysis.
Since it is the discrepancies between the targets and the state the
economy would attain with no change in policy that really matter, the
formal analysisof the case of different targetsappliesheredirectly. We
need only read Figure 3 backwards and view ABF and ADM as two
paths that emanate from different initial points but lead to the same
terminal point.

Asbefore, the principleisobvious but impossibleto implement: we
want to giveall the power to the policymaker with the correct forecast.
Good luck! Alternatively, if neither policymaker has a monopoly on
knowledge, we want a weighted average forecast with appropriate
weights. But who decides on the weights, gets both authoritiesto use
them, and then makes sure that neither party shades his forecast to
make the weighted average come out more to hisliking?

E. Conclusion

Where does al this leave us? It seems that whenever fiscal and
monetary policy appear to be uncoordinated we must ask ourselves:
who isright?If thereis one clearly correct policymaker, then the right
thing to do is to achieve coordination by giving it control over al the



Issues in the Coordination of Monetary and Fiscal Policy 19

policy levers. But if thisis not the case, asit often will not be, we are
left with no clear a priori argument that more coordination is better.

This should not be a foreign notion in a country that has always
prided itself on its constitutional system of checks and balances.
Dispersion of power is one safeguard against misuse of power, in
economic policy aselsewhere. We know that checks and balancescan
sometimes|ead to stalemate or to conflicts between different branches
of government, but in many cases we view thisasareasonable priceto
pay for protection against abuse of power. Is economic policy so
different?

One plausible viewpoint is that the fiscal authorities, being elected
officials, havetheright social welfarefunction, and sotheir targetsfor
policy should be accepted. This seems a tenable attitude in a democ-
racy. But consider the following possibility. Suppose the body palitic,
in its 1914 wisdom, realized that the President and Congress would be
unduly swayed by short-run considerations, and so created the Fed asa
counterweight to make sure that the long run did not get ignored. Then
we might not want to accept blithely the social welfarefunction of each
newly-elected administration.

Besides, even if we accept the vdidity of the administration's
objectives, we are still in a muddle over what to do if we simultane-
ously believe that the Fed has a better model of the economy and is
better (or at least more honest) at forecasting. Can we then force the
Fed to reveal its model and forecaststo the administration?Freedom of
information argues that we should try, but past experience suggeststhat
we may not succeed. But in any case, how can we be sure that the
administration will accept the Fed's modd of the economy?

I think we must face up to the obvious, though uncomfortable,
conclusion. When no one can be sure what is the right thing to do, no
one can ensure us that a unified fiscal-monetary policy authority will
do better than the two-headed horse we now ride.

IV. Alternative Models of Coordination

With the previoustwo sectionsas background, thissection considers
avariety of modelsof fiscal-monetary coordination (or lack thereof).
Two questions occupy our attention here: What kinds of outcomes are
likely to arisefrom alternativeinterrel ationshi psbetween thefiscal and
monetary authorities? And are these outcomes socialy attractive or
not? The focus in this section is clearly at the "' constitutiona™ level,
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thatis, not thekindsof coordination mechanisms, if any, wewould like
to put in place.

A. A Single, Unified Policy Maker

At oneend of the spectrum isthe case of asingle, unified stabiliza-
tion authority with control over all the relevant instruments, whether
fiscal or monetary. Thissystem could most plausibly be achievedin the
United States (and in other democracies) by subordinating the central
bank to the administration, asin Friedman's (1982) suggestion.® But
whether thiswould be a better system than what we have now depends
on the considerations outlined in the previous two sections.

(1) How severeisour shortage of instrumentsin the relevant empiri-
cal sense? The greater the shortage, relativeto thetargets we are
pursuing, thegreater the potential gainsfrom better coordination.

(2) How uncertain are we about the proper goals and methods of
stabilization policy and about which of the two authorities has
sounder views on these gquestions? The greater the uncertainty,
the more risky it is to put all our eggs in one basket.

