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ABSTRACT

We review the fiscal theory of the price level.  We place special emphasis on the theory’s

implications for the feasibility of price stability.  
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UL?uhL?|i_ �? @?) @ttitt4i?| Lu |�i 6A�w� ì |�i? Mh�i�) _itUh�Mi L|�ih �tt�it @__hitti_
M) |�i 6A�w *�|ih@|�hi� 6�?@**)c �i i4T�@t�3i |�i UL??iU|�L? Mi|�ii? |�i 6A�w @?_ |�i
|h@_�|�L?@* +@4ti) *�|ih@|�hi L? LT|�4@* 4L?i|@h) @?_ �tU@* TL*�U)�

`�@| #�t|�?}��t�it |�i 6A�wq

A�i _�gihi?Ui Mi|�ii? |�i UL?�i?|�L?@* ��i� @?_ |�i 6A�w _Lit ?L| *�i �? @?) ihhLh
Lu *L}�U�. W?t|i@_c |�i) _�gih L? �L� |�i) ��i� @ T@h|�U�*@h i^�@|�L?c |�i }L�ih?4i?|<t
�?|ih|i4TLh@* M�_}i| i^�@|�L?� A�@| i^�@|�L? t@)t |�@| |�i �@*�i Lu |�i }L�ih?4i?| _iM| �t
i^�@* |L |�i Thiti?| _�tUL�?|i_ �@*�i Lu u�|�hi }L�ih?4i?| |@ hi�i?�it ?i| Lu i Ti?_�|�hit
E��i�c t�hT*�tit�c ��ihi ML|� |�i _iM| @?_ t�hT*�tit @hi _i?L4�?@|i_ �? �?�|t Lu }LL_t� A��t

7Iru suhylrxv glvfxvvlrqv/ vhh Fkdul/ Fkulvwldqr dqg Nhkrh +4<<7,/ Mxgg +4<;<, dqg Oxfdv
dqg Vwrnh| +4<;6,1

8Vhh Zrrgirug +4<<;/ ss1 8<093,/ zkr hoderudwhv rq wklv srlqw1
9Frfkudqh +4<<<, hpskdvl}hv wkh qhhg iru vrph w|sh ri jryhuqphqw vhfxulw| zkrvh sd|r�

�xfwxdwhv lq wkh uljkw zd| zlwk vkrfnv wr wkh jryhuqphqw exgjhw frqvwudlqw/ exw zklfk grhv
qrw jhqhudwh wkh vruw ri glvwruwlrqdu| frvwv dvvrfldwhg zlwk d �xfwxdwlqj sulfh ohyho1

:Wkhuh duh dxwkruv zkr duh frqfhuqhg derxw wkh srvvlelolw| wkdw IWSO pd| eh orjlfdoo|
lqfrkhuhqw +Exlwhu/ 4<<<,1 Zh sduwldoo| dgguhvv wkhvh frqfhuqv/ e| glvsod|lqj d fodvv ri hfrqrplf
hqylurqphqwv lq zklfk wkh IWSO lv orjlfdoo| vrxqg1

e



i^�@|�L? �t i Thitti_ @t uL**L�tG

�

�
' Thiti?| �@*�i Lu u�|�hi t�hT*�titc E����

��ihi � �t |�i L�|t|@?_�?} ?L4�?@* _iM| Lu |�i }L�ih?4i?|c @?_ � �t |�i Th�Ui *i�i*� A�i
UL?�i?|�L?@* ��i� �L*_t |�@| |��t i^�@|�L? �t @ UL?t|h@�?| L? |�i }L�ih?4i?|<t |@ @?_
i Ti?_�|�hi TL*�U)�H A�@| �tc TL*�U) 4�t| Mi ti| tL |�@| |�i h�}�| �@?_ t�_i i^�@*t |�i *iu|c
��@|i�ih |�i �@*�i Lu � �t� �UULh_�?} |L |��t ��i�c ��i? tL4i|��?} �@TTi?t |L _�t|�hM
E����c |�i }L�ih?4i?| 4�t| @*|ih �|t i Ti?_�|�hit Lh �|t |@ it |L hit|Lhi i^�@*�|)� �_�LU@|it
Lu |�i 6A�w @h}�i |�@| |�ihi �t ?L|��?} �?�ihi?| |L }L�ih?4i?| Lh |L tLU�i|) |�@| hi^��hit
}L�ih?4i?|t |L |hi@| |��t i^�@|�L? @t @ UL?t|h@�?| L? TL*�U)� W? |�i�h ��i�c |�i �?|ih|i4TLh@*
M�_}i| i^�@|�L? �t �?t|i@_ @? i^��*�Mh��4 UL?_�|�L?� �UULh_�?} |L @_�LU@|it Lu |�i 6A�wc
��i? tL4i|��?} �@TTi?t |�@| |�hi@|i?t |L _�t|�hM |��t i^�@|�L?c |�i? |�i 4@h!i| U*i@h�?}
4iU�@?�t4 4L�it |�i Th�Ui *i�i*c �c |L hit|Lhi i^�@*�|)�

A�i @tt�4T|�L? |�@| }L�ih?4i?| TL*�U) �t ?L| U@*�Mh@|i_ |L t@|�tu) |�i �?|ih|i4TLh@*
M�_}i| i^�@|�L? uLh @** � �@t Mii? U@**i_ |�i ?L?�+�U@h_�@? @tt�4T|�L? M) L̀L_uLh_� �?�
L|�ih �@) Lu t|@|�?} |��t @tt�4T|�L? �t |�@| �u |�i hi@* �@*�i Lu }L�ih?4i?| _iM| �ihi |L
}hL� i T*Lt��i*)c ?L @_��t|4i?|t |L �tU@* @?_ 4L?i|@h) TL*�U) �L�*_ Mi 4@_i |L !iiT �| �?
*�?i�b

