The Case for Fi scal Policy

Philip Arestis and Malcolm Sawyer

The Levy Economics  Institut e and University of Leeds

ABSTRACT

This pa per rec onsiders  the cas e for the  use  of fiscal polic y bas ed on a ^functional finance~
approach that advoca tes the use  of fiscal policy to s ecure high leve ls  of de mand in the
context of priva te aggre gate  dema nd, which would othe rwise  be  too low. This ^func tiona l
fina nce~  view means  that a ny budget de ficit s hould be seen as a  res ponse  to the pe rceived
excess of priva te sav ings  ove r investment at the de sired level of economic activity. The
pape r outlines the ^functional finance~ approach and its rela tions hip with fisca l polic y. It
the n cons iders  the  three lines of argume nt tha t have  been advanced aga ins t fis ca l policy on
the  grounds  of ^ crowding out. ~ These  lines a re bas ed on the  res ponse  of interest rates,  the
s upply - s ide equilibrium, a nd Ricardian equivalence.  The pape r a dvances the  view that the
arguments,  which have been deploye d aga inst fiscal polic y to the effect that i t does not raise
the  le vel of ec onomic  ac tivity, do not apply whe n a ^functional fina nce~ view of fisca l
policy is  adopte d. A section on the intertermpora l
budget cons traint conside rs whethe r this
cons tra int rules out budge t defic its, and concludes that in  general it does not.

JEL c lassification: E62, H30

Ke ywor ds : fiscal policy,  func tional finance,  Ricardian Equivale nc e Theorem, inter -
temporal budge t cons traint

1.  I NTRODUCTI ON

1

The  c ase for the  use of fiscal policy and for gove rnments  to operate with a n unbalance d

budget (whether in s urplus  or defic it) arises from the simple  Keyne sian propos ition that the re

is  no a utomatic  mechanism which e nsures that aggre ga te de mand is  s ufficie nt to underpin a

high le vel of economic ac tivity (Ka lec ki 1939, Ke ynes  1936).  The notion that the  budge t

s hould a lways  be in balance (or eve n on a verage in balance ) is  rejec ted on the grounds  that a

balance d budget is genera lly not compa tible with the achie veme nt of high leve ls  of

aggre gate  de mand.  Further, although inte res t rates ma y ha ve some impact on the le vel of

aggre gate  dema nd, the re are  c onstraints on the extent to whic h inte rest rates can be varied

(whethe r for reas ons  akin to a liquidity tra p in opera tion which prevent the  re duction of

interest ra tes  below a  particula r lev el or for foreign e xchange  cons idera tions ) and there are

doubts rela ting to the potenc y of interest rates to influence aggre ga te demand (see Ares tis

and Sawyer 2002).

                                               Many lines of argument ha ve been de velope d to the effect that budget defic its  and

fisca l policy a re ineffec tual a nd/or ha ve undesired (and undesirable ) effects. This  pape r s tarts

from a ^functional finance~ pers pective (discusse d in the next se ction) ,  whic h vie ws  the role

of fiscal policy in te rms  of raising the  leve l of a ggre gate de mand,  wh ere  it would othe rwise

be too low.

                                                                        2

                                                                              It puts  forward the  vie w that the a rguments,  which have be en de ployed a gainst

fisca l policy to the effect that it does  not ra ise the  leve l of ec onomic  activit y, do not a pply

when a ^ functional finance~ vie w of fisc al pol ic y is adopte d.

2.  FI SCAL POLI CY AND ^FUNCTIONAL FINANCE~

The  s ta rting point for this pa per is the argume nt that the  na ture and role of fiscal policy

s hould be approac hed from the pers pective of what has  be en termed ^functional finance~

(Le rner,  1943). The  general proposition is that the budge t position should be use d to secure  a

high level of ec onomic  activity in conditions  where  otherwis e there would be a lowe r leve l

of ec onomic  activity. Le rner (1943) put the  cas e for Functional Fina nce (c apitalized in t he

original),  which ^rejects c ompletely the  traditiona l doc trines of `sound finance ´ and the

1
     Work on the i mport ance of fiscal polic y has been undert aken i n t he past here at  The Lev y Econ omi cs

Inst it ut e. Of particular importance are the papers b y Go dl ey and McCarth y (1997) and Godl ey (1999, 2001).

The rol e of fiscal poli c y has been st udied i n t his work wi thin a consi stent stock/ flow model, where it  i s ver y

effective i n t erms of enabling i mbal ances in the pri vat e sector´s balance sheet s to be correct e d (see, also,

Minsky 1982, 1991).

2
     Leaving open as to what  level of economi c activit y i s regarded as opti mum or desi rabl e.

princ iple  of trying to ba lance  the  budget over a sola r yea r or any other arbitrary period~  (p.

355). ^Functional finance ~ s upports  the importa nt propos ition tha t t otal spending should be
adj usted to e liminate both une mployment and infla tion.

                                               In a s imilar vein, Kale cki (1944a) a rgued that sus tained full e mployment  ^must be
bas ed either on a long - run budge t de ficit policy or on the  redistribution of income ~ (p.  135) .

Kale cki based his  argument on the assumption that there would be a tendency for the level of
aggre gate  dema nd to fa ll short of what was  re quired for full e mployment. The n there  was a
nee d for either a  budget de ficit to mop up with the difference between full employme nt
savings  and inves tme nt or for full employment s avings  to be  re duced through a re dis tribution
of income (from ric h to poor).

                                               He also a rgued that ^although it ha s be en repe ate dly s tated in rece nt discuss ion tha t
the  budget deficit a lways  fina nces itself ...  tha t is to sa y, its  rise  always ca uses suc h an
inc reas e in incomes and changes in their distribution that there accrue  jus t enough s avings to
fina nce it � the  matter is s till fre quently mis understood~  (Ka lec ki 1944b).  He  then s et out
for a close d economy the equality:

(2.1) G + I = T + S

(where G is  gove rnment expe nditure, T tax revenue, I inve stment expe nditure a nd S savings)
and hence:

(2.2) G ˘  T = S ˘  I
which can be readily modified for the ope n ec onomy as :

(2.3) G + I + X = T + S + Q
where X stands for exports and Q for imports.

                                               From this  pers pective,  the budget de ficit is  to be  used to mop up ^e xcess~ private
savings  (ove r investment), and the c ounterpart budget surplus use d when inves tme nt
expe nditure  exceeds  savings  (at the  des ired  le vel of economic activity). It  follows ,  though ,
tha t a budge t deficit is  not re quired when there  is a high leve l of priva te aggre gate demand
s uch that investment equa ls  s avings at a high level of economic ac tivity (a nd a  s urplus  would
be require d when in ves tment exceeds  savings at the des ired leve l of ec onomic  ac tivity).  This
ca n be expressed by s aying tha t the government budget position s hould be set s o that:

(2.4) G ˘  T = S(Yf  ) ˘  I(Yf) + Q(Yf  ) ˘  X(WY)
where Y

                                                        f

                                                             is  the inte nded leve l of inc ome (which ma y be  thought of as  e quivalent to full
employme nt or to s ome supply side  c onstraint), WY is world income  (which is  take n as
give n for the purposes  of G ˘ T equation). A tendency for sa vings  to run ahea d of inves tme nt
le ads  to the vie w that a budget deficit is  re quired (in the abs ence  of a ny tendenc y for ba lance

of trade s urplus ). But it is a short - fall of investment over sa vings  that crea tes  the require ment

for a budget defic it: in the abse nce of any s uch s hort fall (in e x ante  te rms ) the re is  no ne ed

for a budget defic it.  The analysis of budget deficits  s hould the n be unde rtake n in a  conte xt ,

which at least allows  for the emergence  of an excess  of (ex ante) sa vings  ove r (e x ante)

inve stment. In the absence of a ny s uch excess,  the  ^functional fina nce~  view wo uld not s ee

any cause for a budge t defic it.

