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by 
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Economics 

(ABSTRACT) 

This thesis examines the work of Robert Eisner of Northwestern 

University concerning the appropriate measure of the federal government 

budget deficit. Eisner proposes specific adjustments to be incorporated 

into the calculation of the federal budget deficit in order to account 

for the effects of inflation. These adjustments effect the federal 

budget deficit via the effect of inflation on the level of federal debt 

outstanding and the interaction between this debt and the deficit. 

The focus of this study is a comparison of the Quantity theory 

and the Income-Expenditure theory of national income determination (in 

the tradition of Friedman and Meiselman, 1963) using Eisner’s adjusted 

measure of the deficit for the period 1955 - 1984. This comparison is 

made between adjusted and unadjusted deficits as measured by the 

National Income and Product Accounts and as measured by the Cyclically 

Adjusted (or High Employment) budget.
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Chapter I: Introduction 

The Quantity theory analyzes changes in aggregate expenditures 

as the product of economic agents adjusting from actual to desired 

holdings of money and assets, with assets broadly defined to include not 

only financial instruments but also capital assets and durable goods. 

In this theory, changes in the money supply motivate a portfolio 

adjustment that requires balancing money and asset holdings in order to 

restore the equilibrium level of each. This has effects on consumption, 

investment, borrowing, interest rates, and asset prices. A central 

element of this theory is a stable demand function for money that is 

represented, perhaps in its simplest form, by a stable income velocity 

of circulation of money. 

Keynesian theory analyzes changes in aggregate expenditures as 

driven by changes in the demand for its components with money playing a 

relatively minor role. In this theory a stable relationship between 

consumption and income determines the level of aggregate expenditures 

and is reflected in a stable investment multiplier. 

Friedman and Meiselman compared these theories using a simple



quantity theory model and a simple Keynesian model.’ For the quantity 

theory model, the central variable is the numerical stability of 

velocity. For the Keynesian model, the central variable is the 

stability of the investment multiplier. The purpose of their study was 

to evaluate the predictive content of each. 

The empirical results of their research strongly favored the 

quantity theory and challenged the Keynesian theory which was the 

generally accepted wisdom of the time. Their conclusion was that 

monetary velocity is more stable than the investment multiplier and 

therefore monetary policy is the more appropriate policy instrument than 

fiscal policy for influencing economic activity. 

Subsequent research, notably the Andersen-Jordan or St. Louis 

equation, has tended to confirm the dominance of monetary over fiscal 

policy. This controversy has produced a large literature and is the 

subject of ongoing research. 

In Chapter II of this study Robert Eisner’s contribution to the 

research in this area is examined. Chapter III details the focus of 

this paper, which is to recast the results of Friedman and Meiselman 

with the incorporation of EHisner’s research. Chapter IV elaborates the 

results and Chapter V presents the conclusions drawn from this research. 

1. Friedman and Meiselman, "The Relative Stability of Monetary Velocity 

and the Investment Multiplier in the United States, 1897 - 1958," Report 

of the Commission on Money and Credit in Stabilization Policies, 1963. 
 



Chapter II: Eisner’s Contribution: Measuring the Federal Deficit 

Robert Eisner of Northwestern University has done extensive 

research examining the current method of calculating national income. 

This includes government receipts, expenditures, and what is commonly 

referred to as the government budget deficit. Eisner asserts that the 

current measure of the deficit misses the real thrust of fiscal policy. 

Eisner argues that the current measure of the deficit presents a 

distorted view of fiscal policy with the distortion introduced by 

inflation. The nature of this distortion, "simply enough, is that as 

inflation wipes out the value of money, it also wipes out the value of 

debt. As it does that, it profoundly alters the significance of 

conventional ways of measuring the deficit."’ Eisner further asserts 

that the result of this mis-measurement is that empirical tests designed 

to examine the respective influences of fiscal and monetary policies in 

the determination of national income understate the influence of fiscal 

policy. 

To appreciate Eisner’s argument it is important to recognize 

that the phenomenon of inflation is not neutral with respect to debt. 

Inflation favors the debtor. An increase in the general price level 

2. Eisner, "How Real Is The Federal Deficit?," 1986, p. 3.



over the term of a loan reduces the real value or purchasing power of 

the repaid dollars relative to when they were borrowed. The debtor 

unambiguously gains. The longer the inflationary period or the steeper 

the increase in prices, the greater is the gain to the debtor. 

When the debt under examination is the national debt, or more 

precisely the federal debt in the hands of the public, the debtor is the 

federal government and the gain accrues as the real value of the 

national debt is reduced by inflation. If in the course of running a 

fiscal deficit the federal government sells additional debt but issues 

less new nominal debt than the reduction in the real value of the 

existing debt (due to inflation), the level of debt in real terms 

declines. That is to say that nominal debt may be increasing while the 

real value of the debt is decreasing. 

This phenomenon describes the experience throughout the period 

of the 1960’s and mid-1970's. Eisner points out that while the federal 

government has been running deficits, presumably adding to the national 

debt, instead of increasing, the trend in real federal debt has been 

downward. Figures 1 and 2 show the federal debt in the hands of the 

public in nominal and real terms. Figure 1 shows an unyielding and 

accelerating increase in the nominal level of the federal debt. This 

representation provides cause for alarm. Figure 2 shows the debt 

measured in constant 1982 dollars. This figure directly contradicts the 

implications of Figure 1 by showing that the real value of the federal 

debt (i.e., the value measured in constant 1982 dollars) actually
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in Nominal Terms, 1960 - 1984
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in Real Terms, 1960 - 1984



declined throughout most of the period. For example, while in nominal 

terms the national debt increased from 236.8 to 343.7 billion dollars 

between 1960 and 1974, in real terms the debt declined from 765.3 to 

636.9 billion constant 1982 dollars. Instead of a 45 percent increase 

there was a 17 percent reduction in the the level of federal debt in the 

hands of the public. 

For comparison, and as a further illustration of the importance 

of capturing the relevant economic sense of the government’s debt 

position, Eisner points to the behavior of the government debt relative 

to the rest of the economy. In real and nominal terms the ratio of 

federal debt to GNP has declined throughout most of the post war period. 

Since the end of WWII, when the ratio of debt to GNP was over 100 

percent, the ratio of debt to GNP has declined to below 25 percent in 

the mid-1970’s before turning up again in the early 1980’s. Figure 3 

shows this decline beginning in 1960 when the debt to GNP ratio was 

roughly 50 percent. This figure clearly shows that even though the 

level of debt has been rising since the early 1980’s, the present level 

of debt to GNP is relatively mild and certainly not unprecedented in 

historical terms. 

From this perspective Eisner proposes that to be meaningful in 

an economic sense the federal government budget deficit should reflect 

the change in the real federal debt position. "The change in the real
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value of the net federal debt may be viewed as the sum of three 

components: the nominal deficit exclusive of offsetting changes in 

financial assets and liabilities; changes in the nominal market value of 

existing financial assets and liabilities due to changes in nominal 

interest rates; and changes in the real values due to changes in the 

general level of prices (inflation). 

Changes in the real value of the net federal debt due to 

changes in nominal interest rates are the second source of distortion in 

the current measure of the deficit. Eisner explains that in addition to 

the loss in real value due to inflation, as inflation persists and 

expectations of future inflation take hold, nominal interest rates rise 

to move real rates to adjust to anticipated future inflation. This rise 

in nominal rates causes a further reduction in the value of the 

outstanding debt due to the reduced price or capital losses arising from 

the interest rate changes. Official measures use nominal and par values 

in the calculation of the federal debt and the deficit. To correct for 

this distortion Eisner and Peiper’ have derived real market values for 

the government’s outstanding debt which more accurately represent what 

the debt is worth. These measures allow calculation of the federal 

government’s debt obligation on a more realistic price times quantity 

basis rather than a face value times quantity basis. 

3. Eisner, "Budget Deficits: Rhetoric and Reality," Journal of Economic 

Perspectives, Volume 3, Number 2, 1989, p. 78. 