On balance, it is far from clear that these considerations lead to
support for Friedman's suggestion. If we take output (or unemploy-
ment), the price level (or the inflation rate), and the fraction of GNP
invested as the three principal target variables, then the shortage of
instruments may not beaseriousone. As pointed out in Section I, the
fiscal authorities can, in principle, use control over government pur-
chases, personal incometax rates, and investment incentives, such as
depreciation allowancesand theinvestment tax credit, to push all three
of these target variables to their desired levels, regardless of what
monetary policy isdoing. It may bethat the more seriouscoordination
problem is getting the disparate elements of the fiscal team to work
together.

On the other hand, it would seem that uncertainty about which
policiesare best is pervasivein these days of macroeconomic agnosti-
cism. Debates over the appropriate goalsfor policy and the effects of
policy changes on the economy are perhaps more heated now than at
any time since the early days of the Keynesian revolution. While my

9. Itishardtoconceive of theother route: puttingall thefiscal policy insgruments
in the hands of the central bank.
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own feeling isthat the extent of contemporary agnosticismis not quite
merited by theevidence, thisisaminority view. And | rather doubt that
we would want a constitutional convention today to place al authority
over macroeconomic policy in the handsof either the devoutly supply-
side administration or the putatively monetarist Federal Reserve.

It seems unlikely that the model of asingle, unified monetary-fiscal
authority is descriptive of actual policy making arrangements in the
United States. The only econometric study of fiscal-monetary coordi-
nationintheU.S. that | know of, by Goldfeld and myself (1976) some
years ago, concluded that "'the abstraction of a single authority con-
ducting stabilization policy in the United States is just that — an
abstraction with little or no empirical validity" (p. 792). Using the
MPS model to assess the effects of policy on real GNP, we found a
dight positive correlation between the effects of fiscal and monetary
policy over the whole 1958-1974 period. But this wasthe net result of a
substantial positive correlation while Republican presidents were re-
sponsiblefor fiscal policy and a negative correlation during the Ken-
nedy-Johnson years.

One final observation on the fully-coordinated case is pertinent in
this contest. A single, unified policymaker with an entire portfolio of
fiscal and monetary instruments to manage may find it optimal to
coupleexpansionary monetary policy with contractionaryfiscal policy,
or vice versa, just as an investor may find it optimal to buy one share
long and sell another short.

Thus, the fact that we sometimes see fiscal and monetary policy
tugging aggregate demand in opposite directions is not evidence that
the two policies are uncoordinated. For example, Figure 2 offered an
example in which a properly coordinated policy package requires
contractionary fiscal policy and expansionary monetary policy. While
theexampleisasimpleoneof certainty and an equal number of targets
and instruments, the basic lesson is probably very robust and holds—
though not so sharply — in an uncertain world with a shortage of
instruments. It suggests that policy may sometimes appear uncoordi-
nated when it is not.

This point is neither academic nit-picking nor a theoretica cu-
riosum. For example, the policy mix that many economists advocate
right now combinesa moreexpansionary monetary policy with amore
contractionary fiscal policy in thecoming years: Thisis offered asan
example of well coordinated monetary and fiscal policy while the
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current policy mix (tight money with loosefiscal policy) issupposed to
illustrate lack of coordination. Clearly, coordination does not imply
correlation.

B. Two Uncoordinate Policymakers

At the opposite end of the coordination spectrum comes the case of
two independent authorities, one in charge of fiscal policy and the
other in charge of monetary policy, with neither one dominating the
other. This moddl may approximateactual policymakingarrangements
in the contemporary United States.'®

When thetwo policymakersare at loggerheads, apolicy mix of tight
money and loose fiscal policy frequently results, with deleterious
effects on interest rates and investment.'! What outcome does theory
lead usto expect when fiscal and monetary policy arein different hands
and the two parties cannot (or do not try to) reach agreement?

A natural way to conceptualizethissituationisasatwo-person non-
zero-sum game. And anatural candidatefor what will emerge, it seems
to me, is the Nash equilibrium.'? Why the Nash equlibrium? Both
policymakers understand that they do not operate in a vacuum. Each
presumably understandsthat heisfacing an intelligent adversary with a
decision making problem qualitatively similar to his own. Further-
more, thisis arepeated game; each policymaker has been here before
and assumesthat he will behereagain. It seems natural that each would
assume that the other will make the optimal response to whatever
strategy he plays. If so, each will probably play his Nash strategy.

