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g HE current economic situation of high interest
rates, high unemployment and large federal deficits
has prompted a call for a change in the mix of stabiliza-
tion policies. The current mix seems to be one of “easy”
fiscal policy and “tight” monetary policy. Many
analysts feel the mix should be shifted toward “tighter”
fiscal policy and “easier” monetary policy, ostensibly
for purposes of putting the economy on the path to
recovery.

james Tobin, for example, recently stated that:

. . . the mix of policies is unhealthy. To achieve a solid
recovery, such as the administration projects, and to
achieve it without astronomical interest rates and se-
rious crowding out, we need an easier monetary policy
combined with a tighter fiscal policy.*

Economists at the Brookings Institution have ex-
pressed a similar view:

Bevond 1982, the key to an improved economic situ-
ation must lie in a realignment of economic policy—
a shift in the mix of fiscal and monetarv policy, by
matching reductions of future budget deficits with
an easier monetary policy, As presently constituted,
fiscal and monetary policies appear to be on a collision
course . . .

The Congressional Budget Office talks of the clash
between monetary and fiscal policy:

Statements from the Federal Reserve suggest that
monetary poliey will continue its anti-inflationary

James Tobin, “The Wrong Mix for Recovery,” Challenge {(May-
June 1982), p. 25.

Jyseph A. Pechman and Barry P. Bosworth, “The Budget and the
Economy,” in Joseph A. Pechman, ed., Setting National Priorities:
The 1983 Budget (The Brookings Institution, 1982), p. 43.

stance in the coming years . . . By contrast, the budget
measures enacted last summer will provide consider-
able stimulus to economic activity over the next few
vears. This suggests the possibility of a ¢lash between
monetary and fiscal policy unless the Congress enacts
further spending cuts and tax increases to reduce
federal borrowing or the Federal Reserve adopts a less
resirictive monetary policy. If the clash materializes, it
will be reflected in high real interest rates that crowd
oul private investment.?

The notion of policy mix is well-known and has been
a part of the macroeconomics literature foranumber of
years, but seldom has it generated controversy as it has
now. Despite its recognition, however, little is known
about the exact terms of the mix or what indicators of
monetary and fiscal policy are most appropriate to use
in defining it. For example, neither Tobin, the Brook-
ings economists, nor the Congressional Budget Office
state by how much fiscal policy should be tightened
and to what extent monetary policy should be eased.

The gravity of the current economic situation re-
quires that the notion of “policy mix” be given a more
precise interpretation. Is current policy what it seems?
How does one measure the ease and tightness of
monetary and fiscal policies? What measures of eco-
nomic performance are relevant to the mix argu-
ment—interest rates, GNP, the ratio of investment to
GNP? What horizon is pertinent—short-run, long-
run, a specific number of vears? Can policies really be
traded off to achieve a specific economic objective?
These are the types of questions that are given short
shrift when the mix of policies is discussed.

*Congressional Budget Office, The Prospects for Economic Recou-
ery {U.S. Government Printing Office, 1982}, p. 27.
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The purpose of this article is to provide some spec-
ificity to the policy mix question. As a point of de-
parture, some indicators of monetary and fiscal policy
are examined, and a historical classification of policy
mix is developed. A conventional macroeconomic
treatment of policy mix is then presented, providing
the basis for development of testable hypotheses.
These hypotheses are tested, and some policy implica-
Hons are derived,
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Many summary measures of monetary and fiscal
policy have been developed over the years. The main
reason for seeking such a measure is to provide a quick
interpretation of current policy stance. The criteria for
selection are that the measure primarily reflect move-
ments in the instruments of policy and that it not be
influenced greatly by the pace of economic activity.* In
other words, the indicator should reflect the thrust of
the policy on the economy rather than the reverse.