4, Eisner, Robert and Paul J. Peiper, "A New View of the Federal Debt 
and Budget Deficit," American Economic Review, March 1984, 74, pp. 11- 
29. 
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These two effects of this inflation tax can and do have a 

Significant impact on the federal government’s debt. Current 

calculation of the federal deficit makes no provision for such changes 

in the real value of the government’s debt position. Eisner asserts 

that these changes in the value of the debt should be treated as offsets 

to the current federal deficit. To do so would bring the measure of the 

deficit closer to reflecting the change in real net federal debt and 

restore the relevant economic content to the budget data. 

Eisner’s point in this discussion of debt and deficits is that 

before any understanding of the real effects of government deficits on 

the economy must come an accurate, economically meaningful measure of 

them. Measuring the deficit as the change in the real value of 

outstanding government debt requires adjusting for the effects of 

inflation and interest rate changes and will provide a measure that has 

a relevant bearing on the course of the economy. 

Eisner goes on to argue that incorporating these adjustments 

into the calculation of the deficit shows a very different picture of 

the level of federal deficits in recent times and calls for substantial 

revisions in economic history. This is true for both the national 

income accounts and the high employment budget deficits. Table 1 shows 

the national income accounts budget surplus or deficit, the high 

employment budget surplus or deficit and Eisner’s adjusted measure of 

each. As can be seen in Table 1, for both the NIA and the high
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Table 1. National Income Accounts (NIA) and 

High Employment (HES) Budget Surplus or Deficit, 

and Eisner’s Adjusted Measure of Each, 
Nominal Terms, 1955 - 1984. 

  

  

Adj. Ad}. 
Year NIA HES NIA HES 

1955 4.4 15.5 5.2 16.3 

1956 6.1 17.8 7.9 19.6 
1957 2.3 2.2 6.1 6.0 
1958 -10.3 0.2 0.0 10.5 
1959 -1.1 7.5 5.4 14.0 
1960 3.0 -5.0 12.1 4.1 

1961 -3.0 3.6 71 13.7 
1962 -4.2 -2.2 3.0 5.0 
1963 0.3 5.8 7.4 12.9 
1964 -3.3 0.8 1.1 5.2 
1965 0.5 9.3 0.9 9.7 

1966 -1.8 5.1 -5.6 1.3 
1967 -13.2 -2.4 ~15.1 -4.3 
1968 -6.0 10.8 ~11.0 5.8 
1969 8.4 23.7 4.9 20.2 
1970 ~12.4 -14.7 -4.6 -6.9 

1971 -22.0 -11.6 -11.3 -0.9 
1972 -16.8 -2.9 -12.1 1.8 
1973 -5.6 20.8 -9.5 16.9 
1974 -11.6 14.5 -0.3 25.8 
1975 -69.4 -48.1 -29.1 -7.8 

1976 -53.5 -45.0 -17.4 -8.9 
1977 -46.0 -1.2 -20.4 24.4 
1978 -29.3 27.7 -15.9 41.1 
1979 -16.1 27.7 -2.0 41.8 
1980 -61.3 -1.3 -17.1 42.9 

1981 -63.8 -21.8 -3.2 38.8 
1982 -146.0  -178.0 -32.6 -64.7 
1983 -176.0 -99.9 -54.8 21.3 
1984 -170.0 _-160.0 -91.8 -81.7 
  

(continued)
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Table 1. (continued) 

National Income Accounts (NIA) and 

High Employment (HES) Budget Surplus or Deficit, 
and Eisner’s Adjusted Measure of Each, 

Constant 1982 Dollars, 1955 - 1984. 

  

  

  

Adj. Adj. 

Year NIA HES NIA HES 

1955 16.2 57.1 19.2 60.0 

1956 21.7 63.5 28.1 69.9 

1957 7.9 7.7 21.0 20.7 

1958 -34.7 0.7 0.0 35.4 

1959 -3.6 24.6 17.7 46.0 

1960 9.7 -16.2 39.1 13.2 

1961 -9.6 11.6 22.7 43.9 

1962 -13.2 -6.8 9.4 15.7 

1963 0.9 17.9 22.8 39.9 

1964 -10.0 2.4 3.3 15.7 

1965 1.5 27.4 2.7 28.6 

1966 -5.1 14.6 -16.0 3.7 

1967 -36.7 -6.6 -42.0 -11.9 

1968 -15.9 28.7 -29.1 15.5 

1969 21.1 59.5 12.3 50.7 

1970 -29.5 -35.0 -10.9 -16.4 

1971 -49.6 -26.1 ~25.5 -2.0 

1972 -36.1 -6.3 -26.0 3.8 

1973 -11.3 42.0 -19.2 34.1 

1974 -21.5 26.9 -0.6 47.9 

1975 ~117 -81.0 -49.1 -13.1 

1976 -84.8 -71.3 -27.6 -14.1 

1977 -68.4 -1.8 -30.3 36.3 

1978 -40.6 38.4 -22.0 56.9 

1979 -20.5 35.2 -2.5 53.2 

1980 -71.5 ~1.5 -19.9 50.1 

1981 -67.9 -23.2 -3.4 41.3 

1982 -146.0 -178.0 -32.6 -64.7 

1983 -169.0 -96.2 -52.8 20.5 

1984 -157.0 -148.0 -85.2 -75.9 

Source: Robet Eisner
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employment budgets Eisner’s adjustments tend to move the budget in the 

positive direction, reducing deficits and increasing surpluses. This 

effect is particularly true for the highly inflationary period of the 

1970’s. This period for both budgets in both real and nominal terms 

is replete with examples of conventionally measured deficits being 

changed to surpluses by Eisner’s adjustments. Or as Eisner states, "in 

the 1970’s, the entire perceived trend in the direction of fiscal ease 

e e a . 5 

or expansion is eliminated or reversed." 

Eisner argues that as a result of removing the distortion in 

the current measure of the deficit, the Keynesian effects in the 

relation between income and government spending are more accurately 

measured. Eisner uses this new measure of the deficit in estimating the 

relation between GNP and deficits and asserts that the income- 

expenditure theory has stronger influences on economic activity then 

previous research indicates. Again, as Eisner states the case, this 

corrected measure of the deficit "offers new confirmation that monetary 

and fiscal policy both matter, and indeed that fiscal policy, as 

measured by corrected budget deficits, is the more potent.*° 

Eisner makes the income-expenditure theory from the ground up. 

Government expenditures primarily consist of the purchase of goods and 

services, transfer payments and interest payments on the debt. 

Government purchases of goods and services contribute directly to 

aggregate demand and therefore increase output. Transfer payments and 

5. Eisner, "How Real Is The Federal Deficit?," 1986, p. 86. 

6. Ibid, p. 7.
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interest payments contribute to personal income from which the increase 

in consumption and aggregate demand is determined by the marginal 

propensity to consume out of income. Government purchases of goods and 

services do so dollar for dollar but transfer and interest payments also 

increase aggregate demand. 

Taxes, on the other hand, reduce aggregate demand. The 

important point to note is that taxes will not reduce demand dollar for 

dollar. Just as increases in income increase demand only with respect 

to the marginal propensity to consume, so too do taxes reduce demand. 

The dollars that the government takes away in taxes come some from 

potential consumption but also some from potential savings. So an 

increase in taxes reduces aggregate demand but it does do by less than 

the amount of the tax, with the remaining portion of the tax paid by a 

reduction in saving. 

And thus government expenditures increase aggregate demand and 

taxes reduce demand but by less than the amount of the tax. This 

implies that balanced budget packages raising expenditures and taxes by 

an equal amount will increase aggregate demand. This implies that 

government expenditures, which will increase demand, that are not 

associated with higher taxes, which reduce demand, must have at least as 

large if not a larger associated increase in aggregate demand. And so, 

deficit financed government expenditures must increase aggregate demand. 

This is the standard income-expenditure theory and Keynesian rationale 

for stimulative fiscal policy.
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Eisner goes on to attribute Modigliani’s life cycle theory and 

Friedman’s permanent income theory of consumption credit in advancing 

Keynesian theory of aggregate demand. In brief, households plan current 

and future consumption on the basis of wealth, current income, and 

expected future income. In this theory, the government debt financing 

the deficit can be viewed by the holders of this debt as wealth. This 

wealth is allocated partially to increased current consumption with the 

remainder allocated to increased consumption over the entire planning 

horizon. This debt as wealth assumption establishes the link between 

the accumulation of debt through federal deficits and the increase in 

the wealth of the private sector. 

