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IN RECENT YEARS, ECONOMISTS have intensely debated the appropriate
degree of activism in fiscal-monetary policy making. The “new economics”
of the 1960s emphasized activism, particularly in fiscal policy, relying “less
on the automatic stabilizers and more on discretionary action responding
to observed and forecast changes in the economy—Iess on rules and more
on men.”! When the economy’s performance deteriorated after 1965, the
activism of the policy strategy came under attack. In particular, the dis-
satisfaction led to a renewed espousal of rules for policy such as had long
been advocated by Milton Friedman for monetary policy and by Herbert
Stein for fiscal policy.2

The critics of activism argue that changes in fiscal and monetary instru-
ments designed to narrow deviations of the economy from a target path
are likely to widen them instead, whereas the maintenance of appropriate
fixed instrument settings would achieve greater ecoromic stability. Specifi-
cally, the critics question the contribution of fiscal activism to the success
story of the early sixties and emphasize that economic performance was
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unsatisfactory during the late sixties in the face of major shifts in fiscal and
monetary policy.? 1 have participated in this dialogue, arguing that the
lessons of 1965-68 have been misread by the critics of activism. During
this period, actual fiscal policy diverged from the policies recommended by
activist economists inside and outside the government. Uncertainty and
political unrest over the war overrode the activist prescriptions and would
equally have overriden prescriptions for maintaining fixed fiscal-monetary
settings.*

This paper covers the same basic issue of activism versus rules, but it
seeks to identify the analytical issues in the debate and to relate them to an
important theoretical literature on decision strategy in policy making. I
shall appraise the case against activism, which is a set of several related,
and yet separate, charges. A selection of quotes from the critics may illus-
trate these charges. Milton Friedman points out the limitations in our
“ability to predict both the behavior of the system in the absence of action
and the effect of action” and the time-consuming process of correcting
deviations which involves three types of lags: (1) the lag between the need
for action and the recognition of this need; (2) the lag between recognition
of the need for action and the taking of action; and (3) the lag between the
action and its effects.”d

Beryl Sprinkel stresses the inherent stability of the private economy:
“An activist monetary-fiscal policy is quite likely to destabilize an in-
herently stable economy . . .”% One way it could do so is by disrupting
private economic planning, as President Nixon has noted: “Business and
labor cannot plan, and consumers and homebuyers cannot effectively

3. See, for example, Milton Friedman and Walter W. Heller, Monetary vs. Fiscal
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4. See Arthur M. Okun, The Political Economy of Prosperity (Brookings Institution,
1970), pp. 37-44, 53-59, 62-99, and 109-18; Okun, “Rules and Roles for Fiscal and
Monetary Policy,” in James J. Diamond (ed.), Issues in Fiscal and Monetary Policy: The
Eclectic Economist Views the Controversy (DePaul University, 1971) (Brookings Reprint
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5. Milton Friedman, “The Effects of a Full-Employment Policy on Economic Sta-
bility: A Formal Analysis,” in Essays in Positive Economics (University of Chicago
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6. Testimony of Beryl W. Sprinkel on February 17, 1967, in The 1967 Economic Re-
port of the President, Hearings before the Joint Economic Committee, 90 Cong. 1 sess.
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manage their affairs, when Government alternates between keeping first
the accelerator and then the brake pedal to the floor.”?

According to another strand of the argument, the political process is
irrational or inefficient. The Council of Economic Advisers contends: “A
policy of ad hoc decisions about deficits or surplus is exposed to the politi-
cal bias in favor of spending and deficits.”’8 Similarly, Friedman posits a
“propensity to overreact” by the monetary authorities stemming from their
“failure . . . to allow for the delay between their actions and the subsequent
effects on the economy.”?

In surveying the issues of stabilization strategy, I shall highlight the
question of how much to vary fiscal-monetary instruments for stabilization,
rather than how to select instruments or to combine them. In particular,
I shall not engage in invidious comparisons of fiscal and monetary policy.
Whether good fiscal policy is more or less effective than good monetary
policy for stabilization purposes is like the question of whether good head-
lights are more or less important than good brakes for night driving. For-
tunately, neither the stabilization policy maker nor the driver has to make
such a choice.

Many of the statements below are best interpreted as though stabilization
policy relied on a single instrument, which is aimed at a single target, some
real or nominal level of gross national product (GNP). I assume that an
ideal level of GNP has been selected and handed to the fiscal-monetary
policy maker because I want to finesse “Phillips curve” issues, simply to
keep this paper’s scope within manageable bounds. In effect, I am dis-
tinguishing conceptually (and artificially) between two branches of macro-
economic policy: The first is concerned with ways to alter, or to compro-
mise on, the inflation-unemployment tradeoff’; while the second is charged
with achieving the optimum path of economic activity given the prior
choices on the tradeoff. In restricting this paper to the second branch, I
shall obviously sacrifice coverage of many important interrelationships be-
tween the tradeoff and fiscal-monetary choices.

7. Economic Report of the President together with the Annual Report of the Council of
Economic Advisers, February 1970, p. 10. Hereafter, this document will be referred to as
either the Economic Report of the President or the Annual Report of the CEA, followed by
the year.

8. Annual Report of the CEA, January 1972, p. 112.

9. Milton Friedman, ‘““The Role of Monetary Policy,” in The Optimum Quantity of
Money and Other Essays (Aldine, 1969), p. 109.
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The area covered by this paper is mined with loaded semantics. People
who dislike activism often call it “fine tuning,” a term with a pretentious
ring. The Ackley Council of Economic Advisers used the obviously lauda-
tory phrase “sensible steering” to describe its strategy, contrasting it with
the clearly inferior alternative of ‘“‘aimless drifting.”1¢ I shall use the
neutral (if inelegant) term “activism” to denote a fiscal-monetary strategy
of pursuing some target path of national output by adjusting instruments
in light of recent and expected changes in economic activity.