3

                                               The  case for fiscal policy re sts on the propos ition that the equa lity betwee n ex ante

savings  and ex  ante inve stment at full employme nt inc ome cannot be  assure d (or indee d at

any target leve l of inc ome).

4

 If the re were  some automatic tendenc y, as expressed in Say´s

La w,  for that equality to be assured, then any case for fiscal policy in the  form of unba lanced

budgets would disappear. Further,  if the releva nt ra te of interes t can be manipulated through

mone tary po licy is  s uch a way as  to e nsure  this equality,  then again there  would be little

room for fiscal polic y. The  basic Keynesia n (Kaleckian) argument is that there  is no

ass urance that this  equality will be satisfied, a nd he nce a need for fisca l policy and for an

unbalance d budge t.

                                               The  gene ral presumption of Ke ynes ia ns and othe rs has  bee n tha t there is like ly to be

a de ficiency of ex  ante inve stment relative  to ex a nte s avings,  rathe r than the reve rse. This

does  not rule  out tha t the re will be occasions (as in t he late 1990s in the UK a nd the U.S.

with c onditions of low une mployment) when inves tme nt runs ahea d of savings . In the

forme r case, a budget defic it is  re quired to mop up the  e xcess  savings ,  while  in the  latter case

a budget s urplus  res ults.  Howeve r, the pres umption that budget deficits are  the more frequent

outc ome unde r the  use  of ^functiona l fina nce~  does  raise  the  problem of cumulative budge t

deficits a nd rising governme nt debt. Lerner (1943) and others  acknowle dge this possibility

but saw that ^ No mat te r how much interest has  to be paid on the debt, taxation must not be

applied unless  it is necessary to ke ep spending down to preve nt inflation. The  interes t can be

paid by borrowing still more ~ (p.  356).  Le rner (1943) summarized the a nswers  to arguments

aga ins t de ficit s pending by sa ying that the national debt does  not have  to keep on increasing,

and tha t even if it does the  interest does not have  to be  pa id from current taxes. Furthe r,

interest payments  on bonds  a re an interna l transfer.  This  question of  the s ustaina bility of

budget deficits is further cons idere d below.

3
     One caveat  to t hat  st atement is t he foll owing. A growi ng econom y generall y requires an increase in the st ock

of mone y, and within t hat an i ncrease i n the monet ar y base  (M0) for whi ch there i s an increasing demand as

i ncome ri ses. The provi sion of M0 comes from a budget  deficit.

4
     This di scussi on is cast  in terms of a cl osed econom y:  ad just ment s t o account  for an open econom y can be

r eadil y made wit hout undermining t he basi c approach pursued here.

                                               Fis cal policy is often viewed in terms of the  determination of government
expe nditure  a nd taxation as  underta ken without s pecific re gard to the s tate of private
aggre gate  demand.  The  ^c row ding out~ argume nt after all ass umes that there is  s omething to
be crowded out. That approa ch to fiscal polic y s ugges ts  either that fisca l polic y has  no effec t
on the level of economic a ctivity (since there is  crowding out) or that the re is a  positive link
between governme nt expenditure (budget deficit) a nd the leve l of ec onomic  a ctivity.  The
inve stigation of fisca l policy through the means  of s imulation of macroeconometric models
is  concerned (usua lly) with the ques tion of what happe ns if governm ent e xpend iture is
inc reas ed,  other things  being equal. The  res ults  of s uch s imulations , generally, s ugges t that
an increase  in government expe nditure  does  have  a pos itive effect on the  level of economic
ac tivity (Are stis and Sawyer 2003). Indeed in the conte xt in w hic h these s imulations  a re
undertaken,  it is s omewha t surprising that positive  results  are obtaine d since s uch
ma croec onometric models gene rally build in a variety of ways  by which there  would be

FURZGLQJ�RXW � WKH�PRVW�QRWDEOH�RQH�EHLQJ�WKDW�LPSRVLWLRQ�RI�V ome form of s upply - s ide
equilibrium.

                        The  approach to fiscal policy just des cribe d is  not one  tha t unde rlies the approach of
this pa per.  Indeed we would argue  that this  approach has been implicit in most rece nt
discuss ion of fis cal policy a nd ^crowding ou t, ~ but does not correspond to the way in which
fisca l policy should be vie we d. The  effec ts  of fisc al policy (especially when that takes  the
form of a budge t de ficit) from a ^functional financ e~ pers pective start from the pos ition tha t
budget deficits are applied whe n the re would otherwise  be a de ficiency of a ggregate de mand

(below that required for the target level of economic ac tivity),  a nd convers ely budget
s urpluses  applied whe n there would othe rwise  be an excess  of aggrega te dema nd. This  is not
to sa y tha t fisc al polic y has  been a lways  (or even usua lly) applied in this manne r. But it is to
argue  tha t fiscal policy a nd its effec ts  s hould be e valuated against this bac kground. The
eva luation of fiscal policy should not s ta rt from the pres umption tha t the re  would otherwis e
be adequate effective demand in that a ll would agree  that in the c ontext of ade quate  private
effe ctive demand there is no require ment for budget deficits. There  have  been three  dis tinc t
sets  of arguments  to the effect that fiscal polic y wi ll be ine ffective,  under the gene ral
hea ding of ^c rowding out,~ and these are now considered in turn.

3.  CROWDI NG OUT MARK 1: I NTEREST RATES

The  first form of crowding, discusse d in the conte xt of the IS - LM  analysis,  was a partial

^c rowding - out~  due to a rise in interest rates  following a fisca l expa nsion which s hifted the

IS curve  outwards. This  was  base d on the ass umption that the money s upply wa s exogenous

and fixed by gove rnment (or Ce ntral Bank),  a nd tha t the inte res t rate equated the dema nd for

and  s upply of money.  In tha t c ontext, though, it was  rec ognize d that a s uffic ient inc reas e in

the  stock of mone y alongside an increase  in government e xpenditure could preve nt the  rise

in the inte rest rate, and allow the full effect on the level of e conomic a c tivity of the  inc rease

in government expenditure to come through.

                                               This argume nt relies  on the view that mone tary policy (in the form of an increase  in

the  s tock of mone y) does not accommodate fisc al polic y, and that inves tment and other

forms  of priva te e xpenditure a re sens itive to the rate of interest. It is a ls o the case tha t this

argument assumes  that the stoc k of money is exoge nously determined (outside of the private

sector). It is clear that in industrialize d economies  most of what is  counted as  mone y ta kes

the  form of cre dit money (ba nk deposits ). In that c ontext, the s tock of money is  eve ntually

determined by the  dema nd for money a nd the level of inte res t rates is  not s et by the

interac tion of the  supply a nd demand for money. Furthe r, monetary polic y no longer (if it

eve r did) takes  the form of making c hanges in the s toc k of mone y (or even of targe ting the

rate of cha nge of the s toc k of money) but rathe r takes  the  form of the  se tting of s ome  key

interest rate (e.g., Fe deral Funds rate, ^re po~ rate).