Any discussion of government debt being viewed as wealth to the 

private sector would be incomplete without reference to the work of 

Robert Barro’. Barro’s work in this area suggests that without the 

restricting assumptions of finite lives (i.e., in the absence of 

intergenerational transfers) and imperfect capital markets any wealth 

effects that might arise from the increase in wealth in the form of 

government bonds will be exactly offset by expected future taxes to pay 

the principal and accumulated interest expense from the bonds. 

Eisner responds to this issue with three basic points. First, 

the assumption of finite lives is not unrealistic for some fraction of 

the population and should not be immediately discarded. Also, allowing 

intergenerational transfers does not necessarily imply an exactly 

7. Barro, "Are Government Bonds Net Wealth?," Journal of Political 

Economy, 1974, Vol. 82, No. 6.
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offsetting reduction in current consumption for the sake of future 

generations. 

Second, Eisner argues that it is unrealistic to view as 

equivalent the burden of uncertain future taxes and current wealth in 

the form of government debt. For example, the government may simply 

print money to repay the debt or choose to roll over the debt 

indefinitely based on is stimulative effect of the economy. 

Third, Eisner argues that because the government borrows and 

lends at interest rates below that at which households are able to, the 

appropriate discount rates in the present value calculations differ, 

with the private sector’s future tax liability being discounted more 

deeply. This implies that even with the expectation of future taxes, 

increases in holdings of government debt increase the wealth of the 

private sector above the present value of any future tax liability. 

This debate, with its important implications, is nonetheless an 

aside from the present issue of the appropriate measure of the deficit. 

It is raised here as an important component of the overall debate, but 

outside the scope of the present analysis. 

This then is the thrust of Eisner’s argument. The deficit, to 

be economically meaningful, should represent that change in the real 

level of debt of the federal government. That change is not only a 

function of receipts and expenditures, but a function of inflation,
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also. Inflation reduces the real value of the federal debt in two ways. 

First, as inflation reduces the value of money it also reduces the value 

of debt. And second, as interest rates rise in response to inflation 

inferior denominations of debt instruments suffer capital losses as 

their prices decline. 

These inflation-induced reductions should be treated as offsets 

to federal deficits and doing so yields a history of surpluses rather 

than deficits. This corrected record restores the economic content to 

time series data and presents new evidence of fiscal policy or the 

income-expenditure theory of income determination. 

One question that needs to be addressed before proceeding 

regards the consistency of Eisner’s adjustments. What is their impact 

on the total picture? To examine this issue a brief aside into national 

income accounting is required. 

The basic macroeconomic identity defines the allocation of 

output across sectors and divides income into either consumption or 

saving. This identity is defined as: 

C+I+G+ NX Y = C +5 

The left hand side shows that all output is allocated to 

consumption, investment, government spending, or net exports. The 

important point of the analysis of the allocation of output is whether
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government spending must be at the expense of private consumption. This 

issue concerns whether the economy is at full employment. If the 

economy is at full output or at the natural rate of unemployment as the 

monetarist school assumes, then government spending must displace 

private spending. If, however, the economy is below full employment or 

labor market imperfections inhibit a market clearing equilibrium as the 

Keynesian school assumes, then government spending can be used to 

increase total output. 

The right hand side of the identity defines all income as being 

consumed or saved. Eisner’s assertion of a decrease in the government’s 

liabilities due to a decline in the value of its outstanding debt 

implies that there is an offsetting change in a complementary part of 

the identity and this is true. To see the offsetting changes, saving 

must be divided into separate government and private sector components. 

In the contemporaneous case, government dissaving is exactly matched by 

the purchases of government securities by the private sector. The 

transaction is completely contained within the saving component of the 

disposition of income. Government dissaving is exactly offset by 

increases in private saving. 

The effect of Eisner’s adjustments are to introduce the impact 

of inflation on the saving side of the identity. The output side of the 

identity can be viewed as being in real terms, unaffected by inflation 

over time. But the savings side of the identity, if it is to be viewed 

over time must account for the effects of inflation (i.e., the reduction
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in the value of savings). Eisner’s adjustments provide that accounting 

and thus sustain the identity for the dynamic relationship over time.



Chapter III: The Focus of this Study 
  

This study uses Eisner’s adjusted measure of the deficit in the 

framework of the 1963 Friedman-Meiselman research to evaluate the 

appropriateness of Eisner’s adjustments to the National Income Accounts 

(NIA) and high employment (HES) budget specifications of the deficit in 

the measurement of the effect of government deficits on consumption. 

As a first step, the relations of the Friedman-Meiselman 

research were updated to establish a point of comparison for the results 

using Eisner’s measure. Next, Eisner’s adjusted measure was substituted 

for the deficit in the autonomous expenditures variable. Comparison of 

these two relations serves as a test of whether Eisner’s measure 

improves the performance of the model or confirms as Eisner states it, 

"in econometric terms, that there was an errors-in-variable problem in 

the official budget equations."* This research also examines whether 

Eisner’s correction has a significant impact with respect to the 

conclusion reached by Friedman and Meiselman. 

The hypothesis to be tested in this study is that Eisner’s 

adjusted measure of the deficit is a more accurate indication of the 

thrust of fiscal policy and as such reflects a stronger relationship 

8. Eisner, “How Real Is The Federal Deficit?," 1986, p. 98. 

20
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between the level of the federal deficit and the level of economic 

activity. This hypothesis is considered confirmed if Eisner’s corrected 

measure of the deficit increases the influence of autonomous 

expenditures in the Friedman-Meiselman framework. 

To test for an increase in the relationship, the performance of 

the model and the significance of the coefficient of the relevant 

explanatory variable are examined. The hypothesis would be supported by 

an increase in either of these, showing improved fit or improved 

assignment of the respective influences. 

With respect to the coefficient of the relevant explanatory 

variable, an increase in the magnitude would obviously support the 

hypothesis, but also an unchanged or slightly diminished coefficient 

which was statistically more significant would also be considered to 

support this hypothesis. 

Two measures of the deficit were considered. The NIA budget 

deficit and the high employment or cyclically adjusted budget deficit 

were each used in the construction of the autonomous expenditures 

variable. These measures were then replaced with Hisner’s adjusted 

measure of each. All relations were estimated using annual data in both 

nominal and real terms. Results shown here are for the relations in 

real terms.



22 

Eisner’s research designates 1967 as the demarcation between 

years of relatively high GNP growth and low inflation in the prior 

period, and relatively lower growth and higher inflation in the 

subsequent period in the US economy. For this reason the data was split 

into pre- and post-1967 sub-periods and separate parameters were 

estimated for the individual sub-periods as well as for the overall 

period. 

Empirical Framework 
  

The framework of the Friedman-Meiselman study is straight 

forward. Consumption is regressed on the money stock and autonomous 

expenditures separately and together to evaluate the predictive content 

of each and the additional predictive content of each given the other. 

The relations are of the form: 

(1) Cc = a + BM 

(2) Cc = a + BA 

(3) Cc = a + BM + BoA 

where the money stock variable M is M2 and the autonomous expenditures 

variable A is defined as the sum of net private domestic investment 

(NPDI), net exports, and the federal government budget deficit. 

The purpose of the Friedman-Meiselman research was to present 

evidence as to “whether the multiplier (the ratio of the flow of income 

or consumption to the flow of investment) or velocity (the ratio of the 

flow of income or consumption to the stock of money) is the more stable"
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"stable in the sense of expressing empirically consistent relations 

which can be depended on to remain the same from time to time."° 

In this study, the focus is on the performance of the model and 

the magnitude and statistical significance of the autonomous 

expenditures and deficit coefficients. These relations are estimated 

using each of the four specifications of the deficit and then compared 

to determine the effects of Eisner’s adjustments. 