I shall contrast activism with reliance on nondiscretionary rules that
would fix fiscal and monetary settings with no feedback from changes in
economic activity. To be sure, the proponents of rules welcome the benefits
of certain automatic shifts induced by changes in economic activity, such
as the rise in the actual budget surplus and in interest rates that a rapid
expansion creates when the high employment budget surplus and money
growth are fixed. But they want to focus on indicators that could be and
would be held constant in the face of economic fluctuations. Obviously,
nondiscretionary rules could include feedback; for example, the growth
rate of money might be set equal to the unemployment rate. I concentrate
below on rules that do not involve feedback simply because those are the
rules espoused by the critics of activism. In that sense, the key issue in the
debate is not the exercise of judgment, but rather the appropriate magni-
tude of fiscal and monetary swings. Again, in the spirit of the recent dis-
cussion, I shall suppose that any fixed rules for monetary policy would
focus on some monetary aggregate rather than on interest rates.

Assumptions for Prototype Worlds

THE ACTIVIST’S PARADISE

It may help to convey the limitations that the real world imposes on
an activist strategy to specify first a set of sufficient conditions under which
it would not be subject to any limitation and the policy maker could be
sure of hitting his target precisely. First, the policy maker must be endowed
with perfect foresight of private demand and supply and of the impact of

10. Testimony of Gardner Ackley. on June 27, 1967, in Economic Outlook and Its
Policy Implications, Hearings before the Joint Economic Committee, 90 Cong. 1 sess.
(1967), p. 13.
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any fiscal-monetary actions. The perfect foresight should extend over the
period during which the instruments would exert their effects on the econ-
omy; but such dynamic issues can be conveniently assumed away by
pretending either that the world is static in the sense of being timeless or
else that it contains only a single time period with no relevant horizon
beyond. Second, achieving an ideal level of GNP should be the only con-
cern of the policy maker. Third, he must be able to control his instruments
precisely, with no costs imposed in setting or changing them. Finally, the
instruments must be sufficiently potent to keep GNP on target regardless
of the past and present strength of private demand.

Under such conditions, the right amount of action could always be calcu-
lated and implemented. If some initial setting of the fiscal-monetary instru-
ment would produce a GNP differing from the target level, the policy
maker would divide the deviation or “gap” (D) by the known multiplier
(k) on his tax, expenditure, money, or interest rate instrument, in order to
determine the correct change in the policy instrument (AP): AP = — D/k.
Such is the activist’s paradise, and like any paradise, it is distant from
reality.

THE RULE PROPONENT’S MODEL WORLD

No proponent of rules has specified the assumptions that would make
fixed settings optimal. Of course, the rules proponent emphasizes that
paradise does not exist and that we will be worse off if we act as though it
did. But fixed fiscal-monetary settings are not the only alternative to the
strategy of the activist’s paradise. Indeed, the world in which they would
be optimal is not really the polar opposite of the activist’s paradise. For
example, under conditions of complete ignorance, as contrasted with the
perfect foresight of the activist’s paradise, the instruments would appear to
be unrelated to economic activity and no presumption would be created in
favor of keeping them steady.

The optimality of fixed settings depends on a set of assumptions that
might run along the following lines: First, private demand is inherently
stable. In the absence of shifts in policy, it would tend toward some equi-
librium path; that path would be optimal, at least for some settings of the
fiscal-monetary instruments; and deviations from that path would dis-
appear promptly. Second, long-run relationships between fiscal-monetary
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policies and private demand must be known reliably so that proper settings
can be determined. Third, the short-run impacts of the instruments must
be subject to substantial uncertainty so that it will not pay to change the
settings temporarily. Finally, the policy maker is able to maintain the fixed
settings without cost. Under such a set of assumptions, changing policies
could produce only trivial stabilization benefits and might impose large
costs.

The central portion of this paper relaxes, one at a time, the key assump-
tions of the activist’s paradise, and thus introduces a number of complexi-
ties of the real world that are emphasized by the proponents of rules. I then
examine the resulting implications for the optimum conduct of fiscal-mone-
tary policy and in particular the extent to which they point in the direction
of fixed settings. Although at times I focus the analysis on the assumptions
of the rule proponent’s model world, I carry out that exercise much less
thoroughly, simply because I have not found a neat package of sufficient
conditions for that world. The resulting asymmetry troubles me on esthetic
grounds, but I believe it reflects the spirit of the recent debate rather than
my personal judgments. The rules proponents have stressed the pitfalls of
activism rather than the glories of fixed settings; their case for rules is, by
and large, the case against departing from them.

Instrument Costs

INSTRUMENTS AND MULTIPLE TARGETS

In stating sufficient conditions for the activist’s paradise, I assumed that
the policy maker is concerned only with the stabilization goal. Obviously,
many other goals of economic policy are important. But paradise could, in

- principle, exist with multiple goals, so long as the available instruments
were sufficient in number and in potency to achieve them all. Consider, for
example, the social goal of income distribution: Society might have both
the income distribution it wants and the aggregate activity it wants, pro-
viding the structure of taxes, transfer payments, and subsidies could be
adjusted to alter income distribution without affecting aggregate demand
and supply. ,