�ttitt�?} |�i 6A�w

AL i�@*�@|i |�i 6A�wc �| �t �tiu�* |L uLU�t L? |�i uL**L��?} TLt�|��i @?_ ?Lh4@|��i
�tt�it� Wt |�i ?L?�+�U@h_�@? @tt�4T|�L? i4T�h�U@**) T*@�t�M*iq�f #Lit |�i 6A�w ThL��_i @
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;Lq rxu qrwlrq ri wd{hv zh lqfoxgh vhljqrudjh uhyhqxhv dqg wd{hv rq wkh uhwxuq wr jryhuqphqw
ghew/ l1h1/ ghidxow1

<Whfkqlfdoo|/ zh duh h{sorlwlqj wkh htxlydohqfh ehwzhhq wkh lqwhuwhpsrudo exgjhw htxdwlrq
dqg d fhuwdlq wudqvyhuvdolw| frqglwlrq1 Wklv htxlydohqfh lv glvfxvvhg odwhu lq wkh wh{w/ dqg lq wkh
dsshqgl{1
Wkh IWSO grhv qrw dqwlflsdwh wkdw h{sorglqj ghew zrxog hyhu eh revhuyhg1 Wkh lghd lv wkdw

dv orqj dv wkhuh lv devroxwho| qr grxew derxw wkh jryhuqphqw*v frpplwphqw wr qrw dgmxvwlqj
�vfdo srolf| lq wkh idfh ri dq h{sorglqj ghew/ wkhq sulfhv zloo uhvsrqg lq vxfk d zd| wkdw wkh
ghew zloo qrw h{sorgh lq wkh �uvw sodfh1

43Dvvhvvlqj wkh hpslulfdo sodxvlelolw| ri wkh qrq0Ulfdugldq dvvxpswlrq srvhv d vshfldo fkdo0
ohqjh/ ehfdxvh lw fdqqrw eh grqh edvhg rq wlph vhulhv dorqh1 Iru ixuwkhu glvfxvvlrq/ vhh vhfwlrq
518 ehorz1
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44Zrrgirug +4<<;d, dfnqrzohgjhv wkdw wkh srolwlfdo uhdfwlrq wr jurzlqj ghew lq wkh 4<;3v dqg
4<<3v +dv zhoo dv rwkhu frqvlghudwlrqv, lqglfdwhv wkdw XV srolf| lv suredeo| qrw zhoo fkdudfwhul}hg
dv qrq0Ulfdugldq gxulqj wkh sdvw wzr ghfdghv +vhh dovr vhfwlrq 617 ehorz,1 Kh dujxhv wkdw hduolhu
hslvrghv lq XV srvwzdu klvwru| 0 iru h{dpsoh/ wkh 4<9804<:< shulrg 0 pljkw eh fkdudfwhul}hg lq
wklv zd|1

45Vhh Zrrgirug +4<<;d, iru dq hoderudwlrq rq wkh dujxphqw wkdw XV srolf| zdv qrq0Ulfdugldq
lq wkh 4<93v dqg 4<:3v1

46Rqh grhv zrqghu zkhwkhu lw pdnhv vhqvh wr dvvxph wkdw d wkhru|/ olnh wkh IWSO/ zklfk
irfxvhv rq wkh orqj0uxq surshuwlhv ri �vfdo srolf|/ krogv ryhu vrph vxeshulrgv dqg qrw rwkhuv1

47Vhh Vlpv +4<<<, dqg Zrrgirug +4<<;,1
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48Fkdul dqg Nhkrh +4<<<, ghvfuleh d prgho lq zklfk frxqwulhv irup d prqhwdu| xqlrq dqg/
devhqw ghew frqvwudlqwv/ wkh uhvxow lv h{fhvvlyh ghew1 Zrrgirug +4<<9, dujxhv wkdw d xqlrq
zlwkrxw ghew frqvwudlqwv lv olnho| wr hqg xs zlwk h{fhvvlyh sulfh yrodwlolw|1 Klv uhdvrqlqj xvhv
wkh nlqg ri orjlf vxuyh|hg lq wklv sdshu1 Kh qrwhv wkdw li srolf| lv qrq0Ulfdugldq/ wkhq �vfdo
vkrfnv pxvw vkrz xs dv vkrfnv wr wkh sulfh ohyho/ uhjdugohvv ri prqhwdu| srolf| +zh fdoo wklv
Zrrgirug*v Uhdoo| Xqsohdvdqw dulwkphwlf lq vhfwlrq 616 ehorz,1 Kh dujxhv wkdw sulfh ohyho
lqvwdelolw| dulvlqj iurp wklv vrxufh lv olnho| wr eh h{fhvvlyh lq d prqhwdu| xqlrq wkdw dgrswv d
qrq0Ulfdugldq srolf|1 Lw lv suhflvho| ehfdxvh kh wklqnv wkdw d qrq0Ulfdugldq srolf| lv d uhdolvwlf
srvvlelolw| 0 d srvvlelolw| zklfk kh wklqnv lq wklv fdvh lv edg 0 wkdw kh dssuryhv ri wkh h{solflw
ghew uhvwulfwlrqv lqfrusrudwhg lqwr wkh Pddvwulfkw wuhdw|1 Iru dqrwkhu/ vlplodu/ glvfxvvlrq ri wkh
srwhqwldo gdqjhuv ri qrq0Ulfdugldq srolf|/ vhh Zrrgirug +4<<;/ s1 93,1

49Iru d uhfhqw dqdo|vlv ri wkh fdvh lq zklfk wkh lqwhuhvw udwh lv qrw shjjhg/ exw lv doorzhg
wr pryh durxqg zlwk yduldwlrqv lq wkh vwdwh ri wkh hfrqrp|/ vhh Ehqkdele/ Vfkplww0Jurkh dqg
Xuleh +5333,1