To isolate the specific effects of Eisner’s adjustments 

equation (4) was estimated. This relation separates the deficit and 

non-deficit components of autonomous expenditures and takes the form: 

(4) C = a + BM + B,D + B. (A-D) 

where D is the separate deficit variable and A-D is autonomous 

expenditures less the deficit or the sum of net private domestic 

investment and net exports. This specification of the model removes the 

restriction of imposing the same coefficient for the deficit and non- 

deficit components of autonomous expenditures. 

The impact of government deficits on economic activity was also 

estimated using GNP as the dependent variable. Equation (5) shows this 

relation. 

(5) GNP = a + M + D 

9. Friedman and Meiselman, "The Relative Stability of Monetary Velocity 

and the Investment Multiplier in the United States, 1897 - 1958," Report 
of the Commission on Money and Credit in Stabilization Policies, 1963, 
p. 169.
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Estimation of this relation is subject to criticism because it 

is admittedly mis-specified in that some spurious correlation must occur 

between GNP and the deficit. This is so because the deficit represents 

some fraction of the government expenditures which are by definition a 

part of total GNP. Regressing GNP on the deficit is in fact regressing 

GNP on a part of itself. Any conclusions based on these correlations 

would be highly dubious. 

This point is simple to demonstrate. The output portion of the 

fundamental macroeconomic identity is: 

Y = C + I + G + NX 

In 1975, the federal government budget deficit was approximately 16 

percent of government outlays. Just as it is easy to see that 

regressing Y on G should show a high correlation, regressing Y on 16 

percent of G should have the same effect. Regressing Y on the deficit 

is regressing income on a part of itself. This correlation describes 

the relationship between income and one of its components, but adds 

nothing to the analysis of how the deficit affects the other components 

of income. 

This point was recognized in the original Friedman-Meiselman 

research and motivated the use of consumption rather than GNP as the 

dependent variable. Throughout that study, however, the correlation of 

the independent variables with both consumption and GNP as the dependent
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variable was investigated and discussed”. The justification for this 

was to confirm the similarity of results and to validate the use of 

consumption as an appropriate proxy for GNP. The practical wisdom of 

this decision is not lost on this study, and the practice is maintained. 

10. The Friedman-Meiselman research, in fact, used net national product 

instead of gross national product for the same reason of avoiding any 
spurious correlation. For the sake of remaining more nearly comparable 

to Bisner’s research which uses GNP, this relation was estimated using 

gross rather than net national product.



Chapter IV: Empirical Results 

This section examines the results of testing the hypotheses 

described in Chapter III. The data used in these tests are annual 

figures in real terms, that is, deflated to adjust for changes in the 

price level. Money data are annual averages of monthly figures, where 

monthly figures are averages of daily figures. First examined are the 

simple and partial correlation coefficients for personal consumption 

expenditures and the independent variables: the money supply, autonomous 

expenditures, and the deficit. These coefficients are examined first to 

enable general inferences concerning the strength of the associations 

between consumption and the explanatory variables. 

The partial correlation coefficients improve upon the simple 

correlations by showing the correlation between two variables while 

holding constant the effects of additional explanatory variables in the 

relation. By measuring the correlations ceteris paribus, these partial 

correlation coefficients provide a more accurate measure of the separate 

effects of each of the independent variables on the dependent variable, 

personal consumption expenditures, and helps to ensure that the 

correlation between variables is the "true" relationship and not the 

26
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disguised or indirect effect of another perhaps more dominant variable. 

Regression models using consumption as the dependent variable 

are introduced to the analysis in Tables 3a-5b. These show the marginal 

impact on the level of consumption of changes in the level of the money 

supply, autonomous expenditures, and the deficit. More precisely the 

regression coefficients indicate the average effect on consumption of a 

unit change in each of the explanatory variables. The ratio of the 

coefficient estimate to the standard error of the estimate, or the t- 

statistic, is a measure of the statistical significance of the estimate. 

The absolute value of the t-statistics are shown in parentheses below 

the parameter estimates. 

Regression models using GNP as the dependent variable are 

introduced to the analysis in Tables 6a-6b. These show the marginal 

impact on GNP of changes in the level of the explanatory variables. 

The following examination of these results will focus on: (1) 

the correlation between the dependent variable and the right hand side 

variables in the relations, which is given by the coefficient of 

determination or R-square, and (2) the magnitude and statistical 

significance of the parameter estimates. 

Table 2 shows the simple and partial correlation coefficients 

for personal consumption expenditures and: the money supply, the NIA
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Symbols Used in Tables 

C = Consumer expenditures 

M = Money stock 

A = Autonomous expenditures constructed as the sum of: 

Net private domestic investment 

National income accounts (NIA) deficit 

Net exports 

HA = Autonomous expenditures constructed as the sum of: 

Net private domestic investment 

High employment budget deficit 

Net exports 

EA = Autonomous expenditures constructed as the sum of: 
Net private domestic investment 

Eisner’s adjusted measure of the NIA deficit 

Net exports 

HEA = Autonomous expenditures constructed as the sum of: 

Net private domestic investment 
Eisner’s adjusted measure of the 
high employment budget deficit 
Net exports 

D = National income accounts deficit 

E = Eisner’s adjusted measure of the NIA deficit 

H = High employment deficit 

HE = Eisner’s adjusted measure of the 
high employment budget deficit 

A-D = N = Autonomous expenditures less the deficit 
constructed as the sum of net private 

domestic investment and net exports 

To, = Simple correlation coefficient between C and A 

(defined analogously for other variables) 

r = Partial correlation coefficient between C and A 
CA.M . 

holding M constant 
(defined analogously for other variables) 

CoA MN ~ Partial correlation coefficient between C and A holding 

° both M and N constant 
(defined analogously for other variables) 

=2 
R = Coefficient of determination adjusted for degrees of freedom
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Simple and Partial Correlation Coefficients for Consumption and Money, 
Autonomous Expenditures, the Deficit, and the Non-Deficit Component of 

Autonomous Expenditures, Holding Other Effects Constant, 

  

  

Real Terms, 1955 - 1984 

*cM CA “CM.A “CALM “cM.DN “CD.MN 

(1) (2) (3) (4) (5) (6) 

- - - - - = = 1955-1984 - - - - 

a. NIA .983 -639 .970 -.218 . 966 -.285 

b. Adj. NIA - ~455 .978 -.150 ~981 -.137 

c. High Emp. - 432 .970 -.136 963 ~ 327 

d. Adj. HE - .310 .976 -.167 .976 -.138 

-~ - = = = - = 1955-1966 - - - - 

a. NIA .970 .713 . 734 .092 .794 .125 

b. Adj. NIA - ~902 .856 .232 .846 .171 

c. High Emp. - .533 . 860 175 846 .024 

d. Adj. HE - .667 .908 ~423 . 880 .267 

- - = = = = = 1967-1984 - - - - 

a. NIA .978 150 .954 -.173 .937 -.206 

b. Adj. NIA - .069 .958 -.170 -951 -.161 

c. High Emp. - .188 .943 -.090 ~945 -.296 

d. Adj. HE - .114 .947 -.043 .940 -.052 
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deficit, the high employment deficit, and both of these deficit measures 

incorporating Eisner’s adjustments. The columns show the correlation 

between the variables of interest and the rows correspond to the 

different specifications of the deficit. 

Note that rows (b) through (d) of column (1) are blank. This 

is because column (1) shows the simple correlation between consumption 

and money without consideration of the effect of autonomous 

expenditures. The table is grouped into three sections showing the 

correlations for the period as a whole and for pre- and post-1967 sub- 

periods. 

For the period as a whole, column (1) of row (a) shows the 

simple correlation coefficient between personal consumption expenditures 

and the money supply (M2). The correlation coefficient of .983 this is 

the highest degree of correlation between any combination of variables 

considered. Column (2) of this row shows the correlation coefficient 

between consumption and autonomous expenditures constructed using the 

NIA specification of the deficit is .639. The simple correlations are 

calculated without controlling for the effects of the other variables. 

