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A SHORTRUN TWO COMMODITY MACROECONOMIC MODEL™

by

Gary Smith and William Starnes

Standard IS-IM analysis assumes a single homogeneous commodity
which can be purchased at a unique price and either consumed or added
to the capital stock. This is a very powerful assumption which greatly
simplifies the mathematical and graphical analysis of the model.

Although the realism of this assumption is seldom discussed, it
can be motivated by the argument that the relative prices of commodities
are fixed in the shortrun. Perhaps the most natural reason for this would
be some group of consumers, producers or hoarders which view the differ;
ent commodities as perfect substitutes. Alternatively, if both labor
and capital are immobile and wages and prices are flexible, then the
equilibria of the separate labor markets can determine relative commodity
prices independently of financilal markets and the demand for commodities.
Another possibility is that wages and prices are fixed in the short run.

A few published papers have distinguished between the prices of
consumption and investment goods. Probably the most widely known is

Foley and Sidrauski's classic Monetary and Fiscal Policy in a Growing

Economy; its relevance as a shortrun model is however considerably weakened

by the assumption that capital is perfectly mobile between sectors. More

*The research described in this paper was undertaken from grants by the
National Science Foundation and the Ford Foundation.



recent contributions by Park and by Sargent and Henderson are given some
shortrun flavor by the assumption that the nominal wage is fixed; but they
continue to assume mobile capital,

The only two-sector immobile capital model that we have found is
in an article by Benavie which was published as this paper was being com-
pleted. Although our papers were written independently, they are strikingly
similar in spirit. The scope of the papers does however differ in two
dimensions. We maintain the usual assumption that bonds and equities
are perfect substitutes while Benavie also examines the more general case
in which they are imperfect substitutes., On the other hand, Benavie as-
sumes that nominal wages are fixed while we additicnally analyze the more
general case of flexible wages. There are also & few interesting dif-
ferences in detail, one of which 1is responsible for a qualitatively dif-
ferent conclusion in the fixed wage and perfect substitutes case in which
our papers overlap.

_Section I lays out the basic model and analyzes monetary and fis-
cal policy when there are no real balance or interest rate effects on
consumption, The key endogenous variables are sequentially determined
in this model. Employment, output and relative commodity prices are de-
termined by consumption goods equilibrium. Given these variables, the
interest rate is determined by investment goods equilibrium; and given
these equilibria the money or bond-equity equilibria determine the level
of prices.

Section II considers the extended model in which consumption demand
is influenced by interest rates and thé level of prices. These factors
make the markets interrelated so that exogenous shocks generally influence

all of the endogenous variables. Govermment fiscal policies are found



to change the composition of output, stimulating production in one sec-
tor while discouraging it in the other. Government open market purchases
increase investment and reduce consumption, while open market sales have
the opposite effects. This section also considers a variety of special
cases.

In Section III we then consider the case of rigid nominal wages.
Here open market purchasgs stimulate both sectors while fiscal policies
stimulate production of the commodity purchased by the government and
have ambiguous effects on the other sector. Since this section overlaps
Benavie, we compare our models and conclusions.

Overall, we find that working with two commodities instead of
one substantially increases the complexity of the analysis and the am-
biguity of the results. In particular, many propositions which are now
entrenched in the public as well as academic discussion of monetary and
fisecal policies need not hold in a two-sector model, If the profession
judges the relevant parameter values to be such that these familjar pro-
positions are justified, then the one sector model has a clear expository
advantage. If, however, tﬁeir validity rests only upon their correctness
in a one-sector model, then serious attention should be given to more

complicated models,

I. The Basic Model

There are two commodities (consumption and investment goods),
three financial assets (money, bonds, and equity), aéd three sectors
(households, corporations, and government). There are no taxes since
they would complicate the model without adding anything of substance.

Expectations are static (i.e. inelastic) since more substantive assump-



tions would create too many ambiguities, It is a discrete model in which
end of period stock demands are constrained by beginning of period stock
holdings and flows during the period., These flow purchases and sales
determine the values of the market clearing variables. We are examining
only the current pefiod {(in which beginning of period stocks are fixed)
and asking the comparative statics question: how would the flow decisions
and market clearing prices be different if the government pursued dif-

ferent monetary and fiscal policles?

Corporations

There are two competitive sectors which produce consumption and

investment goods with two-factor constant returns to scale production

functions
Q = F(Kys No)
QI = G(KI’ NI) .