4:Wkhvh sdudoohov duh hpskdvl}hg lq Vlpv +4<<<, dqg Zrrgirug +4<<;,1
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4;Lpsolflwo|/ zh duh wdnlqj d sduwlfxodu vwdqg rq zkdw frqvwlwxwhv cjryhuqphqw srolf|* lq d
Udpvh|0rswlpdo srolf| vhwwlqj1 Vwulfwo| vshdnlqj/ doo wkdw Udpvh| wkhru| whoov xv lv zkdw jry0
huqphqw dfwlrqv duh wdnhq lq wkh ehvw htxloleulxp1 Wkhuh pd| zhoo eh pdq| gl�huhqw jryhuqphqw
srolf| uxohv zklfk uhvxow lq wkh vdph Udpvh| htxloleulxp/ zkhuh d srolf| uxoh vshfl�hv jryhuq0
phqw dfwlrqv dv d ixqfwlrq ri wkh uhdol}dwlrq ri h{rjhqrxv dqg hqgrjhqrxv yduldeohv1 Gl�huhqw
srolf| uxohv lpso| gl�huhqw srolf| dfwlrqv rxw ri htxloleulxp1 Wkh glvwlqfwlrq ehwzhhq wkh jry0
huqphqw*v srolf| uxoh dqg wkh Udpvh| htxloleulxp rxwfrphv lv fodul�hg lq Zrrgirug +4<<;/4<<<,1
Kh frpsxwhv Udpvh| htxloleulxp rxwfrphv dqg wkhq vhdufkhv iru Wd|oru +4<<6,0olnh lqwhuhvw udwh
uxohv zklfk vxssruw wkrvh rxwfrphv dv dq htxloleulxp1 Lq wklv sdshu/ zh wdnh wkh srvlwlrq wkdw
wkh jryhuqphqw*v srolf| dfwlrqv lq d Udpvh| htxloleulxp duh wkh jryhuqphqw*v srolf| uxoh1

4<Lq Udpvh| wkhru| dqg lq wkh IWSO/ wkhuh h{lvw pdunhw sulfhv zkhuh jryhuqphqw srolf|
frpplwv lw wr grlqj lqihdvleoh wklqjv1 Iru h{dpsoh/ wkhuh pd| eh sulfhv zkhuh lw frpplwv wr
sd|lqj iru jrrgv zlwk prqh| �qdqfhg iurp qhz ghew lvvxhv zklfk qr rqh ex|v1 E| irfxvlqj
rq htxloleulxp sulfhv rqo|/ vwdqgdug sudfwlfh ljqruhv wkhvh srvvlelolwlhv1 Edvvhwwr +5333, dujxhv
wkdw wklv lv d plvwdnh/ dqg sursrvhv dowhuqdwlyh htxloleulxp frqfhswv wr ghdo zlwk wkh sureohp1

53Vhh Fkdul/ Fkulvwldqr dqg Nhkrh +4<<4, iru d ghwdlohg dqdo|vlv1
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ì |�i? @t! �L� �i U@? }L @ML�| @ttitt�?} |�i i4T�h�U@* T*@�t�M�*�|) Lu |�i ?L?�+�U@h_�@?

@tt�4T|�L?� W? |�i �?@* t�MtiU|�L?c �i i T*@�? �L� |�i 6A�w U@? Mi �ti_ |L t|�_) |�i
Th�Ui *i�i* �? @ �Lh*_ ��ihi }L�ih?4i?| ThL��_i_ �@| 4L?i) �@t �@?�t�i_�

2��� 5@h}i?| @?_ @̀**@Ui<t N?T*i@t@?| �L?i|@h�t| �h�|�4i|�U

5�TTLti |�@| �? |�i 4Lh?�?} Lu |�i L?*) _@) �? |��t 4L_i*c Th��@|i @}i?|t @hi �L*_�?} @ }��i?
@4L�?| Lu }L�ih?4i?| _iM|c K� Oihi @?_ |�hL�}�L�| |��t T@Tihc �i @tt�4i |�@| }L�ih?4i?|
_iM| �t ?L?�?i}@|��iG @}i?|t U@??L| MLhhL� uhL4 |�i }L�ih?4i?|� W? |�i 5` 4L_i*c |�i
_iM| �t � i_ �? hi@* |ih4t� W| �t @ UL44�|4i?| |L T@) @ � i_ hi@* @4L�?| Lu }LL_tc t@) ULh?�

Oihi �t |�i }L�ih?4i?|<t M�_}i| UL?t|h@�?|G

K� n rs n r6 ' K�

A�i *iu| @?_ h�}�| t�_i Lu |��t i^�@|�L? t�44@h�3it |�i tL�hUit @?_ �titc hitTiU|��i*)c Lu
ULh? |L |�i }L�ih?4i?|� A�i �ht| tL�hUi Lu u�?_tc K�c �t ULh? |�i }L�ih?4i?| hiUi��it uhL4
@?) �L�ti�L*_t ��L T�hU�@ti ?i� _iM| �? |�i i�i?�?}� A�i tiUL?_ |ih4c rs c �t |@ it ?i| Lu
tTi?_�?}c @?_ |�i |��h_ |ih4 �t ti�}?Lh@}i @h�t�?} uhL4 }L�ih?4i?| t�TT*�i_ �@| U�hhi?U)�
A�i |ih4c Kc L? |�i h�}�| t�_i Lu |�i M�_}i| UL?t|h@�?| �t |�i Th�?U�T*i @?_ �?|ihit| L? |�i
T@t| }L�ih?4i?| _iM|�

54Zh duh judwhixo wr Pdufr Edvvhwwr iru vxjjhvwlqj wklv wr xv1

b



�T|�4�3�?} �L�ti�L*_t ��** LM��L�t*) ?i�ih U�LLti K� : f @?_ |�i) @hi UL?t|h@�?i_ uhL4
ti||�?} K� 	 f M) @tt�4T|�L?� 5Lc �L�ti�L*_ LT|�4�3@|�L? �4T*�it |�@| K� 4�t| Mi 3ihL�
W4TLt�?} |��tc �i }i| |�i �?|ih|i4TLh@* }L�ih?4i?| M�_}i| i^�@|�L?G