As Tinbergen has shown, a necessary condition for the reliable achieve-
ment of multiple goals is that the number of instruments be equal to the
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number of targets.!! When, however, the number of instruments is smaller
than the number of targets, paradise is supplanted by a world of tough
compromises, which have been discussed analytically by Henri Theil.12 If
a stabilization instrument had no significant effect on any other social
target, that instrument could be devoted singlemindedly to the stabilization
effort. And if it were sufficiently potent, the activist’s paradise for stabiliza-
tion policy might still be salvaged. Obviously, however, every stabilization
instrument does have significant side effects on such social goal variables
as resource allocation, the composition of output, the balance of payments,
the growth of productive capacity, and wealth. So long as society cannot
hit the bull’s eye on all its targets, and so long as some departure from any
fiscal-monetary policy that is ideal for the stabilization goal would permit
closer approaches to other targets, stabilization must be compromised, in
general. For example, if the only available ways to restrain excess demand
would involve either a level of government expenditures below the social
target for the public sector or a level of real interest rates too high for the
ideal composition of output, the optimal compromise would typically in-
volve some undesired inflation, as well as a level of public spending below
its ideal and a level of real interest rates above the ideal.l3

The division of output between the public and the private sectors em-
bodies controversial social preferences that often constrain or shape the
course of stabilization policy. If government expenditures are the key in-
strument of demand management, the level of public spending ideal for
achieving target GNP may not be ideal for providing the desired flow of
public goods and services. Indeed, political controversy about stabilization
policy often combines or confuses stabilization and compositional objec-
tives. Proponents of a larger public sector sometimes seize the opportunities
presented by economic slack to promote their compositional objective,
while advocates of cutbacks in government spending may enthusiastically
embrace an anti-inflation rationale to serve their cause.

11. J. Tinbergen, On the Theory of Economic Policy (Amsterdam: North-Holland,
1963). As the Phillips curve dilemma reminds us, the condition is not sufficient. For a
given initial real GNP and unemployment rate, the amount of inflation created per unit
of extra real GNP generated by stimulative fiscal-monetary policy is not significantly
different for different instruments.

12. H. Theil, Economic Forecasts and Policy (Amsterdam: North-Holland, 1958), pp.
379-94.

13. Some mathematical illustrations of such cases can be found in Charles C. Holt,

“Linear Decision Rules for Economic Stabilization and Growth,” Quarterly Journal of
Economics, Vol. 76 (February 1962), pp. 20-45.
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Because they avoid this problem and controversy, general, across-the-
board changes in income tax rates were a particularly appealing counter-
cyclical tool in the eyes of the Commission on Money and Credit!* and
the economists of the Kennedy administration. In my judgment they con-
tinue to be appealing. Most recently, the efficacy of temporary changes in
income tax rates has been challenged on the basis of the permanent income
hypothesis, but, as I have argued previously, this charge is inconsistent with
a substantial body of empirical evidence.!? Of course, both permanent and
temporary changes in income tax rates impinge on other social goals, such
as the market valuation of wealth, the efficiency of resource allocation, and
(typically) income distribution and output composition. Still, these impacts
seem less significant than those generally associated with other instruments
of stabilization policy.

Several types of serious conflicts with other goals may arise from mone-
tary policy actions that could help stabilize economic activity. These issues
become especially important in periods of tight money because losses in the
market valuation of wealth impose a welfare cost, because rises in nominal
interest rates redistribute income, and because tight money has a severe
impact on the share of output devoted to homebuilding. These side effects
of tight money explain why the 1966 performance of the Federal Reserve—
which was magnificent in terms of overall stabilization—is held in such
ill repute and why the Federal Reserve refused to give an encore in late
1967 and early 1968.16

The side effects thus argue against an activist reliance on tight money to
curb excess demand. But they also argue against quantity-oriented rules.
Even if monetary policy affects GNP solely through the quantity of money,
it clearly affects nonstabilization targets through both nominal and real
interest rates and through the availability of credit. Obviously, steady
money growth does not prevent rising interest rates if liquidity preference
strengthens or if aggregate demand spurts because of a highly stimulative
fiscal policy or an ebullient private economy.

The proponent of monetary rules can argue that, with steady growth of
money, interest rate variations would be smaller than those recently ex-

14. Money and Credit—Their Influence on Jobs, Prices, and Growth, The Report of the
Commission on Money and Credit (Prentice-Hall, 1961), pp. 133-37.

15. Arthur M. Okun, “The Personal Tax Surcharge and Consumer Demand, 1968—
70, Brookings Papers on Economic Activity (1:1971), pp. 167-204.

16. See my comments in “Rules and Roles for Fiscal and Monetary Policy,” pp.
54-58.
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perienced with a monetary policy oriented toward rates. As Fand points
out, when the monetary authorities initially accommodate an excess de-
mand inflation because they dislike high interest rates, they may subse-
quently have to resort to especially high nominal interest rates (reflecting
inflation premiums) in order to achieve the stabilization task.!? Such an
argument charges the policy makers with myopia. It cannot deny that an
optimal rational strategy aimed at stabilizing interest rates should pay
some attention to the course of interest rates as one of the proximate
targets even if a quantity-oriented strategy is best for stabilizing GNP. How
much weight should be given to interest stability as a social target!® and
how variable money growth would have to be for that reason are issues
that deserve greater attention and more sharply focused discussion. But it
should be clear that quantity-oriented monetary rules conflict with non-
stabilization targets.

In summary, the effects of stabilization instruments on other social tar-
gets generally imply deviations from the activist’s paradise. These consider-
ations should have a major influence on the selection and mixture of instru-
ments, and they can also affect the desirable magnitude of restraint or
stimulus. Probably, a fiscal policy geared to long-run considerations about
tax structure and demands for collective services can satisfy nonstabiliza-
tion targets reasonably well; hence, any major departure from the rules
proponent’s fiscal strategy imposes some costs in compromising those other
goals.!9 But if the choice of fiscal instruments for stabilization use is ad-
justed to reflect these considerations, the costs should not be onerous. In
the case of monetary policy, the costs of compromising nonstabilization
targets may be especially large if an activist strategy were to rely mainly on
tight money to restrain excess demand. But they may also be sizable when
monetary policy follows a rule that ignores the social preference for interest
rate stability.