Let us see how the Nash equilibrium works out in a moderately
realistic example. (See the payoff matrix in Figure 5.) | assume that
each policymaker has two available strategies: contraction or expan-
sion. | also assume that they order the outcomes differently, but know
each other's preference ordering. Specifically, the fiscal authority

10. In reality, things are more complicated still because the President and Con-
gress often disagree over national economic policy. A model of three stabilization
authorities may be better.

11. The opposite policy mix —tight budgets and easy money — while conceiv-
able, seemsto be rarely encountered.

12. TheNashequilibrium concept isdefined asfollows. Each player doeswhat he
would if he knew what the other player was going to do. It is an equilibrium in the
sense that the two resulting strategies are consistent with one another; once the game
isplayed, neither player hasany desireto change his decision. Not all games have a
unigue Nash equilibrium. The fiscal-monetary game to be considered here does.
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Monetary Policy
Contraction Expansion
1 2
> Contraction
S 4 2
~
i 3 4
Expansion
3 1
FIGURE 5

(whose preferenceordering appears bel ow the diagonal in each box) is
assumed to favor expansionary policy. From its point of view, the
solution where both play "expansion” is best (rank 1) and the solution
whereboth play " contraction™ isworst (rank 4). The monetary author-
ity (whose ordering appears above the diagonal) wants to contract the
economy to fight inflation, and so orders these alternatives in the
opposite way. However, as between the two outcomes which combine
expansion and contraction, | assume that the two players agree that
easy money with atight budget isa better policy mix than tight money
with aloose budget.

Thisexplainstheentriesin the payoff matrix (Figure5). Now where
isthe Nash equilibrium?If the Fed plays" expansion,” the Administra-
tion will also play " expansion,” and the Fed will wind up with itsleast-
preferred outcome (the lower righthand box). So the Fed will play
"contraction.” Knowing this, the Administration's best strategy is
"expansion,” so the outcome will be the lower lefthand box. Clearly,
thisisthe only Nash equilibrium for thisgame. It also seemsto bethe
most plausible outcome of uncoordinated but intelligent behavior.

But notice something interesting about this outcome. Both the Fed
and the fiscal authority agree that the upper righthand box — easy
money plustight fiscal policy — is superior to the Nash equilibrium.
Under full monetary-fiscal coordination, they might well select this
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policy mix. But, if they cannot reach an agreement, then the Nash
equilibrium — aPareto-inferior outcome— islikely to arise. Hereisa
case in which some degree of coordination— atleast enough to avoid
theinferior Nash equilibrium—is better than none even if we cannot
decide which authority has the right social welfare function. '

If this example is typical, then switching from a system of two
uncoordinated policymakersto one with asingle, unified policymaker
might yield substantial gains. Andthereisgoodreasontothink thatitis
typical, because Nash equilibriain two-person non-zero-sum games
are very often not Pareto optimal.

The problem, of course, is that achieving greater coordination is
more easily said than done. The two authorities have reasons for
disagreeing — reasons which may not be easily ironed out. However,
this example illustrates that full coordination (which is probably im-
possiblein any case) may not becritical. What we need in thiscaseis
no morethan an agreement to consult with one another enough to avoid
outcomesthat both partiesview asinferior. Maybethisis not too much
to ask.

However, things become far less clear if one policymaker lacks
knowledge of either the preferences or the economic model of the
other. Then thereis no particular reason to think the Nash equilibrium
will result, and other solutionsbecomeequally plausible. For example,
each player may simply pursue his globa optimum, ignoring-the
decision of the other.’* There are other possibilitiesas well.

C. Leader-Follower Arrangements

An aternative model of fiscal-monetary coordination, intermediate
between thetwo extremes, isaleader-follower arrangement according
to which policymaker A goes first and then policymaker B decides
what to do in view of the prior decision by A.