K ' rs n r6� E2���

A�i 4@�? UL?U*�t�L?t Lu |�i 5` @?@*)t�t 4@) Mi �?_iht|LL_ uhL4 |��t i^�@|�L?� 5�TTLti @
�*LLti< �tU@* TL*�U) �t @_LT|i_c ��i�c rs �t hi_�Ui_� A�i?c t�4T*i @h�|�4i|�U _�U|@|it |�@| |�i
4L?i|@h) @�|�Lh�|) 4�t| �?Uhi@ti r6� N?_ih ?Lh4@* U�hU�4t|@?Uitc |��t |h@?t*@|it �?|L @?
�?Uhi@ti �? �?�@|�L?�22 W? @ 4�*|�Tih�L_ 4L_i* |�ihi �t tL4i _�tUhi|�L? @ML�| |�4�?}� A�i
h�ti �? �?�@|�L? U@? LUU�h *@|ihc tLL?ihc Lh �| UL�*_ Mi tThi@_ L�| L�ih |�4i� ��|c ��@|i�ih
|�i |�4�?}c �u |�i �tU@* @�|�Lh�|) hi_�Uit rs c |�i @h�|�4i|�U _h��it L?i |L |�i ��i� |�@|
�?�@|�L? 4�t| @| tL4i TL�?| }L �T� A��t �t |�i tL�hUi Lu |�i u@4L�t |�|*i |L |�i 5@h}i?| @?_
@̀**@Ui T@Tihc �5L4i N?T*i@t@?| �L?i|@h�t| �h�|�4i|�U<�
A�i t@4i @h�|�4i|�U t�}}it|t @ tL*�|�L? |L |�i �?�@|�L? ThLM*i4G _it�}? Ui?|h@* M@?!t tL

|�@| |�i) U@? Uhi_�M*) UL44�| |L ?L| �U@��?} �?< |L @? �hhitTL?t�M*i �tU@* @�|�Lh�|) ��L ti|t
rs *L�� BL�ih?4i?|t @hL�?_ |�i �Lh*_ �@�i tL�}�| |L �4T*i4i?| |��t M) 4@!�?} Ui?|h@*
M@?!t �?_iTi?_i?| @?_ _�hiU|�?} |�i4 |L @tt�}? @ ��}� Th�Lh�|) |L �?�@|�L?� A�i ?L|�L?
�t |�@| ��|� |�i 4L?i|@h) @�|�Lh�|) UL4T*i|i*) UL44�||i_ |L @ � i_ �@*�i uLh r6c |�i
@h�|�4i|�U uLhUit |�i �tU@* @�|�Lh�|) |L @_LT| |�i �tU@* TL*�U) UL?t�t|i?| ��|� �|� A��t �t |�i
M@t�t uLh |�i U�hhi?| UL?�i?|�L?@* ��i� |�@| |L @U��i�i @ t|@M*i Th�Ui *i�i*c �| �t t��U�i?| |L
�@�i @ |L�}�c �?_iTi?_i?| Ui?|h@* M@?! ���U� �t uLU�ti_ L? Th�Uit�

2�2� A�i 6�tU@* A�iLh)

�UULh_�?} |L @_�LU@|it Lu |�i 6A�w |�i 5` uh@4i�Lh! 4@) ?L| Mi |�i L?i |�@| �t hi*i�@?|
uLh iUL?L4�it *�!i |�i N5� W? Th@U|�Ui }L�ih?4i?| _iM| �t @ UL44�|4i?| |L _i*��ih @ Uih|@�?
@4L�?| Lu |�i _L4it|�U U�hhi?U)c ?L| }LL_t� A��t Uhi@|it ?i� TLtt�M�*�|�it�

55E| qrupdo/ zh phdq wkdw wkh hfrqrp| lv rq wkh culjkw* vlgh ri wkh Od�hu fxuyh1 Khuh lv d
eulhi h{sodqdwlrq1 Vhljqrudjh lv wkh qrplqdo lqfuhdvh lq wkh vwrfn ri prqh|/ glylghg e| wkh sulfh
ohyho1 D frqyhqlhqw irupxod iru wklv ehfrphv dydlodeoh li zh whpsrudulo| uhlqwhusuhw rxu prgho
dv d pxowlshulrg prgho lq d vwhdg| vwdwh1 Ohw wkh ghpdqg iru uhdo edodqfhv eh p @ h{s+���,>
zkhuh � A 3> � lv wkh jurvv lq�dwlrq udwh iurp wklv shulrg wr wkh qh{w/ dqg p lv wkh vwrfn ri
prqh|/ glylghg e| wkh sulfh ohyho1 Wkhq/ vhljqrudjh lv mxvw p+4 � 4@�, @ h{s+���,+4 � 4@�,=
Iru lq�dwlrq udwhv ehorz �� @ +� �

s
�5 . 7�,@+5�,> vhljqrudjh lv lqfuhdvlqj lq lq�dwlrq/ dqg

iru lq�dwlrq udwhv deryh wklv srlqw/ vhljqrudjh lv ghfuhdvlqj1 Wkh culjkw* vlgh ri wkh Od�hu fxuyh
uhihuv wr lq�dwlrq udwhv ehorz ��=
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56Dv wkh dqdorj| vxjjhvwv/ wkhuh lv d srwhqwldo iru wurxeoh li frpplwphqw lv qrw fuhgleoh1 Li wkh
rqfrplqj wud�f lv qrw frpsohwho| frqylqfhg derxw wkh shghvwuldq*v frpplwphqw +vd|/ gulyhuv
eholhyh wkh shghvwuldq lv vqhdnlqj jodqfhv dw wkh rqfrplqj wud�f/ uhdg| wr pdnh dgmxvwphqwv
lq fdvh vrphwklqj jrhv zurqj,/ wkhq plvfdofxodwlrqv fdq ohdg wr wudjlf froolvlrq1 Zh dujxh
+vhh hvshfldoo| vhfwlrq 717 ehorz, wkdw vrphwklqj olnh wklv lv srvvleoh li sulydwh djhqwv duh qrw
frpsohwho| frqylqfhg ri wkh jryhuqphqw*v frpplwphqw wr d qrq0Ulfdugldq �vfdo srolf|1 Lq wklv
fdvh/ pdunhwv pljkw surgxfh wkh czurqj* sulfhv/ ohdglqj wr h{fhvvlyh jryhuqphqw ghew lq wkh
vhqvh wkdw wkh sulydwh vhfwru uhixvhv wr sxufkdvh lw1 Wklv vhhpv wr eh wkh nlqg ri rxwfrph wkdw
frqfhuqv Exlwhu +4<<<,1 Kh uhihuv wr wkh csdlqixo* �vfdo dgmxvwphqwv wkdw pxvw eh pdgh zkhq wkh
cUlfdugldq uhdolw| gdzqv* dqg wkh sulydwh vhfwru uhixvhv wr ex| jryhuqphqw ghew1 Zh gr qrw phdq
wr vxjjhvw wkdw fdwdvwurskh zloo dozd|v rffxu li wkhuh lv xqfhuwdlqw| derxw jryhuqphqw srolf|1
Dv vhfwlrq 616 vkrzv/ wkh qrq0Ulfdugldq dvvxpswlrq lv shuihfwo| frqvlvwhqw zlwk d vwrfkdvwlf
�vfdo srolf|1
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lqirupdwlrq kdv wkh frqvhtxhqfh wkdw wklqjv kdsshq lq htxloleulxp zklfk duh revhuydwlrqdoo|
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63Dffruglqj wr Zrrgirug +4<<;/ 4<<;d/ 4<<;e,/ wkh dvvxpswlrq wkdw prqh| ghpdqg dqg
vxsso| duh olwhudoo| qrqh{lvwhqw lv wrr h{wuhph1 Kh suhihuv wr dqdo|}h zkdw kh fdoov d cfdvkohvv
olplw*1 Wklv lv dq hfrqrp| lq zklfk wkh ghpdqg iru prqh| lv vr vpdoo wkdw vhljqrudjh lv qhjoljleoh
dqg fdq/ wr d �uvw dssur{lpdwlrq/ eh vdiho| ljqruhg lq wkh jryhuqphqw*v exgjhw frqvwudlqw +erwk
wkh �rz exgjhw frqvwudlqw dqg wkh lqwhuwhpsrudo exgjhw htxdwlrq,1 Krzhyhu/ wkh ghpdqg iru
prqh| lv vx�flhqwo| odujh wkdw wkh fhqwudo edqn fdq vwloo frqwuro wkh udwh ri lqwhuhvw1
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4�?�?} |�i Th�Ui *i�i*� ì |�i? |�h? |L @ tTiU��U i @4T*i �? ���U� |�i Th�Ui *i�i* �t �?�^�i*)
_i|ih4�?i_ M) |�i 6A�w�

Bi?ih@* #�tU�tt�L?

W| �t i@t) |L �?_ i @4T*it Lu |�i 6A�w ��ihi |�i Th�Ui *i�i* �t L�ih_i|ih4�?i_� +iU@**
|�i i^�@|�L? Lu i U�@?}ic ���U� �@t _�tU�tti_ @ML�i� ì hiThL_�Ui �| �ihic uLh UL?�i?�i?UiG
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65Ilqlwh krul}rq prghov lq zklfk wkh vlpsoh txdqwlw| htxdwlrq krogv lq wkh odvw shulrg/ exw
yhorflw| lv dq lqfuhdvlqj ixqfwlrq ri wkh qrplqdo lqwhuhvw udwh lq wkh suhylrxv shulrgv/ dovr kdyh
wkh surshuw| wkdw wkh sulfh ohyho lv ryhughwhuplqhg +vhh Exlwhu +4<<<,1, Wkh uhdvrqlqj lv vlplodu
wr zkdw zh kdyh lq wkh wh{w1 Lq wkrvh prghov/ wkh htxloleulxp sulfh ohyho pxvw vdwlvi| d �uvw
rughu gl�huhqfh htxdwlrq1 Doo wkh htxloleulxp sulfhv duh wkhq slqqhg grzq e| wkh idfw wkdw wkh
sulfh ohyho lv slqqhg grzq lq wkh odvw shulrg1 Wkh olnholkrrg wkdw wklv sulfh ohyho frlqflghv zlwk
wkh rqh surgxfhg e| wkh lqwhuwhpsrudo exgjhw htxdwlrq ri wkh jryhuqphqw vhhpv vpdoo1 Wkh
prvw olnho| rxwfrph lv wkdw wkh sulfh ohyho lv ryhughwhuplqhg lq wklv prgho1
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66H{dpsohv olnh wklv duh dovr suhvhqwhg lq Eurfn +4<:8,/ Revwihog dqg Urjr� +4<;6, dqg
Pdwvx|dpd +4<<4,1 Dq h{dpsoh wdnhq iurp Zrrgirug +4<<7, dsshduv lq wkh dsshqgl{ wr wklv
sdshu1