Measuring the stance of monetary policy revives
many controversial issues, one of the oldest of which
centers on the choice between interest rates and
monetary aggregates. Although the level of interest
rates is often alluded to as an indicator of monetary
policy, most analysts have found it to be unreliable as a
policy measure, since a great many forces influence
interest rates besides monetary actions. The monetary
aggregates, on the other hand, tend to reflect more
accurately changes in the policy instruments—open
market operations, reserve requirements and the dis-
count rate—without being influenced unduly by out-
side forces.”

Chief among the candidates for a monetary policy
indicator are the money stock {M1) and the monetary
base. The monetary base has appeal because it reflects
more accurately changes in the instruments of policy
than does M1. The M1 measure, however, tends to be
more closely related to GNP.®

*See, for example, Albert E. Burger, “The Implementation Prob-
lem of Monetary Policy,” this Review (March 1971), pp. 20-30.

3See R W, Hafer, “Selecting a Monetary Indicator: A Test of the
New Monetary Aggregates,” this Resiew (February 1981), pp.
12-18.

SFor references to the literature, along with a contrasting inter-
pretation, see William E. Cullison, "Money, the Monetary Base,
and Nominal GNP,” Federal Reserve Bank of Richmend Economic
Review {May/JTune 1982), pp. 3-13.
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Labeling monetary policy as easy or tight is, of
course, quite arbitrary. The procedure followed here is
to examine the historical record of M1 and develop a
classification of relatively easy and relatively tight
policy on the hasis of this record. To make this classifi-
cation meaningful, one must account for changes in the
trend of monetary growth, particularly ifone intends to
focus on the impact of monetary policy on real vari-
ables. Consumers and investors come to expect certain
growth rates of the monetary aggregates, basing such
expectations on past experience. It is the deviation of
the monetary aggregate around this expected growth
rate that affects real economic activity.

Table 1 summarizes monetary policy since 1956.
The Hrst column shows the four-quarter rate of change
of M1 minus its trend (20-quarter rate of change) for
the period ending in the fourth quarter of each vear
{except for 1982)." The second column, which classifies
monetary policy as easy, tight or neutral, follows from a
three-part division of the ohservations in the first col-
umn. The mean plus or minus % standard deviation
serve as points of demarcation. The classification is
relative and also approximate. Rigidly adhering to the
four-quarter rate of change can mask changes in policy
that occur within the vear. A more exhaustive study
would not be tied to periods of fixed length. Nonethe-
less, the classification seems to accord with common
interpretation of economic experience; for example, all
of the ohservations labeled as “tight” occurred near
recession periods.

heo

The measurement of fiscal actions also has been
researched extensively over the years.® The chief con-
clusion from this research is that recorded surpluses or
deficits do not provide an accurate measure of fiscal
actions. The reason is that a considerable amount of the
movement of receipts and expenditures reflects an
automatic response to the pace of economic activity
rather than policy actions, Consequently, only fiscal
measures on a high-employvment basis are con-
sidered.” These high-employment budget measures

TTustification for a 20-cuarter rate of change as a measure of trend is
found in Denis S. Karnosky, “The Link Between Money and
Prices,” this Beview (June 1976), pp. 17-23. See also Keith M.
Carlson, “The Lag from Money to Prices,” this Review {October
1980}, pp. 3-10.

5alan S. Blinder and Robert M. Solow, “Analytical Foundations of

Fiscal Policy,” in Alan 5. Blinder and Robert M. Solow, eds., The
Economics of Public Finance {The Brookings Institution, 1974), pp.
3-115.

