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I. INTRODUCTION

The purpose of this paper is to discuss several issues per{aining to the
specific question, "Does economic theory have a practical role to play in
determining the appropriate size of a macroeconometric model?" For the pur-
pose of this discussion "size" will be defined simply as the number of sto-
chastic equations in a model, although the number of parameters might in
some cases provide a better definition. Based on this definition, Table 1
illustrates the variation in model size for a representative group of macro-
econometric models developed since Tinbergen's (1939) study. Even if we al-
low for advances in computer technology, the variation in model size is
quite large and appears to be growing.

The term "“economic theory" as used in the above guestion cannot, of course,
be defined so simply, and this is one of the reasons why the question is
controversial. ¥For the purpose of this discussion, economic theory will be
defined broadly as a method of reasoning based on models describing the in-
teraction of utility maximizing individuals subject to budget, technological,
and legal constraints. Although very broad, these definitions narrow the
scope of discussion considerably. For example, the paper is not concerned
with the role of statistical theory in determining model size, nor is it
concerned with the research funding constraint which is clearly a practical
limitaticn to model size in many cases, And finally the paper does not at-
tempt to determine which of the many strands of eccnomic theory--for example,
market clearing versus disequilibrium methods--are more appropriate micro-
theoretic foundations for macroeconometric models.l/

T1. TEXTBCCK THEORY AND ECONOMETRIC PRACTICE
Most textbook discussions of cconometric methods appear to answer the above

question in the affirmative. Consider, for example, the static linear si-
multaneous eguations system

1 + Ix_ = ' = o..T.
(1} Byt xt ut t 1,2,

where Y is a vector of G endogenous variablesz, X is a vector of K
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exogenous variables, and u, is a vector of G unobservable disturbances.
Let FEu.u! =V and Eu u; =0 for t ¥ s. According to our definition,
the size of model (1) i§ “G. However, if the last G - G elenents of the
first G vrows of B and V are known to be a zero, then the first G
equations of the system can be considered in isolation from the rest, ané
for the purpose of explaining these endogenous variables, the model can be
reduced to size G That is, if B and V can be written

1
B
Bir Biz in Va2
B = Vv =
Ba1 P22 Var Va2
with 0 and V = 0, then the first elements of y are exo-

Genous %o the last G = G elements and for férecastlng, mulciplier analy-
sis, and a general examination of the dynamic stochastic properties of

these variables, one only needs to estimate Bll' vll and the appropriate
elements of T.
The question is whether economic theory can tell us whether B =0 and

0. The type of information we need, therefore, is similar to the
s%andard “zero restriction" information normally used for identification of
the structure of the model. According to most textbook discussions, eco-
nomic theary can be used to determine whether a model is identified or not,
and by this analogy theory can also be used to tell us whether a model of
size G or G is sufficient for explaining the first G elements of
y . Johnston's (1972, p.352) description of the role of eConomic theory
i§ representative of this textbook view and would apply both to the iden-
tification problem and to model size. "A priori knowledge thus results in
a specific configuration for B and [ and a specific set of assumptions
about the distributions of the disturbances,"

In practice, however, we usually find that economic theory is not precise
enough tu provide restrictions which are this strong. Identification re-
strictions are difficult enough to find,2/ let alone the additional re-
strictions necessary in order to eliminate equations. Koopmans (1950,

. d02) points out the eneormity of the problem:

which factors in man's physical and historical environ-
ment are not influenced by his economic activity? Tf the
question is put in this way one can think of little else
haesides changes in weather, climate, geology, and geograprhy
that are brought about by natural causes. There remains a
host of sociological, political, and psychological factors
that are in continuous interaction with economic activity,
and therefore cannot, on any grounds so far adduced, he
accepted as they come without incorporating the explana-
tion of their fluctuations in the system of eguations.