                                               In the context of endoge nous c redit mone y with the ke y interes t ra te se t by the

Central Bank,  ^c rowding out~ through the ope ration of monetary polic y would a rise from the

delibera te actions of the Central Bank. That is  to sa y, if the  Central Bank (pres uma bly

opera ting on an ^ independent~ bas is ) res ponds  to a  fiscal expa nsion by raising interes t ra tes

(s ay on the grounds tha t fisc al expans ion crea ted inflationary pre ss ures ), the n the re would be

s ome form of c rowding out (in s o far as  an inc reas e in interest  rates reduces priva te

expe nditure ). Its exte nt would depend on the size of the inte res t ra te rise, its  fe ed through to

othe r interes t rates,  the interest rate responsive ness of expe nditure, and the phase  of the

bus iness  cycle. The key point here  is  that a ny ^crowding out~ de pends  on the re sponses  of

the  monetary a uthorities : it doe s not occ ur through the re sponse of the markets.  In the s hort

run, a t leas t, with the key interest ra te s et by the Centra l Bank any ^crowding out~  c omes

from the  discre tiona ry a c tions of the Central Bank. The  effect of a budget defic it on the

gene ral leve l of interest rates the n depe nds on the reac tions  of the Central Bank to the budge t

the  s eparation betwe en the real s ide and the monetary s ide  of the economy as  in the  classical
dic hotomy) raises three iss ues.

                                               Firs t, what,  if any, are  the mec hanis ms  on the supply - s ide of the ec onomy, which
ta ke the ec onomy to the s upply - s ide equilibrium position?  Sec ond, are  there  mecha nis ms,
which bring a c ompatibility be tween the s upply - s ide a nd the demand - s ide of the  ec onomy?

Third, are  there intera ctions be tween the  supply - s ide and the demand - s ide of the economy
which are gene rally overlooked?  We now look at thes e issues in turn.

                                               On the firs t issue, it could be  said little a tte ntion has  bee n given to this.  Howeve r,
when the supply s ide is  viewed as  akin to a competitive (la bor) ma rket (with the ^natural rate
of unemployme nt~ as the  supply - s ide e quilibrium),  then a n a djustm ent mec hanism a ppears
to be  changes in rea l wages. In the e xpectations - augmente d Phillips´ c urve,  changes in real
wages  (e xpresse d in terms of c hanges  in nominal wages  minus  expecte d inflation) are  linked
with unemployment as  a (nega tive ) proxy for excess  demand for labor.  Rea l wages continue
to adjus t until the ^ natura l rate of une mployment~  is  attained.  This  approach implicitly
ass umes  that the  c ause of unemployme nt (and indeed over employment) a rises  from rea l
wages  differing from the  e quilibrium level. No attention is given to the  level of aggrega te
demand, and implicitly it is  ass umed that the level of a ggre gate de mand unde rpins  the  level
of employment as  se t by the  level of real wages.  In the more  gene ral NAIRU approac h,
bas ed on impe rfect c ompetition and wage barga ining (e. g., Layard,  Nickell, and Jackman

1991), there is no obvious  supply - s ide a djustment mechanism. W ages  and prices cha nge in
res ponse to the level of de mand,  but there is  no me chanism at work,  which guides  the  leve l
of real wages to its  equilibrium level.
7

 The adjustment in this  NAIRU approach comes from
the demand side alone.

                                               With rega rd to the sec ond issue, one  propose d me chanism has  bee n the operation of
the  re al balanc e effec t. The gene ral pric e level is  assumed to res pond to the e xc ess of the
demand pos ition over the s upply - s ide e quilibrium (e.g., current demand determined level of
unemployme nt re lative to the ^na tural rate of unemployme nt~),  a nd the  c hange in the genera l
pric e level le ads to a  change in the real value of the money s toc k which then impac ts on the
le vel of a ggrega te de mand.  The level of aggre gate  dema nd is  (eve ntually) brought into line
with the supply - s ide equilibrium. But it is we ll known (at least s ince Kale cki 1944c) that the
rea l balanc e e ffect relies  on ^external ~ money with ne t worth to the priva te se ctor and to the
s tock of money re maining unchanged in the face  of price  cha nges. In a  world of la rgely bank
cre dit money,  the a mount of ^e xterna l~ money is  relatively small: for example  in the UK the

ratio of M 0 to G DP is less than 4 pe rcent; a  price fall of 10 perc ent would increase real value

of M 0 by the e quivalent of 0.4 perce nt.  With a we alth effe ct on cons umption of the orde r of

0.02 to 0. 05 (OECD 2000, p.  192), aggre gate de mand would change  by the order of 0.01

percent (for a dec line  of 10 perc ent in the price  level).  But with endogenous money the stock

of money is dete rmine d by the demand for money.  As prices fall, the demand for M 0 would

fall and hence the  stock of M 0 would als o fall. In s um,  the e mpirical rel eva nce of the real

balance effect ca n be readily dis missed.

                                               The  other adj ustment mechanis m pos tula ted relates to the opera tion of interes t rate

policy by the Centra l Bank. The adoption of something akin to Taylor´s rule would envisa ge

the  Ce ntral Ba nk disc ount rate being va ried in respons e to the  ra te of inflation a nd to the

output gap.  The ^equilibrium~ rate of interest is  then see n to be that which bring a ggregate

demand in line with available s upply (and a cons ta nt ra te of infla tion). This  is  clearly not  a n

automatic market mechanism ,  but rather a ris es  from the disc retionary ope ration of moneta ry

policy (in the form of inte res t ra tes ),  as  dis cusse d above. In this context,  the a djustme nt

me chanism arises from an act of governme nt (a lbeit in the  form of the  actions of the  Central

Bank) and fiscal policy could (and perhaps does) also act as an adjustment me chanism.

Turning now to the  third iss ue, the relationship betwe en the de mand side and the s upply side

of the economy in the sense of changes on one  s ide h aving a long las ting impact on the other

s ide (rathe r than j ust a n adj ustment proc ess)  is  ofte n seen as  non - existent.  However,  there are

reasons  for thinking that is  not the  cas e.  The most cite d example c omes  under the label of

hys teresis e ffects in the la bor ma rket: periods  of low demand and high levels of

unemployme nt are viewed as ha ving ^s ca rring~ e ffects on the  work force and the effective

s upply of labor. Without dismiss ing suc h effec ts, in the  conte xt of the prese nt pape r a more

s ignificant effect ma y come through the e ffects of aggrega te de mand on inves tment,  and of

inve stment on productive  ca pacity (and he nce the supply side of the  economy).  Fis cal policy

of the ^functional fina nce~  type boos ts  a ggregate dema nd, and thereby has  a  s timulating

impact on investment, whic h raises  the  future  productive ca pacity of the ec onomy. Further,

s ome advoc ates of ^func tiona l finance~ have vie we d public sector investment as a form of

expe nditure ,  which can be va ried according to the state of private demand,

8

 and to  the exte nt

7
      See Saw yer (19 99) for furt her discussion.

8
        Ke yne s (1980) argued for publ ic investment t o be set such that  Pri vat e Invest ment  + Public Invest ment  =

Savings, and hence that the budget deficit appeared t o fi nance publi c i nvest ment . Ke ynes (op. ci t.) al so

advocated that ^i n peace - time budget s t hrough t he Chancellor maki ng a forecast of capital expenditure under

all  heads, and compari ng t hi s wit h prospecti ve savings, so as to show t hat t he general prospective set - up is

reasonabl y i n accordance with t he requirement  of equilib ri um. The capi tal  budget  will  be a necessar y i ngredient

i n t his expositi on of t he prospects of invest ment  under all heads. If, as ma y be t he case,  something li ke t wo -

to which the  budget deficit permits  additional public inves tment there  can als o be  a boost to
future  productive c apac ity.
9

 The growth ra te of the economy may thereby be favora ble
enha nced by fiscal policy.