SFrank de Leeuw and Thomas M. Holloway, “The High-
Employment Budget: Revised Estimates and Automatic Inflation
Effects,” Survey of Current Business (April 1982), pp. 21-33.
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can be assembled in different ways, however. Three
high-employment measures are examined: the rate of
change of expenditures minus its trend, the rate of
change of receipts minus the rate of change of expendi-

tures, and the change of the surplus or deficit scaled by
the size of the economy as measured by potential GNP.
The latter two measures were tested for the presence
of trend, but none was apparent.
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The right-hand portion of table 1 summarizes these
three fiscal measures over the 1956-t0-1982 period.
The rate of change of high-employment expenditures
is included because previous studies have used it as a
summary fiscal measure even though it does not re-
flect changes in tax policy.'® The other two high-
employment measures—the rate of change of receipts
minus the rate of change of expenditures and the
change in the surplus/deficit scaled by potential
GNP—reflect changes in both tax policy and expendi-
ture policy. In general, these latter two measures vield
the same classification of easy, tight and neutral.

The measures of monetary and fiscal policy can be
combined to give a classification of each vear in terms
of the mix of those policies. Table 2 provides this
summary on the basis of detrended M1 and the high-
employment surplus/deficit measure of fiscal action.
The vears shown in the corners of this matyrix are most
revealing. Periods when both policies were tight clear-
ly were associated with recessions; those when both
were easy were associated with economic expansion.
The periods of contrasting policies, though few in num-
ber, are interesting nonetheless. Easy monetary policy
and tight fiscal policy vecurred only in 1968 and 1978,
hoth espansion yvears before business cvcle peaks. The

See Leonall C. Andersen and Jerry L. Jordan, “Movetary and
Fiscal Actions: A Test of Their Relative lmportance in Economic
Stabilization,” this Reviewe {November 1968), pp. 11-24.
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other extreme of tight monetary policy and easy fiscal
policy oecurred in 1957, 1975 and 1982; these were
recession vears, although all of 1975 is not classified
so according to the National Bureau of Economic
Research.

The current situation (note that 1982 refers to the
four quarters ending in second quarter 1982) clearly
falls into the classification of tight monetary poliey and
easy fiscal policy. According to the detrended measure
of monetary policy as shown in table 1, 1951 and 1982
are the tightest vears for monetary policy for the 1956
82 period. The measures of fiscal policy, however, do
not indicate unusual ease. The expenditure measure
does not indicate ease at all, and the other two,
although suggesting ease, do not indicate that the de-
gree of ease is unusual, There have been six or seven
of the last 27 years (depending on which measure is
used) when fiscal policy has been easier than in 1982,

The current concern about the mix of policies,
however, is not focused entirely on the recent past
(note, in particular, the guotations by Brookings and
the Congressional Budget Office above). There is con-
cern about the near future. In other words, given
current trends, analysts seem to be maost concerned
about developing trends in the mix. Consequently, a
full assessment of policy mix requires an extrapolation
of trends to determine if the mix of policies appears to
be worsening, that is, that monetary policy is tighten-
ing further or at least remaining tight, and that expen-
diture and tax policies are leading to a further easing
of fiscal policy.
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Figure 1

Determination of Real Income, Inferest Rate and Investmeni-Saving Ratio
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The question of policy mix is broad, encompassing a
large body of macroeconomic theory and empirical
support for the theory. Since a broad review of the
theory is thus prohibitive, a typical example from mac-

roeconomic texthooks is summarized to represent the
1

policy-mix literature.

The notion of policy mix usually is explained by
using the well-known Hicksian 18-1.M framework.
According to this framework, the level of economic
activity {real income) and the level of interest rates are
determined by the conjunction of conditions in two

lHgee, for example, Robert T. Gordon, Macroeconomics, 2nd ed.
{Little, Brown and Company, 1981}, pp. 140-42; or William H.
Branson and James M. Litvack, Macroeconomics, 2nd ed. (Har-
per and Row Publishers, 19813, pp. 86-90.

aggregate markets: the market for goods and services
and the market for money,'® Fiscal policy, that is.
changes in federal expenditures and tax rates, in-
fluence the economy through the market for goods and
services, while monetary policy works through the
money market.