And in his applied econometrics textbook Klein (1962, p. 180) writes:
In some studies, theory has been used to make more explicit

specifications about the form of the relationship. Macro-
cconomic models are, however, more intuitive and less rigid-
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Table 1

ECONOMETRIC MODEL SIZES FOR THE U.S5., 1939 - 1975

Model Date Size
Hickman-Coen 1975 50
DRI 1974 179
Liu-Hwa 1974 51
Chase Econometrics 1974 125
Wharton III, Anticipations 1974 79
Wharton Annual 1972 155
Wharton Mark III 1972 67
Morishima-Saito 1972 7
Brookings (Fromm et. al.) 1971 156
Fair 1971 14
Michigan Quarterly 1970 35
St. Louis 1968 5
MPS 1968 75
Wharton 1967 47
OBE/BEA 1966 58
Brookings (Duesenberry et. al.) 1965 101
Liu 1963 19
Suits 1962 16
Duesenberxry et. al. 1960 10
Valvanis 1955 12
Klein-Goldberger 1955 15
Klein 1950 3
Tinbergen 1939 32

Source: Intriligator (1978, pp. 454-456). Model sizes refer
to the number of stochastic equations.
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ly tied to a theory of rational behavior...There are
few acceptable rules limiting the scope and variety
of such systems.

Lven when we take into account the important recent advances in micro-
economic foundations of macroeconomics, the use of theory to limit the size
of the models still appears quite limited. Moreover, if we were success-
ful in building up a complete aggregate model from explicit individual
maximization postulates--a goal toward which much macrotheory is now aim-
ing~-it is not clear why the interdependences which Koopmans refers to
would be weakened, or that the role of theory in determining the appropri-
ate size of the model should be any stronger.

One cbjection to this conclusion that economic theory has such a limited
rcle to play in determining meodel size, is that the zero restrictions
should not be taken so literally. Accordingly economic theory can be used
to determine which equations are relatively unimportant and can safely be
omitted. However, if one is interested in forecasting or multiplier an-
alysis even relatively unimportant variables can in principle be of great
assistance in reducing error (recall that we are abstracting from problems
of statistical estimation error), and cannot therefore be omitted from the
model on economic theory grounds alone.

The conditions required for limiting model size are even stronger for
dynamic models which are the rule rather than the exception in macro-
econometric work. A dynamic linear simultanecus equations system which
generalizes (1) is

12} Byt + C(L)yt + Fxt = ut

where C{L) = ClL +.,.+ C P is a matrix polynomial in the lag operator
L, and where the error te u has the same distribution properties as
were assumed for (l). The matrfx polynomial C(L} can be partitioned as

{0y, (L Clz(L’\

(3} c(L) =
CZI(L} C22(L))
Now the first G equations can be considered in isolation if B =0,
v _ =0, and C,,(L) = 0. Then, the first G elements of y, ~are exo-

génous to the la%% G - G. elements, For dynamic models, the nimber of

a priori conditions requifed for reducing model size increases with the
order of the dynamic model, that is, with the order of the polynomial
C1°(L) in (3).

1iI. MODEL PURPOSE AND MODEL SIZE

An oversimplified empirical demonstration of this limited role of economic
theory in determining model size is to assume--as a first order approxima-
tion--that all the builders of the macroeconomic models represented in
Table 1 had about the same access to economic theory and were equally
adept at using this theory in constructing their models. If this assump-
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tion i1s at dll accurate, then after controlling for changes in compater
teciinology, there should be relatively little variation in modi:l sace.
Table 1 illustrates how far from the truth this is. Evidently thero aru

some important missing variables.

The most cobvious candidate for explaining this observed variatlon 1i ogaigld
size is the model-builder's purpose of model construction. ‘'lo jut things
simply: for some purposes large models are necessary, but for other pur-
poses small models are necessary, or at least sufficient. For example, a
large model with a detailed investment sector and a detajled gouvernment tax
sector is necessary to examine gquestions about the quantitative lupact of
an investment tax credit; a large model with a detailed interindustry
structure is necessary for forecasting steel shipments; and a larye tinan-
cial sector is necessary for determining the likely outcome of a chane in
one of the many Federal Reserve policy instruments, On the other huand, a
very small model might be sufficient for determining the relative effec-
tiveness of broadly defined monetary and fiscal variables. An examination
of the econometric models represented in Table 1 shows that much of the
variation in model size can indeed be traced to the underiving purpose of
the model.

The implication of these simple cbservations is that it is a mistake to ex-
amine the role of economic theory in the context of macromodels in general,
rather than in the context of models of a given purpose. Although coonomi
theory may have a small rele in limiting the size of general multijurjose
models, this is not the case for models designed for a specific jurjpose.
The remarks of Koopmans and Klein mentioned above are clearly dircutad at
models in the abstract without a specific purpese in mind.