~ In short, because of the multiple targets of the real world, the policy
maker may be led to trim his fiscal actions somewhat at times in the direc-

17. See David Fand, “Keynesian Monetary Theories, Stabilization Policy, and the
Recent Inflation,” Journal of Money, Credit and Banking, Vol. 1 (August 1969), pp.
556-61.

18. See the views of Alvin H. Hansen, The American Economy (McGraw-Hill, 1957),
pp. 53-55.

19. See, however, the qualifications in Paul A. Samuelson, “Principles and Rules in
Maodern Fiscal Policy: A Neo-Classical Reformulation,” in Money, Trade, and Economic
Growth: In Honor of John Henry Williams (Macmillan, 1951), pp. 157-76.
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tion of the fiscal rules. But the presence of multiple goals suggests a mix of
fiscal and monetary policy that would stabilize financial conditions as well
as GNP, and points away from quantity-oriented monetary rules.

COSTS OF CHANGING POLICIES

In addition to the possible costs of operating stabilization instruments
at levels that compromise other goals, certain costs may be associated with
changing the settings of the instruments.

The costs of change have a number of dimensions. Shifts in fiscal policies
may impair the efficiency of the public sector. For example, a stabilization
strategy that turns on and off federal programs involving purchases of
goods and services may create inefficiencies or impose extra costs in carry-
ing out the objectives of the programs.

Since time on the congressional calendar is a scarce resource, the legisla-
tive process to implement fiscal measures imposes some cost. That cost will
be most significant for tax and transfer changes, since Congress reviews
most federal purchases and grants as a matter of routine each year in the
appropriations process, but reconsiders the laws for taxes and transfer
payments only in the event of proposals for alterations. Moreover, the
legislative cost of enactment of a tax or transfer change has little to do
with its size and is primarily a fixed or “set-up” cost. In the case of a small
program that would otherwise be desirable, legislative cost may tip the
balance from a “go’ to a “no-go” decision.

Tax changes can also impose costs on private decision makers.20 A
major change in the tax base will surely cause reappraisals of business
policies and may require considerable efforts to learn the new rules of the
game. Moreover, if taxes are restructured frequently for stabilization pur-
poses, uncertainty about the tax laws will regularly cast a shadow on
private decision making.

These considerations seem most serious in the case of tax changes that
introduce incentives for the intertemporal shifting of outlays, like coun-
tercyclical variations in the investment tax credit or in excise taxes. Such
measures are appealing because of their presumably enlarged multiplier
impact, with substitution effects reinforcing the normal income effects of

20. In order to cover all aspects of changing settings, the next several paragraphs al-
low uncertainty to creep in, even though the perfect foresight assumption of activist’s
paradise has not been explicitly abandoned.
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a tax rate change; the required dollar change in the instrument settings for
any given stimulus or restraint is thereby made smaller. But the anticipa-
tory effects of such practices are destabilizing—for example, a slowdown in
investment outlays is exacerbated if a weakening of the economy makes a
temporary rise in the tax credit seem likely. A commitment to retroactivity
can ameliorate the problem for a tax reduction, but, for a tax rise, retro-
activity is universally rejected as inequitable.?!

Changes in income tax rates seem less subject to such problems. Antici-
patory effects on spending decisions tend to be stabilizing: The expectation
of a cut in rates will, if anything, spur outlays. Of course, the enactment
of changes in tax rates will alter spending and hiring decisions; that cost is
inevitable for any policy that successfully influences private demand. Some
distortion of year-end accounting decisions is another adverse, but basi-
cally negligible, cost of changing tax rates.

In general, guessing what the government will do next involves expensive
effort on the part of executives throughout the private sector, and this fact
imposes costs on shifts in fiscal policies. But guessing where GNP is going
absorbs even more private resources and creates even more serious anxie-
ties. If the government can help to stabilize markets and incomes, it can
reduce uncertainties rather than exacerbate them. Indeed, the statement of
President Nixon quoted above can be reversed: If the government reliably
alternates between pressing on the accelerator when the economy is going
uphill and applying the brake pedal going downhill, it will aid private
decision making.

In summary, the maintenance of a fiscal rule (combined with a stable
composition of expenditures and taxes) would avoid certain costs of
changing instrument settings that may be created by an activist fiscal policy.
In particular, the set-up costs of legislation may swing the verdict in favor
of inaction when a small tax or transfer change would be desirable on
stabilization grounds alone. More generally, the costs of change have im-
portant implications for the choice of fiscal instruments, cautioning against
great reliance on variations in government purchases and on those tax
changes that generate intertemporal substitution. But if these implications

21. The recent recommendation of the Federal Reserve Board for a cyclically variable
investment tax credit raises these concerns in my mind—at least pending further study
and analysis. See “Report of the Board of Governors of the Federal Reserve System on
Ways to Moderate Fluctuations in the Construction of Housing,” staff paper sent to the
Congress in the fall of 1971 (FRB, 1971; processed). :
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are recognized and if an activist strategy can help stabilize economic ac-
tivity, the favorable impact on private planning may turn the issue of
instrument changes in favor of fiscal activism.

So far as I can see, the costs of changing instruments have little rele-
vance—either way—for monetary policy. The Federal Reserve can take a
great many small steps, if it so chooses, without significant set-up costs.
It can thereby avoid any major anticipatory problems. To be sure, because
private lenders and borrowers have to guess the future of interest rates and
availability (but not the future course of the money stock directly), a mone-
tary policy that creates predictable cyclical swings of interest rates may
generate anticipatory distortions in the timing of financing. But it would
probably create much less distortion in the timing of real investment
activity.