The 15-£.M model is summarized in figure 1. The IS
curve is the locus of combinations of interest rate and
real economic activity consistent with equilibrium in
the goods and services market. The curve is down-
ward-sloping because lower interest rates induce high-
er levels of investment, which increase real income
through the multiplier. Including the federal govern-
ment in the analysis broadens the equilibrinm condi-
tion to investment plus government purchases equals
savings plus taxes. The right-hand panel shows explic-
itly the situation in the goods and services market that
underlies the IS curve in the left-hand panel. Although
in reality both savings and investment depend on real

211 the simplest version of the IS-1L.M model, there is no distinetion
made between nominal and real interest rates because the price
level and price expectations are held constant.

1t
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Figure 2

Policy Mix and the I5-IM Framework
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income, the curves are drawn here only with reference
to the equilibrium level of income.

The LM curve, as shown in figure 1, is the locus of
combinations of interest rate and real economic activ-
ity consistent with equilibrium in the money market.
Money is defined as currency plus checkable deposits.
The curve is upward-sloping because the demand for
real balances is assumed o be negatively related to
interest rates and positively related to real income.
Consequently, in order for the demand for real bal-
ances te be equal to a fixed supply, an increased de-
mand for money balances as real income increases
must be offset by reduced demand for money halances
via higher interest rates.

Real income and interest rates are determined
simultaneously by the intersection of the IS and LM
curves. Only this combination of interest rate and real
income is consistent with equilibrium in both the
goods and services and money markets. The way that
this equilibrium combination changes in response to
monetary and fiscal actions is of interest here,

Fiscal actions affect equilibrium by shifting the IS

curve, while monetary actions shift the LM curve.
Consequently, a given leve! of real income can be

12

achieved with different combinations, or mixes, of
monetary and fiscal actions. For example, in figure 2,
the combination of IS; and LM, represents “easy”
fiscal policy and “tight” monetary policy, and a given
level of real income is achieved with a higher interest
rate than at the original equilibrium. Similarly, the
intersection of IS; and LM, reflects “tight” fiscal policy
and “easy’ monetary policy. "High” interest rates
imply a Jower rate of private investment (see right-
hand panel} and thus signify slower economic growth
over the long term than a set of policies that vields
“low” interest rates.

Within the context of the cuwrrent economic situa-
tion, the implication seems to be that the U.S. econ-
omy is operating at a point corresponding to the in-
tersection of 15; and LM,. This interpretation, how-
ever, is not obvious. Rather, Tobin and Brookings
economists seem to draw the conclusion that the eco-
nomic recovery cannot be sturted or sustained unless
interest rates are reduced by changing the mix of poli-
cies, This interpretation suggests that they view the
15-LM framework in dvnamic rather than in static
terms. In other words, the level of real income and
interest rates are heing moved over time by a combina-
tion of policies in such a way that interest rates are
rising—or at least being sustained at high levels.
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Inflationary Expeclations and ihe 15-IM Framework
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Expected Inflution and the I5-1M Model

The version of the IS-L.M model discussed above is
hased on a number of simplifying assumptions. One of
the most important simplifications is that inflation and
expectations of inflation can be ignored. It would seem
that any discussion of current economic developments
should be based on a framework that allows for the
eifect of expected inflation.

The effect of introducing expectations into the IS-
LM model is shown in figure 3. The interest rate axis
now represents both nominal and real interest rates.
ISs represents equilibrium in the goods and services
market with expected inflation equal to zero (fmplying
nominal and real interest rates are the same). The
effeet of introducing expected inflation of some posi-
tive amount is o shift the IS curve upward and to the
right with respect to nominal rates, but leave it un-
changed in terms of real rates. The reason for this is
that consumption and investment decisions are
assumed to be based on real rather than nominal rates
of interest. This means that 18 is raised above ISy by
the amount of expected inflation.