Labor is mobile but capital is not. Profit maximizing output is at the
level of employment such that the marginal revenue product is equal to

the marginal cost

PCF2 = W PIG2 .

The sectoral labor demands are consequently given by the levels of employ-

ment that solve

w PI
F, = = = =G,
2 PC PC 2
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Labor is paild its marginal revenue product and the remainder of revenue
{the marginal revenue product of capital) is distributed to shareholders.
lLetting E be the number of shares outstanding and PE the per share

price of equity, the rates of return on equity are

P_F.K P.G. K
e " T ]:EC ad Ty =g
¢ CESC I EgI

These required rates of return will be less than the implicit rates of

return on capital



1f and only if the market value of the firm is greater than the replace-

ment cost of its capital stock, i.e. if Tobin's g 1s greater than one:

P_E r
qc = EC C = —i
Pike  Tg

c
P. E b
i S S
P_K T *
II EI

Thus, physical investment is given by
& = 1 = (g - 1) (- 1)

Such investment is financed entirely by the sale of new equity

Government
The government prints money and sells single period bonds (paying
a rate of interest r ) to finance its purchase of consumption and in-

vestment goods

s S ...
M M+ B B PCGC + PIGI ®

The physical units of money, consumption goods, and investment goods are
treated ag exogenous policy ingtruments with the bond supply residually
determined by the government's budget constraint. Thus, an increase in

G representé a bond financed increase in government purchases of

(]
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consumption goods; an increase in M~ is similarly accomplished by the

purchase of bonds,

Households

The supply of labor depends only upon the real wage, NS = Ns(w/Pc) .
While this is a powerful assumption which dichotomizes the demand and
supply sides of the economy, it 1s a strong tradition in neoclassical
macroeconomics. The introduction of money illusion or interest rate and
Pigou effects to the labor supply would add a considerable amount of am-
biguity to our results,

Household purchases of consumption goods, government bonds, equity,

and money are constrained by wealth and factor income

P, E
MD BD c

Y+ W=C+ ot o b ——  —o

P E

=3
Qg
=1
= o

Py P P, P,
where
Y = Qg+ PQ /R
W o= (M+B+PECEC+ PEIEI)/PC .

We will assume that bonds and equities are perfect substitutes, so that

T = rc = rI « The real demands will then be written as

E E

C = C(r,Y,W)

D
3= L, Y, W)
c
B + PgEg + P;E]I)
. = H(r,¥,W) .

(o]



The adding up restrictions are that
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The restrictions A/ = C/W = 3L/W = 0 are frequently used
in IS-IM analysis and are of gsome simplifying value. In Section II we
will examine the effects of relaxing these assumptions.

The complete model can now be written as follows:

W W S/w
N (=)+ N [= )= n°f
C(Pr) IG’I) G’c}
-
Q = FiKe NC(PL)]
i c
W
Q = G|Kp NI(P_jl
i I
P

_ 1
Y_QC+F;QI

c(y) + GC = Qc



P_G.X PID

. Bt (i
H(r,Y,W) = ( ’;M + 1rc PI—----IrI+—~P
c c c

Kc

w=—-—+

"’I.-.

Written in this way there are 7 exogenous variables (K.c sy K M,

b 2

MS ) and 8 endogenous variables (w , P P

B, G G r,

¢’ 1’ c’? "1’
s Qs ¥, ¥ ). One of the commodity or financial market equili-
brium conditions is redundant (Walras' Law) and we will follow tradition
by deleting the bond-equity market.

The labor market and production function can be separately solved

for the real wage, employment and output as functions of the relative

price of investment and consumption goods .* Graphically,

*Notice that if labor were immobile, production and employment would be
insulated from commodity demands and financial markets., In this case,
w/PC and consumer goods employment and output would be determined by

equilibrium in the consumer goods labor market. Similarly, equilibrium
in the investment goods labor market would determine w/‘PI and 1nvest-

ment employment and output. The allocation of income would only affect
the level of prices and the relative prices of financial assets,
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N

At a given level of w/PC an increase in PI relative to Pc increases

the demand for workers by the investment goods industry. To hire more

workers w/PC is bid up; this increases the supply of labor and reduces
the consumption goods sector's demand for labor. The new equilibrium is
at a higher real wage with higher overall employment and lower employment
in the consumption goods sector; employment in the investment goods in-

dustry has consequently risen. Mathematically,

formally shows that a rise in PI/PC increases w/PC and reduces w/PI .