Uncertainty

The recognition of uncertainty in stabilization policy making marks an-
other step away from the activist’s paradise and toward reality. In place of
perfect foresight, assume that the policy maker can make an unbiased
forecast of GNP given his policy choices—his average error will be zero in
the long run, but the average will consist of offsetting pluses and minuses.

Two types of uncertainty about the private economy can be distin-
guished: First, the policy maker cannot predict precisely the inherent
strength of private demand (quite apart from his choice of fiscal-monetary
policy); second, he cannot be certain of the response of GNP to the sta-
bilization instruments. The interesting result is that the first type barely
influences the optimal fiscal-monetary strategy, while the second imposes
a major amendment. Still a third type of uncertainty reflects the imperfect
ability of the policy maker to control the settings of his own fiscal-mone-
tary instruments. These three types of uncertainty will be discussed in turn.

In a world of uncertainty, it becomes necessary to specify just how much
the society (and presumably the policy maker) is hurt by deviations of
actual GNP (Y) from the target (Y*). It is usual to assume that society is
“risk averse,” which means that, for example, doubling the deviation from
the target more than doubles the pain or “welfare loss’ (L): L[2(Y — Y*)]
> 2L(Y — Y*)for Y = Y*.Itis particularly convenient to assume?? that L

22. This assumption goes back at least to Friedman’s pioneer analytical article,

“Effects of a Full-Employment Policy on Economic Stability.” The quadratic makes the
marginal welfare loss a linear function of the GNP gap.
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is equal to (or proportional to) the squared deviation between actual GNP
and the target: L = (Y — Y*)2

CERTAINTY EQUIVALENCE

For the present, assume that the reliability of the policy maker’s forecast
is independent of the setting of the instruments; in other words, the fore-
cast is subject to the same additive or subtractive error in GNP, regardless
of the policy chosen. This type of uncertainty may still leave the policy
maker well advised to act as though his best forecast were a certain fore-
cast, even though it is not.?3

Given the simple quadratic loss function specified above, the optimum
strategy to minimize expected welfare loss is to set policy instruments such
that the predicted GNP (Y?) for those settings equals the target GNP
(Y?» = Y*). The squared deviations are minimized when the expected or
mean distance from the target is made zero, in the sense that pluses and
minuses cancel out.2* Since the policy maker should act as though he were
certain of his forecast, his optimum strategy is one of “certainty equiv-
alence.” The existence of this type of uncertainty will make the outcome
less satisfactory than in the activist’s paradise (L cannot be kept down to
zero); but the optimum strategy is still the one appropriate to the paradise
situation. The more help the policy maker can get from accurate fore-
casting, the closer to his target he can expect to get. But greater uncertainty
about the outlook does not diminish the premium on corrective action: Al-
though it reduces the likelihood that policy action will keep the economy
close to target, it increases the danger that inaction may result in a very
large deviation from target.

This result does not depend critically on the quadratic function. For
example, if welfare loss is proportional to the absolute deviation of GNP
from its target (L =|Y — Y*|), the policy maker should simply use the
median (rather than the mean) forecast of GNP as his certainty equivalent.
Of course, if forecast errors are viewed as symmetrically distributed, the
median and the mean will coincide and no modification at all is implied. If,

23. See Theil, Economic Forecasts and Policy, pp. 411-31, and Henri Theil, “Linear
Decision Rules for Macrodynamic Policy Problems,” in Bert G. Hickman (ed.), Quanti-
tative Planning of Economic Policy, A Conference of the Social Science Research Council
Committee on Economic Stability (Brookings Institution, 1965), pp. 18-37.

24. This reflects the fact that the sum of squared deviations of all observations in a
frequency distribution from any point is minimized when that point is the mean of the
distribution.
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unlike these examples, society dislikes upward deviations from Y* more
(or less) than downward deviations of equal size, the asymmetry will
further modify the choice of the certainty equivalent, but it will not push
the optimum strategy in the direction of rules. These results do depend
on the availability of some unbiased forecast to the policy maker. The
records of individual forecasters would not suggest that all are unbiased.
Moreover, with an unbiased fiscal-monetary rule, a perennial forecast of
no gap would be unbiased in the sense that it was as often too high as too
low. But, whatever their limitations, professional forecasters can outper-
form the naive forecast that, regardless of (¥ — Y*) this year, it will be
zero next year.

With these few qualifications, imperfection in the ability to forecast
economic activity in the absence of policy action has virtually no effect
on the desirability of taking policy action.

MULTIPLIER UNCERTAINTIES

Uncertainties concerning the impacts of changes in policy instruments
introduce far more important amendments. Contrary to the assumptions
of the certainty equivalence case, the forecaster cannot predict GNP
equally well (or equally badly) regardless of the settings of the instruments.
Forecasters would be terribly uncertain if asked to estimate next year’s
GNP on the assumption of a radical alteration in fiscal or monetary policy,
such as a repeal of all income taxes or the doubling of the money supply.

William Brainard developed the analysis of multiplier uncertainties,
which had been previously mentioned by Friedman.25 If the policy maker
cannot be sure of the size of the multiplier associated with his policy in-
strument, then the greater the departure of that instrument from its average
or customary setting, the greater will be the uncertainty about GNP. This
formulation assumes that some particular setting of the instrument min-
imizes uncertainty about GNP.