The effect on the LM curve of introducing expected
inflation is somewhat more complicated. If, for exam-

QCTOBER 1982

ple, the demand for real halances depends on the
difference between rates of return on money and all
other assets, then expected inflation will affect all of
these rates of return equally, including the return on
real balances, and the LM curve will not be affected
when drawn in terms of the nominal interest rate. It
the assumption of equal effects of expected inflation on
all asset returns is relaxed, however, the results will
differ. An increase in expected inflation generally
can be expected to increase the nominal return on
capital relative to bonds and money. Wealth-holders
will attempt to rearrange their portfolios to hold more
capital and less money and bonds. Prices of capital will
rise as those on bonds fall; that is, interest rates will
rise. This means the LM curve will shift upward when
drawn with reference o the nominal rate of interest.
Because all wealth is not affected by a change in ex-
pectations, however, the upward shift of the LM curve
will be less than the change in expected inflation.

The effect on policy mix of introducing expectations
into the IS-LM model depends on the response of
expectations to any change in policy. If expectations do
not change in response to a shift in policy, the mix can
be changed as in the basic model. A given level of
income can be achieved with different combinations of
policies and different interest rates. On the other
hand, if expectations are responsive to either monetary
ar fiscal actions, a larger number of possibilities is
introduced, depending on the nature of the expecta-
tions response. In general, the faster expectations
react to actual changes in monetary or fiscal policy, the
less the effect of poliey changes on the real variables,
that is, real income, real interest rates and the invest-
ment ratio.

CTHE MIX HYPOTHESIS

The IS-LM framework provides a rationale for
assigning the mix of policy an important role in plan-
ning the course of economic activity. Though there are
many problems involved in moving from the classroom
hlackboard to economic reality, the general framework
can still serve as a guide in formulating a test of the mix
hypothesis.

Testing Procedure

&

The qguestion of policy mix focuses on the aggrega-
tive effects of monetary and fiseal actions and thus
lends itself to a reduced-form approach to hvpothesis
testing. 1® The details of the transmission mechanism

BSee Andersen and Jordan, “Monetary and Fiscal Actions.”

13
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from a policy action to economic activity are of second-
ary interest, as is the process by which inflationary
expectations are formed. Rather, the chief coneern is
whether certain values of kev economic variables can
be achieved with different combinations of monetary
and fiscal actions.

The variables used in the analvsis and sommarized
in table 3 are restricted to those implicit in the IS-LM
framework. The dependent variables are real GNP,
real and nominal interest rates, and the ratio of fixed
investment to GNP. These variables were regressed
on current and lagged values of the monetary and fiscal
variables. ' The regressions involving interest rates
demonstrated substantial autocorrelation in the re-
siduals, so these equations were adjusted using the
Cochrane-Orcutt procedure. All other equations were
estimated with ordinary least squares. Lag length was

Halthough M1 minus trend was used in table 1 in defining the
stance of monetary policy, M1 without trend adjustment was used
in the regressions, mainly because of its simple interpretation.
Explaining the quarter-to-quarter variation of a variable is little
affected by this choice, except for the value of the constant term.

14

determined by varying the lag by multiples of four and
choosing from these regressions on the basis of max-
imum adjusted R% The Almon lag technique was used,
with the coefficients constrained to He on a third-
degree polynominal with a tail constraint. These esti-
mates were tested against the unrestricted least-
squares estimates to ensure that the smoothness
assumption could not be rejected by the data.

Tables 4-7 summarize the statistical results. The
effects of the policy variables on the relevant depen-
dent variable are summarized as one-year effect, two-
vear effect and full effect. The final colummn, labeled
“mix effect,” of tables 4-7 is of particular interest heve.
The mix effect is defined as the percentage change in
M1 that would be required to offset a tighter fiscal
policy and keep the dependent variable constant. A
tighter fiscal policy is defined as a decrease in federal
spending that would increase the change in the high-
employment budget by $5 billion for 1980 and 1981.
An appendix provides the specifics of how this tighter
fiscal policy is defined.
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Nominal interest rates and policy mix—Many
analysts consider the level of nominal interest rates to
be the primary cause for the current economic malaise.
Yet the IS-ILM model depicts the interest rate as a
dependent variable. So, the first question investigated
here is whether the nominal interest rate is systemati-
cally related to monetary-fiscal actions. The rela-
tionship of the corporate Aaa bond rate to the selected
measures of monetary and fiscal policy is summarized
in table 4.

