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WHAT IS a rational expectations view
of the world? Can such a view help
advance economic understanding? How
should rational expectations be placed in
the history of economic thought and
methodP The purpose of this discussion
is to help provide answers to these ques-
tions. '

Alan Coddington in a review of George
L. S. Shackle [67, 1966] has summarized
much of the objection to economic analy-
sis in the following penetrating way [18,
1975, p. 151]:

If we attempt to understand economic life by
supposing that in it men apply reason to their
circumstances, the question naturally arises:
what can men know about their circumstances?
Or even: what do men know about their cir-
cumstances? Having answered these questions
we could then go on to ask: what happens when
men apply reason to this knowledge? In fact,
economic theory has not proceeded in this
manner, but the other way round. Instead of
asking how reason can be applied to the knowl-

(

edge that men can or do have of their economic
circumstances, it asks how reason can be ap-
plied to circumstances, which are perfectly
known.

It will be the contention of this paper
that the rational expectations approach
need not and should not assume that men
apply reason to “circumstances that are
perfectly known.” The paper will argue
that to the contrary, the rational expecta-
tions approach can provide logically con-
sistent and empirically verifiable answers
to questions about what men can and do
know and how they use their knowledge.

Perhaps the justification for this paper
is that both critics and some practitioners
of the rational expectations approach
seem unaware of these implications. The
paper will attempt to draw the implica-
tions partly by a history of thought discus-
sion and partly by surveying some recent
theoretical and empirical developments.
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The paper begins with a very brief his-
tory of developments in monetary eco-
nomics after 1945 in order to establish the
background to rational expectations. The
first important applications of rational ex-
pectations to macroeconomics were di-
rected at the rationale for discretionary
stabilization policy. The general form of
this critique is outlined. Criticisms of
- Keynesian stabilization policy have ema-
nated from other sources as well. The pa-
per considers the criticisms of Walrasian
general equilibrium analysis made by
“fundamental Keynesians” in order to

show why the rational expectations para- -

digm can be regarded as much more than
a critique of Keynesian economics and in
particular represents an opportunity to re-
construct equilibrium economics given
uncertainty.

In demonstrating this point the paper
draws on an “Austrian” theory of expecta-
tions and discusses the links between ra-
tional expectations and the efficient mar-
ket hypothesis. The rational expectations
approach to the business cycle and labor
market analysis are also considered. A few
empirical applications of the theory are
examined in order to discover whether
the tests conform to the spirit of rational
expectations. The paper concludes with
an interpretation of the debate on stabxh-
zation policy.

A Brief History

Acceptance of the Keynesian theory of

less than full employment equilibrium was
undermined by persistent, unexpectedly
high levels of employment after 1945 and
the discovery of the real balance effect..
The Keynesian assumption of rigid wages
was shown to be a special case of a more
general theory. As Don Patinkin ex-
plained “if the terms are understood in
their usual, strict sense, the coexistence
of involuntary unemployment and flexible
money wages precludes the existence of
equilibrium. For ‘flexibility’ means that

-
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the money wage rate tends to fall with
excess supply, and ‘equilibrium’ means
that nothing tends to change in the sys-
tem” [52, 1965, p. 315]. Patinkin believed
that unemployment “was a phenomenon
of economic dynamics” and that recogni-
tion of the real balance effect “freed [eco-
nomics] from the necessity of static analy-
sis to connect decreases in employment
with increases in the real wage rate” [52
1965, p. 340}

The Keynesian approach to macroeco-
nomic theory and policy, however, re-
grouped around the Phillips curve [57,
A. W. Phillips, 1958]. This approach ‘as-
sumed that money wages and costs were
generally inflexible downwards and that
the adjustments to real wages thought
necessary to secure full employment
could be achieved mdlrectly via increases
in the price level.