This scenario may sound moderately descriptive of current U.S.
ingtitutionsin that fiscal policy first determinesthe budget deficit and
then monetary policy decides how much of this deficit to monetize.
However, things are a bit more complicated because monetary policy

13. Theexampleanalyzed hereisacaseof what gametheoristscall thePrisoners
Dilemma.

14. Inthesimpleexampleof Figure5, thispair of strategiesalso leads to the Nash
equilibrium. But thisisnot generally true. A morecomplicated example in which the
Nash and other alternative solutions differ is offered in the Appendix.
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decisionsare made much morefrequently (monthly?) than fiscal policy
decisions (annually?), so sometimesthe Fed is the leader.

Under a leader-follower arrangement, the follower runs the show,
abeit subject to some constraints placed on him by the leader's prior
decision. If the follower has enough instrumentsat his disposal, these
constraints may not bebinding. Inthiscase, theleader-follower system
is equivalent to having a single stabilization authority (the follower).
But if the follower does not have enough instruments, then the con-
straints imposed by the leader are real ones and may preclude the
attainment of the (follower's) first-best optimum.

For this reason, the leader-follower system may work very dif-
ferently depending on whether the Fed or the government is theleader.
| have noted above that, at least in principle, a fiscal authority in-
terested in targeting y, P, and I/Y can achieve its aims regardless of
what monetary policy does. Under these ideal circumstances, the
leader-follower system with the Fed as leader is equivalent to giving
full control to the fiscal authorities.

However, the central bank enjoys no suchluxury. Itsthreetraditional
instruments (reserve requirements, open market operations, and dis-
count policy) probably give it only one independent instrument for
stabilization purposes. If so, a leader-follower arrangement with the
Fed asfollower isnot at all equivalent to vestingfull control in the Fed.
Thisasymmetry, it seems, issomething of whichtheFed isfully aware.
It may be why Chairman Volcker smiles so infrequently.

Even without thisasymmetry, the outcome will depend on wholeads
and whofollows. Suppose, first, that thefiscal authority istheleader. It
setsgovernment spending, taxes, and transferswhere it wantsthem, in
full knowledge that these decisions will evoke some responsefrom the
Fed. In the case of thesimple gamein Figure 5, the administrationcan
predict with confidence that the Fed will play " contraction™ regardless
of thefiscal-policy decision. Soit will surely play " expansion.” Weget
the Nash equilibrium once again.

By asimilar line of reasoning, it is easy to see that the same Nash
equilibrium will arise if the Fed isthe leader and the administrationis
thefollower. However, thisis not a general result. In genera, the two
|eader-follower solutions are different, and each differsfrom the Nash
equilibrium. !*

15. Seethe example in the Appendix.
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Under a leader-follower arrangement, the follower's attitudes
clearly influence the leader's decision because when the leader makes
his decision he takes into account the anticipated response of the
follower. For example, fear of the high interest ratesthat the Fed might
cause probably led Congress to adopt aless expansive budget this year
than it otherwise would have chosen.

In adynamic framework, still more possibilitiesfor policy interac-
tions arise. The follower knows, for example, that his decision in
period I will influence the circumstancesfacing, and thusthe decision
made by, theleader in period 2. He will probably take thisinto account
in making his period 1 decision.'® At least potentialy, this dynamic
interaction can reducethelossfrom lack of coordination by getting the
leader to adopt policiesmorein tune with theobjectivesof thefollower.
Continuing the same exampl e, by keeping atight rein on credit the Fed
exercisesakind of discipline (albeit a minor one) over fiscal policy so
long as Congress abhors high interest rates and believesthat deficits
will not be monetized at the margin. This pushesfiscal decisions more
in thedirectionfavored by the Fed. Thefollower is not atoothlesstiger
even if he has but one instrument and many targets.

D. One Party Followsa Non-Reactive Rule

Oneway for theleader to avoid being manipulated by thefollower is
to adopt a non-reactive policy rule, such as the famous k-percent rule
for monetary policy. The key word here is not "rule" but "non-
reactive.”" If the Fed (the follower) knows that the government (the
leader) is following a fiscal rule that reduces spending whenever
interest rates rise, it can induce the government to cut spending by
pushing up interest rates. But no such possibilitiesarise if the govern-
ment follows a non-reactiverule.

