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constants, but it departsfromtheir model by assuming that
the real growth rate is greater than the real interest rate
(y >r). As a result, the consequences of a permanent
increase in the deficit are very differentfromthose claimed
by Sargent and Wallace. Under Darby's assumption that
y > rf a permanent increase in the deficit is feasible even
with no change in the supply of base money from its initial
path. Such a policy change simply leads to a higher
eventual level for the ratio of interest-bearing government
bonds to national income (see Figure 2). Although the
level of the bond-to-income ratio may be higher, the
government can always command the resources needed to
pay its debt.

A key result of Sargent and Wallace's " Some Unpleasant
Monetarist Arithmetic" (1981) is that a permanently
higher government deficit must eventually be accommodated by increases in the monetary base. In "Some
Pleasant Monetarist Arithmetic" (in this issue), Darby
argues that this result does not currently apply to the U.S.
economy because it depends on an assumption which is
not supported by the data. In this reply to Darby we
explain why we find his argument unconvincing and why
we remain concerned about the longer-term monetary
implications of high prospective federal budget deficits.
Background
Sargent and Wallace describe an economic model in
which the real growth rate y and the real interest rate r are
assumed to be constants for all time. It is also assumed that
monetary and budget policies initially imply a steady-state
equilibrium where the real interest rate exceeds the real
growth rate (r > y). Given these assumptions, Sargent and
Wallace show that any attempt to run a permanently
higher deficit net-of-interest is simply not feasible unless
the supply of base money is eventually increased. Without
an eventual increase in the base-money supply, a permanent increase in the deficit would cause the ratio of interestbearing government bonds to national income to diverge to
infinity (see Figure 1), so at some point that ratio would
outstrip the ratio of total wealth to income. That is, the
government would eventually be unable to command the
resources needed to pay its debt.
Darby's model retains Sargent and Wallace's assumptions that the real interest rate and real growth rate are

Darby's Evidence
Darby examines U.S. data to determine whether Sargent
and Wallace's or his own model is more appropriate as a
description of the current situation facing the United
States. His evidence, simple and direct, rests on taking the
formal Sargent-Wallace model and his own version of
their model quite literally. Since both models assume a
constant real interest rate and real growth rate, the sign of
the difference between these constant rates is the critical
distinction between the two models. Darby's procedure is
simply to compute the historical average of the difference
between the real growth rate and the real interest rate. He
interprets the sign of this difference as settling the matter:
if y > r so that y — r is positive, Darby's model applies;
if r > y so that y — r is negative, Sargent-Wallace's applies.
As long as the formal models explicitly analyzed by
Sargent-Wallace and Darby are taken literally, Darby's
test is the natural one to perform.
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Figures 1 and 2

their model to approximate a more complicated one in
which the real interest rate is itself a function of the budget
and monetary policies in place.1 Their intent was to point
out the choices facing monetary policymakers whenever
budget policies cause the real interest rate to exceed the
real growth rate. Such was the situation when Sargent and
Wallace wrote their paper in the first half of 1981, a time
when the real interest rate exceeded the real growth rate
and when monetary and budget policymakers were announcing moves that seemed to imply that the real interest
rate would continue to exceed the real growth rate for a
sustained period.
In models more general than the one analyzed by
Sargent and Wallace, the real interest rate on government
bonds is not a constant but is partly determined as a rising
function of the ratio of interest-bearing government bonds
to base money. In such models, the difference between the
real growth rate and real interest rate depends on the
monetary and budget policies in place. From the perspective of these more general models, Darby's empirical
evidence does not resolve the matter of the relevance of
Sargent and Wallace's argument for the choices currently
facing U.S. policymakers.
Viewed through such models, evidence that the real
interest rate has averaged less than the real growth rate
over some historical period may be interpreted as partly
reflecting the monetary and budget policies in place during
that historical period. The average difference between the
real growth rate and the real interest rate would not be
expected to remain the same after a change in monetary
and budget policies, such as a switch to a regime with
higher average deficits.2 Moreover, in the context of more
general models in which the real interest rate depends on
monetary and budget policies, much more is involved than
simply comparing a real growth rate with a real interest
rate to determine the feasibility of financing a permanent
increase in the deficit without resorting to printing more
base money.

Financing a Higher Deficit Without
Increasing the Supply of Base Money
Effect on Federal Bonds Held by the Public
(as a percentage of GN P)

Figure 1 With Sargent-Wallace
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Figure2 With Darby Assumption (y>r)
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1 In their concluding remarks, Sargent and Wallace indicate that they had in
mind a model where the real interest rate depends on policy. They state that their
assumption of a constant real interest rate was made "because it seems to be
maintained by many of those who argue for a low rate of growth of money no matter
how big the current deficit is. If we were to replace that assumption, we would
instead assume that the public's demand for government bonds is an increasing
function of the real rate of return on bonds . . ." (p. 6).
2That the distribution of the sequence of equilibrium real interest rates depends on budget and monetary policies is an application of the principles underlying the Lucas critique to the problem at hand. See Lucas 1976.

Is Darby's Evidence Sufficient?
Our own interpretation of Darby's evidence, however, is
conditioned by our preference not to take literally Sargent
and Wallace's assumption that the real interest rate is
constant and, therefore, independent of budget policy.
Instead, Sargent and Wallace can be regarded as using
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