Milton Friedman [25 1968] and Ed-
mund 'S. Phelps [54, '1967; 55, 1970)

- pointed to the implausibility of being able

to fool all the workers all the time. Work-
ers and firms, it was argued, would wish

to bargain about real wages, ‘é.ware of inflad
tion. Accordingly, the natural rate of un-
employment, like the real ra‘te of mterest ?
would be mﬁatlon proof [25 Fnedman
1968]

One important consequence of these
criticisms of the Phillips curve was that
expectations and their formation could no
longer be easily ignored. Macroeconomic
analysis was about to escape the mold of
static general equilibrium analysis into
which it had been set by John Hicks [31,
1937] and Lloyd Metzler [46, 1951].

Theorists have attempted to rehabili-
tate the Phillips curve by allowing for ex-
pectatxons ' The expectations explicit in
the - “expectation augmented” Phillips
curve models of wages, prices, and em-
ployment were extrapolative or adaptive
expectations of prices. Expectations of in-
flation following Phillip Cagan [15, 1956]
were assumed to be a weighted average
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of past levels or rates of change of prices:!
Given such assumptions, it was still possi-
ble for prices to rise unexpectedly rapidly
and for the unanticipated reduction in
real wages to stimulate output and em-
ployment. Accordingly, it appeared as if
the_authorities ‘still had the opportunity
to trade off extra inflation for employ-
ment.

The theory and the models bu1lt around
it failed the test of accurate prediction.
(See Carl Christ [16, 1975].) Both inflation
and unemployment increased in the sev-
enties, and governments seemed unable
to correct the maladies.

Enter Rational Expectations

Neo-Keynesian economics -and policy
" prescriptions were assailed by an alterna-
tive theory of expectations, rational expec-
tations, that was consistent with the natu-
ral rate of unemployment hypothesis.
Rational expectations was the invention
of John F. Muth [48, 1960; 49, 1961], and
the earliest applications of the idea to sta-
bilization policy issues were made some
ten years later by Robert E. Lucas, Jr.,
in a highly influential series of papers [38,
1972; 39, 1973].

Muth was very clear about the unphca- ‘

tions of his work. As he put it [49,.1961,
p. 315}

~To make dynatmc economic models complete,
various expectations formulas have been used.
There is, however, little evidence to suggest
that the presumed relations bear a resem-
blance to the way the economy works.

Muth noted that it was “often necessary
to make sensible predictions about the
way expectations would change when ei-
ther the amount of available information
or the structure of the system is changed”
[49, 1961, pp. 315-16]. ,

1 This work has been surveyed by David E W.
Laidler and Michael J. Parkin [35, 1975]; see also
Anthony M. Santomero and John J. Seater [60, 1978].
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Muth went on to suggest that [49 1961
p- 316]

. Expectations, since they are informed predic-

~ tions of future events, are essentially the same
as the predictions of the relevant economic the-
ory. At the risk of confusing this purely descrip-
tive hypothesis with-a pronouncement as to
what firms ought to do, we call such expecta-
tions “rational.” It is sometimes argued that
the assumption of rationality in economics
leads to theories inconsistent with, or inade-
quate to explain, observed phenomena, espe-
cially changes over time (e.g., Simon). Our hy-
pothesis is based on exactly the opposite point
of view: that dynamic economic models do not

~ assume enough rationality.

" The hypothesis can be rephrased a little more
precisely as follows: that expectations of firms
(or, more generally, the subjective probability.
distribution of outcomes) tend to be distrib-
uted, for the same information set, about the
prediction of the theory (or the “objective”
probabllxty distributions of outcomes).

Muth remarked at a further point in hlS
analysis that if the predictions of economic
theory were much better than the expec-
tations of the firms, then -economists
would be able to profit from that knowl-
edge by establishing firms or selling fore-
casts [49, 1961, p. 318]. Muth seems to
be saying no more and no less than that
the -observed empirical regularities that
serve as the basis for, or the confirmation
of, economic theory also form the basis
of economic action. Or, in other words,
good theory is good practice. (See also
Alan Walters [69, 1971})).

