CHAPTER 14,15: STABILIZATION
Poricy/ GOVERNMENT DEBT

Instructor: Dmytro Hryshko



THINGS TO READ

©Q Chapter 14: pp. 416-417: the Lucas critique; pp. 419-428:
policy by rule or by discretion.

@ Chapter 15: pp. 436—440; 449-458: traditional vs. Ricardian
view of government debt.



LucaAs CRITIQUE

@ Many economic decisions are based on expectations of future
variables (e.g., investment—on expectations of future returns,
consumption—on expectations of lifetime resources, etc.).

@ Lucas: Some relationships between economic variables are not
stable since expectations may change after the policy is
implemented. Evaluation of policies should take formation of

expectations seriously.

E.g., Phillips curve is not a stable relationship between 7 and u;
rather, the menu of 7 and u is dependent on what is 7€, and how
it changes when the policy changes.



Poricy BY RULE OR BY DISCRETION

@ By discretion: fine-tune policy to the shocks in the economy.

@ By rule: set a pre-specified rule, announce it, and follow it
(e.g., a balanced-budget rule, inflation targeting, etc.)




DISCRETIONARY PoOLICY AND TIME INCONSISTENCY

@ Policies may be announced in advance to influence the
expectations of the public.

@ When households and firms adapt their behavior to the newly
formed expectations, policymakers have an incentive to
deviate from their announcements.

E.g., the central bank announces a tight monetary policy to
combat inflation. Firms reset wages and prices downwards in
expectation of low inflation. The goal of low prices is achieved.
Thus, the central bank has now an incentive to expand money
supply and stimulate the economy.



TRADITIONAL AND RICARDIAN VIEW OF THE
GOVERNMENT DEBT

Government debt is the sum of budget deficits.

A debt financed cut in taxes: G is unchanged, while T falls.
Means that government deficit and debt increase.

@ What happens after a debt financed cut in taxes?



TRADITIONAL (KEYNESIAN) VIEW

In the SR, since (Y — T)1, C1—IS shifts to the right—rt—1J,
Y1

In the LR, P1, LM shifts to the left, output at its natural level, rt
even further, /] even further.

Low / may hurt the long-run economic growth.

The main point is that a debt-financed cut in taxes boosts
employment and output in the short run.



RICARDIAN VIEW

Consumers are forward-looking and choose their consumption on
the basis of current and (expected) future resources.

Ricardian equivalence: a debt-financed cut in taxes requires an
increase of taxes in the future by the same amount. Consumers
will save the current tax cut to finance the future tax increase.

Ricardian equivalence will not hold if:

@ consumers are myopic;
@ consumers are liquidity constrained;

@ current generations value the well-being of future generations
less than their own.
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