In a static world, the minimum uncertainty position would be the average
setting of the instrument during the historical sample period from which

25. William Brainard, “Uncertainty and the Effectiveness of Policy,” in American
Economic Association, Papers and Proceedings of the Seventy-ninth Annual Meeting,
1966 (American Economic Review, Vol. 57, May 1967), pp. 411-25; Friedman, ‘“Effects of
a Full-Employment Policy on Economic Stability.”
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the multiplier was estimated, and would not necessarily be close to the most
recent setting. In a world of growth, however, some estimates of the mul-
tiplier effects of instruments are derived from changes in settings over time.
In such cases, the average historical change represents minimum uncer-
tainty. Thus, the nature of the statistical evidence underlying the multiplier
estimate determines whether minimum uncertainty is obtained at the aver-
age historical Jevel/ or the average historical change. The issue can be im-
portant: Suppose the average full employment surplus through relevant
history has been 1 percent of GNP and the average change has been zero;
if the surplus is currently minus 1 percent of GNP, it is critical whether
minimum uncertainty would be attained by staying at minus 1 percent or
by moving to plus 1 percent.

Presumably the proponent of rules would recommend a full employment
surplus that was not vastly different from the historical average; further-
more, his recommendation for no change in that surplus would closely
correspond with the historical record which shows erratic ups and downs
but little trend. Similarly, the proponent of monetary rules typically
espouses a rate of growth of money and liquidity that is quite close to the
historical average, as well as levels that are fairly customary in relation to
GNP. In that sense, obedience to the rules would keep the instruments
close to minimum uncertainty and finesse the problem of multiplier un-
certainty.

In the case of an activist strategy, if a policy action to make Y? equal to
Y* required a major departure of the instrument from its setting of min-
imum uncertainty, that action would make the prediction of GNP less
reliable. Compared with keeping the instrument at minimum uncertainty,
the activist strategy will gain (or reduce loss) by closing the expected gap
between Y and Y*, but will lose from the multiplier uncertainty, which is
applied to the distance of the instrument setting from its minimum un-
certainty position. The added risk associated with multiplier uncertainty
is costly whenever society is risk averse. If the policy maker starts with
instruments at settings of minimum uncertainty, he is advised to exercise
conservatism in his use of the instruments, always taking some action but
a smaller action than would equate expected and target GNP. As Brainard
shows, in the case of a quadratic loss function, one instrument, and in-
dependence of the uncertainty concerning the multiplier from that associ-
ated with the basic state of private demand, the optimum prescription is to
close the fraction of the expected gap equal to 1/(1 + V2) where V is the
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ratio of the standard deviation of the estimate of the multiplier to the
expected value of the multiplier.26 For example, if the standard error is half
the estimated multiplier, closing four-fifths of the gap is optimal.

Diversification. One interesting implication of multiplier uncertainty is
that it encourages the use of a diversified kit of instruments. The individual
instruments are generally put to work in the same direction of stimulus
or restraint:2? Because variance increases with the sguare of the instru-
ment move, two smaller moves that operate in the same direction econ-
omize on variance, so long as the errors in the two multiplier estimates
are not strongly positively correlated. To the extent that errors in the esti-
mated impacts of tax, expenditure, and monetary changes are not perfectly
correlated, optimum use of a diversified kit of instruments yields two kinds
of benefits: a reduction in risk, and a reduction in the expected gap be-
tween Y and Y*. When the policy maker chooses combined packages of
restrictive (or stimulative) tools, the benefits and costs of any policy should
be viewed as a characteristic of the package rather than of its individual
components. That implication should be recognized in analytical efforts to
appraise the fiscal and monetary impacts of combined actions, such as the
tax cut and moneté.ry accommodation of 1964-65.

With respect to monetary policy, the interpretation of multiplier uncer-
tainty depends on whether the money supply or interest rates is designated
the instrument. The criteria for this choice, which have been spelled out by
Poole,?8 can be described in terms of multiplier uncertainty. Presumably,
the same expected GNP can be obtained by picking an interest rate or pick-
ing a money supply. The reason that one of these choices can be preferable

26. If D is the expected gap between Y and Y* for the minimum uncertainty setting,
E is the expected value operator, and u is an additive disturbance,

E(L) = E(Y — Y*? = E(D + kAP + u)?.
Expected loss can be minimized by differentiating with respect to AP and setting the
derivative equal to zero:

E(kD + k?2AP + ku) =
If k& and u are independent, optimality requires that

AP=_—:_E_D_2=:_[_)./TE__ (

1412

27. Brainard, “Uncertainty and the Eﬁ‘ectweness of Policy,” pp. 418-21.

28. See William Poole, “Optimal Choice of Monetary Policy Instruments in a Sim-
ple Stochastic Macro Model,” Quarterly Journal of Economics, Yol. 84 (May 1970),
pp. 197-216.
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to the other on stabilization grounds is that the variance of GNP around
that expected value will be smaller with the money instrument if the liquid-
ity preference function is highly stable, or smaller with the interest rate
instrument if the consumption and investment demand functions are very
stable. The choice of the “superior” instrument promotes greater activism,
leading the policy maker to aim at closing more of any expected GNP gap.

In summary, a rule for steady money growth could avoid multiplier un-
certainty if it aimed to maintain the historical average. Similarly, a fiscal
rule that specified constancy of the high employment budget surplus could
also escape multiplier uncertainty.2? Multiplier uncertainty upsets the
pleasant and appealing solution of the certainty-equivalence world. It
typically reduces the appropriate degree of activism, urging the policy
maker to take a step in the direction of the proponent of rules. But the step
is generally a small one; the policy maker will generally wish to take action
when any expected deviation between actual and target GNP is in prospect,
and usually enough action to close the greater part of any expected gap.
Moreover, as I shall show below, if the uncertainty about GNP stemming
from policy actions can be made to neutralize uncertainties about the course
of private demand, policy action can reduce total uncertainty as well as
improve the expected outcome. Indeed, the major import of multiplier un-
certainty may be its encouragement to the policy maker to design, select,
and combine instruments in ways that permit the pursuit of target GNP
without major vulnerability to variance.