The implication that economic agents
or economists are omniscient cannot fairly
be drawn from Muth’s profound insights.
It suggests rather that information is costly
and that it will be used efficiently. Profit-
able opportunities to exploit available in-
formation will be exercised in a competi-
tive ‘'world.  Rational - expectations -are
profit maximizing expectations. If the past
proves to be a very imperfect guide to
the future, then theory and practlce wﬂl
be inaccurate.
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Muth developed his argument formally
for what he described as a “specialized
Jorm of the hypothesis” (my emphasis).
He assumed that random disturbances
were normally distributed, that certainty
equivalents existed for the variables to be
predicted, and that the equations of the
system including the expectations formu-
las were linear. Given these assumptions,
Muth was able to derive mathematically
optimum forecasts and establish the prop-
erties of the forecast errors.

The application of rational expectations
to macro modelling takes the following
general form. The aggregate demand,
supply, and market clearing equations are
specified with the addition of an error
term to each structural equation. The er-
ror terms represent the influence of ran-
dom demand and supply shocks on the
system. The distribution of the shocks is
assumed normal with expected values of
Zero.

The characteristic feature of these mod-
els is the form of the aggregate supply
equation. In conformity with the stylized
Phillips curve, the deviations of aggregate
supply about its normal trend or perma-
nent value are attributed to differences
between actual and expected prices.

PH+e

where y, is the actual rate of change of
real aggregate output in time period ¢, y
is the “permanent” or trend rate of
change of supply, P the realized price
level in time # and P*the price level that
was expected to prevail in ¢ and e is the
random shock. The coefficient « is posi-
tively signed. Economic agents are as-
sumed to confuse an observed increase in
the actual price level P, over P#with an
increase in the real price of their output
to which they respond by producing
more.

The models postulate further that ex-
pectations about the price level are “ra-
tional,” i.e.,

—y =a(f—
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where 4+, P* are the subjective expecta-:
tions of the price level and EP, is the
mathematically optimum forecast of the
price level at time ¢ + 1 conditional on
all that is known about the determination
of prices.

This knowledge is captured by the pre-
dictions of the model when combined
with all the information available about
the exogenous variables and the shocks.
That is to say the model consists of deter-
ministic and stochastic components. The
expectation equation, following Muth, as-
serts equality between subjective or psy-
chological predictions and the objective
expectations of the theory.

The forecast error [P, — (E, P|6:-1)],
where (E Pi|6;-y is the rational expecta-
tion of P, at time ¢— 1 given all the infor-
mation available at that time (0;-,), has
the property that a regression of the fore-
cast error on 6, is zero [61, Thomas J.
Sargent, 1973; 65, Robert J. Shiller, 1978].
The implication of this result is that only
the unanticipated impulses actmg on the
system can cause actual outpdt to differ
from its permanent path. SIRLINE

This rational expectations view of the
world has a devastating implication for
conventional stabilization policy. The im-
plicit presumption of such policy inter-
ventions is that they take the economy
by surprise. Rational expectations argues
that it pays economic agents to anticipate
the effect of policy actions. If there is any
regularity to policy action and effect, it
will be discovered and form part of the
information upon which economic plans
are based. .

Lucas has summarized these arguments
most succinctly [42, 1977]. He explains
that in the theory of economic policy the
motion of the economy may be described
by a difference equation '

Y1 = F (yt,xt’e’el)
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where the function F and parameter vec--

tor @ are derived from the demand and
supply functions of economic agents; ‘y;
is the state variable; x, represents the be-
havior of the “forcing” variables of the
system, e.g., government fiscal and mone-
tary policy; € is the vector of random error
terms with known distribution. As Lucas
remarks [41, 1976 p 25]:

There is...no presumphon that (F 9) will be_
" easy todiscover, butit isthe central assumption

. of the theory of economic policy that once they

* are (approximately) known they will remain
stable under arbitrary changes in the behavior -
of the forcing sequence [x;].
Everything we know about dynamic economic
theory indicates that this presumption is un-
Justified.