5.  CROWDI NG OUT MARK 3: RICARDI AN EQUIV ALENCE

The  ^Ricardian equivalence~  proposition is  tha t the  future  prospects of taxa tion to pay for a
bond - fina nced budget deficit reduces  c onsumer expenditure (and increases s avings ) which
ma y exa ctly offset the boost to expenditure arising from the budg et deficit. The overall level
of savings (public savings plus private s avings) remains unc hanged.

                                               The  Ricardian equiva lenc e proposition has  been derived in the context of full
employme nt (or at leas t a level of income  set on the s upply side of the economy)  and the
implicit assumption that priva te sector aggrega te dema nd will underpin tha t level of income.

Thus, the  Ricardian equivalence proposition is esse ntia lly irre leva nt in the context of
functional finance. The Rica rdian equivale nce propos ition relates to the question of what
happe ns if a  budge t deficit were  introduce d into a s itua tion where  e x ante  inves tme nt and
savings  were  equa l a t full employme nt (or equiva lent). Func tional finance is  concerned with
the  polic y recommenda tion of introducing a budget deficit into a situation where there is a
diffe rence  be tween ex ante  savings and ex ante investment (us ually an excess  of s avings
over inve stment) at full employment.

                                               The  ^Ricardian equivalence~  propos ition clearly indicates that the leve l of a ggregate
dem and is  invariant to the budge t de ficit pos ition. But it does  not indicate what that le vel of
priva te demand will be, though the re is  pe rhaps  the pres umption that some form of Say´s

La w will operate,  and that aggre gate  demand will be  s ufficient to underpin full employme nt.

Howe ver, there is no partic ular reason for this  leve l of aggrega te demand to c orrespond to
any supply - s ide equilibrium. Specifically, in the  eve nt of a  s hift in the s upply - s ide
equilibrium, the re is  no assura nce tha t there will be  a corres ponding s hift in the le vel of
priva te dema nd. Estimates  of the supply - s ide equilibrium NAIRU vary over time  and across
country. But the re would be little reason to think that private  aggrega te demand would be
s hifting to correspond to the shifting NAIRU.

t hi rds or three - quart ers of total  i nvestment will be under publi c or semi - publi c auspices,  the amount  of capit al
expendit ure contemplat ed b y t he authorities wi ll  be t he essential  bal ancing fact or. Thi s i s a ver y major change
i n t he presentation of our affai rs and one which I great l y hope we shal l  adopt . It  has nothing what ever to do
wit h defi ci t  financing~ (p. 352).

9

     Thi s would depend on the nature of t he invest ment , e.g. invest ment  in roads or i n defense equipment, and the
productivit y of that i nvestment.

                                               Now cons ider the approac h of Ba rro (1974) whic h could be see n to revive interest in

the  Rica rdian equiva lenc e propos ition under the hea ding of ^ are gove rnment bonds ne t

wealth? ~ (we reta in the sa me notation in what follows):

Generation 1 inhe rits  a be quest  of A

0

0
from genera tion 0, and acquires asse ts  (s ave ) of

A

           1

                 y
                       while  they a re young

; during their old age  they c onsume c

1

0
 and leave  beques t of A

1

0
.

The ir budge t cons traint in this retirement period is:

(5.1) A

                                             0

                                                   0
                                                             + A

                                                                                     1

                                                                                          y
                                                                                                = c

                                                                                                                       1

0
 + (1 -  r) A

1

0

where r is  th e rate  of interes t.  The  assets  be ques ted are assume d to be acquire d at beginning

of pe riod and yield interes t during the period.

Generation 2 receive labor income of w, a nd sa ve A

2
y
(on which they receive interest), a nd

cons ume c

                                                                   2

                                                                        y
                                                                              a nd their budget constr aint is:

(5.2) c

                                         2

                                              y
                                                    + (1 ˘  r) A

2
y
= w

In this ec onomy, there is  net savings to provide for an inc rease in the capital stock which

yie lds interest at rate r, hence it is require d that:

(5.3) A

                                             1

                                                   0
                                                          + A

                                                                                        2

                                                                                             y
                                                                                                        -  A

0

0
-  A

1
y
 = DK

where DK is the c hange in the ca pital stock se t by the desire to inves t.

This is e quivalent to:

(5.4) c

                                         1

                                              0
                                                    +  c

                                                                               2

                                                                                    y
                                                                                          + DK = w  + r(A

1

0
+ A

2
y
) = y

where y s ta nds for income.

But the re is nothing, which ens ures  that this equa lity will hold whe n the variables a re in

notional (ex ante ) form: e x post the re would (of c ourse ) ha ve to be equality.

Consider the case in notional (ex ante ) te rms where :

(5.5) c

                                         1

                                              0
                                                    +  c

                                                                               2

                                                                                    y
                                                                                           + DK < w  + r(A

1

0
+ A

2
y
)

i.e., inte nded e xpenditure falls short of income, and equivale ntly

(5.6) A

                                             0

                                                   0
                                                             + A

                                                                                     1

                                                                                          y
                                                                                                +DK  < A

2
y
+ A

1

0

This  would be a deflationary situation with (intended) expe nditure falling short of (intende d)

inc ome.  Cons ider the cas e where  inc ome a djusts  to bring equa lity betwe en income and

intended e xpenditure . We  assume tha t c onsumption is a  function of inc ome (labor a nd

ca pita l income) and tha t return on c apital varies proportiona lly with labor income (though

utilization effects).  Write w* as  the labor income which would result at full employment,

and r* as  the rate  of return a t full employment, and the  income  and rate  of re turn which

res ults from a lower level of income as m. w* and m. r*; then

(5.7) c

                                         1

                                              0
                                                    (m) + c

                                                                                                      2

                                                                                                           y
                                                                                                                 (m)  + DK = m. w*  +  m. r*.(A

1

0
+ A

2
y
)

to give  a solution for m (m < 1).

By ^assumption~ in this context, the intention to save will ha ve adjus te d s o that:

( 5.8) A

                                             0

                                                   0

                                                             + A

                                                                                     1

                                                                                           y

                                                                                                 + DK  = A^

2

y

+ A^

1

0
where a variable  followed by ^ re fers  to the e x post value of that varia ble.  In equation (5.8)
the  left hand side  is  tre ate d as  a given, and the  right hand s ide has adjus te d to the indicated
le vel.

Now introduce  functio nal finance s uch tha t the  budget de ficit ca n ^mop up~  excess  priva te
savings ; this would mean that

(5.9) c

                                         1

                                              0

                                                     +  c

                                                                               2

                                                                                    y

                                                                                          + DK +B = w*  + r*(A

1

0

+ A

2

y

)
where B is the  budget de ficit and the  other va riables  are at the level which corresponds  to
full employment . Income  is  higher [by (1 ˘  m*)],  net private savings  are  equal to DK + B,
and hence:

(5.10) A

                                                     0

                                                           0

                                                                     + A

                                                                                             1

                                                                                                  y

                                                                                                         + DK + B =  A

2

y

+ A

1

0
with

(5.11) A

                                                     2

                                                           y

                                                                  + A

                                                                                          1

                                                                                                0

                                                                                                        ˘  (A^

2

y

+ A^

1

0

) = B

In this model,  gene ration 2 are able  to save what they wish a nd do so in the  form o f assets
and bonds. Their overall sa vings  is  higher than it would have be en in the absenc e of
functional fina nce.