IV. ALTERNATIVE MODEL PURPOSES: PREDICTION vs. STABILIZATION

Two alternative purpcses of econometric models which have been widely dis-
cussed in the literature are prediction and stabilization. In this section
we show how the appropriate size of a model depends on which ol these two
purposes the model builder has in mind. We consider the reduced form of
the dynamic model introduced in equation (2) above, but speclaliced to the
case of one lag. By suitable stacking of vectors, higher order svstums cab
be represented as such a first erder system. The model takes tho rorm:

’ AN S \ N v
Yie\ TR EARV AT “1 it
(4) Co= O g T
; A A | Lo o © LY
th/ 21 22/ Yae-1 V2 L Vae
] oA N /
We assume that the vector (v ) is serially uncorrelated with mean
zero and covariance matrix ﬂ. Tﬁe system (4) could be constructed with

the aim of forecasting Yig or of stabilizing Yier In the stabilivation
cagse we assume that the veéctor x is a control variable which cun be used
to control or stabilize vy. . In the forecasting case we assume that L
is exogencus and that the path of =« is known for all t. We assume in
both cases that the model builder is not directly interested in the be-
havior of ¥y except through its influence on vy and thereby on the
forecasting and stabilization goals. The question Is whether knowledye ot
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A21 or A22 is necessary for predicting or stabilizing Yie.

Consider the problem of forecasting vy for s > 0 based on informa-
ticn through period t-1; that is, given Yiopr Yeogroeor and x for
all t. Under the minimum mean squared error éritgrlon, we must cﬁoose a
function vy ths of these observations so that the prediction error co-
variance matfif E(y1t “Yiie )y ers T1es }* is a minimum in the posi-
tive definite sense. fg is egsy o ghow tﬁat the conditional mean of
y%t+s given the observations, is the best predictor and that {f A # 0
this conditional mean depends on both A21 and A_,. Hence, if one"is
interested in predicting the vector Yie it is necessary to estimate the
complete model; unless of coursge Al2 =0,
Next consider the problem of stabilizing Yipr using a guadratic criterion
function. That is, we attempt to minimize Ey‘ Ay in the steady state
(where A is a symmetric weighting matrix) by chodsing x to be a
function of observables y! = (y! ,y! ), where s < t. Since we are not

) : . 1ls 2§ . Lo ;

concerned with the behavior of ¥ he implicit weights on the elements
of vy in the weighting matrix &are 0. Hence in terms of the full model

t . . coe
the DEJGCtlve 1s to minimize

(5) Ey! y

subject to the stochastic constraints

5 = + +
(&) Y Ayt—l Cxt v

with respect to the elements of the matrix G where % = Gy -1 {The
system {6) is identical to (4} without explicit partitioning.r If ¢ is

invertible, then the optimal value of G takes the form G = [Gl GZ) where

-1

S B G 1

(7
! --cta

72 1 2
(see Cl.ow {1975), for example). Hence, the optimal stabilization rule dces
not depend on either A or A 5t Since C ig invertible it is possi-
Irle to isolate vy from the ex%ra fluctuati%ns due to the vy dynamics.

in terms of model Size this isolation implies that we can igno¥é the equa-
tions which describe the behavior of You-

it « is neot invertible, then in general G1 and G will depend on
LN and A 50 that we cannot reduce model size in Ehis simple way.
Iﬁéuitively, if ¢ is not invertible then vy cannot be completely cut

off from the influence of Yoy Hence, the way in which vy influences
Y, Matters for the choice o% feedback rule, There are some special
cases, however, where the influence of Yy, Con be eliminated even though
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C is not invertible. For example, if Al can be written as a product
0} C and an invertible matrix, then the %eedback of vy on y can
be stopped. This type of situation arises in the applica%%on cons%ﬁered
in the next section.

The importance of model purpose in determining model size is readily ap-
parent from this comparison of prediction and stabilization. For predic-
tion the complete model is needed. For stabilization the necessary size
of the model depends on the invertibility of a certain matrix which des-
cribes the impact of the instruments on the variables to be contrelled.
However, economic theory does have a role to play in determining model
size once the purpose of the model has been stated. If the purpose is
stabilization, for example, then economic theory might be used to deter-
mine whether C is invertible. A necessary condition is that C be
square {an order condition) which simply means that we have enough policy
instruments to cut off the influence of vy on y,,. Economic reason-
ing certainly seems potentially useful in agtermining whether this order
condition is satisfied. The sufficient rank condition may be more diffi-
cult to establish on theory grounds, but could be tested using statistical
techniques.3/

although these policy examples may represent special types of economic
problems, they illustrate how simple theoretical considerations might be
combined with a statement of model purpose to determine the appropriate
size of a model. In the next section we consider an application of this
principle to a particular macroeconomic problem--estimating the long-run
policy tradeoff between inflation and unemployment. As will be shown, a
small model may be sufficient for this purpose, even though a large scale
model would be necessary for other purposes such as forecasting.