We can consequently write
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dq
1 C
QC PC dPI

Pe
dq,
I I
QI QIG,-> 5 >0,
c ol
P
c

The net effect on income QC + QI(PI/PC) is ambiguous, depending upon
the capital intensities and size of the two sectors and the relative
price ratio. 1In any case, it would be difficult to make welfare state-
ments about changes in Y since we are only considering voluntary full
employment situations and an intergenerational social welfare function
need not weight consumption and investment go&ds by current prices,

The commodity and financial market equilibrium conditions can now

be written ag

2
[ 1| 7,
P p. [p $
1 1 {F1 M
L -_] + —-.Q (— 3 r LN
[Qc(pc BT\ F, :\ B

The only ambiguous sign is BID/B(PI/PC) . An increase in PI/PC in-
creases employment, the marginal productivity of capital, and q 1in the
investment goods industry. Om the other hand, employment and the mar-
ginal productivity of capital fall in the consumer goods industry; this

and the falling price ratio PC/PI both lower q for this industry.
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We will here make the reasonable assumption that the effects on marginal
productivity are minor, so that an increase in PI/PC unambiguously re-
duces the demand for investment goods relative to their supply. If an
increase in PI/PC were to instead increase the demand for investment
goods faster than the supply, this would suggest a potentially unstable
system; for example, with this section's model the new equilibrium for

a boﬁd financed increase In government consumption spending would require
a fall in the bond rate.

In this model there is a sharp distinction between the implications
of commodity and financial decisions. Interest rates, relative commodity
prices, employment, and output are completely determined in the commodity
markets and unaffected by the demand and supply of money relative to
bonds and equities. These financial decisions only determine the level
of prices. The comparative statics reduced form equations are displayed

below with all terms within parentheses being positive:
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where
Aa(-.@—)-:ﬁc— +Q +.P_I..-&
Y PI I Pc PI
C c
One graphical depiction of the three equilibria conditions is as
follows:
Consumption Goods Investment Goods Money
cC roo- v LM
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The IM schedule has been drawn assuming BYIB(PI/PC) >0 . The schedule
would be horizontal if this term were zero and negatively sloped if the
term were negative; in each case an increase in MS/PC would shift the
IM curve downward,

Notice that there iz a complete seqﬁential determination of the
endogenous variables. Since consumption goods equilibrium depends only

upon the relative price ratio PI/P this ratio is determined by this

C 2
market. Investment goods equilibrium depends upon the interest rate
and PI/PC « With the latter already determined, this market determines
the Interest rate. With PI/PC and r determined, the demand and

supply of money fixes the level of prices.
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A bond financed increase in the money supply consequently has no

t cC LM

ST

f
_— P}'_
/(.
real effects, but only increases the level of prices proportionately,
A bond financed increase in government purchases of investment

goods cannot affect PI/PC (and hence output) since there is only one

Y e
. | o LM
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\._7““ ‘.'/‘

' .. ',/’

,/"‘ /"=__ A
. {\\ l\"l‘

Uy

\.
B R . it

price ratio consistent with consumption goods equilibrium. Instead, the
level of prices rises (reducing the real money supply) and interest rates
rise, which reducesreal money demand and discourages private investment.
In the new equilibrium, the increased government purchases have fully
crowded ocut an equal amount of private purchases of investment goods.

If the government investment goods are unproductive (tanks and monuments)

then there could be adverse future consequences from the private sector's
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reduced capital stock,

A bond financed increase in government purchases of consumption

r CC

Py / LT

r
\)17/ ﬂ‘_
goods pushes up the price of consumption goods relative to.investment

- goods, This stimulates the production of consumption goods and reduces
the supply of investment goods relative to demand; a higher level of
interest rates maintains investment‘goods equilibrium. On balance, em-
ployment falls and real income probably declines too. Higher interest
rates and lower income reduce the real demand for money, and a higher
commodity price level i3 necessary to reestablish equilibrium. If real
income were to instead increas%)equilibrium could require a lower level
of commodity prices. -(Formally, the IM curve would have to be negative

sloped and steeper than the II curve; none of our other results depend

upon the slope of the IM curve.,)
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II, The Extended Model

In this section, we will relax the assumption that consumption
demand is unaffected by the interest rate and the level of prices. We
will first consider separately interest elastic consumption demand since
it is often argued that real balance effects are small, We will then
analyze the complete case in which both prices and interest rates are
important. Finally, we will examine the significance of the extreme
assumptions regarding the interest elasticity of the demand for money

and investment goods which are usually analyzed in one-sector IS-IM models.