These correlations indicate that while both money and autonomous 

expenditures show a high degree of correlation with consumption, the 

correlation of consumption with money is substantially higher than that 

of autonomous expenditures.
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Column (3) of row (a) shows the partial correlation coefficient 

between consumption and money when holding autonomous expenditures 

constant is .970. Column (4) shows the analogous partial correlation 

coefficient between consumption and autonomous expenditures holding 

money constant is -.218. This result is somewhat surprising considering 

the coefficient in column (2). This coefficient has the opposite sign 

and is substantially reduced compared to the coefficient in column (2). 

This suggests a qualitatively and quantitatively different relationship 

between the two variables. Comparison of this partial correlation 

coefficient and the simple correlation coefficient in column (2) 

illustrates a critically important point. That is, the importance of 

controlling for the effects of the other variables in the relation. 

This difference in the coefficients can lead to very different 

inferences about the relationship between the variables. 

Comparison of the simple correlation coefficient in column (2) 

and the partial correlation coefficient in column (4) shows the 

importance of controlling for the effects of money when estimating the 

relationship between consumption and autonomous expenditures. 

Comparison of columns (1) and (3) confirms the high positive correlation 

between consumption and the money supply even when controlling for the 

effects of autonomous expenditures. These comparisons reveal that the 

positive correlation between consumption and autonomous expenditures 

shown in column (2) is in fact the negative correlation between the two 

being outweighed by the high, positive correlation between consumption 

and the money supply. It was this phenomenon that led Friedman and
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Meiselman to conclude that any positive correlation appearing between 

consumption and autonomous expenditures was merely a reflection of the 

influence of money. 

The effect of using Eisner’s adjusted NIA deficit in the 

construction of autonomous expenditures is shown in row (b). Returning 

to column (2) shows the simple correlation between consumption and this 

specification of autonomous expenditures is .455. This simple 

correlation is lower than the unadjusted NIA measure and compares to the 

simple correlation of consumption with money of .983. Eisner’s 

adjustments to the deficit in this case reduce the correlation between 

consumption and autonomous expenditures. 

Comparing these simple correlations with the partial 

correlations shown in columns (3) and (4) yields the same results seen 

in row (a). The partial correlation between consumption and autonomous 

expenditures (incorporating Eisner’s adjusted deficit) is again negative 

and the absolute magnitude is reduced relative to the simple 

correlation. Holding the effects of money constant yields an autonomous 

expenditures coefficient of -.150. The partial correlation between 

consumption and money, holding constant autonomous expenditures, is 

.978. As with the simple correlation, the effects of Eisner 

s adjustments when estimating the partial correlation coefficients is to 

reduce the correlation. In this case from an absolute value of .218 to 

-150.
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Rows (c) and (d) show the effects of using the high employment 

specification of the deficit when constructing autonomous expenditures. 

In this specification the simple correlation between consumption and 

autonomous expenditures is .432. This compares with the simple 

correlation between consumption and money of .983. 

When the partial correlations are examined in columns (3) and 

(4), the experience is the much the same as when using the NIA 

specification of the deficit. The positive correlation between 

consumption and autonomous expenditures turns negative and is reduced. 

In this case, the correlation is reduced from .432 to -.136. The 

correlations between consumption and money, as before, is high and 

relatively unchanged with the addition of autonomous expenditures to the 

relation. 

Examining Eisner’s adjusted high employment deficit shows the 

same result when moving from simple to partial correlation coefficients. 

In this case (row d) the correlation os reduced form .310 to -.167. 

Comparison of Eisner’s adjustments to the high employment 

deficit correlation coefficient repeats the experience of the NIA 

deficit. Column (2) shows a reduction from .432 to .310 when 

incorporating Eisner’s adjustments into the high employment deficit. 

Comparison of the partial correlations for the high employment deficit 

in column (4), however, show Eisner’s adjustments increase the partial 

correlation from an absolute value of .136 to .167.
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The conclusions to be drawn from examining the period as a 

whole are several. First, is is critically important to control for the 

effects of money when estimating the relationship between consumption 

and autonomous expenditures. Second, the converse is not true. There 

is virtually no variation in the measured correlation between 

consumption and money as a result of controlling for the effects of 

autonomous expenditures. Third, Eisner’s adjustment did not alter the 

effect of controlling for the effects of money. In both the NIA and 

high employment deficits, controlling for money reduced the correlation 

and reversed the sign of the coefficient. Eisner’s adjustments had no 

impact on this phenomenon. The final point to note is that in three of 

four cases the effect of Eisner’s adjustments was to reduce the 

correlation between consumption and autonomous expenditure rather than 

increase it. 

If the previous correlation and the impact of Eisner’s 

adjustments on them represent a challenge to Eisner’s assertions, then 

examination of the separate sub-periods presents a second formidable 

challenge given Eisner’s premise. Implicit in Eisner’s argument is that 

the proposed adjustments have small or negligible effects in periods of 

low inflation and larger effects in periods of high inflation. Table 2 

shows that the absolute magnitude of the correlation coefficients 

increases with Eisner’s adjustment in the early period but decreases in 

the later period. The results for the separate sub-periods are 

completely contrary to Eisner’s proposition.
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For the pre-1967 period, columns (2) and (4) in show that the 

effect of Eisner’s adjustments is to increase the correlation between 

consumption and autonomous expenditures. For the NIA deficit 

specification in rows (a) and (b) the increase is from .713 to .902 for 

the simple correlation in column (2) and from .092 to .232 when holding 

money constant in column (4). For the high employment deficit in rows 

(c) and (d) the increases are from .533 to .667 for the simple 

correlation of column (2), and from .175 to .423 for the partial 

correlations in column (4). 

For the post-1967 period, the result of Eisner’s adjustments to 

the NIA deficit is to reduce the correlation from .150 to .069 for the 

simple correlations, in column (2), and from -.173 to -.170 for the 

partial correlations in column (4). Admittedly, the effect for the 

partial correlations is negligible, but examination of the results using 

the high employment deficit shown in rows (c) and (d) for the post-1967 

period help to establish the pattern that these lesser results fit into 

rather than stand out from. Incorporation of Eisner’s adjustments into 

the high employment deficit for the later period show declines from .188 

to .114 in column (2) and from -.090 to -.043 in column (4) for simple 

and partial correlations, respectively. This evidence suggests that 

Eisner’s adjustments increase the correlation between consumption and 

autonomous expenditures in periods of low rather than high inflation. 

Returning to the overall period, the last two columns of



36 

Table 2 repeat the preceding analysis with the focus of the examination 

shifted from autonomous expenditures directly to the deficit. The 

partial correlation coefficients shown in columns (5) and (6) show the 

relationship between consumption and the various specifications of the 

deficit, holding constant the non-deficit component of autonomous 

expenditures and money, and between consumption and money, holding 

constant the deficit and non-deficit components of autonomous 

expenditures. 

Column (5) of row (a) shows the correlation between consumption 

and money when holding the deficit and the non-deficit component of 

autonomous expenditures constant is .966, still very high and consistent 

with the results in columns (1) and (3). Column (6) shows the partial 

correlation coefficient between consumption and the NIA deficit while 

holding constant money and the non-deficit component of autonomous 

expenditures is -.285. The similarity of the results in columns (4) and 

(6) re-emphasizes the importance of controlling for the effects of money 

and implies the similarity in the effects of the deficit and the non- 

deficit component of autonomous expenditures on consumption. This 

similarity will be more rigorously tested later in the regression 

equations. 

Columns (5) and (6) of row (b) show the effects of using 

Eisner’s adjusted NIA deficit in the relation. The partial correlation 

coefficient for consumption and money, holding constant Eisner’s 

adjusted NIA deficit and the rest of autonomous expenditures is .981.
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The partial correlation coefficient for consumption and Eisner’s 

deficit, holding constant money and the non-deficit component of 

autonomous expenditures is -.137. This reduction from -.285 confirms 

that it is Eisner’s adjusted deficit that reduces the correlation with 

consumption and not the overwhelming effects of the remaining components 

of autonomous expenditures 

The results for the high employment specification of the 

deficit and Eisner’s adjustments are shown in rows (c) and (d). These 

results are similar to those examined thus far. The partial correlation 

coefficient for the deficit 1s negative, -.327, and reduced with the 

incorporation of Eisner’s adjustment to -.138. The partial correlation 

between consumption and money, it should be noted, is high and 

consistent for all specifications of the deficit and autonomous 

expenditures. 