Wha t about ne xt period´s  budget constraint for gene ration 2?  In the absenc e of func tiona l
fina nce this is:

(5.12) A^

                                                             2

                                                                  y

                                                                        + A

                                                                                                   1

                                                                                                        0

                                                                                                                 = c

2

0

 + (1 ˘  r)  A

2

0

With functional financ e it is:

(5.13) A

                                                     2

                                                           y

                                                                 + A

                                                                                            1

                                                                                                 0

                                                                                                          = c

2

0

 + (1 ˘  r) A

2

0

                                               Whe n fisc al policy is  approached in ^functional finance ~ terms,  which is a  budget
deficit run by the government beca use  there  is  a differe nce between sa vings  and inves tme nt
at the  desire d inc ome level, then the Ricardian e quivalence  approac h is  sca rcely relevant. In
the  absence of a  budget defic it, the exc ess of s avings  ove r inves tment cannot occ ur (and the
discre pancy is dea lt with through a fall in income reduc ing sa vings  until br ought into line
with income).

                                               We  have a rgued that the Ric ardia n equiva lence the orem relies on the assumption of

Say´s  La w.  We  now sugge st that when fiscal policy acts as an a utomatic  stabilizer, then the
data may sugge st s upport for the propos ition tha t bu dget deficits ^c rowd out~ private sa vings
eve n though that is not the underlying mec hanism.  One  aspect of the  ^functional finance~
approach is a rec ognition that the expe nditure /tax s ys tem c an act as a (partial) automatic
s tabilizer, with gove rnment expe nd iture tending to ris e and tax re venue tending to fa ll when

output s lows,  thereby limiting the extent of the s low down in output. This  does not mea n that

these  automatic s tabilizers  are s ufficient since economic cyc les  s till occ ur and employme nt

is  ofte n fa r from be ing equivale nt to full e mployment.  The operation of the  automatic

s tabilizer a ls o indicates  tha t the budge t de ficit can be  an e ndogenous  response to cha nges  on

the demand side of the economy.

                                               Consider the  case where the re are  de mand s hocks  to the ec onomy ema nating from

savings , investment and the foreign sector, whic h lead to fluctuations in the le vel of

ec onomic  activity and the budget position.  Whe n fis cal polic y is  ess entially passive (tha t is

the  automatic sta bilizers  ope rate  but there is no ac tive disc retionary policy),  then the budget

deficit varies  c yclically. Howe ver, this  can give ris e to the appea rance  of Ricardian

equivale nce, generated from the  na tiona l income link be tween net private sa vings  a nd the

budget deficit (a n equality in the s i mple context of a closed economy).

Next,  cons ider a s imple model in whic h sa vings  a re a simple function of post - ta x income,

i.e.,

(5.14) S = a + s (1 - t)Y

and investment is autonomous, i.e.,

(5.15) I = b

Fluctuations in de mand come from fluctuations  in a and b, a nd these are s imulate d below as

random va riables. Tax revenue  is a simple linear function of income, i.e.,

(5.16) T = tY

and government expenditure move s counte r - cyc lically, i.e.,

(5.17) G = g ˘  hY

with g also subject to random fluctuations. All v ariables  are  written s o as to be  pos itive.  The

curre nt account is  CA and tre ate d as  a  consta nt (with res pec t to inc ome) but s ubje ct to

random fluc tuations. Then

(5.18) G ˘  T +CA = S ˘  I

from which:

(5.19) g ˘  hY ˘  tY +CA = a + s(1 - t)Y  ˘  I

So tha t income  is give n by

(5.20) [h + t + s(1 - t)]Y = g + I +CA ˘  a

                                               Fluctuations in the sa vings  and inves tment beha vior lead to fluctua tions  in the budge t

deficit,  as  well as in the le vel of inc ome.  The movement of income  as c alc ulated from

equa tion 5.20 was generated  through taking values of s  = 0.2, h  = 0.1 a nd t  = 0.4, and

applying random s hocks to the  values of g , I , a  and CA . In Ta ble 1 we indicate the  ra nge

within whic h the va lues of these va riables lay: for exa mple in the first experiment, a  took
values  in the  r ange  10 to 20 (15 +/ ˘  5) on a ra ndomly de termined basis.  For e ach va lue of
these  varia bles the va lues  of inc ome,  sa vings  a nd budget de ficit were calculate d. Each run
was  based on 100 obse rvations: the  regression of savings /income ra tio on the budget de fici t
to GDP ratio wa s then es timate d, and we also calc ulated the response of budget de ficit to
cha nge in income. For each range of values of g , I , a  and CA , 100 runs (eac h based on 100
observations ) were underta ken. The avera ge outcomes are reporte d in Table 1 for the res ults
of the regression

(5.21) S/Y = m + n (BD/Y)
and the res pons iveness of the budget deficit to va riations in GDP.

Table 1: Res ults of simulation exercise

A  I  G  CA  N  Res pons iveness

15 +/ ˘  5  22.5+/ ˘  7.5  32.5+/ ˘  2.5  0 +/ ˘  5  ˘ 0.745 (0.0524)

˘ 0.755 (0.0519)

0.398

0.408

25 +/ ˘  5  22.5+/ ˘  7.5  32.5+/ ˘  2.5  0 +/ ˘  5  ˘ 1.020 (0.0391)

˘ 0.9959 (0.402)

0.706

0.666

15 +/ ˘  5  22.5+/ ˘  7.5  30.0 +/ ˘  5  0 +/ ˘  5  ˘ 0.790 (0.0591)

˘ 0.778 (0.0591)

0.473

0.550

                        The  res ults from this  simple model serve to illustra t e two features.  Firs t,  variations in
budget defic it with cha nges  in output are of the  same  order of magnitude as those  obse rved

(refe rences) in the  range  0.4 to 0. 7.
10

 Sec ond, the estimated c oeffic ient on the budge t deficit

(relative to GDP) in a savings ra tio equation is fairly clos e to unity (though in mos t cases
diffe r signific antly from unity), a nd hence  gives  the  appea rance  of a Ricardia n equiva lence
eve n though no wealth effects have been included. The relationship between s avings and the
budget defici t here  re flec ts the na tiona l income acc ounts re lations hip between private
savings  minus  investment a nd the budget deficit. Thus these  e xperiments  indicate  that the
opera tion of fiscal policy as an a utoma tic  stabilize r (which partly reflects a func tiona l
fi nance approac h) could gene rate (through the relationship betwee n budge t deficit, current

10

           The European Commissi on has, for example, estimat ed that  the sensitivit y of the budget bal ance t o output is
around 0.5 percent  for the EU, t hat  is a 1 percent  fall  in GDP wi ll  i ncrease the budget deficit b y 0.5 percent

(Buti  et  al . 1997, p. 7).

account and net private  savings) res ults which mimic those associa ted with the  Ricardian

equivale nce approach.

6.  THE INTERTERM PORAL BUDGET CONSTRAI NT

The  ^func tiona l f ina nce~ approa ch takes  the view that budget defic its  (or surpluses) occur as

and whe n required to ens ure high leve ls of economic a ctivity.  However,  the  ^func tiona l

fina nce~  view is that a budget defic it is  not an occasional oc currence (e.g., a rising from t he

opera tion of automatic stabilizers during a recess ion),  but rather that a  budget deficit may

nee d to be a  quasi - permanent fea ture aris ing from a tendenc y of private  s avings  to run ahea d

of investme nt. Indeed,  the  expe rienc e of the industrialize d ec onomi es  in the post - war pe riod

has  involved budget deficits  in most ye ars  (see, for e xample, Dwye r and Haffe r 1998, p. 43,

in the case of the U.S.).