* Rational expectatlons theonsts have
proved that the “laws of motion” of the
economy cannot be “policy invariant” [59,
Prescott, 1977, p. 31]. Important pioneer-
ing contributions to this research pro-
gram, in addition to the work of Lucas
cited above, were made by Sargent [61,
1973; 62, 1976], Sargent and Neil Wallace
[63, 1973; 64, 1975], Robert J. Barro [6,
1976], Finn Kydland and Edward C. Pres-
cott [32, 1977], and Prescott [59, 1977].
~ The theoretical force of the argument
has been conceded even by those who
would deny the implications the rational
expectations theorists have drawn for sta-
bilization policy (see. Albert.Ando (1,
1978]; Stanley Fischer [21, 1977]; and
Phelps and John B. Taylor [56, 1977]).
There are other theoretical develop-
ments that have been undertaken inde-
pendently of the rational expectations dis-
cussions, which are proving, very helpful
to the rational expectations research pro-
gram. As Shiller explains, the statistical
theory of martingales applied to econom-
ics by Paul Samuelson and Benoit Mandel-
brot led in turn to the efficient market
hypotheses about the behavior of security
prices [65, Shiller, 1978]. Following Eu-
gene F. Famas definition, an efficient capi-

Journal of Economic Literature, Vol. XVII (December 1979)

tal market is a market that is efficient in
processing information [20, 1976] The
prices of securities observed at/any time

_are based on a “correct” evaluation of all

information available at that time. In an
efficient market prices “fully reflect”
available information [20, 1976, p. 133].
The similarities bétween the rational ex-
pectations and the efficient market hy-
potheses are striking and will be drawn
upon further below.

" Shackle on General Equilibrium Analysis

- G. L. S. Shackle has long denied the
Keynesian rationale for stabilization pol-
icy. His critique however is not based on
the logical inconsistencies of Keynesian
theory. Shackle challenges on more funda-
mental grounds the relevance of equilib-
rium analysis to the analysis of economic
instability, The Shackle critique draws
much, entirely. appropriate, inspiration
from Keynes himself.

- The Walrasian general equilibrium solu-
tion to the system of demand and supply
equations that summarize economic be-
havior represent, as Shackle puts it, the
“perfect and complete adjustment of ev-
erything in the economy to everything
else, a general equilibrium attained after
no matter how long a time” [67, 1966,
p. 227]. Time and uncertainty are as-
sumed away by the devise of titonne-
ment. Information provided by prices is
costlessly obtained. -

But the real world, as Shackle explams,
is characterized not only by inconsistent
plans but also by unexpected: change.
Therefore economic plans have to be put
into operation on the basis of judgments
about an uncertain future. Time, expecta-
tions, and uncertainty should form the es-
sence of any explanation of economic
change. To quote Shackle again, “the
problem of general unemployment has
taught us that economic conduct is a re-
sponse not only to scarcity but also to a
circumstance at least as imperious,
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namely, uncertainty” [67, 1966, p. 22].

The argument is that if all future prices

and events were known with certainty or

‘'with a certainty equivalent, there would
be no need to postpone any dispositions
of purchasing power or the sale of goods.
Contracts would be established for future
delivery and payment and with insurance
companies, and there could be no possibil-
ity of general excess supply or demand.
Such certainty is also in effect the charac-
ter of Arrow-Debreu intertemporal gen-
eral equilibrium. As Kenneth Arrow ex-
plains [2, 1978, p. 159]:

An alternative interpretation of the model is
to assume that the consumers and producers
forecast future prices perfectly. If they use as
forecasts the equilibrium values, then as the
economy passes through successive dates, it will
find at each one of them that supplies and
demands are equilibrated ‘at the anhmpated
prices.

Arrow notes that [2, 1978, pp. 159-60]:

the crucial empirical point is that markets for
most future commodities do not exist. It is an
interesting and illuminating question why they
do not exist, but this is not the place to examine
that.

It is clear that households do not place
such contracts because ‘they prefer to
keep their options open in the uncertain
world they know they live in. On the other
hand, because the production process
takes time, the firms are obliged (i.e., find
it profitable) to plan production for the
future. In general, consumers can avoid
future contracts because they can choose
a generalized form of command over fu-
ture goods, money. (See Karl Brunner and
Allan Meltzer [12, 1971]). It would there-
fore appear as if some of the circuits for
the - transmission of market signals as-
sumed by general equilibrium theory are
missing [37, Axel Leijonhufvud, 1969].