V. DECOMPOSING A LARGE-SCALE MODEL FOR ESTIMATING THE CUTPUT-INFLATION
TRADEOFF

One of the appealing features of the old-style Phillips curve—-the appar-
ent static tradeoff between the level of unemployment (or the output gap}
and the rate of inflation--was that it presented a simple list of cptions
to policymakers. However, the realization that the Phillips curve in fact
presented no such tradeoff has invalidated this simple list and unfortu-
nately has left a wuch more complex list of intertemporal tradeoffs in its
place. 1In this section we focus on a procedure for constructing a list of
output-inflation options which has many of the advantages of a simple sta-
tic tradeoff, yet is based on the modern dynamic theory of wage and price
determination. The approach is to represent the cutput-inflation tradeoff
as a negatively sloped relationship between the standard deviations,
rather than the levels, of the output gap and inflation. With a vercical
long-run Phillips curve there is no long-run tradecff between the levels
of output and inflation. And while in principle we should be interested
in all aspects of the behavior of output and inflation, we focus on the
standard deviations for convenience and because of their frequent use in
the evaluation of macroeconcomic stabilization policies. Moreover, optimal
control techniques are particularly well-suited to computing such trade-
offs. For example, a tradeoff between the standard deviations of output
and inflation was developed empirically by applying optimal control tech-
niques to an estimated quarterly model with rational expectations in
Taylor (1979).
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The question which we wish to examine is whether economic theory can serve
as a quideline for determining how large a macroeconometric model we need,
given that the purpose of constructing this model is to estimate this trade-
off between output and inflation stability. The problem is a special case
of that examined in the previcus sections. Consider therefore the follow-
ing representative "large scale" macroeconometric model : 4/

= ' +
(8) Tie T ¥ ¥ T X '
L
= , + . .
(9 Y2e iil(aiylt—l A¥ae-i) ¥ U2 o
M
= . - "
(10 Y3t i_laly?.t—i ML ST S TR P
where Yie T real GNP,
Yo, = @ K dimensional vector containing the disaggregated com-
compents of GNP,
Vi ™ the rate of inflation in terms of the GNP deflator,
yit = potential or full capacity GNP,
x, o= federal government expenditures,

e = a K dimensional vector of ones,
a, = arbitrary K dimensional column vectors of parameters,
A = arbitrary K x K dimensiovnal matrices of parameters,

a K dimensional vector of disturbances,

=4
li

v a scalar disturbance.

We assume for simplicity that the model is linear, though similar methods
could be used for nonlinear models. We also assume that the vector

(u2t, u3t) is serially uncorrelated, with a diagonal covariance matrix.
Equation (8) is simply the national income identity. By permitting the
vector ¥y to be gquite large we are implicitly considering a large-scale
model. F&F example, available data would permit consumer expenditures to
be disaggregated into over 30 categories, and the potential range of dis-
aggregation for net exports is even larger, Without a statement of a par-
ticular purpcse for the model, economic theory does not appear to be of
much use in limiting this disaggregation. The varilable x_, government
expenditures, will be the sole aggregate demand policy insErument, al-
though monetary policy would also be considered in a similar fashion.

Equation (9) is a reduced form representation for the individual components
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of GNP. Equation {1} represents the wage-price sector of a typical econo-
metric model. While more disaggregation may be useful for estimating the
output-inflation txadecff, many econometric models can be reduced to such
a representation if some of the exogenous variables, such as fluctuations
of the minimum wage about trend, are considered as part of the disturbance
u. . Since the main purpose of this section is to examine whether expendi-
taFe and production decomposition is necessary we will not pursue the ade-
guacy of the approximation implicit in equation (1). [(If a small model of
the expenditure side is sufficient, more effort might be placed on develop-
ing the wage and price sectors.)