With respect to the separate sub-periods, separating the 

deficit from the rest of autonomous expenditures does not resolve the 

puzzle. The earlier, lower inflation period displays an increase in the 

correlation from Eisner’s adjustments, from .125 to .171 for the NIA 

deficit, and from .024 to .267 for the high employment deficit. For the 

later, higher inflation period the result of BHisner’s adjustment is to 

reduce the correlation between consumption and the deficit, from -.206 

to -.161 for the NIA deficit and from -.296 to -.052 for the high 

employment deficit.
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From the correlations presented in Table 2, Eisner’s 

adjustments reduce the correlation between consumption and autonomous 

expenditures (and the deficit) in periods of high inflation rather than 

increase it. This directly contradicts Eisner’s claim of correcting any 

error-in-variables problem. 

A simple scatter diagram of the variables reinforces the 

results of the correlations. Figure 4 shows a plot of consumption as a 

function of the money supply. The relationship appears quite close and 

estimable. Figure 5 shows a plot of consumption as a function of 

autonomous expenditures. This plot shows a clear difference in the 

"quality" of the relationships between consumption and these two 

explanatory variables. Figure 6 shows the plot of consumption as a 

function of autonomous expenditures using Eisner’s adjusted measure of 

the NIA deficit. This plot shows no perceptible improvement in the 

relationship when compared to the unadjusted NIA deficit. 

Tables 3a-3b show the results of estimating monetary velocity 

and the autonomous expenditures multiplier using equations (1) and (2). 

(1) Cc = OL + BLM 

(2) C = a + B.A 

(2a) Cc = a + BEA 

Equation (2a) is, of course, identical to equation (2) with 

autonomous expenditures defined to include Eisner’s adjusted deficit, 

denoted EA, for Eisner’s autonomous. These relations were estimated in
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Table 3a. 
Simple Regressions of Consumption on the Money Supply 
and Consumption on Autonomous Expenditures, 

Real Terms, NIA Deficit and Eisner’s Adjustment, 1955 - 1984 

  

  

o M A EA R? 

- - =~ = - - = 1955 - 1984 - - += + = - 

-25.558 1.034 .964 

(. 436) (30.282) 

762.089 4.078 .370 
(3.821) (4.696) 

1199.544 2.321 .145 
(6.953) (2.892) 

- - - - - - - 1955 - 1966 - - - - = = 

247.073 . 787 .984 

(6.534) (22.527) 

601.863 3.398 .787 

(6.671) (5.751) 

637.865 3.658 .941 

(15.543) (11.837) 

- - - = = - = 1967 - 1984 - - - - - = 

-234.770 1.137 .973 
(2.802) (26.550) 

1700.482 .967 .900 

(5.565) (.858) 

1903 .055 -2i1 .900 

(11.193) (.392) 
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Table 3b. 

Simple Regressions of Consumption on the Money Supply 

and Consumption on Autonomous Expenditures, Real Terms, 

High Employment Deficit and Eisner’s Adjustment, 1955 - 1984 

  

  

Oo. M HA HEA Ro 

- - - - - = - 1955 - 1984 - - - = = - 

1239.367 1.551 .154 
(9.293) (2.706) 

1385.204 .998 .038 
(1.846) (1.846) 

- - = - = = = 1955-196 - - - - - - 

822.086 2.162 .612 
(9.301) (3.564) 

830.471 2.465 . 766 
(13.272) (5.070) 

- - - - - - - 1967 - 1984 -~ - = - = - 

1673.419 .578 .000 
(10.600) (1.083) 

1740.794 330 000 
(12.261) (.650) 
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the original Friedman-Meiselman research to illustrate the predictive 

content of the quantity theory v. the income-expenditure theory and to 

demonstrate the relative stability of each relation. These relations 

are estimated here to confirm the stability of these relations and 

against which to evaluate the effects of Eisner’s adjustments. 

The first point to notice is the clearly superior performance 

of the quantity theory model as indicated by the high r-square for the 

period as a whole. The r-square is defined as the ratio of explained to 

total variation in the dependent variable. The r-square of .964 for 

equation (1) indicates that all but 3.6 percent of the variation in the 

level of consumption is explained by the behavior of the money supply. 

This compares with an r-square of .370 for the relation between 

consumption and autonomous expenditures using the NIA specification of 

the deficit, and .145 using Eisner’s adjusted measure of the deficit. 

The coefficient for autonomous expenditures, the expenditure 

multiplier Bo. using the NIA specification is found to be significant at 

the standard 95 percent confidence level as shown by the t-statistic of 

4.696. This effect, while statistically significant should be qualified 

by the low r-square for the model. The implication is that while this 

model suggests a statistically significant multiplier effect, the low r- 

square indicates other factors (notably money) being significant 

contributors to the ultimate level of consumption. These other factors, 

as we have seen, can alter the relationship implied by this 

specification of the model.
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The coefficient for the Eisner-deficit specification of 

autonomous expenditures is 2.321, almost half that of the NIA deficit 

specification, with a lower t-statistic, 2.892. At the same time the 

constant term in this relation increases by over 50 percent (762 to 

1199) and the t-statistic roughly doubles. This implies a substantial 

shift in the influence over the level of consumption from the marginal 

behavior of autonomous expenditures (B3) to the average behavior (a) of 

consumption. The performance of this model is reduced accordingly as 

shown in the reduction of the proportion of explained variation (r- 

square) from .370 in the NIA model to .145 using Eisner’s deficit. 

Examination of the sub-periods shows somewhat different 

relations for the different levels of inflation. The earlier, low 

inflation period is characterized by highly significant coefficients 

consistent with the high r-squares. The NIA deficit autonomous 

expenditures coefficient is 3.398 and significant while autonomous 

expenditures using Eisner’s adjusted deficit is both larger and more 

significant at 3.658 with a t-statistic of 11.837. These results 

suggest a multiplier effect of autonomous expenditures more than three 

times the original expenditures. In this period, Eisner’s adjustments 

improve both the significance of the coefficient and the overall 

performance of the model. 

By contrast, the later, higher inflation period shows much 

smaller autonomous expenditures coefficients, .967 and .211, which are 

not statistically different from zero at the 95 percent level of
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confidence and correspondingly have literally no explanatory power for 

the model. Again, while the effects of Eisner’s adjustments appear to 

increase the correlation in the earlier period, they do not have the 

asserted effect in the more inflationary post-1967 period. This is at 

odds with Eisner’s basic inflation-distortion premise. 

The results in Table 3a are re-stated for the high employment 

specification of the deficit in Table 3b. The early period shows 

significant expenditure multipliers of 2.162 for the NIA deficit and 

2.465 for Eisner’s adjusted NIA as well as a considerable amount of 

explanatory power for the income-expenditure model as shown by the r- 

squares of -612 and .766. These results are contradicted in the later 

period, on the other hand, which show no statistically significant 

multiplier effect (coefficients of .578 and .330, accompanied by low t- 

statistics, 1.083 and .650) and again literally no explanatory power for 

the model. Again, Eisner’s adjustments are not a significant factor in 

the later, higher inflation sub-period. 

Estimation of equation (3) combines the explanatory power of 

both money and autonomous expenditures into one model. The results are 

(3) C = a + BM + BAA 

shown in Tables 4a-4b. The results of this model should not be 

unexpected after the lesson in Table 2. Estimation of the single 

variable models of equations (1) and (2) do not control for the 

influence of money in the income-expenditure model nor for the influence
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Table 4a. 

Multiple Regression of Consumption on 
the Money Supply and Autonomous Expenditures, 

  

  

Real Terms, NIA Deficit and Eisner’s Adjustment, 1955 - 1984 

o M A EA R? 