While many fiscal rules (balancing the budget, balancing the high-
employment budget, etc.) have been suggested, none of them seem to
be non-reactive. No one, to my knowledge, has advocated a k-percent
rule for government spending or for tax receipts, though some of the
suggestions for constitutional restraints on spending come close.*"

16. And, of course, the leader understandsthis when he makes his period 1
decision! No wonder game theory is so hard.

17. Indeed, it may be possible to view the Reagan economic program as a non-
reactivefiscal rulethat will cut theratiosof government spending and tax receiptsto
GNP, regar dlessof theconsequencesfor interestrates, unemployment, and inflation.
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However, the most frequently suggested rule for the conduct of
monetary policy isnon-reactive. AndthedesiretofreetheFed fromthe
pressure to monetize budget deficits may be one of the major motiva-
tions behind this rule.

If one policymaker follows a non-reactive rule, then policy is— by
definition — perfectly coordinated. One way to think about non-
reactiverulesisasaway to give up some freedom of action (the loss of
one or more stabilization policy instruments) in return for greater
policy coordination. If the non-coordination problem is big enough, it
may actually makesenseto dothis. Toextend a well-worn metaphor, if
one of your hands will ssimply fight with the other, it realy may be
better to tie one hand behind your back.

V. Some Examplesof Monetary-Fiscal Rules

Let us consider some specific rules that have actually been sug-
gested for monetary and/or fiscal policy. Are these rules likely to
increase or decrease policy coordination? Are they likely to improve
the fiscal-monetary mix? How are they likely to function in the short
run, when theemphasisison stabilization, versusin thelong run, when
the emphasis is on growth?

A. Hard-Core Monetarism

The most famous and most widely-discussed suggestion for fiscal
and monetary rulescan beattributed, more or lessaccurately, to Milton
Friedman. Under Friedman's suggested regime, which | will call
" hard-core monetarism," the Fed would keep the money supply grow-
ing a some constant rate and the government would fix its spending
and tax-transfer schedules according to all ocative considerations. Both
would refuse to deviate from these rulesfor cyclical reasons. Notice
that under this regime both policymakers would be following non-
reactive rules.

One new element hasentered thedebatein recent years. Some years
ago, Solow and | (1973) showed that a policy of holding the money
supply constant and financing all deficits by issuing bonds could
destabilize the economy, whereasfinancing deficits by money creation
probably led to a stable system. Thisfinding, while derived in a very
simple and special case with fixed prices, has proven to be remarkably
robust. Tobin and Buiter (1976) established a parallel result for a full-
employment economy with perfectly flexible prices. Pyle and
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Turnovsky (1976) and others showed that anal ogous results obtain in
model sintermediate between these two extremes, such as models with
an expectations-augmented Phillips curve.

Recently, McCallum (1981, 1982), Smith (1982) and Sargent and
Walace(1981) havere-emphasizedtheimportance of thisresult for the
hard-core monetarist policy rule. Though using rather different
models, each has made the same point: that the system isliable to be
dynamically unstable under a policy that holds both fiscal policy
(defined in various ways by the different authors) and the money
supply (or its growth rate) constant.

The mechanism behind these results is not hard to understand.
Suppose some shock (such as an autonomous decline in demand in a
K eynesianmodel) opens up adeficit in thegovernment budget, and the
hard-coremonetarist regimeisinforce. Bonds will beissued tofinance
the deficit. With both interest rates and the number of bonds increas-
ing, interest paymentson the national debt will beincreasing. But this
increases the deficit still further, requiring even larger issues of bonds
in subsequent periods, and the process repeats. If the real rate of
interest exceeds the rate of population growth, then thereal supply of
bonds per capitawill grow without limit. Consequently, unless bonds
are totaly irrelevant to other economic variables, as in the non-
Ricardian view of Barro,(1974), the whole economy will explode.'®

So the stabilizing properties of the hard-core monetarist rule are
open to serious question, to say the least. What about its longer-run
effects?