Finally, the important amendments imposed by multiplier uncertainty
do not disturb one part of the certainty-equivalence solution: The optimal
strategy depends only on the policy maker’s ability to forecast the incre-
mental impacts of policy actions, and not on the accuracy of his forecast of
demand for a given fiscal-monetary policy.39

Dynamic multipliers. Multiplier impacts and uncertainties have impor-

29. To do so, fiscal policy must also stabilize the composition of outlays and the
structure of tax revenues in order to avoid multiplier uncertainties that are attached to
the movement of various types of expenditures and taxes.

30. In ““Adaptive Decision Rules for Macroeconomic Planning,” Western Economic
Journal, Vol. 9 (December 1971), pp. 369-78, Edward C. Prescott introduces a ““learning
by doing” consideration into policy formulation. He points out that a large shift of the
instrument from its historical average movement provides substantial additional infor-
mation about its multiplier. The value of that extra information for future policy making
should encourage larger actions than the Brainard model would imply, although
typically not as large as would be appropriate in the activist’s paradise.
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tant dynamic aspects, because the effect of a policy action on aggregate
demand is spread out over time. A federal expenditure or an increment in
money supply occurring in one quarter is likely to raise aggregate demand
then and in several subsequent quarters. In particular, the profile of period
multipliers, as statistically estimated, is often humped, starting small, rising
to a peak, then declining, and perhaps ultimately becoming negative:
ki < ...<km>km+1>....

A humped profile of dynamic multipliers raises the possibility of “instru-
ment instability,” which has been analyzed by William Poole and Robert
Holbrook.3! Suppose the policy maker anticipates a temporary, one-
period shift in private demand that threatens to pull the economy above
target by an amount D. If he uses an instrument with a humped dynamic
multiplier to neutralize the shift in private demand occurring in period one
(—k1AP; = D) and thus hold the economy on target, the economy could
threaten to move below target in period two by —koAP;. With k2 > ki, a
stimulative APy greater in absolute value than AP; would be required to
hold the economy on target. It is conceivable that ever larger oscillations
of the instrument—such that |AP,| > |AP,_;|—would be required simply
to offset the previous policy actions touched off by a single wiggle in private
demand.

Instrument instability raises a new threat to the activist’s paradise. It
suggests that, even with no multiplier uncertainties and no instrument costs,
a policy of eliminating all gaps might not be sustainable over the long run
because the required instrument settings might diverge toward plus or
minus infinity. This analysis makes an important contribution; but, be-
cause it is framed in a deterministic way and in the context of an infinite
horizon, its real relevance may be obscured. The analysis draws a mathe-
matical boundary line between stability (damped oscillations) and instabil-
ity (antidamped oscillations), seeming to imply that the former region is
perfectly safe and the latter necessarily perilous. In fact, if shifts of the in-
struments had no costs or constraints, instrument instability and the
specter of infinity would not frighten the policy maker. After all, the instru-
ments would take on infinite values only after an infinite length of time.

31. William Poole, “Alternative Paths to a Stable Full Employment Economy,”
Brookings Papers on Economic Activity (3:1971), pp. 579-614; Robert S. Holbrook,
“Optimal Economic Policy and the Problem of Instrument Instability,” American Eco-
nomic Review, Vol. 62 (March 1972), pp. 57-65.
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Secondly, the analysis focuses on “blips” or wiggles in economic activity—
one-period deviations that are self-correcting. As discussed below, these
are not the typical movements that challenge the policy maker. Moreover,
the humped pattern of dynamic multipliers reflects the quarterly time
periods of the available data. The policy maker can remove the danger of
instrument instability simply by selecting a somewhat longer planning
period—for any empirical example I know, nine-month periods would
make k; the peak value of the period multiplier.

On the other hand, the analysis of instrument instability points to the
general problems of dealing with dynamic multiplier profiles, even if they
satisfy the mathematical stability conditions. Wide swings in the instru-
ments may still entail large costs as a result of the considerations discussed
above: the effects on nonstabilization targets, the costs of changing set-
tings, and, most significantly, the Brainard multiplier uncertainties.3? In-
deed, the policy maker conscious of multiplier uncertainties will avoid
strategies that would permit instrument instability to become a serious
threat. In the first place, any strategy that relies on wide swings of instru-
ments will be charged heavily for creating additional variance. (The strategy
of expected full adjustment in the appendix illustrates the costs of superfine
tuning.) Second, statistical estimates will remind the alert policy maker of
the major uncertainties he faces with respect to the time pattern of dynamic
multipliers. The estimated standard error of the multiplier on an instrument
is smaller for, say, four quarters, than for a single quarter. In light of these
facts of economic life, the policy maker will plan over a horizon of several
quarters and will be reluctant to chase transitory gaps. Only if he has con-
fidence that the economy needs a major push initially will he adopt a stimu-
lative policy today recognizing that it will probably require a neutralizing
restraining action on some tomorrow. Such a strategy—which has been
derisively called “oversteering”—generally imposes some instrument costs
and some added multiplier uncertainty; but it can be worth those costs at
times if it helps significantly to keep Y close to Y*.