Interest Elastic Demand for Consumption Goods

1f we allow interest rates to affect consumption deﬁand, then
the consumption and investment goods markets will simultaneously deter-
mine PI/Pc and r . However, a variety of "perverse'" cases can arise.
If /& 1is sufficilently positive so that the CC curve is negatively
sloped and flatter than the II curve, then any bond financed increase
in government spending will lower interest rates and an increase in govern-
ment consumption spending will raise PI/PC , lowering consumption out-
put and increasing the production of investment goods:

: S

., —rm— -

Y o
© ~ . "
Y\ ‘\\ / 1 \‘\
[} ‘ ~ -
\ ‘
L '~|\ \ ~ 1 ‘\
s C \‘-— ‘\‘ _?\ "~
‘\.. . /"/,\ N q
Y L e
\ )
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In addition, prices will fall except in the unlikely case where
BY/a(PI/PC) is strongly negative; specifically, the IM curve would need
to be negatively sloped and steeper than both the II amnd €C curves.
All of these factors strongly suggest a potentially unstable model and
the irrelevance of comparative statics.

A negatively sloped CC curve which is steeper than the II curve
avoids these problems but introduces the pérverse result that an increase

in G, reduces equilibrium investment output, (:(L

I
b r TANEYy

{—!

The most plausible comparative statics results are obtained when
%/ <0 so that the CC curve is positively sloped, Fortunately,
this is also a very reasonable assumption if we take into account the fact
that an increase in r reduces the real value of househeld wealth; this
factor is discussed more fully below in connection with Pigou effects.

A bond financed increase in government investment spending now
increases the relative price ratio PI/PC , encouraging the production
of investment goods and depressing consumer goods output. Interest rates
increase and the level of prices rise unless the LM curve is steeper than

the 06C curve.
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Wealth Effects

Up until now, we have assumed that revaluations of real wealth

_ MiB FIKC 1 lKI
L
C C

affect only the demand for bonds and equities and do not alter the real
demands for money and consumer goods. We shall see in this section that
the major consequence of relaxing this assumption is to allow the level
of prices and hence monetary policy to influence the commodity markets.
The partial effects on real wealth of an increase in the interest
rate or the price of consumer goods are both clearly negative, The par-

tial effect of an increase in relative prices

( ) K_c_,_(a;lbaql RRL PL
T a P_|P, ¢ T
I 1]J]°C
2

c
is formally ambiguous. We will again assume that the effects on marginal

C;JKH ‘n

productivity are minor, so that BWIB(PI/PC) >0,

The incorporation of wealth into the demands for money and commo-

TOTTOR RN
ARG
KD

dities

M+B 1 I I
W= P + r t 5 P T

C C
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introduces the level of consumer goods prices into the consumer goods
equilibrium condition and reinforces our previously assumed sign re-
strictions with one exception. An increase in PC lowers the real supply
of money but now also lowers the real demand by reducing real wealth.

The net effect

s 5 _ 3L

3(L - M/R,) N - 5 (B)
P 2
c Po

is formally ambiguous., In the usual single commodity IS-IM analysis with
Pigou effects this term is asaumed positive on the grounds that /W

is small-~-in particular that it is smaller than MSI(M+B) . The contrary
case results in a variety of perverse comparative statics results. If
the term is slightly negative, then in our model a bond financed increase
in GC reduces equilibrium interest rates and congsumption output; if

the term 1s strongly negative, then these peculiarities vanish but a bond

financed increase in the money supply raises equilibrium interest rates,

reduces income and reduces both commodity prices. We will only give serious

attention to the comparative statics results for the conventional case
where B(L-—MS/PC)IBPC >0 .
The equilibrium conditions can be graphically represented as

follows:
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the same qualitative effects as in the case of an interest elastic de-
mand for consumption goods with no wealth effects. The increase in Gc

raises P, relative to P stimulating consumption goods output and

c 1’
depressing the production of investment goods. The demand for investment
goods is reduced by higher interest rates. An increase in the level of

consumer goods prices reduces the real money supply to a level consistent

with the reduced demand, The allowance for wealth effects does reduce
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the magnitude of the changes in the endogenous variables since the increase
in GC is partly offset by the reduced private consumption resulting

from the depressing effects of higher P

c? higher r , and lower PI,PC

on real wealth,
A bond financed increase in government purchases of investment

goods railses the relative price ratio, increasing the production of

V" ™~ C:C?‘RL\
raA ) {
/’ _}l; B L - \‘C¢’J“~,.’ Lh’\‘n PL
- o
."/..