Asalong-run defense againstinflation, the monetarist rule seemsto
be very effective. Although academic scribblers can, and have, con-
structed examples of continuousinflation without money growth, my
feeling is that policymakers can justifiably treat these models as
intellectual curiosa and proceed on the assumption that a maintained
money growth rate will eventually control the rate of inflation.

But what about capital formation and real economic growth? When
a recession comes, the hard-core monetarist rule takes no remedial
action. If thereisan important accel erator aspect to investment spend-
ing, the slack demand will retard capital formation. At the sametime,

18. In acomplex system, many morethings aregoing on than | can describein a
single paragraph. For example, income and prices are changing, with important
consequences for the budget deficit. Ye the basic mechanism described here seems
to come shining through in all the models.



Issues in the Coordination of Monetary and Fiscal Policy 29

the issuance of new government bonds to finance the budget deficits
that recession brings will push up interest rates. And this, too, will
retard investment spending. The likely result is that hard-core mone-
tarism will not create a climate conducive to investment unless long-
run predictability of the pricelevel isa moreimportant determinant of
investment than | think it is.'®

It seems to me that much of the concern over fiscal-monetary
coordination derives from concern over the implications of the policy
mix for investment. If so, then hard-core monetarism, which €imi-
natesthe coordinationissue by eliminating policy, does not look to bea
very good solution.

B. Bondism

As McCalum (1981) first pointed out, a potentially better mone-
tary-fiscal rule was actually suggested by Friedman in his earlier "A
Monetary and Fiscal Framework for Economic Stability™ (1948), but
subsequently abandoned. For lack of abetter name, Gary Smith (1982)
hassuggested that we call the policy “bondism” becauseit treats bonds
in much the same way as monetarism treats money.

Under the old Friedman policy, both fiscal and monetary policy
would be governed by rules, but the monetary rule would be reactive.
In particular, Friedman suggested that government spending and tax
rates be set in accordance with allocative considerations, as in the
monetarist rule, but that al deficits be financed by money creation.
Both McCallum (1981, 1982) and Smith (1982) observed that this
policy regime is equivalent to the "money financing” scenario in
Blinder and Solow (1973), and hence probably leads to a stable
system. On this score aone, it has much to recommend it over
monetarism.

But there is more to the story. Consider what would happen when,
for example, adeficiency of aggregatedemand brought on arecession.
Falling incomes would open up a budget deficit, and this would
automatically induce the Fed to open the monetary spigots. The econ-
omy would get a strong anti-recessionary stimulus from monetary
policy. And | do mean strong. Think about the empirical magnitudes
involved. In thecurrent U.S. economy, a 1 percentage point risein the

19. Or unless inflation itself is damaging to investment via, for example, the
deterioration of the real value of depreciation allowances. This last factor has been
stressed in a number of places by Feldstein. See, among others, Feldstein (1980b).
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unemployment rateaddsabout $25 billion to the budget deficit. But the
"money" that would be issued to finance the deficit would be high-
powered money. Adding $25 billion in new bank reservesis a colossal
injection of money; it would increase total bank reserves by nearly 50
percent! Thus the old Friedman rule would seem to be an incredibly
powerful stabilizer.?°

How does it score on the more long-run criteria? The fact that
recessions would automatically engender easy money under the
"bondist” policy augurs well for capital formation. So does the notion
that cyclical disturbances would probably be quite muted. The one
potential worry isover inflation. Therulecan conceivably lead to alot
of money creation in a hurry, with subsequent inflationary conse-
quences. But if the fiscal part of the rule keeps the high-employment
budget balanced, and if the economy fluctuates around its high-
employment norm, thisshould not be a magjor worry. Monetary expan-
sions should subsequently be reversed by monetary contractions.?! If
theruleisbelieved, even largeinjectionsof money should not raisethe
spectre of secular inflation.