Three regressions were run, corresponding to the
three measures of fiscal action. The number of lags that
maximized the adjusted R* of the equation ranged from
20 to 24 for M1 and was 16 for the fiscal variable. The
results are summarized as one-year effects (carrent and
three lags), two-year effects (current and seven lags),
and the full effect, which takes into account all of the
lags. Relevant surnmary statistics also are shown.

According to the simple IS-LM interpretation as
shown in figure 2, a fighter fiscal policy should be
accompanied by a tighter monetary policy in order to
keep interest rates unchanged. Remember that the
model of figure 2 ignores the influence of price ex-
pectations. A tightening of fiscal policy with no change

in monetary policy shifts the IS curve to the left, lead-
ing to a fall in interest rates. To keep interest rates
unchanged, monetary policy would have to be tight-
ened, shifting the LM curve to the left. Consequently,
the implication of the simple 1S-LM model is that the
“mix effect” would be negative.

The results in table 4 are clear-cut. The mix effect is
either zero or undefined. The effect of E¥ on interest
rates is of the expected sign, but not significantly dif-
ferent from zero. In the case of both R® — E and

AS/DH
Vi the effect on interest rates is not of the ex-
i

pected sign, but is also not significant. A tightening of

As/DH
Yv}_gl

is associated with an increase in interest rates. The

effect of monetary policy on interest rates in all cases is

positive, running contrary to the implication of the

simple IS-LM model.

fiscal policy, thatis, an increase of R — E'or

In general, fiscal policy has no effect on the Aza bond
rate; thus, there is no mix effect. The effect of monetary
expansion, on the other hand, builds up over time and
appears to be permanent. These results suggest that it
is necessary to augment the IS-LM model with price

15
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expectations, when those expectations seem to depend
on the rate of monetary expansion. The explanatory
power of each of the three equations is dominated by
the rate of change of money.

Real interest rates and policy mix—Recent concern
about the level of interest rates also has been couched
in terms of the real rate.’® Many consider the current
high level of real rates an obstacle to economic recov-
ery. Since real rates are not observable, however,
proxies have to be developed. Although much work
has been done, the simple proxy of a nominal rate
minus the recent rate of inflation is still most common-
ly used. For this analysis, the real rate is proxied by the
Aaa bond rate minus the rate of change of the GNP
deflator over the four previous vears,

The results are summarized in table 5, following the
same format as before. The explanatory power of each
equation is very low, although the monetary effect is
significant in each case. The fiscal effect is not signifi-

YSee, in particular, the study by the Congressional Budget Office
cited in footnote 3.
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cant for any of the three measures. As with nominal
rates, there is no mix effect applicable to the real rate.

In general, monetary and fiscal actions do little to
explain the movement of the real rate as measured by
the Aaa bond rate minus past inflation. To the extent
that the equation has explanatory power, it comes from
the monetary variable. Even that effect runs counter to
the conventional wisdom, as might be implied by an
expectations-augmented IS-I.M model. More expan-
sionary monetary policy is associated with increases in
the real rate. Such an effect should probably not be
taken too seriously, however, because of the problems
inherent in measuring the real rate.

Output growth and policy mix—Another interpreta-
tion of the mix problem is that output growth is being
retarded by the particular combination of policies in
effect. The next set of regressions examines the rate of
output growth as a function of the monetary and fiscal
variables. These results are summarized in table 6.

The monetary and fiscal variables explain between
35 and 40 percent of the movement of output growth,
and no correction for serial correlation is necessary.
What is apparent from these regressions is the impor-
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tance of the length of horizon. Money growth stimu-
lates output growth in the short run, but this stimulus
fades after a year. Consequently, any potential mix
effect is applicable only in the short run, but none is
found because the fiscal effect on output is not signifi-
cantly different from zero.