Pr/tvC

investment goods and reducing that of consumption goods. The higher level

of interest rates crowds out some private investment, but not enough to
fully offset the increased government purchases., The price of consumer
goods rises when the CC curve is steeper than the IM curve and falls
when it is flatter. The only qualitative importance of the wealth effects
is to more vigorously motivate the interest elasticity of consumer goods
spending, which provides for less than complete crowding out.

A bond financed increase in the money supply now lowers interest
rates (stimulating consumption and investment spending) and raises the

level of prices (depressing consumer goods spending); on balance the
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T

relative price ratio PI/PC increases, which reduces consumer goods out-

put and increases investment production, Total employment expands. The
Pigou effect directly eliminates the nonneutrality of money by allowing
the level of prices as well as relative prices to influence commodity

mar kets .

Special Cases

In the single commodity IS-IM model, frequently mention is made
of two extreme cases ( 3L/ = 0 and 3I/& = -o )} which emasculate
fiscal policy and two opposite extremes ( oL/ = -» and 3dI/x =0 )
in which monetary policy 1s impotent. In the two commodity model, this
contrast is considerably more clouded.

The only qualitative effect of an interest insensitive demand
for money ( dL/x =0 ) 1is to insure that the IM curve is steeper
than the CC curve, which means that a bond financed increase in govern-

ment investment spending unambiguously lowers the price of consumer goods:
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An infinitely interest elastic investment demand ( 3T/ = - )
does fix the interest rate and emasculate government investment purchases.

However, government consumer goods purchases as well as monetary policy

.

can still change employment, output, and prices. fs‘\\ >
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A liquidity trap ( 38L/&r = -= ) would alsc fix the interest rate.
Here monetary policy would have no effect and government consumption pur-

chases would only raise the level of prices, wnile investment purchases
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Finally, interest insensitive investment

Y/t
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(Ir = 0) makes invest-

ment purchases powerful and monetary policy and consumer goods purchases

impotent:
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IT1I. Fixed Nominal Wages

A comon device for introducing unemployment into macro models
is to assume that the nominal wage is exogenously set at some level vy
at which the supply of labor is greater than the demand. Actual employ~

ment is then assumed to be equal to demand

0 n/ o
N, = Nof =2 N, =N =

so that the output of each commodity is positively related to the price

of the commodity

dq,
Q@ = Q(Fe) dF, >0

dQI
Q = Q,(?)) . >0

We will consequently now work in terms of the three market clearing var-

iables r , P, and P The real market value of wealth

C T’

we , F1P%e P G PPN
PC r PC T

ig negatively related to r and positively related to P An increase

I°
in PC will raise the margidal productivity of capital in the consumer
goods industry (by increasing employment in this industry) but lower the
purchasing power of money, bonds, and equity in the investment goods
industry. We will again assume that the changes in marginal product are

minor and that aJ/BPC < 0 . There is alsc an ambiguity in investment

demand
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Inzlnngl(Pc) Gl(PI) _@__If<0 _@ﬁ 0
P, or 7 or ! er ’ BPC> :

We will once again assume that G1 is sufficiently inelastic so that
BID/BPI is negative or, if positive, less than aQI/BPI + Finally, we

will as before make the usual assumption that an increase in PC raises

the demand for money relative to the supply.

With these assumptions, the total differentiation of the model
C(Y,r,W) + G, = Q. (Be)
8
L(Y,T,W) = M /P,

where Y = QC(PC) + PIQI(PI)/PC and W 1is as previously defined, yields

B ar ‘1 [~ .
-a a -a APC -G

i1 12 13 C
21 322 T3 || M| = | "%
a a -a r -1~mns
31 32 33 P
L L 4 L |
where each of the elements a is positive. The determinant

ij

|A] = -a;3(2,,85,%a,,257) - a,3(a) 83,2, ,2,))

- 233(a295 " 3;,3,))

will be assumed negative since iIf it were positive an increase in GC
would lower equilibrium consumer goods output, an increase in GI would
lower investment goods output, and an increase in MS would reduce the

prices and production of both commodities. The comparative statics are
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displayed below:

p— L - —— -
AFq 39233185383y 81383378 423, 3;,3,5%8,48,,11 &G,
-1
P | = TaT| 221%337%23%31 2112337313331 2y %a3te132y|| &6
i S
b ] 351332%825831 8118327253y, 353y a11azz;| B[R,