- - = = = = = 1955 - 1984 - - - - = = 

32.587 1.040 -.340 .963 
(.536) (22.767) (1.262) 

22.280 1.017 -.131 . 963 
(.372) (26.661) (.857) 

- - = = = = = 1955 - 1966 - 5 Fe oF 

259.931 732 .321 981 
(4.757) (6.117) (.520) 

281.120 .703 452 984 
(5.743) (9.382) (1.349) 

- - 7-7 ef =e ee 1967 - 1984 - - = - = = 

-79.567 1.093 -.300 .954 
(.687) (18.195) (.992) 

-114.441 1.090 -.154 . 956 
(1.064) (19.002) (.975) 
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Table 4b. 
Multiple Regression of Consumption on the Money Supply 
and Autonomous Expenditures, Real Terms, 
High Employment Deficit and Eisner’s Adjustment, 1955 - 1984 

  

  

o M HA HEA R- 

- - = = = = = 1955 - 1984 - - = = = = 

20.364 1.019 -.184 .968 
(.373) (22.597)  (.779) 

21.857 1.018 -.221 .972 
(.417) (25.183) (.959) 

- = - = = = = 1955-1966 - - - - - = 

297.437 .708 .295 .985 
(5.632) (9.545) (1.004) 

331.245 . 662 .493 .989 

(7.524) (12.296) (2.639) 

- - = - = = = 1967 - 1984 - - - - - = 

-256.380 1.166 -.117 ~952 

(1.931) (15.959) (.513) 

-~282.962 1.172 ~.058 .955 
(2.170) (16.612) (.244) 
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of autonomous expenditures in the quantity theory model, although, the 

experience of Table 2 suggests little or no additional influence over 

consumption once the effect of money is considered. 

As with the simple and partial correlation coefficients, when 

money is included in the relation the magnitude and significance of the 

autonomous expenditures multiplier is reduced. Comparison of Tables 3a 

and 4a shows that adding money to the income-expenditure model using the 

NIA specification of the deficit reduces the multiplier effect from 

4.078 to -.340 for the overall period, from 3.398 to .321 for the pre- 

1967 period, and from .967 to -.300 in the post-1967 period. As seen in 

Table 2 for the overall and post-1967 periods, the autonomous 

expenditures coefficient are reduced to the point of being negative, 

although, since the level of statistical significance is so low, the 

Sign of the coefficients in this case is suspect, or more precisely, 

these coefficients are not significantly different from zero. 

The incorporation of Eisner’s adjustments improve the 

correlation in the early period from .321 to .452, but reduce the 

correlation in the later period, from an absolute value of .300 to .154. 

In the early period Eisner’s adjustments also increase the significance 

of the autonomous expenditures coefficient from .520 to .349. 

These same results show true for the NIA specification of the 

deficit with Eisner’s adjustments. Introducing money when using



50 

Eisner’s adjusted deficit reduces the pre-1967 expenditure coefficient 

from 3.658 to .452, and the post-1967 coefficient from .211 to -.154. 

These results are essentially repeated for the high employment 

specification of the deficit. Overall, controlling for the influence of 

money in the relation "corrects" the large and significant expenditure 

coefficients of the income-expenditure model to much smaller, sometimes 

negative, and typically not statistically significant coefficients of 

the combined model. The impact of Eisner’s adjustments have been 

favorable to Eisner’s position by improving significance and overall 

performance in the low inflation pre-1967 period, but the failure of 

these adjustments to produce tangible results in the high inflation 

post-1967 period represents a serious critique of Eisner’s premise. 

While the discussion has focused and will continue to focus on 

the effects of Eisner’s adjustments, the behavior of monetary velocity 

is worth mentioning briefly. Throughout the different specifications of 

the deficit and by extension autonomous expenditures relationship the 

relationship between consumption and money has has remained quite 

Stable. The addition of autonomous expenditures, in any specification, 

to the quantity theory model has had a negligible effect on the 

relationship between consumption and money as represented by both the 

velocity coefficient and the r-square. 

For the overall period, the coefficient of approximately 1.0 is 

composed of the slightly lower velocity in the pre-1967 period
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(approximately .72) reflecting the lower inflation rate and the slightly 

higher velocity in the post-1967 period (approximately 1.1) reflecting 

the higher inflation rate. This relationship appears stable for the 

relations with and without the autonomous expenditure variable and for 

all specifications of the deficit in autonomous expenditures. The sub- 

periods show the velocity relationship is affected not by the other 

variables in the relation, implying a robust relationship between 

consumption and money not sensitive to the particular specifications, 

but by the level of inflation, with increasing velocity coiciding with 

increases in the level of prices, as expected. This evidence implies a 

stable demand function for money and therefore real effects on the basis 

of fluctuations in the real money supply. 

Returning to what Eisner’s adjustment bring to the analysis, 

for both NIA and the high employment specification, the adjustments have 

the asserted qualitative effect. The coefficients are increased in the 

positive direction and are more significant. In the pre-1967 sub- 

period, the magnitude of the positive coefficients is increased and the 

statistical significance is improved. This is particularly true for the 

high employment specification, where the significance of the autonomous 

expenditures coefficient is increased from an insignificant t-statistic 

of 1.004 to 2.639 which is significant at the 95 percent confidence 

level. The NIA specification, while being improved is still 

statistically significant at only a low level of confidence.
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For the post-1967 period, while the coefficient is moved in the 

qualitatively correct direction the already low statistical significance 

is reduced. The fact that the performance of the models is consistently 

better in the pre-1967 sub-period gives credence to Eisner’s premise 

that inflation introduces distortion to the relations, however, from 

this evidence, it is not clear that Eisner’s adjustments adequately 

correct for such distortions. 

Turning now to an examination of the independent effects of the 

deficit and Eisner’s adjustments to it the autonomous expenditures 

variable is disaggregated. This specification relaxes the implicit 

assumption of identical coefficients for the separate components of 

autonomous expenditures and reveals the specific influence of the 

deficit in this relation. Equation (4) shows this specification. 

(4) C = Oo + BM + B,D + B,A-D 

In this model D is the NIA deficit and A-D is the non-deficit component 

of autonomous expenditures (i.e., net private domestic investment and 

net exports). Table 4a shows the results of estimating this relation 

and then the same relation substituting E for D where E is Eisner’s 

adjusted deficit. 

Examination the coefficient for the NIA deficit for the entire 

period shows that if the restriction of identical coefficients for the 

deficit and non-deficit component of autonomous expenditures is 

unjustified it is so because it biases the results in favor of Eisner’s 

proposition. Table 5a shows that the separate coefficient for the NIA
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deficit is -.631 while the remainder of autonomous expenditures has a 

coefficient of -.370. This compares with -.340 for the combined 

autonomous expenditures in Table 4a. The aggregation of the deficit 

into autonomous expenditures keeps the coefficient in Table 4a from 

being more negative. Again these results must be tempered by the low t- 

statistics, casting doubt on their reliability, but the high employment 

specification of the deficit shows a similar result. In Table 5b the 

high employment deficit coefficient of -1.066 shows at a higher level of 

statistical significance that when the deficit is separated from 

autonomous it is shown to be more negative than the other components. 

The separate sub-periods confirm this result. Again, the t- 

statistics indicate low confidence in these point estimates but a 

consistent pattern of results can be seen. 

The results shown in these tables come the closest yet to 

confirmation of Eisner’s argument and the income-expenditure theory. For 

the pre-1967 period Eisner’s adjustment to the NIA deficit change the 

multiplier from -.440 to .275. This result is repeated at a higher 

level of statistical significance for the high employment specification. 

Table 5b shows the change in the high employment deficit coefficient 

from -.081 to .540. The results for the post-1967 period at a low level 

of significance might be interpreted as supporting a much weaker version 

of Eisner’s assertion. That being, that in the post-1967 period 

Eisner’s adjustment would lead to the conclusion that deficits have no 

effects rather than negative effects.
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Table 5a. 