11

                                               The  argument is put that long - te rm budge t deficits are unsus tainable : one  yea r´s

budget deficit adds  to the pu blic de bt a nd leading to future inte res t pa yments.  The

continuation of a prima ry budget de ficit (that is  deficit e xcluding interest payments ) involves

the  build up of interest payments,  and furthe r borrowing to cover thos e intere st pa yments and

the  c ontinu ing primary deficit.  Although the budget de ficit is growing (when interest

payments  are included) and the public debt is als o growing, their relationship with GDP

depe nds on the growth of the  economy as  we ll as the le vel of interest rates.  Domar (1944)

pro vide d an early analysis of this and saw ^the problem of the  debt burden [as ] essentially a

proble m of achieving a  growing national inc ome~  (p. 822), though whe n his  a nalysis used

nume rica l va lues  for key varia bles  rates  of inte rest of 2 percent and 3 perce nt we re ass ume d.

Kale cki (1944b) argued that an inc reasing national de bt did not c onstitute a burden on

s ocie ty as  a whole s ince  it is large ly an interna l tra nsfe r, a nd further noted that in an

expa nding economy the  debt to inc ome ratio nee d not rise if th e rate  of growth is  sufficiently

high (as  further discussed below). But in the event tha t there was a  proble m of a ris ing de bt

to income  ratio (a nd hence  of inte res t payments  to inc ome),  Kale cki (1944b)  advoc ate d an

annua l ca pita l ta x. This would be le vied  on firms a nd individuals,  which would c over

interest pa yments on the national debt which would affec t neither ca pitalists´ cons umption

nor the profita bility of inve stment~ (p. 363).

11
          Figures i n OECD, Economic Outl ook  December 2002 reveal  that  there was no year in t he 17 years si nce the

mi d - 1980s for whi ch dat a are gi ven there when the OECD area as a whol e has a budget  surplus (and one year,

2000, when t he deficit was zero).

and this requires h < r . A c onstant bond to GDP ra tio would then imply that g  (= h ) < r   ( g
the growth of GDP), whereas a declining bond to GDP ratio would res ult from g  > h .

                                               T hes e two a pproaches obvious ly s tand in some contrast. The firs t indicates that a
government ca n run a  pe rpetua l budget deficit of any size,  and that is sus tainable  a nd the
debt to GDP ra tio will eventually s tabilize (at a finite  va lue),  provided that r  < g . The  s econd
indicates that a government mus t, in e ffect, c lea rs its  debts: a gove rnment which s ta rts  with
outsta nding de bt (as all do) must the n run a primary budge t s urplus  in future to in effect pay
off that debt,   a nd is  premis ed on r  > g . In the  ^func tional finance~ case,  as  indica ted above,
the  cas e of r  > g  would lea d to a stable debt to income ratio but while  there would be  a n
overa ll budget deficit, there would be a primary surplus (when the debt ratio ha d s ta bilized).

                                               A first res ponse to this  cont ras t is  to turn to the empirical evide nce on the rela tions hip
between interest rate  and growth,  recalling tha t he re the  relevant inte res t ra te is the post - ta x
rate of interes t on gove rnment de bt.
14

 In Ta ble 2 we report s ome comparis ons for four major
count ries be tween pos t - ta x rate  of inte res t and the rate of growth. The rate of growth
reported is  the  ave rage annual growth rate  achieved ove r the period c onsidered (ra ther than
being an estima te of some underlying trend).  The origina l s ource for the data  prov ide s
es timates  of pre - ta x rate  of interes t,  and a 25 perce nt ta x rate  has  been assumed in orde r to
ca lculate the pos t - ta x ra te of interest.

14

           The conditi ons di scussed i mmedi atel y above rel at e t o t he act ual  rate of i nt erest whi ch is paid, and does not in
any wa y rel at e to what  would be the appropriat e rate of discount t o be appli ed t o go vernment  deci sions.

Table 2: Comparis on of grow th rates and interest rates

                                                                        Nomina l long

                                                                        te rm ra te

 Post tax rate

 of interes t

 Ra t e of

 inflation

 Post tax real

 rate of interest

 Pre ta x real

 rate of interest

 Ra te of

 Growth

  1951 - 1997

  UK  8.45  6.34  6.22  0.12  2.21  2.31

  USA  7.12  5.34  3.99  1.35  3.16  2.83

  France  7.46  5.60  5.57  0.03  1.80  3.36

  Germa ny  7.22  5.42  3.01  2.41  4. 15  3.87

  1969 - 1979

  UK  11.53  8.65  11.1  - 2.45  0.85  2.42

  USA  7.86  5.90  6.5  - 0.61  1.65  3.66

  France  8.33  6.25  8.21  - 1.96  0.49  3.50

  Germa ny  8.18  6.14  4.56  1.58  3.72  2.93

  1980 - 1997

  UK  9.65  7.24  5.68  1.56  3.67  2.62

  USA  9.84  7.38  4. 4  2.98  5.21  3.44

  France  10.07  7.55  4.88  2.67  4.87  1.95

  Germa ny  7.43  5.57  2.86  2.71  4.48  2.38

Sour ce:  Base d on Chadha  and Dimsdale  (1999), and growth ra te calcula tions  base d on

figure s from OECD (2002), OECD Histor ical Statistics , various issues

                                               It is appa rent that there is a  tende ncy for the (post ta x) rate  of inte res t to fa ll be low

the  ra te of growth,  though not univers ally and less  in the  past two decades tha n formerly.

Further,  the  diffe rence  between the ra te of interest and the ra te of growth is of te n s mall. Our

own calcula tions  using figures  from OECD (2002) for long - te rm interes t rates  (on 10 ye ar

government bonds ) and nomina l GDP growth, with aga in an ass umed 25 percent ta x rate,

indicates  tha t for the  20 OECD countries  for which data  were comple te, over the period 1985

to 2001, the growth ra te and post ta x interest rate were  close  on average,  but (avera ged

ac ross  countries ) the  growth rate exceede d the post tax ra te of interest rate mos t ye ars  with

the period 1990 to 1993 be ing the main exc eption s.

15

                                               The  use of the interest rate on bonds may overs tate the average  cos t of borrowing by

government in that a governme nt funds part of its budget deficit by the issue  of the monetary

bas e (cas h a nd notes held by the public and rese rves  of the c omme rcia l b anks  with the

Central Ba nk, which the litera ture labels as M 0). As  the demand by the public  to hold M 0

15
            In 1990, the average difference of r  ˘  g  was calcul ated at  0.46 percent , ri sing t o 2.17 and 2.68 in 1991 and

1992 respecti vel y, then falling back to 1.71 percent in 1993. In those years there were some part icularl y l arge

gaps, for exa mple, Fi nl and wit h a decli ne in nomi nal  GDP  of 4.5 percent and pre tax interest  rate of 11.9

percent. The avera ge for the whol e peri od across al l count ri es was ˘ 0.16 percent (i.e., on average  g  exceeded r ,

and excludi ng the four years of the earl y 1990s th e average was ˘ 0.75 percent.

rises  with nominal income growth this is  satisfied by the  governme nt. Base  money bears a
ze ro rate of interes t,  a nd to that e xtent part of the budget def ic it is  funde d at ze ro c ost.