A bond financed increase in government spending increases interest rates
and production of the commodity purchased, and has ambiguous effects on
the output of the other commodity. For an intuitive explanation of these
results, consider an increase in government consumption purchases. The
excess demand for consumption goods puts upward pressure on their price,
driving down real wages and increasing production in this sector. Higher
consumer goods prices and employment increase this sector's demand for
capltal., At the same time, the bond financing creates an excess supply
of bonds, raising the interest rate on bonds, Since equity is a perfect
substitute with bonds, equity prices fall and this lower valuation (and
higher required return) discourages investment, The net effect on in-
vestment demand (and hence price and production) is ambiguous. There are
of course mixed fiscal policies involving both consumption and investment
purchases which stimulate both sectors,

When the government prints money in order to purchase bonds, the
new equilibrium is with higher prices and production of both commodities.
Interest rates may be either highef or lower; if they are sufficiently
higher, however, the determinant |A| will become positive and we will
have the many implausible comparative statics results noted earlier.

Such open market purchases will directly lower the bond rate, reducing

the required rate and increasing the price of equity. (uls will stimulate
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both consumption and investment, driving up the price of each commodity,
The increased price and employment in the consumer goods sector will
further increase the demand for investment goods; similarly, the in-
creased price and employment in the investment sector will raise real
income and wealth, leading to more consumption spending. If these cross
effects do not dominate the direct effects,* then a higher level of P

c
and PI will restore equilibrium in both commodity markets. Since these
price increases and the lower interest rate ralse the demand for money
relative to supply, they can give a full four market equilibrium,

If, however, the indirect effects dominate then some qualitatively
different equilibria are possible, One possibility is that r , P& P

and P, will all fall; this corresponds to |A] >0 and since the fiscal

C
comparative statics are also implausible we have dismissed it as probably
unstable. The other possibility is that r , PI , and PC will ali
rise; while It is not as difficult to imagine how such an equilibris might
be reached, there is still reason to be concerned about stability,
Finally, we will briefly note the usual special cases. o&L/& =0
insures that government consumption spending does reduce investment pro-
duction and that government investment reduces consumption production,

At the other extreme, ©oL/dr = -« insures that government spending stimu-

lates both sectors and that monetary policy is impotent., 3JI/X = -=

*Specifically, holding r constant an increase in PC has the net ef-

fect of raising the supply of consumption goods and the demand for invest-

ment while an increase in PI raises consumption demand and investment

supply. Thus in both markets, a higher level of P_ requires a higher

1
level of PC to maintain equilibrium. The case of "dominant direct effects"

is where for a given increase in PI it takes less of an increase in PC

to restore equilibrium in the consumer goods market than is necessary in
the investment goods market,
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completely immobilizes government investment and also implies that govefn-
ment consumption reduces investment, JOI/& = 0 reverses these results.
The version of Benavie's recent model in which bends and equities
are perfect substitutes is very similar to the one we have analyzed in
this section, and the only qualitative difference in our presented multi-
pliers is that he finds BPC/aDI to be unambiguously positive. There
are however a few differences in our approaches which merit discussion.
He works with a continuvous model in which asset demands are con-
strained by current asset stocks. As a consequence, when he assumes that
the demand for money is positively related to income, he is forced to
assume that the demand for bonds plus equity is negatively related to
income. However, the motives for holding money in a continuous model
are not at all clearcut, and reversing his sign assumption would modify
some of his results. In our discrete model, asset demands are constrained
by wealth plus saving, and each can be positively related to income.
Similarly, Benavie does not allow corporate and government saving
to affect asset markets., Thus investment has no effect on the supply of
equity and government spending has no effect on the supply of money or
bonds. One of the consequences of this is that it makes no difference
to the equilibria whether government spending is financed by printing
money or selling bonds. In contrast, stock and flow equilibria in our
model are identical and all sectoral budget comnstraints are respected.
Benavie also differs from us in assuming that consumption is in-
terest inelastic despite the dependence of real wealth on interest rates.
It is because of our assumption that 2C/ar < 0, that we find a bond
financed increase in government investment purchases to have an ambiguous

effect on the production of consumption goods. Benavie argues that his
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restriction "is justified by the failure of {the interest rate] to appear
as a significant predictor in studies of consumption spending."” On the
contrary, the market value of wealth is widely used in consumption funec-

tions and is on both theoretical and empirical grounds strongly dependent

upon Interest rates.
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