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ECO301 MACROECONOMIC POLICY


THE THEORY OF MACROECONOMIC POLICY

Let us leave the question whether or not there should be government intervention in the macroeconomy for the moment and consider approaches to such intervention.  That is, let us consider the question of how or on what basis should macroeconomic policy be designed.  The principal approaches of this literature were developed in the 1950s and 1960s and made up what became known as the theory of macroeconomic policy.  This theory is concerned with the targets of macroeconomic policy, the instruments available to achieve those targets and the relationships between the targets and instruments of policy. The best known and the most useful approach was the work of Jan Tinbergen, the first winner of the Nobel Prize for economics. It has become known as the fixed targets approach to macroeconomic policy. Henri Theil proposed the second model we shall look at, commonly known as the optimising approach. We shall examine Theil's approach briefly and then at Tinbergen's approach in some detail.

Theil's Optimising Approach

We begin by asking 'what is the overall aim of macroeconomic policy'. It was assumed in the 1950s and 1960s that there were a number of objectives of policy.

Suppose that a government can achieve some of these objectives or can move part of the way to several of them but that different policies will have varying degrees of success in relation to different objectives. Under these circumstances, how might governments decide which policies to follow? In other words, how do we compare success in achieving one objective with success in achieving others?

One way is to assume the existence of a social welfare function (SWF) which expresses society's (or the government's) view of the relative importance of the different objectives and the trade-offs that the government is prepared to accept. Approaching a policy problem in terms of flexible targets is equivalent to the way the consumer problem is set in standard microeconomics.  The government would construct a map of 'social' indifference curves reflecting the preferences of society (a SWF) and superimpose the map on the transformation curve between the variables that are arguments of its utility function, thus determining the choice of the objectives.
If we limited ourselves to two objectives, such a welfare function could be expressed in the form of a community indifference curve. The most common textbook example takes as the two objectives the reduction of unemployment and the reduction of inflation. Theil puts forward a variant of this. He assumes that governments are trying to solve a stochastic optimisation problem by maximising an objective function subject to constraints implied by the structure of the economy -given by the transformation curve. In the 1960s, the original form of the Phillips curve was widely accepted and so it is frequently used to represent the constraints on policy. The government, then, simply selects the point at which the Phillips curve is tangent to a community indifference curve to determine the government's specific targets - in the above diagram this would be at point A.
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An alternative suggestion of Theil's was to see the government as minimising a weighted function of deviations of actual values of targets from their socially desired values subject, again, to constraints. Targets are expressed in terms of what is wanted and what it is possible to achieve. Thus, knowledge of how the system works and the limitations to which it is subject are essential. 

The problems associated with these approaches are:

(a) It is difficult to specify the preference functions of policy makers;

(b) The approach assumes that deviations above or below a target are equally bad;

(c) Such an approach may lead to undue caution in terms of what is feasible (there is too much stress on constraints);

(d) Policy makers don't behave in this way.

Tinbergen's Fixed Targets Approach

Tinbergen assumes that we cannot specify a social welfare function of this kind but that we could express the 'general interest' as a certain number of separate target variables. Each of these target variables could be given quantitative values. Once the government had done this, macroeconomic policy-making would consist of the following steps: (i) selecting 'adequate instruments' to achieve the targets; (ii) formulating the connections between targets and instruments; (iii) determining the quantitative values required for the instruments. The approach took as given: (a) the structure of the economy; (b) the target variables; (c) the numerical values of the target variables; (d) the nature of the instrument variables.

A target (or objective) is an economic policy aim that we can usually measure in terms of an economic variable, such as the rate of inflation, the growth of GDP or the rate of unemployment. An instrument is another economic variable that can be used to induce the economy to achieve the target, i.e., to change the value of the objective variable in the desired way.  The ability of instruments to influence targets is inferred from economic analysis, which identifies the relationships between economic variables, thereby giving us an idea of the possibility that adjusting certain variables (the instruments) will have an effect on others (the target) - Acocella p.176.