32. Nor are the mathematical stability conditions sufficient reassurance when instru-
ments have “natural” floors or ceilings, such as the constraints that government pur-
chases must lie between zero and total GNP and that the money supply and the rate of
interest are intrinsically nonnegative. Furthermore, nonlinearities may limit the effec-
tiveness of the instruments; for example, in vertical or horizontal stretches of liquidity
preference or marginal efficiency schedules, either fiscal or monetary tools would be
incapable of affecting the economy, at least in one direction.
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INSTRUMENT UNCERTAINTY

The policy maker of the real world does not have perfect control over his
fiscal and monetary instruments. The existence of instrument uncertainties
imposes important modifications on both the activist’s paradise and the
rule proponent’s model world.33

Monetary policy. Its susceptibility to control has sometimes been sug-
gested as a criterion for the selection of a particular monetary instrument,
reflecting Milton Friedman’s dictum “that the monetary authority should
guide itself by magnitudes that it can control, not by ones that it cannot
control.”3* Some have criticized, as inconsistent with his own dictum,
Friedman’s preference for M as the instrument, contending that the Fed-
eral Reserve lacks good control over the money stock, and should use as
its instrument some monetary aggregate subject to more precise control,
such as the monetary base or unborrowed reserves. But that argument does
not rest on firm grounds, because Friedman’s dictum is not reliable. The
preferable instrument strategy is the one that exercises greater control on
economic activity, and an instrument subject to better control by the policy
maker does not necessarily exert better control over Y.35 Suppose, for
example, that Y is affected by M (directly or through interest rates) but is
not independently affected by the monetary base or unborrowed reserves.
Under those conditions, errors in M would be important and the absence
of errors in the other aggregates would be irrelevant. Unless the errors in
M emerging when M is the instrument were by some peculiarity associated
with especially large errors in Y, controlling M imperfectly would be su-
perior to controlling perfectly the base or unborrowed reserves.36

33. By Tinbergen’s definition, an instrument variable must be subject to *“‘the com-
mand of the government,” which implies perfect control. I find this definition incon-
veniently restrictive and hence use the term instrument to apply to anything the policy
maker seeks to control directly. See Tinbergen, On the Theory of Economic Policy, p. 7.

34. Friedman, “The Role of Monetary Policy,” p. 108.

35. Friedman himself concludes that interest rates should not be the instrument, in
part because ¢. . . monetary policy cannot peg interest rates. . . .”’ (Ibid., p. 101.) Insofar
as it pertains to nominal (rather than real) rates, that proposition simply cannot stand
empirical inspection: The Federal Reserve did peg the interest rates of short-term
Treasury securities for most of the decade of the forties and for a briefer time in the early
sixties.

36. As I understand existing open market operations, they include procedures to
limit the variability of money market conditions and do not aim singlemindedly at a
target M. I see good reasons for cushioning short-run fluctuations of interest rates, which
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Thus, in principle as well as in practice, monetary rules are bound to be
framed in terms of an instrument subject to only imperfect control. For
that reason, the rules proponent is obliged to instruct the policy maker how
to respond to errors or deviations in the instrument. If last month’s money
stock departed from its target, what adjustment is required for the target
money stock this month? Surely, it cannot be optimal to maintain the
initially intended target growth rate and thus to permit the level of the
money stock to be permanently off track, as the emphasis solely on the rate
of growth seems to imply.

Fiscal policy. Instrument uncertainty poses a different set of problems
for the proponent of fiscal rules. The fiscal policy maker in the executive
branch is exposed to many risks that may derail the budget, including un-
anticipated changes in military spending and other uncontrollable outlays,
or congressional action inconsistent with the administration program.
When the fiscal policy maker who espouses rules is thus surprised or
thwarted, he must take some new action in order to live by his own rules.
Maintaining a given high employment surplus or a fixed position of any
other fiscal indicator does not afford the policy maker a quiet life of inac-
tion, but rather obliges him to take neutralizing action whenever the
budget wanders off its track. .

Obviously, in practice, the rules proponent will not chase every small
deviation in the budget; but his own principles require him to respond to
major instrument deviations, when he would not respond to surprises of
the same magnitude in private demand. If this asymmetry has a justifica-
tion, I have yet to discover it. The neutralizing action in response to an
instrument surprise involves the same types of instrument costs and the
same degree of multiplier uncertainty that apply to fiscal actions intended
to offset shortfalls or excesses of private demand.

Instrument uncertainty is also a serious problem for the fiscal activist,
who may often require prompt legislative approval of proposals. In view of
the legislative uncertainties in fiscal policy, any monetary instrument is
probably subject to greater short-run control and predictability than are
fiscal variables. Hence, instrument uncertainty is one consideration that
encourages the activist to alter monetary policy.

may reflect very temporary shifts in liquidity preference, but these procedures make it
impossible to judge how well the Federal Reserve could control money, if that were its
only objective.



144 Brookings Papers on Economic Activity, 1:1972

Some activists have faced up to the problems of instrument uncertainty—
for example, by proposing mechanisms that would increase the speed of
congressional verdicts on tax proposals. The rules proponents, on the other
hand, have ducked these important issues, in my judgment. No advocate
of fiscal rules has explained how the commitment to respond to instrument
deviations can be consistent with a uniform nonresponse to demand devia-
tions. And no proponent of monetary rules has suggested procedures for
dealing with situations when money goes off its track.

The Issue of Self-correction

Although the rules proponent recognizes that private demand will fluc-
tuate to some extent even if the monetary and fiscal rules are carefully
obeyed, he views the economy as inherently stable in two senses: First,
departures from a reasonable target path are likely to be small unless policy
is disruptive; second, GNP will tend to return promptly to its ideal path
if it should wander somewhat off course. So far as I can see, the first of
these propositions is not relevant to the formulation of a strategy by the
policy maker on how he should respond to departures, when and if they
occur. By analogy, the fireman must know what to do when the alarm
rings, whether that happens frequently or hardly ever.

The second proposition is, however, very important. It urges the policy
maker not to respond to deviations, but rather to rely on snapback or self-
corrective tendencies that prevail if monetary policy sticks to its fixed set-
ting (M*) and fiscal policy to its rule (F*). A strong self-correction hypothe-
sis might contend that, given M* and F*, the expected value of real GNP
for any period beyond some horizon % is equal to Y* regardless of Y in the
last observed period, where 4 is small relative to the tim