The conventional wisdom indicates that a tightening
of fiscal policy should be accompanied by an expansion-
ary monetary policy in order to achieve a given rate of
output growth. The directions of the effects are gener-
ally found, but, because the fiscal effect 15 not signifi-
cantly different from zero, there is no mix effect. And,
for the long term, the mix effect is undefined because
neither the effects of monetary or fiscal actions are
significantly different from zero.

Investment ratio and policy mix—A final variable of
interest to those concerned with the current mix of
policies is the investment ratio. Easy fiscal policy is
thought to discourage private investment because the
federal government preempts the use ofloanable funds
(see figure 2). To investigate this effect, the change in
the ratio of fixed investment to GNP is run against the
monetary and fiscal variables. Table 7 summarizes the
results.

The striking feature of these regressions is that the
explanatory power of these equations is quite high,
with about 55 percent of the movement in the invest-
ment ratio explained by the monetary and fiscal vari-
ables. Also, no correction for serial correlation is neces-
sary. The effect of monetary policy on the investment
ratio is first positive, then negative (shown by a decline
in the sum of coefficients as the horizon is lengthened);
only in combination with P is the effect significant
after 20 quarters. The fiscal effect, on the other hand,
builds up over time and is significant at the 95 per-
cent level after 16 quarters for each of the three fiscal
variables.

The mix effect for the investment ratio, according to
conventional wisdom, should be negative. A tighten-
ing of fiscal policy should be accompanied by a tighten-
ing of monetary policy in order to keep the investment
ratio constant. That is, a tightening of fiscal policy is
supposed to encourage investment; if that is to be
offset, monetary policy also should be tightened. For
all cases in table 7, the conventional wisdom is upheld.
But, as the horizon is lengthened, there really is no mix
effect, because monetary actions do not have a perma-

17
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nent effect on the investment ratio, while fiscal actions
do (this result is shown as =),
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These regression results carry certain implications
for economic policy that are at variance with the con-
ventional wisdom on policy mix. The general policy
implications of the statistical results require further
discussion. To give some indication of the magnitude of
effect, some different policy mixes are simulated for
the period from 1981 to 1985.

These regression results can be pulled together into
a general conclusion. Consider Tobin's recommenda-
tion, cited at the beginming of this paper:

To achieve a solid recovery, such as the administration

projects, and to achieve it without astronomical interest

rates and serious crowding out, we need an easier

monetary policy combined with a tighter fiscal policy.

What light do these regression results shed on this
recommendation? First, if easier monetary policy
means [aster money growth, following Tobin’s recom-
mendation will yield nominal interest rates that are

18
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higher, not lower. The implication for real rates is not
clear; even though real rates were positively related to
money growth, the regressions were not significant. To
the extent that interest rates can be explained, money
growth, not fiscal actions, provides the explanation. An
easing of fiscal policy alone does not guarantee a fall in
interest rates. The ellect of fiscal actions on interest
rates was not found to be significant.

The idea of a solid recovery is that real output growth
could be stimulated by shifting the mix toward tighter
fiscal policy and easier monetary policy. The regres-
sion results indicate that this desired effect could be
achieved, but only temporarily. Fasier monetary pol-
icy stimulates output growth initially, but this effect
dissipates after a year. Furthermore, the regression
results indicate that fiscal effects on output growth are
not significant, either in the short or long run.