Observing real-life situations allows policymakers to identify the aspects of reality that they consider to be unsatisfactory and whose correction could become a policy objective.  Let us consider a simple example.  Let us suppose that the government is interested in the level of employment, N, and a target 
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We could solve for national income, Y, and for the level of employment, N, as:
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If we assume 
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 is the only variable under government control and so is the only candidate to be the policy instrument, and that the desired level of employment 
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 the target, we can write,
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This gives us the only value of G consistent with the data and the desired target,
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as well as the target, we can determine the level of G that, according to the model, would allow economy to reach the employment target (Acocella, pp.177-8).  This simple example may be interpreted as being consistent with a Phillips Curve approach since by choosing the employment target the inflation trade-off is implicitly chosen also.

We may consider an example where there are multiple targets and to highlight the Tinbergen rule that there should be at least the same number of instruments as there are targets.  Consider that the government has two targets, an income and a consumption target, Y* and C*, respectively
.
Suppose that the economy can be modelled as the following:

Y = C + I + G 

C = a + bY

I = I

where I and G are exogenous; Y and C endogenous. As in the previous example G would be the only instrument. However, by changing G it is possible to achieve targets for either Y or C but not both simultaneously. To do this a second instrument is needed e.g. a lump-sum tax (T) so that:

C = a + b(Y - T) and

Y = (a - bT + I + G). 1/(1-b)

This allows both T and G to change.  We may set the desired changes in Y and C as Y* and C*.

Y* = [(-bT + G)/b]. 1/(1-b) 


(1)

C* = b(Y* - T) 



(2)

From (2) we can calculate:

C* = bY* - bT

T = Y* - (C*/b)
This gives us a value for T. We can then substitute it back into (1) to give us the required change in G.

In this model we can go on to develop an income tax case with three instruments: G, v (the marginal tax rate), and u (the tax exemption level): 

Y = C + I + G

T = u + vY

C = a + b (Y-T) = a + b (Y - u - vY)

= a - bu + b(1-v) Y

I = I
 and 
Y = (a - bu + I + G)/[1 -b(1-v)]

With three instruments and two targets there will be a degree of freedom in the system: one could either change u to achieve the desired level of C and then change G to achieve the desired level of Y; or change v and then G.

The Choice of Target Variables

The usual target variables relate to the level of employment; the rate of change of the

price level; the balance of payments; and the rate of economic growth. These, however, can be expressed in different ways and others are possible. Peston (1982) expresses them as: a) high, stable and increasing level of real income; (b) stable or slowly increasing prices; (c) balance of payments surplus; (d) full employment; 

(e) fair distribution of income among people and regions.  There are problems, however,   defining each of these, let alone with assigning numbers to them to turn them from target variables into targets. In addition, objectives may conflict with each other.

In this account, the only reason for setting targets is to indicate which policies will

most increase the general level of well-being of the economy. However, there may be

other reasons for setting targets.  For instance some writers suggests that

governments may set targets in order to: (a) provide information to the private sector about likely government behaviour; (b) influence inflationary expectations; 

(c) constrain or discipline governments.

In relation to (a), governments may indicate a high target rate for the exchange rate in the hope that this will persuade firms to keep down the wage rates that they pay for fear of their products becoming uncompetitive. At the same time, a government that has set a clear exchange rate target will find it more difficult to allow the exchange rate to fall than a government that has no clearly defined target.

Tutorial Questions
1. Compare and contrast the fixed targets approach to macroeconomic policy-making and the optimising approach.  Consider the extent to which each approach helps us to understand what macroeconomic policy-makers do.

2. Clearly explain the Tinbergen’s fixed target approach making clear why this approach gives rise to the notion that the number of targets should be equal to the number of instruments.

****

� Please see chapter 8, in Acocella, Nicola (1998), The Foundations of Economic Policy, Cambridge University Press.





� This example is taken from Keith Bain's notes.
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