Shackle has been described by his most
perceptlve ‘critic, Alan Coddmgton, as a

“fundamental Keynesian,” by comparison
with the “hydraulic Keynesians” who
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dominate the text books; fundamental in
that they interpret Keynes’s major con-
tribution to economics as that ‘of empha-
sizing “that the basis of choice lies in
vague, uncertain and shifting expectations
of future events and circumstances: ex-
pectations that have no firm foundation
in cucumstances” [19 Coddmgton 1976,
p. 1260].

Shackle vdescnbes Book IV of the
General Theory with its 30 pages on ex-
pectations and 80 pages on the interest
rate as “reversing even caricaturising” the
relative impact of the two kinds of influ-
ence on investment decisions. Shackle
finds Keynes's General Theory as bemg
in two minds.

It turns instinctively towards stable functions,
uninterrupted movements along curves, under
employment “equilibrium,” secular stagnation,
step-by-step declension (for example, of the
level of interest-rates). Yet the message spelled
~out by all this creaking semaphore is that in-
tended (designed, ex-ante) investment is a law -
to itself, dependent (if ‘at all) on too illusive
and involved a skein of subtle influences, . . .
.to be ever captured in any intelligible, let alone
; ,determmable, pquation [68 1972, p. 218] [

Shackle beli ves that Keynes madé’ his
major contnbutlon to éconmmc under-
standing by recogmzmg that- the source
of economic instability could be'found in
the existence of uncertainty. Shackle also
argues that recognition of the role of un-
certainty provides no basis for stabilizing
the economy

_ Keynes ] search for an understandmg of busi-
ness led him to the conclusion that business

' is’ essentially, irremediably non-rational, - not

- through its defects of organization or mistaken °

- choice of ends or of methods, but in the nature : -
of things at their most fundamental level; it
is logically inconceivable for business to be ra-
tional. But if there is no consistently operating
mechanism, how can any reliable levers exist
for managing it. [68, 1972, p. 163.]

This fundamental Keynesian position
does not necessarily encourage an attitude
of benign neglect of what may be re-
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garded as the inevitable fluctuations of a
market economy. It can be used to justify
much more than tinkering with the mech-
anism. Brunner and Meltzer argue that
the General Theory was mainly a case for
the socialization of investment {13, forth.].
Coddington considers Joan Robinson’s
theory of capital to be fundamentally
Keynesian. Coddington explains Shackle’s
own approach to economic analysis in the
following terms [18, 1975, pp. 151-52}:

But what if an accommodation of real (novelty
and uncertainty-bearing) time and the reason-
ing faculty of the economic actor are both es-
sential to our understanding of economic life? -
If these two ideas are fundamentally antagonis-
tic to one another, it follows that any attempt
to capture one of them in a formal scheme will
tend to exclude the other, . . . Shackle . . .
recognises a third possibility, wlnch is to em-
brace a mode of formulation which rejects for-
malisation as the ideal of clarity and rigour.

Shackle’s attempts to abandon strict
logic has not found many friends in the
economics profession. The fate of another,
perhaps better known, attempt at disequi-
librium analysis is instructive. The gen-
eral disequilibrium, quantity constrained,
analysis associated with Robert Clower
[17, 1965], Axel Leijonhufvud [36, 1968],
and Robert Barro and Herschel Grossman
[10, 1971] ran into the dead end of ad
hoc assumptions and indeterminate out-
comes.?

Lachmann on Expectations

It will be useful for our purposes to con-

sider at some length the views of Ludwig
Lachmann, one of the leading modern
Austrians, on expectations and the inte-
grating role played by market prices. It
will be apparent that Lachmann antici-
pates some of the flavor of rational expec-
tations. Lachmann also points to a crucial
difference between his own and Keynes’s
view of the stock exchange.

3 For a similar interpretation of these develop-
ments, see Michael‘Parldn 51, 1978].

Journal of Economic Literature, Vol. XVII (December 1979)

Lachmann regards the formation of ex-
pectations as [33, 1956, p. 23]:

" nothing but a pl;xase in this continuous process
of exchange and transmission of knowledge
which effectively integrates a market society.