The ocutput-inflation policy problem can be stated formally by substituting
{9) inteo (8) and (10) to get

L
SR T [iil(aiylt—i FAY ) Pt
M L
= ‘
02) vy = Qv ¥ BTl T By A¥ae-id * B2

* B~ ¥T) t Uy

The policy chjective is to find a feedback rule for x to minimize the
expected squared deviations of ¥y and vy about given target levels.
We take y* to be the target for vy anaf to save on notation, we as-—
sume that Eﬁe target inflation rate is zero. We alsc assume that the rule
for x_ should be chosen to minimize XE(y,, - ¥} 32 + (1 - MEy?_ in
the steady state. This criterion corresponds to eduation (5) in gﬁe pre-—
vious section. For this problem, the rule is always of the form:

L

= yk - g
(13) X, vi e .E 9,3

N
(as¥ye-i ¥ Ai¥apay! !

M
L
i=1 i=

where the g, coefficients depend on the weights in the objective func-
tien. Hence, eguations (11) and (12) reduce to

M
- .
() vy = vip P9y Sy
i=1
M
= N A 1 +
R £ 1S 111(91 ¢ B dyg gt BeTuy T g

The important thing to note about equations (14) and (15) is that neither

yl nor y, depend on the parameters a, and A. which describe the
beﬁavior of Ehe GNP components Yap: Hence, the op%imal tradeoff curve
between the mean square deviations in vy and the mean square deviations

in Y3 {which is a two-dimensicnal plo%tof the best pairs of deviaticns
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for alternative values of A) does not depend on the behavior of the GNP
components. If the purpose of the model is to estimate this tradeoff then
we do not need to disaggregate GNP.

To illustrate the practical implications of this result we have calculated
a tradeoff curve between the standard deviation of output (real GNP) and
the standard deviation of inflation (the first difference in the loga-
rithm of the GNP deflator) using annual data from 1954-76 in the U. S.
Equation (10} was estimated using several values of M, the length of the
lag in the inflation equation. Somewhat surprisingly it was found that
the simple egquation

(le) vy + .303[Uy,, - v /v )+ .008L + ¢

e = Yoo
T3l 4 5 (2.55)

could not be rejected in favor of the less constrained models represented
in {10). Por these estimates the impact of aygregate demand is to reduce
inflation by about 1 percentage point for each year that the GNP gap is

3 percent below its equilibrium value, For computing the efficiency locus
we therefore set 0, =1, 0, =0 for i > 1 in equation {10). The es-
timated sctandard error of tﬁls equation is 1.3 percent. (Note that in
estimating this equation we have used the percentage GNP gap rather than
the ahbsolute gap; this does not change the earlier discussion and permits
us 1o consider percentage fluctuations in GNP as our welfare measure.)
MNote that the significant constant term in equation (16) indicates that
inflation will be rising when GNP is egual to potential GNP as currently
estimated by the Council of Advisers. The "no change" inflation point
appears to occur at the GNP gap of about 2-2/3 percent.

U¥sing the estimates given in equatlon (16}, the two relationships {14} and
{15) reduce teo

? LI, + e
B vy = ¥ e Y 9yY5e P ey

(18) y + Be'u +u

1+ 89))¥350 2t T Yt

where we have adjusted y¥ to represent potential GNP less 2-2/3 percent,
{so that the output targe% does not entall increasing inflation), and where

we now interpret the output variable in percent. Given B, the variance
of wu_, , and the variance of e'u the steady state variance-covariance
matrix of V¢ and Yae depends oOnly on @,

Im Figure 1 the curve labeled B = .1 represents the estimated output-in-
flation tradeoff curve assuming that the standard deviations of u and
u are 1 and 1 2 percent respectively, in terms of the standard devia-
tion of vy - and vy It is obtained by plotting the square roots

of the diagonal eiements o% the variance covariance matrix of these vari-
ables for values of g between 0 and 3.3. According to these esti-~
mates the agyregate demand accommodation parameter, ., should be
slightly less than 1 but not as small as .7 if inflation fluctuations and
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output fluctuations would have to be 3 times more costly than inflation
fluctuations {assuming linear indifference curves}.