Multiple Regression of Consumption on the 
Money Supply, the Deficit, and the Non-deficit 

Component of Autonomous Expenditures, Real Terms, 

NIA Deficit and Eisner’s Adjustment, 1955 - 1984 

  

  

a M D E A-D Re 

- - = = = = = 1955 - 1984 - - - 

2.087 1.071 -.631 -.370 .968 

(.034) (21.007) (1.680) (1.374) 

12.839 1.024 -.129 -.157 £971 
(.216) (28.845) (.781) (.729) 

- - - - - = - 1955 - 1966 - - - 

249.779 .748 ~.440 .301 .987 
(5.185) (7.393) (.715) (.583) 

279.108 .662 2275 .762 .984 
(5.667) (8.984) (.980) (2.279) 

- - - - - - - 1967 - 1984 - - - 

-111.165 1.118 -.502 ~.301 .953 
(.850) (15.136) (1.190) (.987) 

-122.528 1.092 -.157 -.136 .956 
(.946) (17.464) (.921) (.569) 
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Table 5b. 
Multiple Regression of Consumption on the 
Money Supply, the Deficit, and the Non-deficit 
Component of Autonomous Expenditures, Real Terms, 

High Employment Deficit and Eisner’s Adjustment, 1955 - 1984 

  

  

o M H HE A-D Re 

- - - - - - = 1955 - 1984 - - - = = = 

-43.844 1.075 -1.066 -.249 973 
(.670) (20.294) (1.958) (1.041) 

23.684 1.019 -.246 - 243 970 
(.397) (24.383) (.788) (.920) 

- - - = = = - 1955 - 1966 - - = = = = 

275.039 .707 -.081 .424 985 
(4.345) (8.970) (.134) (1.220) 

340.654 .661 .540 .447 991 
(6.557) (10.468) (1.566) (1.580) 

- - - - - - = 1967 - 1984 - - - = = = 

-274.504 1.218 -1.244 ~.357 962 
(2.011) (16.282) (1.755) (1.124) 

-265.588 1.169 -.094 -.125 .953 
(1.783) (15.558) (.295) (.376) 
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The final relation to be estimated, using GNP as the dependent 

variable is shown by equation (5). 

(5) GNP = a + BM + B.D 

The results of estimating this relation are shown in 

Tables 6a and 6b. 

Given the previous discussion of spurious correlation there is 

a limited amount that can be gathered from these tables. What can be 

stated is that the relations using GNP as the dependent variables are 

consistent with those using consumption. The signs of the coefficients 

indicating the direction of the relationships with GNP are consistent 

with the prior results using consumption and the magnitudes are 

generally comparable. The higher t-statistic shown for the deficit 

coefficients should be interpreted as manifestations of the spurious 

correlation rather than a indication of true explanatory power. 

Also worth noting is the consistency of the money supply 

coefficients. These coefficients, as thy have been throughout this 

study, are highly significant and can be considered to be primarily 

responsible for the high r-squares in this model. 

With respect to Eisner’s adjustments, the results fit into the 

pattern established by the consumption relation. Eisner’s adjustments 

reduce rather than increase both the magnitude and the statistical
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Multiple Regression of GNP on the Money Supply 
and the Deficit, Real Terms, 

NIA Deficit and Eisner’s Adjustment, 1955 - 1984 

  

  

a M E Re 

- - - 7-7 £ - 1955 - 1984 - - - - - - 

38.539 1.604 -1.071 . 969 

(.446) (27.315) (2.804) 

97.982 1.537 -.320 .970 

(1.206) (30.664) (1.417) 

- - - 7-= - - Of 1955 - 1966 - - - = = - 

311.264 1.321 -1.223 .989 

(6.074) (27.447) (1.505) 

307.087 1.317 -.211 . 988 

(5.596) (26.225) (.406) 

- - = - = - = 1967 - 1984 - - - - - - 

82.164 1.584 -1.038 .924 

(.391) (13.787) (2.423) 

133.689 1.524 -.374 .927 

(.661) (14.360) (1.471) 
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Table 6b. 
Multiple Regression of GNP on the Money Supply 
and the Deficit, Real Terms, 

  

  

High Employment Deficit and Eisner’s Adjustment, 1955 - 1984 

on M H HE R? 

- - - - = = = 1955 - 1984 - - - - - - 

-92.266 1.673 -1.765 974 
(.941) (24.957) (2.363) 

25.940 1.578 -.313 972 
(.295) (28.735) (.782) 

- - - = - = © 1955 - 1966 - -= = - - = 

404.174 1.247 1.051 986 

(3.781) (14.701) (.825) 

402.311 1.257 755 981 
(3.566) (14.519) (.914) 

- - - - - - = 1967 - 1984 - - - = - - 

-274.366 1.782 -2.078 948 
(1.326) (14.800) (2.116) 

-197.793 1.706 -.327 .935 
(.891) (13.840) (.694) 
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significance of the deficit coefficients. This specification does stand 

out, however, from the previous experience in that the pre-1967 deficit 

coefficients are reduced in magnitude and significance as well as the 

post-1967 coefficients.



Chapter V: Summary and Conclusions 

The conclusion that comes out of this research is the 

importance of controlling for the effects of money when estimating the 

relationship between consumption and autonomous expenditures or the 

deficit. The influence of money clearly dominates the influence of 

autonomous expenditures. These results indicate that controlling for 

the influence of the money supply makes a substantial difference when 

estimating the influence of autonomous expenditures on consumption, or 

put another way, that excluding money from the relation amounts to a 

serious mis-specification of the model. Also, the converse is not true. 

Controlling for autonomous expenditures has little if any effect on the 

estimate of the influence of the money supply on consumption. 

The effects of including Eisner’s adjustments in the 

calculation of the deficit to account for changes in the value of the 

national debt due to inflation and interest rate changes have no effect 

on the performance of the model nor do they display a consistently 

higher or more significant coefficient on the part of autonomous 

expenditures. Also, Eisner’s adjustments do not alter the basic results 

of these empirical tests so as to undermine the conclusions reached in 

the original Friedman-Meiselman research. 

60
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In the context of the Friedman-Meiselman research, Eisner’s 

inflation adjustments, with respect to inflation, have an effect 

opposite of what is predicted by the theory. The evidence of this study 

contradicts the proposition that these adjustments represent an 

improvement in the measurement of the deficit for inflationary periods 

for purposes of predicting macroeconomic activity of GNP during which an 

otherwise discernable positive relationship between consumption and 

autonomous expenditures is disguised. 

The results do suggest that inflation reduces the correlation 

between money and autonomous expenditures and measures of economic 

activity such as consumption and GNP. This may be explained in terms of 

distortions in the real economic content in the measurement of the 

variables. These results support Eisner’s contention of an error-in- 

variables problem with the NIA measure of the deficit under inflationary 

conditions by displaying some minor but inconsistent improvement when 

estimating these relations using the high employment specification of 

the deficit. 

In short, the results of this research do more to support 

Eisner’s premise than his conclusion. If the lower significance of the 

autonomous expenditures coefficient is due to a decline in the accuracy 

of the measures of the deficit because of the distortions of inflation 

Eisner’s adjustments do not sufficiently correct for it. In addition, 

the consistency of these results with the original Friedman-Meiselman 

research implies that the relations are as well represented in the high
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inflation of more recent times as they were for the extensive period 

over which Friedman and Meiselman examined them. 

Eisner’s adjustments to the deficit do consistently move the 

relevant coefficient in the qualitatively correct direction, given the 

income~expenditure theory, however, quantitatively, the coefficients 

lack the statistical significance to support the theory. 

Interpreting the results of Eisner’s adjustments in the most 

favorable light, these results may be interpreted as contradicting a 

strict quantity theory assertion of a negative correlation between 

induced expenditures (i.e., consumption) and autonomous expenditures 

because of the low t-statistics but that hypothesis was not specifically 

tested here and such a characterization would seem to violate the spirit 

of this analysis. 

This research is a narrow test of Eisner’s proposition in that 

it forces Eisner’s research into the specific framework of the Friedman- 

Meiselman experiments rather than presenting presenting it in its own 

context. However, this research is intended as a first step, the 

results of which suggest specific directions and some promise for 

further study. 

Future research along these lines should focus on the results 

of Eisner’s adjustments on these relations in nominal terms. In 

addition to this, broadening the range of contexts in which Eisner’s
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research is examined does suggest some logical steps to be taken, for 

example, testing Eisner’s specification in the context of the Andersen- 

Jordan (St. Louis) equation and some of the more recent growth models 

that are currently shaping the stabilization policy debate.
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