Therefore the first task of a theory of ex-
pectations is [33, 1956, pp. 23-24]:

to describe the structure of the mental acts
which constitute the formation of expectations;
its second task, to describe the process of inter-
action of a number of individuals whose con-
duct is orientated towards each other.

For anybody who has to make a decision in
the face of an uncertain future the formation
of an expectation is incidentalto the endeavour
to diagnose the situation in which he has to
act, an endeavour always undertaken with im-
perfect knowledge. The business man who
forms an expectation is doing precisely what
a scientist does when he formulates a working
hypothesis. Both, business expectation and sci-
entific hypothesis serve the same purpose; both
reflect an attempt at cognition and orientation
in an imperfectly known world, both embody
imperfect knowledge to be tested and im-
proved by later experience. Each expectation
_ does not stand by itself but is the cumulative
result of a series of former expectations which
have been revised in the light of later experi-
ence, and these past revisions are the source
of whatever present knowledge we have. On
the other hand, our present expectation, to be
revised later on as experience accrues, is not
only the basis of the action plan but also a
source of more perfect future knowledge. The
formation of expectations is thus a continuous
: process, an element.of the larger process of
~ the transmission of knowledge.

We have said that the formation of expectations
is iricidental to the diagnosis of the situation
as a whole in which one has to act. How is

. this done? We analyse the situation, as we see
it, in terms of forces to which we attribute vari-
ous degrees of strength. We disregard what we
believe to be minor forces and state our expec- |
tations in terms of the results we expect the
‘operation of the major forces to have. Which
forces we regard as major and minor is .of
course a matter of judgment. Here the subjec-
tive element of interpretation is seen at work.
In general, we shall be inclined to treat forces
working at random as minor forces, since we
know nothing about their origin and direction,
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and are therefore anyhow unable to. predict
the result of their operation. We treat as major
forces those about whose origin and direction
we think we know something. This means that
in assessing the significance of price changes
observed in the past for future changes we shall
tend to neglect those we believe to have been
due to random causes, and to confine our atten-
tion to those we believe due to more “perma-
,nent” causes.

Lachmann is concerned with the possi-
bility of inconsistent interpersonat and in-
tertemporal expectations and their resolu-
tion. He takes consolation from the
‘thought that the effects of a series of un-
successful expectations will be elimination
from the market. Moreover Lachmann ar-
gues that the market system has evolved
mstltutmns that resolve the potential con-
flicts.

- Lachmann regards the function of for-
ward markets as that of spreading

knowledge not about what is or has been, but
about what people think will be. In this way,
while the future will always remain uncertain,
it is possible for the individual to acquire knowl-
edge about other people’s expectations and to
adjust his own accordingly, expressing his own
views about future prices by buying or selling
forward, thus adding his own mite to the forma-
tion of market opinion as expressed in forward
prices. In other words, forward markets tend
to bring expectations into consistency with
each other. They are on the side of the stabﬂ.lz~
ers. [33, 1956, pp- 67-68.)

While Lachmann recognizes the limited
scope of forward trading, he regards the
Stock Exchange as an example in “contin-
uous futures.”

The Stock Exchange is a market in “continuous
futures.” It has therefore always been regarded
by economists as the central market of the eco-
nomic system and a most valuable economic
barometer, a market, that is, which in its rela-
tive valuation of the various yield streams re-
flects, in a suitably “objectified” form, the artic-
ulate expectations of all those who wish to
express them. All this may sound rather platitu-
dinous and might hardly be worth mentioning
were it not for the fact that it differs from the
Keynesian theory of the Stock Exchange which
is now so much en vogue. [33, 1956, p. 68.]

1429

Workmg Hypotheses become Rational
Expectations :

Rational expectations takes a vital fur-
ther step in the treatment of expectations
by assuming that the “working hypothe- -
ses” that form the basis for expectations
are equivalent to the presumptions of eco-
nomic theory. Expectations may accord-
ingly be modelled and theories tested.

In this way and by extending the maxi-
mizing assumption to the use of informa-
tion, the rational expectations approach
meaningfully extends the use of what
Coddington describes as the reductionist
method as applied in timeless general
equilibrium analysis.