Although this  is  not a  subs ta ntia l part of the  budget de ficit,  nevertheless  it has  the  effec t of
reduc ing s ome wha t the avera ge c ost of funding the budge t defic it.  An M 0/GDP ratio of
around 5 percent (which is not untypic al) and  nominal growth of 5 pe rcent per annum would
le ad to a n inc rease of M0 equiva lent to 0.25 perc ent of GDP.

                                               It ca n be  noted that in the litera ture on Taylor´s rule , it has bee n asserted that the
equilibrium real rate  of interest (Centra l Bank discount rate ) is approximately equa l to the
rea l rate of growth.
16

 The  rate  of interest rele vant for the present discussion is the pos t - tax
rate of inte res t on (long term) bonds. The interest ra te on bonds  ca n gene rally be expected to
be a bove the  discount rate,  but af te r allowing for taxa tion the post ta x rate on bonds  could
well be below the rate of growth. This ma y s ugges t that the relevant r and g ma y be close.

The  payment of interes t on bonds (and the re placeme nt of other forms of public e xpenditure
in the context  of a given budget deficit) cha nges  the c ompos ition of transfer payme nts  and of
dis posable  income, in so far as  these inte res t payme nts  ac crue to the  rich rathe r tha n the
poor. The y c an be expec ted to raise  the propens ity to s ave and hence ra ise the exc ess  of
savings  over inves tme nt a nd the re quired budget deficit.

                                               The  size of the  budget require d by ^func tiona l finance~  is  equal (for the clos ed
ec onomy) to s avings  minus investment (at full employment). Both s avings a nd inves tme nt
depe nd on the c omposition of income  (wages vs.  profits for example) a nd on the struc ture of
ta xation and of transfer payme nts. As  Laramie and Mair ha ve s hown (e.g., Lara mie and Ma ir

2000), ma nipula tion of the tax struc ture ca n be undertaken suc h that the ta x s ystem has  a  less
defla tionary role, and hence  full employment (or any de sired level of inc ome) achieve d with
a lowe r budget de ficit (tha n otherwise).  This  result can a lte rnatively be  see n as  sa ying tha t
the  excess of s avings over inves tme nt c an be  lowere d through the  adoption o f a n appropriate
ta x s tructure.

                                               The  second c onsideration a ls o conce rns the relations hip be tween savings  and
inve stment (aga in considering a closed economy or modifying s avings to include  ca pital
inflow from overseas).  The  counte rpart to an intertemporal go vernment budget c onstraint is
an intertempora l private sector budge t constra int,  of the  form that the pre se nt value of
diffe rence  be tween private savings and investment summed over the  future would als o be
ze ro (noting that the same  disc ount rate  would hav e to be used for both cons traints ). The

16

            Ta yl or (1993), for exampl e, post ul ates a 2 percent ^equilibri um~ real  rate of int erest which he sa ys ^is cl ose
t o the assumed st ead y - st at e growt h rat e of 2.2 percent .~

fulfilme nt of the inte rtemporal priva te sector budge t cons traint requires the  e quality (over

time) be tween savings and inves tme nt.  It is  possible tha t s avings  and investment would be

equa l at a rate of inte rest linke d with the rate of discount use d and compa tible with a  high

le vel of economic activity.  But unless  s ome  equivale nt of Say´s  La w is  invoked there is  little

reason to think that suc h a  happy outcome will trans pire.  In other circums ta nces,  the

adj ustment betw ee n savings and inves tment occ urs through varia tions in the leve l of

ec onomic  a ctivity.  He nce,  the interte mporal gove rnment budge t constraint imposes  on the

priva te s ec tor a  require ment of (over time ) sa vings  equals inves tment,  and that may require

relativ ely low leve ls of economic activity.

                                               One s olution to the pa th of budget deficits  in the face of inte rtemporal budge t

cons tra int is  to balanc e budge t in each ac counting period. Anothe r is  to balance  budget over

bus iness  cyc le.  W hy is  the firs t re garded (gen era lly) as  infe rior to the latter?  It is  pres uma bly

because it is rec ognize d tha t fiscal policy has some automatic s ta bilizer properties  in the  face

of demand shocks,  which a ris e from fluctuations in s avings a nd inve stment functions.  If the

rate of interes t c ould be used to e nsure  the e quality betwe en s avings  and investment, there

would be no require ment for a  budget deficit. The  deficit is  a rec ognition that the inte res t

rate is  not ava ila ble a nd/or impotent. The  a utomatic stabilize r dampens fluctua tions i n

priva te aggre gate demand.

                                               The  intertemporal budget cons tra int is  cons is tent with a  numbe r of different fiscal

policy re gime s: for e xample, bala nce budget eac h yea r, or balance  budget over the c ourse  of

each bus iness  cyc le.  Although this  does  not a ppear t o be discusse d, the implic it assumption

appears  to be that the  cours e of the economy (and s pec ifically the growth rate and the rate  of

interest) is  indepe ndent of the fis ca l policy rule, which is  adopte d (provided that the  rule

conforms to the inte rtempora l budget cons tra int).

                                               Consider the  cas e where the caus e of movements  from year to yea r in the  budge t

pos ition  emanates  from movements  in the bala nce betwe en savings  and inve stment. In the

abs ence of counte r - veiling move ments in the budge t position,  the  mo vements  in the

propensity to save  and to inve st would gene rate  variations in the  le vel of economic activity,

and further variations in the actua l volume of savings and of investment. The time pa th

followe d by the level of economic a ctivity may ha ve hystere s is  effects  from a range of

ca uses.  One of these would be when va riability of ke y economic varia bles affects e conomic

dec isions  on s avings and inves tme nt.  Another would come from as ymmetries : economic

ac tivity a bove a verage  would ha ve different s ize effect s  as  c ompare d with economic activity

below ave rage.  W hen there  is s ome s upply - s ide barrier to the leve l of economic activity,

the n ups wings in aggrega te demand may not be  able to lead to incre ases  in ec onomic  ac tivity
whereas downswings in a ggregate de mand  lead to decre ases in ec onomic a ctivity.

                                               Whe n there a re varia tions  and diffe rences in intende d savings and investme nt over
time (and in the absenc e of suc h variations and differences  the re would be no need for fisca l
policy), then fiscal policy (of the ^f unctional finance ~ sort) c an be se en to lea d to higher
le vels  of ec onomic  activity, of s avings  and of investment. W hen investment e xpenditure is
sens itive to the leve l of economic a ctivity,  then fisca l policy lea ds to a higher leve l of
inve stment, and ther eby a larger capital s tock.  A number of views  of the  growth process

(e. g., endoge nous growth, demand - le d growth), envisage  that highe r rates of ca pita l
forma tion are ass ociated with faster growth of produc tivity.  Thus, it ma y be  argue d tha t
fisca l policy ( of the ^ right s ort~ ) raises  the growth ra te of the  economy. The  inte rtemporal
budget constraint as  usually portraye d, ta kes  the growth ra te of the  economy as  given,  and
unaffe cte d by savings and inves tment. Howe ver, when c onsideration is given to the
varia tions in savings and inves tme nt, and the role, which fiscal policy c an play in s etting the
le vel of economic activity, then the  growth rate c annot be ta ken as  prede termined.  Thus,
eve n if the re is some intertemporal budget constraint, there is still a role  for fisca l policy.