67Wkh fdvk lq dgydqfh prgho glvsod|hg lq Fkulvwldqr/ Hlfkhqedxp dqg Hydqv +4<<;, lv dq
h{dpsoh ri wklv1 Ehfdxvh wklv lv d fdvk lq dgydqfh prgho/ yhorflw| lv �{hg dqg idfwruv glvfxvvhg lq
wkh suhylrxv sdudjudsk duh uxohg rxw1 Wkdw sdshu vkrzv wkdw iru ydulrxv gl�huhqw vshfl�fdwlrqv
ri wkh prqhwdu| srolf| uxoh iru vhohfwlqj Pw> wkh prgho kdv d frqwlqxxp ri htxloleuld1 Li wkh
qrq0Ulfdugldq dvvxpswlrq zhuh dgrswhg lq wklv prgho/ wkh htxloloeulxp zrxog eh slqqhg grzq1
Iru rwkhu h{dpsohv olnh wklv/ vhh Fduovwurp dqg Ixhuvw +4<<;,1
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ì ?L� �@�i @ UL4T*i|i*) tTiU��i_ |�iLh) Lu |�i Th�Ui *i�i* @?_ �?�@|�L?� �?i �@) |L
�?_iht|@?_ |��t �t |L tii �L� |�i 4L_i* U@? Mi �ti_ |L t�4�*@|i @ ti^�i?Ui Lu Th�Uitc uLh
@ }��i? hi@*�3@|�L? Lu Th�4@h) t�hT*�tit� A��tc t�TTLti �i �@�i @ |�4i tih�itc rfc r�c ���c
rA uhL4 E�����c @?_ @? �?�|�@* *i�i* Lu |�i ?L4�?@* _iM|c �f�

e. A�i?c �f �t UL4T�|i_ M)
i�@*�@|�?} E����� @| | ' f� �u|ih |��tc �� �t UL4T�|i_ uhL4 |�i }L�ih?4i?|<t �L� M�_}i|

79Wr vhh krz wklv lv ghulyhg/ frqvlghu �uvw wkh h{suhvvlrq wr wkh uljkw ri wkh �uvw htxdolw| lq
+6146,1 Qrwh iurp wkh Ilvkhu htxdwlrq=

4

Sw.m+4 .Uw.m,
@ Hw.m

�
4

+4 . u,Sw.m.4

�
> doo w> m � 3=

Wkhq/ wkh �rz exgjhw frqvwudlqw ri wkh jryhuqphqw fdq eh zulwwhq

Ew.m

Sw.m

@ vw.m .
Ew.m.4

Sw.m+4 .Uw.m,
@ vw.m .

4

4 . u
Hw.m

Ew.m.4

Sw.m.4

>

ru/ diwhu dsso|lqj wkh odz ri lwhudwhg pdwkhpdwlfdo h{shfwdwlrqv=

Hw

Ew.m

Sw.m

@ Hwvw.m .
4

4 . u
Hw

Ew.m.4

Sw.m.4

+--,

Vxevwlwxwh wklv/ iru m @ 3> lqwr wkh shulrg w �rz exgjhw frqvwudlqw ri wkh jryhuqphqw=

Ew

Sw

@ vw .
4

4 . u

Ew.4

Sw+4 .U,

@ vw .
4

4 . u
Hw

Ew.4

Sw.4

>

Dsso|lqj +--, uhshdwhgo| wr wklv h{suhvvlrq/ iru m @ 4> 5> === uhvxowv lq wkh h{suhvvlrq wr wkh uljkw ri

wkh �uvw htxdolw| lq +6146,/ li zh dsso| wkh wudqvyhuvdolw| frqglwlrq/ olpW$4H3eW@ +4 . u,W @ 31
Wr rewdlq wkh h{suhvvlrq wr wkh uljkw ri wkh vhfrqg htxdolw| lq +6146,/ �uvw vroyh +6144, wr �qg=

Hw

vw.m

+4 . u,m
@ v

+�
4

4 . u

�m

�

�
�

4 . u

�m
,
.

�
�

4 . u

�m

vw>

iru m @ 3> 4> 5> === Wkhq vxevwlwxwh wklv lqwr +6146, dqg dsso| wkh jhrphwulf vxp irupxod1
7:Lw vkrxog eh reylrxv krz wklv surfhgxuh frxog eh dgdswhg wr dffrpprgdwh dq| rwkhu wlph

vhulhv uhsuhvhqwdwlrq iru vw=

2b



i^�@|�L?c �|n� ' E� n -�E�| � �|r|�c uLh | ' f� � ti^�i?Uic �fc ��c ���c �A �t LM|@�?i_ M)
TihuLh4�?} |�iti U@*U�*@|�L?t �? ti^�i?Uic uLh | ' fc �c 2c ���c A�

�t ?L|i_ MiuLhic |�i �?|ihit| h@|i Ti} }�@h@?|iit |�@| �? |�iti t�4�*@|�L?t |�i i TiU|i_
h@|i Lu �?�@|�L? E@U|�@**)c _i�@|�L? |L Mi |iU�?�U@**) ULhhiU|� �t UL?t|@?|� �t @ hit�*|c |�i
h@|i Lu �?�@|�L? �|ti*u ��** Mi @TThL �4@|i*) �?ULhhi*@|i_ L�ih |�4i� A��t *@||ih ui@|�hi �t @?
@h|�u@U| Lu |�i UL?t|@?| �?|ihit| h@|i Ti}� Wu |�i �?|ihit| h@|i h�*i �ihi �?t|i@_ _iTi?_i?| L?
T@t| �?|ihit| h@|it @?_%Lh T@t| �?�@|�L?c |�i? Thit�4@M*) Tiht�t|i?Ui �L�*_ @TTi@h �? |�i
4L_i*<t �?�@|�L? ThLUitt�eH

�?i U@? LM|@�? u�h|�ih �?t�}�| �?|L E����� M) t�M|h@U|�?} .|3��|*�| uhL4 �|G

�|

�|

� .|3�

�
�|

�|

�
'

#
� n o

� n o � 4

$
Er| � .|3�r|� E���e�

' �
�

�

� n o

�
0|

A��t t@)t |�@| @ _@|i | t�LU! �? |�i Th�4@h) t�hT*�t �?_�Uit @ UL?|i4TLh@?iL�t U�@?}i �?
|�i hi@* �@*�i Lu |�i _iM| i^�@* |L |�i Thiti?| �@*�i Lu |�i t�LU!�eb 5�?Ui �| �t Thi_i|ih4�?i_
@| |�4i |c |�i U�@?}i �t MhL�}�| @ML�| i?|�hi*) M) @ U�@?}i �? |�i Th�Ui *i�i*�Df