There is little that can be shown in general about how this graph will de-
pend on fB. This depends on the empirical values of the other parameters.
We therefore consider the effect of B on the tradeoff curve, holding the
variances constant at the values stated above. Figure 1 also shows two
other tradeoff curves corresponding to two different values of @#. The
two curves are based on the estimated value of 8 plus or minus two es-
timated standard errors. The range between these two curves seems to
cover most current estimates of the effect of aggregate demand on prices.
Note that a steeper short-run curve makes the outpuc-inflation tradeoff
more favorable. As B increases, the opportunity set tends to encompass
more points which are relevant policy cholices, while eliminating peints
which would never be chosen anyway. Of course, as B increases ahove 1/2
we may begin to lose some relevant points, but values of B in this range
are uprealistic. ‘

Other comparative static gquestions could be examined by changing some of
the other parameters of the model. An important gquesticn is the sensi-
tivity of these results to changes in the wage and price dynamics implicit
in the model, and in particular whether a more detailed wage-price sector
would alter Figure 1. Recent research on rational expectations suggests,
for example, that the tradecffs represented in this figure are too pessi-
mistic in the sense that greater efforts to stabilize inflation will not
result in as great an increase in employment fluctuations as the tradeoffs
suggest. The main point of the discussion of this paper is that these
questions can in principle be investigated within the context of a model
with a highly aggregated demand sector. The policy analysis is indepen-
dent of the complex egquation system which generates the components of GNP,
and therefore it is sufficient to focus on the wage and price dynamics.

on the other hand, if the purpose of the model changes to forecasting GNP,
for example, then the detailed disaggregation again becomes potentially
useful. This latter statement is a reminder that the arguments of this
section apply only to models which have a limited number of purposes. The
approach is not likely to have much of a role in limiting the size of
multipurpose models.

it should also be emphasized that the decomposition procedure suggested
here is more widely applicable than the particular example of this sec-
tion may indicate. In general terms the procedure simply determines
quantitatively whether the aims of an econometric model depend on certailin
economic relationships. If they do not, then we can eliminate these cco-
nomic relationships. If they do not, then we can eliminate these economi
relationships from consideration. While this principle is undoubtedly
followed to some degree by most model builders, this paper has suggested
how it might be formalized gquantitatively when the objective of research
is the estimation of optimal policy tradecffs. It would be of interest t
investigate whether other goals of economic modelling can be similarly
quantified in order to weed out econometric relationships which are neot
essential.

VI. CONCLUDING REMARKS

The central themes of this discussion have been: (1) that the research
objective of a model-building effort is the most important determinant o!
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the appropriate size of a macroeconometric model, (2) that the role of
economic theory in determining model size becomes significant only when

a well-specified set of objectives is known, and (3) that the appropriate
decomposition of a model into smaller isolated parts depends on the pur-
pose to which the model is put. To illustrate these points, guantitative
results were presented showing that a relatively small model could be used
for estimating macroeconomic policy tradecffs between output and inflation
stability, while a large-scale model would be necessary for prediction
purposes.

Given this apparent importance of model objectives, it would be interest-
ing to extend this research to ptatistical methods of model selection.
These methods have been generally based on prediction criteria; the re-
sults of this paper indicate that their power might be enhanced by basing
them on other model cbjectives such as optimal policy formation.

STANDARD DEVIATION OF OUTPUT (%)
(8]

2F
B=12
1+ 8=.30
8=.48
1 i L i i ]
% 2 3 4 5 6

STANDARD DEVIATION OF INFLATION (%)

Figure 1
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Notes

Previous methodological discussions which have touched upon issues
related to economic theory and model size are found in Fromm and

Klein (1975) and the collection of papers in Brunner (1972). Kmenta's
(1972} summary of the discussions held at two conferences during 1967
and 1968 is particularly useful.

Sims (1979) argues that we rarely have enough theory to obtain identi-
fication. The same arguments would apply with greater force to the
model decomposition problem.

It should be noted that some of the results in this section on stabi-
lization policy will not carry over to rational expectations models.

In these models, prediction is an integral part.of the structure and

usually takes the form of cross equaticn constraints. This generally
makes decomposition more difficult, and suggests that models need to

be bigger when expectations are assumed to be formed rationally.

1t should be emphasized that these results are provided in order to il-
lustrate a particular decomposition technique for a "yrepresentative"
econometric model. NoO attempt is made here to incorporate rational
expectations effects or explicit wage and price contracts as in Taylor
{1979) . MHence, although the results serve as a useful illustration,
they are in principle subject to the potential criticism that the
parameters are not stable across different policy regimes.
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