                         The  s ustaina bility of a prima ry budget de ficit (of given size relative to GDP) requires
tha t the rate  of growth exc eeds  the post - ta x ra te of interest. We have suggested that it is often
the  case  that that c ondition holds  e mpirically. T ight mone tary polic y (in the form of relative
high interes t rates ) both direc tly (through impact on interest rate on bonds) and indirectly

(through impac t on inves tment a nd growth) ha rms  the pros pect of sus ta inability be ing
ac hieve d. It points  in the direc tion of e nsuring a ppropriate moneta ry policy ra ther than being
too c oncerne d over the prec ise s ize  of the budget de ficit.  We have als o argued that it is the
s ize  of the ove rall budget deficit which is  relevant in the c ontext of func tional finance  rather
th an the s ize  of the primary budget deficit s ince it is the impact of the de ficit on aggre gate
demand and the a bility of the deficit to mop up e xcess  s avings which is relevant. For the
overa ll budget defic it the issue  of s ustainability does  not a rise (provid ed that the  growth ra te
of GDP is positive).

7.  CONCLUDING REMARKS

The  leve ls  of taxation and public expe nditure  and the balance  betwee n them vary for many
reasons. Writing this at a time when the  public  expenditure  cons equences  of U. S.

administra tion´s  pro pos als  for tax cuts for the rich,  it is  not poss ible  to forge t tha t the  fisca l

s tanc e ma y cha nge for reasons far remove d from the  applica tion of the ideas of ^func tiona l

fina nce. ~ The  case we ha ve set out in this  pape r is that fisc al policy s hould  be ope ra te d to

secure  the  des ire d le vel of economic activity (and that it is  a potent instrument for doing s o).

This ^functional fina nce~ view means  tha t a ny budge t deficit s hould be seen as a response to

the  perceived e xcess  of priva te sa vings  ove r investment a t the  desired level of economic

ac tivity.  We have argued that the ^crowding out~ argume nts, whic h have  bee n adva nced,  do

not take  into account this  vie w of ^functional finance.~  The assessment of fis cal policy

s hould relate  to the circumsta nces  in which it i s  inte nded to be employed, and then we find

tha t the ^crowding out~ arguments do not apply.

REFERENCES

Ares tis, P. a nd M. Sa wye r. 2003.  ^Reinventing Fiscal Policy.~ W orking Pape r No. 381.

                                               Annandale - on - Hudson, N.Y. : The Le vy Economics Institute.

Ares tis , P. and M. Sawyer.  2002.  ^Can M oneta ry Policy Affect the Real Economy? ~

                       Working Paper  No.  355. Annandale - on - Hudson, N.Y. : The Levy Ec onomics Institute.

Barro,  R.  J. 1974. ^Are Government Bonds Net Wea lth? ~ Journal of Political Economy

                                               82(6):  1095 ˘ 1117.

Barro,  R. J.  1989. ^The  Rica rdian Approac h to Budge t Deficits.~ Jour nal of Ec onomic

                                               Pers pec tives  3 (2): 37 ˘ 54.

Buiter, W. H.  2001. ^Notes  on `A Code for Fisc al Stability´. ~ Oxfor d Economic Papers  53:

                                               1 ˘ 19.

Buti, M., D.  Franco, and H. Onge na.  1997. ^Bud getary Policies During Re cess ions:

                                               Retrospe ctive Application of the  `Stability and Growth Pact´ to the Pos t - Wa r

                                               Period.~ Bruss els: Europe an Commission.

Chadha, J. S. and N. H. Dimsda le.  1999. ^ A Long View of Real Rates. ~ Oxfor d Review of

                                               Ec onomic Policy  1 5 (2): 17 ˘ 45.

Domar,  E. D. 1944.  ^The  `Burde n of the Debt´ and the  National Income.~  Americ an

                                               Ec onomic Review  34 (4):  798 ˘ 827.

Dwye r J r.,  G. P. and R.  W. Ha ffer. 1998. ^The Fede ral Governme nt´s  Budge t Surplus : Caus e

                                               for Celebration? ~ Fe der al Res erve Ban k of Atlanta  83 (3): 42 ˘ 51.

Godley,  W. 1999. ^Seven Uns ustainable Proc esses: M edium - Te rm Pros pec ts  a nd Polic ies

                                               for the  Unite d States and the  World.~ Str ate gic Analysis.  Annandale - on - Hudson,

                                               N.Y.: The Levy Economics Institute.

Godley,  W.  2001. ^Fiscal Po licy to the Resc ue.~ Policy  Note No. 1.  Annandale - on - Hudson,

                                               N.Y.: The Levy Economics Institute.

Godley, W. and G. M cCa rthy. 1997. ^Fis cal Policy Will Matter. ~ Challenge  41 (1): 38 ˘ 54.

Godley,  W. and R.  Rowthorn.  1994.  ^ The Dyna mics of Public Sec tor Defi cits  and Debts.~  In

                                               J. Michie, ed. Unemployment in Eur ope.  London: Academic Press.

Kale cki,  M.  1939.  Ess ays  in the The ory of Economic  Fluctuations.  Ne w York: Russell &

                                               Russe ll.

Kale cki,  M. 1944a.  ^The White Pape r on Employment Policy. ~ Bulletin of the Oxfor d

                                               University Institute of Statis tics  6.

Kale cki,  M.  1944b.  ^ Three  Ways  to Full Employment.~ In Oxford University Ins titute of

                                               Statis tics, The Economics of Full Employ me nt , Oxford: Blackwell.

Kale cki,  M. 1944c. ^Professor Pigou on `The Class ical Stat iona ry State´: A Comme nt.~

                                               Ec onomic Journal  54.

Ke ynes, J. M. 1936. The General Theory of Employment, Interes t and Money.  London:

                        Macmillan.

Ke ynes, J. M. 1980.   Activ ities  1940 - 1946 Shaping the  Pos t - War  World: Employment and

                                               Commodities, Collec ted Writi ngs  27. London: Macmilla n.

La ramie, A.  J. and D. Mair.  2000.  A Dy namic Theor y of Taxation: Integrating Kaleck i into

                                               Moder n Public Finance.  Che lte nham: Edwa rd Elgar.

La yard,  R.,  S. Nicke ll,  a nd R. Jackman. 1991.  Unemployment: Macr oeconomic  Performance

                                               and  the Labor Marke t.  Oxford: Oxford Unive rsity Press.

Le rner, A. 1943. ^Functional Fina nce and the  Fede ral Debt. ~ Social Resear ch  10: 38 ˘ 51.

                                               Reprinted in W. Mueller, ed.  Re adings  in Macr oec onomics.  New York: Holt,

                                               Rine hart and Wins ton:   353 ˘ 360. (page numbe rs re fer to the re print)

M ins ky, H. P.  1982. Can ^It~ Happen Again? Essays on Instability and Finance.  Armonk,

                                               N.Y.: M.E. Sha rpe.

M ins ky, H. P. 1991.  ^Financial Crises: Sys temic or Idiosync ratic? ~  Working Pa per No. 51.

                                               Annandale - on - Hudson, N.Y. : The Levy Ec onomics Institute.

OECD. 2000. Ec onomic Outlook 68, Paris : OECD.

OECD. 2002. Ec onomic Outlook  72, Paris: OECD.

Sawyer,  M. 1999. ^The NAIRU: A Critica l Appra is al.~ International Papers  in Political

                                               Ec onomy  7 (2): 1 ˘ 39.

Ta ylor, J. 1993. ^Discre tion Ve rs us Polic y Rules in Prac tic e.~  Car negie - Roc hes ter

                                               Confere nce Ser ies on Public Policy  39: 195 ˘ 214.