Tobin's recommendation has some validity in its
assertion that the mix should be changed to avoid
“serious crowding out.”® According to the regression

¥ oy a survey article on “erowding out,” see Keith M. Caslson and
Roger W. Spencer “Crowding Out and Its Critics,” this Review
{December 1975), pp. 2-17.
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results, tighter fiscal policy would indeed encourage a
rise in the investment ratio, but interest rates would be
minimally affected. This shift to tighter fiscal policy,
however, need not be accompanied by easier monetary
policy. There is a positive effect of monetary actions on
the investiment ratio, but it appears to be temporary,
whereas the fiscal effect appears to be permanent.

s 7
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To provide some specific indication of the magni-
tudes involved in the policy mix controversy, the re-
gression results were used to simulate three different
mixes of policy for the 198285 period. Point estimates
of the coefficients were used even if they were nat
significantly different from zero.'”

Two fiscal scenarios were chosen; one is based on
fiscal actions that lead to a $150 billion deficit in the
high-emplovment budget by 1985, the other a tighter

Y Real interest rates were not simulated because none of the regres-

stons was significant.

fiscal policy that yields a balanced high-employment
budget by 1985. The easy policy conforms roughly with
the prospective course of fiscal action as it appeared to
be developing in early 1982, The tight policy is consis-
tent with a recommendation by the Brookings Institu-

tion in their annual report on the federal budget.!®

Two monetary policies were simulated: one is a
steady expansion of M1 at a 4.5 percent rate, the other
is expansion at a 6.5 percent rate. The first policy is
labeled “tight” and would be within the 1982 target
range announced by the Federal Reserve. The 6.5
percent seenario for money is called “easy,” and would
be above the upper end of the 1982 target range.

Table 8 gives the results of these simulations. The
result of tightening fiscal policy and easing monetary
policy (compare the first and third columng) is to push
up nominal interest rates. The growth of output i

Fea Charles L. Schultze, “Long-Term Budget Strategies,” in
foseph A, Pechman, ed.. Setting National Priovities: The 1953
Budget (The Brookings Institution, 1882), pp. 157-220. Their
recommendation was made before passage of the Tax Equity and
Fiscal Responsibility Act of 1982,
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actually worsened by the change in the mix, the reason
heing that inflation accelerates with easier monetary
policy. The investment ratio, however, is increased by

changing the mix of policy. As the middle eoclumn of -

table 8 shows, there is little to be gained by expanding
money more rapidly when fiscal policy is tightened.
Although easing monetary policy appears desirable
because of its beneficial effects on fixed investment,
recall that the long-run effects of money growth on the
investment ratio were not statistically different from
ZEro.
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The notion of policy mix has been presented in
texthooks and discussed by eminent analysts almost as
if it were a self-evident truth. A recommended change
in policy mix seems to be based on the well-known
1S-LM model. When scrutinized more closely, the
question of the appropriate mix of monetary-fiscal poli-
cies is not as clear-cut as the simple I5-LM model
implies. The lagged eflects of policy actions must be
taken into account, as well as the empirical realities of
certain economic relationships.

This paper examined four dependent variables that
seem relevant in any discussion of policy mix—nomi-
nal interest rates, real interest rates, the rate of output
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growth, and the investment ratio. The conclusions are
as follows:

(1 Movements of nominal interest rates and, toa lesser

extent, real rates are dominated by monetary actions.
The effect of fiscal actions on interest rates is not statisti-
cally significant.

{2} There is a short-run effect of monetary actions on
output growth, but it is only temporary. Over the long
run, movements in output gr{)wﬂ] are unaffected b}’
either monetary or fiscal actions,

{(3) The investment ratio is influenced temporarily by
monetary actions, but the effect appears to be perma-
nent for fiscal actions.

These conclusions imply that the IS-LM framework
must be carefully interpreted when used as a guide for
policy analysis, and that current recommendations for
a change in the mix are only partly valid. Fiscal policy
should indeed be tightened in order to stimulate an
increase in the investment ratio, if long-term economic
growth and/or housing investment is a national goal.
There is little evidence, however, to support the no-
tion that interest rates would be affected greatly. There
is no basis for thinking that a tightening of fiscal policy
should be accompanied by an easing of monetary
policy. The effect of easier monetary policy would be
higher nominal interest rates and only a temporary
surge of output growth.
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