Finally, note that the old Friedman rule completely eliminates the
possibility that monetary and fiscal policy might act at cross purposes.
Under the rule, monetary policy is expansionary if and only if fiscal
policy (defined by the automatic stabilizers) isexpansionary. Also, the
game-theoretic considerations.raised in Section III cannot arise be-
cause neither policymaker has any decision to make.

Whilel have never been an advocate of rules, it seemsto methat all
this adds up to a clear conclusion: the old Friedman rule ought to get
serious quantitative attention.

C. Sop-Core Monetarism

The rule just discussed would make fiscal policy nonreactive and
monetary policy reactive. A symmetric approach would call for arule
in which monetary policy is nonreactive but fiscal policy reactsin a

20. Maybetoo powerful. Thisexercise in casual empiricism, in conjunction with
the fact that the effects of high-powered money on income come with a distributed
lag, raises worries that the rule might actually destabilize the economy by over-
reacting to disturbances. Thetheoretical papers mentioned earlier deny this possibil-
ity, but they ignore distributed lags. The issue seems worth investigating.

21. Thisstatement is predicated on defining high employment as approximately
thenatural rate. With a Humphrey-Hawkins type definition of highemployment, the
old Friedman rule can lead to inflationary disaster.
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countercyclical fashion. John Taylor (1982a) has mentionedjust such a
possibility asa way to put a meaningful countercyclical policy regime
in place without creating expectations that inflationary shocks will be
accommodated. Under thisregime, monetary policy would adheretoa
k-percent rule but fiscal policy would be used for countercyclical
purposes. The latter could be done either by rules or by discretion.

What can we say about this policy regime? Not much, of course,
until it has been given more theoretical and empirical scrutiny. But a
few observations can be made.

First, the coordination problem is definitionally solved. With no
monetary policy, it can hardly bein oppositiontofiscal policy. Second,
the game-theoretic aspects of stabilization policy would necessarily
disappear. The government could hardly try to "game" a k-percent
rule.

Would cyclical stabilization be strong enough? That cannot be
answered in theabstract, since Taylor's policy mix does not specify the
strength of thefiscal stabilizers. But it does not seem likely that they
would be as strong as the stabilizing forces in Friedman's "bondist™
rule.

Finaly, there is the long-run capital formation issue. Reducing the
severity of recessions, | believe, can only do good things for invest-
ment. But doing so withfiscal policy probably meansthat interest rates
would be pushed up by the countercyclical policy.?> So there could
conceivably be atradeoff between short-run stabilizationand long-run
growth.

Appendix

This appendix considers a monetary-fiscal policy game in which
each authority has three strategies. to expand aggregate demand, to
contract aggregate demand, or to do nothing. The outcomes are ranked
from 1 to 9in the payoff matrix in Figure 6, with the rankings of the
fiscal authority again below the diagona and the monetary rankings
above.

Circles indicate the best fiscal response to each monetary strategy
and sguaresindicate the best monetary responseto each fiscal strategy.

22. This could be avoided if expansionary fiscal changes took the form, say, of
liberalizing depreciation allowances or raising the investment tax credit. But the
personal income tax and certain government expenditures appear to be the prime
candidates to bear the stabilization burden.
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FIGURE 6

It is clear that box G, in the lower lefthand corner, is the only Nash
equilibrium. Asin the 2 by 2 example in the text, monetary policy is
contractionary and fiscal policy is expansionary. We can also see that
the Nash equilibrium is Pareto dominated by a variety of other out-
comes: boxesB, E, C, and E

If the Fed is the leader and the government is the follower, the
solution is box F; thisis the best the Fed can do if constrained to the
fiscal reactionfunction (the boxeswith circles). By similar reasoning,
we see that box B will arise if the government leads and the Fed
follows. In thisexample, either leader-follower equilibriumis superior
to the Nash equilibrium (though the leader has moreto gain).

Another possible outcome of complete lack of coordination is that
each authority ignores the other and shootsfor its global optimum. In
theexampl e, that would mean that each does nothingand box E results.
This outcome Pareto dominates the Nash equilibrium, but isin turn
Pareto dominated by box C (in which fiscal policy is contractionary
while monetary policy is expansionary).
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