6�tU@* TL*�U�it *�!i E���e� �?_ihtULhi |�i u@U| |�@| 4L�i4i?|t �? |�i Th�Ui *i�i* @hi @?
@*|ih?@|��i |L �@hhL<t �@) Lu �?@?U�?} t�LU!t |L |�i Th�4@h) t�hT*�t� � ��4T �? |�i Th�Ui
*i�i* @U|t *�!i @ U@T�|@* *i�) L? |�i �L*_iht Lu }L�ih?4i?| ML?_tc @?_ |�@| �i*Tt |L �?@?Ui
}L�ih?4i?| tTi?_�?} ��t| @t t�hi*) @t |�i tLh| Lu |@ it |�@| @hi �?U*�_i_ �? |�i Th�4@h)
t�hT*�t� W? tiU|�L? e Mi*L�c �i _itUh�Mi @? i?��hL?4i?| �? ���U� |�i i�U�i?| �tU@* TL*�U)
�t Lu |��t |)Ti�

������ L̀L_uLh_<t +i@**) N?T*i@t@?| �h�|�4i|�U

L̀L_uLh_<t @h}�4i?| |�@| �?t|@M�*�|) �? �tU@* TL*�U) 4�t| �4T@U| L? |�i Th�Ui *i�i* �t @
t�4T*i ThLLu M) UL?|h@_�U|�L?� A��tc t�TTLti |�@| |�i 4L?i|@h) @�|�Lh�|) U@? TihuiU|*)

7;Or|r +4<<<, hpskdvl}hv wklv lq klv glvfxvvlrq ri wkh shuvlvwhqw ulvh lq lq�dwlrq revhuyhg lq
Eud}lo lq wkh 4<;3v1

7<Lw lv shukdsv reylrxv wkdw wkh dqdo|vlv ri sulfh ghwhuplqdwlrq xqghu wkh IWSO lv vlplodu
wr wkh dqdo|vlv ri frqvxpswlrq lq wkh shupdqhqw lqfrph k|srwkhvlv1 Iru d uhylhz zklfk xvhv
pxfk ri wkh vdph dojheud xvhg khuh/ vhh Fkulvwldqr +4<;:,1

83Wr vhh wklv/ glylgh erwk vlghv ri +6147, e| Ew dqg/ wdnlqj lqwr dffrxqw/ Hw�4Ew @ Ew =

4

Sw

�Hw�4

�
4

Sw

�
@

4

Ew

#

�
4

4 . u

�
%w=

�f



t|@M�*�3i �?�@|�L? @?_ |�i Th�Ui *i�i*� A��t �4T*�it |�@| �|n� ' �|c tL |�@| |�i ?L4�?@* h@|i
Lu �?|ihit| � i_ @?_ i^�@* |L |�i hi@* h@|i� A��t �? |�h? �4T*�it |�@| ti�}?Lh@}ic r6c �t 3ihL�
�t @ hit�*|c r| ' rs| � �L�c t�TTLti �tU@* TL*�U) �t t|LU�@t|�Uc ��|� �E�*E� n o�� 9' f� A�i?c
@UULh_�?} |L E���e�c �| hitTL?_t |L �??L�@|�L?t �? r|� ��|c |�@| UL?|h@_�U|t L�h @tt�4T|�L?
|�@| �| �t UL?t|@?|� W| uL**L�t |�@| ��|� t�LU!t |L �tU@* TL*�U)c �| 4@) ?L| Mi ui@t�M*i uLh |�i
4L?i|@h) @�|�Lh�|) |L �?t�*@|i |�i Th�Ui *i�i* uhL4 |�Lti t�LU!t�

W? �?|ihThi|�?} |��tc �| �t �4TLh|@?| |L Mi@h �? 4�?_ |�i u@U| |�@| |�i 4L?i|@h) @�|�Lh�|)
U@? UL?|hL* |�i i TiU|i_ h@|i Lu �?�@|�L? �? |�i 6A�w� 6Lh L̀L_uLh_<t +i@**) N?T*i@t@?|
�h�|�4i|�U |L Mi �?T*i@t@?| �? u@U|c hi^��hit |�@| t�LU!t |L |�i hi@*�3i_ Th�Ui *i�i* �@�i
tLU�@**) �?i�U�i?| UL?ti^�i?Uit� W? 4@?) iUL?L4�U i?��hL?4i?|tc |��t �t ?L| |�i U@tic @?_
L?*) |�i i TiU|i_ �?�@|�L? h@|i 4@||iht Etiic i�}�c ��@h�c ��h�t|�@?L @?_ ki�Li E�bb����
5�LU!t |L |�i hi@*�3i_ Th�Ui *i�i* @hi ULt|*) �? i?��hL?4i?|t ��ihi |�ihi @hi ?L4�?@* h�}�_�|�it
@?_ ��ihi @}i?|t @hi �i|ihL}i?iL�t�D�

��e� A�i 6A�w @?_ |�i �L?|hL* Lu ��ih@}i W?�@|�L?

A�i Thi��L�t t�MtiU|�L? t�L�i_ |�@| |�i 4L?i|@h) @�|�Lh�|) U@? UL?|hL* |�i @�ih@}i h@|i Lu
�?�@|�L? M) Ti}}�?} |�i ?L4�?@* �?|ihit| h@|i |L @? @TThLTh�@|i �@*�i�D2 W? TL*�U) _�tU�tt�L?t
@ML�| �?�@|�L?c �| �t tL4i|�4it t�}}it|i_ |�@| �?�@|�L? U@? Mi UL?|hL**i_ 4Lhi igiU|��i*)
��|� @? �?|ihit| h@|i h�*i |�@| hitTL?_t @}}hitt��i*) |L �?�@|�L?� W? |��t tiU|�L?c �i t�L�
|�@| t�U� @ 4L?i|@h) TL*�U) UL�*_ �? u@U| *i@_ |L _�t@t|ihc �u �tU@* TL*�U) �ihi ?L?�+�U@h_�@?�

5�TTLti |�@| |�i 4L?i|@h) @�|�Lh�|) @_��t|t |�i �?|ihit| h@|i @UULh_�?} |L |�i uL**L��?}
h�*iG

� n-| ' kf n k�Z|c Z| ' �|*�|3��

A�i 4L?i|@h) @�|�Lh�|) �4T*i4i?|t |��t h�*i M) @_��t|�?} |�i 4L?i) t�TT*) tL |�@| 4L?i)
_i4@?_ �t t@|�t�i_ @| |�i |@h}i|i_ h@|i Lu �?|ihit|� �? �@}}hitt��i< �?|ihit| h@|i h�*i �t L?i �?
���U� k� �t *@h}i� 6Lh i @4T*ic A@)*Lh E�bb�� �@t @h}�i_ |�@| k� t�L�*_ Mi @hL�?_ ��D� A��t
4i@?t |�@| �u �?�@|�L? h�tit M) � TihUi?|@}i TL�?|c |�i? |�i Ui?|h@* M@?! h@�tit |�i ?L4�?@*
h@|i Lu �?|ihit| M) ��D TihUi?|@}i TL�?|t� �UULh_�?} |L UL?�i?|�L?@* ��t_L4c @? @}}hitt��i
�?|ihit| h@|i h�*i *�!i |��t �t @ }LL_ �@) |L !iiT �?�@|�L? �?_ih UL?|hL*� �t �i t�@** tiic |��t
�t ?L| ?iUitt@h�*) |�i U@ti �u TL*�U) �t ?L?�+�U@h_�@?�
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96Khuh lv d surri e| frqwudglfwlrq1 Wkxv/ vxssrvh wkh zhdn lqhtxdolw| lq +71<, zhuh d vwulfw
lqhtxdolw|1 Wkhq/ e| wkh �uvw h{suhvvlrq lq hdfk ri +7144, dqg +7145,/ zh kdyh � @ 3 dqg
� @ 3= Wkh vwulfw lqhtxdolw| lq +71<, wkhq lpsolhv wkdw dw ohdvw rqh ri wkh zhdn lqhtxdolwlhv lq
+7143, lv vwulfw1 Wkdw lpsolhv/ e| +7144,/ wkdw wkh dvvrfldwhg pxowlsolhu lv }hur1 Exw wkhq/ +7145,
lpsolhv wkdw wkh dvvrfldwhg wd{ udwh lv }hur1 Exw/ wklv frqwudglfwv wkdw wkh sulpdu| vxusoxv lv
qrq0qhjdwlyh lq wkdw shulrg1
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99Lw zrxog eh yhu| lqwhuhvwlqj wr lqyhvwljdwh wklv txhvwlrq lq txdqwlwdwlyh prghov1 Wkhuh lv
d srvvlelolw| wkdw wkh h�flhqw ghjuhh ri yrodwlolw| lq sulfhv zrxog eh uhgxfhg wr }hur li sulfh
yrodwlolw| lqwurgxfhg glvwruwlrqv1 Fkdul/ Fkulvwldqr dqg Nhkrh +4<<7, dujxh wkdw lq sulqflsoh
wkhuh lv d ydulhw| ri zd|v wr dfklhyh vwdwh0frqwlqjhqf| lq �vfdo srolf|1 Li wkhuh zhuh frvwv wr
xvlqj wkh sulfh ohyho iru wklv/ wkhq wkh h�flhqw wklqj wr gr zrxog eh wr xvh rqh ri wkh rwkhu
zd|v1 Rqo| li wkhuh zhuh frvwv dvvrfldwhg zlwk doo zd|v ri dfklhylqj vwdwh0frqwlqjhqf| lq �vfdo
srolf|/ zrxog vrph yrodwlolw| lq sulfhv eh ghvludeoh1

9:D uhfhqw sdshu e| Vlpv +4<<<, frqvlghuv d sursrvdo wkdw Ph{lfr dgrsw wkh XV groodu dv lwv
qdwlrqdo fxuuhqf|1 Kh fulwlfl}hv wkh sursrvdo rq wkh jurxqgv wkdw/ zlwk wkh Ph{lfdq qdwlrqdo ghew
ghqrplqdwhg lq dqrwkhu fxuuhqf|/ wkh Ph{lfdq jryhuqphqw orvhv wkh �vfdo ehqh�wv ri wkh srolf|
ghvfulehg lq wkh wh{w1 Wkdw lv/ lw zrxog qrw eh deoh wr shulrglfdoo| uhqhjh rq dqg shulrglfdoo|
vxevlgl}h kroghuv ri lwv ghew wkurxjk �xfwxdwlrqv lq wkh Ph{lfdq sulfh ohyho1 Rxu srlqw khuh lv
wkdw jlylqj xs wklv rswlrq pd| qrw eh yhu| frvwo| wr Ph{lfr/ li wkh Ph{lfdq jryhuqphqw odfnv
fuhglelolw|1 Lqghhg/ jlylqj xs wkh rswlrq pd| eh d jrrg wklqj1 Lq wkh devhqfh ri fuhglelolw|/
dwwhpswv wr xvh wkh rswlrq pd| ohdg wr wkh glvdvwhurxv vlwxdwlrq lq zklfk hyhu|rqh mxvw uhixvhv
wr ex| Ph{lfdq jryhuqphqw ghew1
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End of Period Real Debt

Beginning of Period Real Debt

Figure 1: Debt Evolution Under non-Ricardian Fiscal Policy

End of Period Real Debt

Beginning of Period Real Debt

Figure 2: Debt Evolution Under Perturbed Fiscal Policy
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Figure 4: Revenues From Labor Tax
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Figure 3: Evolution of Inflation Under Aggressive Interest
               Rate Rule and non-Ricardian Policy
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Figure A: Equilibrium in the Cash-Credit Good Model
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