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GOVEmfENT DEBT, OUTPUT, AND 
ASYMMETRIC INFORMATION 

Joseph H .  Haslag* and D. C .  Betts*;k 

F e d e r a l  Reserve Bank of S t .  Louis  

87-003 

Recent e x p l a n a t i o n  of monetary p o l i c y  and i t s  e f f e c t  have c e n t e r e d  
upon a  non-cooperative game i n v o l v i n g  t h e  monetary a u t h o r i t y  and 
t h e  p r i v a t e  s e c t o r .  Notably a b s e n t  from t h e  d i s c u s s i o n  of 
asymmetric i n f o r m a t i o n  and i t s  impact on d e c i s i o n  making i s  f i s c a l  
p o l i c y .  Th is  n o t e  examines a  s imple  model where t h e  f i s c a l  
a u t h o r i t y  de te rmines  t h e  o p t i m a l  r a t i o  of permanent t o  t o t a l  
government debt  based on e x p l i c i t  o p t i m i z i n g  behav ior .  D e f i c i t  
f i n a n c i n g  can have shor t - run  e f f e c t s  because  of u n c e r t a i n t y  
concerning f u t u r e  f i s c a l  p o l i c y .  However, i n  t h e  long  r u n ,  
changes i n  n e t  p r i v a t e  s e c t o r  w e a l t h  due t o  government f i n a n c i n g  
p o l i c i e s  do n o t  a f f e c t  p r i v a t e  s e c t o r  behav ior .  

* Economist, F e d e r a l  Reserve Bank of S t .  Louis 

** Southern Methodis t  U n i v e r s i t y  and U n i v e r s i t y  of Texas a t  
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The a u t h o r s  wish t o  thank Nathan Balke,  Michael Cox and Stephen 
McDonald f o r  h e l p f u l  comments. Any e r r o r s  a r e ,  of c o u r s e ,  t h e  
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Th i s  paper  i s  s u b j e c t  t o  r e v i s i o n  and i s  f o r  review and comment. 
Not t o  be quoted w i t h o u t  t h e  a u t h o r s '  pe rmiss ion .  
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