The central idea [of reductionism] is the reduc-
tion of market phenomena to (stylized) individ-
ual choices. [19, 1976, p. 1258.]

It is this method that enables the connec-
tion to be made between “equilibrium
states of market phenomena and the
choice logic from which these states could
be generated” [19, 1976, p. 1259].

Coddington makes the distinction be-
tween the existence of “knowledge defi-
ciency” and the provision of “knowledge
surrogates.” He suggests that what'i s otdi-
narily covered by the blanket term “un-
certainty” has two aspects. Knowledge
deficiency covers “risk, uncertainty, mis-
takenness, ignorance, deception and delu-
sion.” There are he suggests, however,
knowledge surrogates in the form of “con-
jecture, expectation, perception, learning,
adaptation and so on” [18, 1975 pp. 152-
53].

The fundamental issue is whether or not
market prices may be regarded as service-
able “knowledge-surrogates” [18, Cod-
dington, 1975, pp. 155-56]. There is as
indicated previously an enormous amount
at stake for economic analysis. The reduc-
tionist program must be built around equi-
librating forces.

Of great relevance to this issue are the
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numerous tests of the efficient market hy-
pothesis. If markets . are efficient, then
price changes on those markets should fol-
low an ‘approximately random walk. If
price changes are unrelated to previous
prices, then all the forces known to affect
prices are assumed to have been incorpo-
rated in ruling market prices. Efficient
prices are equilibrium prices conditional
on all information available when prices
are established. A proof of efficient use
of information in markets is a proof of ra-
tional expectations [29, Michael Ham-
burger and Elliott Platt 1975; 58, William
Poole, 1976].

William Poole reports that [58, ,1976, p.
467]:

The validity of the rational-expectations hy-
pothesis as applied to prices in active auction
markets has been extensively tested. Numerous
investigators - have analysed an enormous
amount of data using many different statistical '
techniques, and no serious departure from the
predictions of the hypothesis has been found.

_Thus, there is very strong evxdence in favor -
of the hypothesns 3

Critics of Rational Expectations

It has been argued above that the ra-
tional expectations approach does not as-
sume that men need apply reason “to cir-
cumstances that are perfectly known.”
Arrow draws a different interpretation. It
is ironic that he should criticize rational
expectations because of its similarity to his
own general equilibrium theory.

" Itis true that the rational expectations hypothe-
‘sis implies that the outcomes on future markets’
are well anticipated, but it is hard to see why"
this should be true. The very concept of the
" market and ‘certainly many of the arguments )
" in favor of the market system are based on the '
idea that it greatly simplifies the informational °
. problems of economic agents, that they have
. limited powers of information acquisition, and -

3 For a more recent dxscussmn of the relatlon be-
tween efficient markets and rational expectations,
see Frederic sthlqn [47 1978] and ]ames Pesando
53, 1978}.
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that prices are economic summaries of the in-
formation from the rest of the world. But in
the rational expectations hypothesis, economic
agents are required to be superior statisticians,
capable of analyzing the future general equilib-
ria of the economy [2, 1978, p. 160.]

Albert Ando adopts a similar position.
He refers to the work of Lucas and Sar-
gent as “classical equilibrium theory” and
the theory of an “economic stationary
state” generalized to “a suitably stochastic
case”.[1, 1978, pp. 16-17]. Herbert A. Si-
mon in his Nobel Prize lecture advanced
a similar argument [66, 1978]. It is how-
ever incorrect to assume that rational ex-
pectations regards errors in forecasts as
insignificant or absent. The implication of
rational expectations is rather, that the
forecast errors are not correlated with
anything that could profitably be known
when the forecast is made. Or in other
words while markets may be wrong, they
are not wrong without good reason.

The other main thrust of the criticism

~ made by Arrow is that while stock markets

may be efficient, the markets for commod-
ities and labor are not. |

Arrow argues as follows [2 1978 p.
162]:

Economic theory and policy-making may have
unduly minimized stocks and anticipations; but
one can err in the opposite direction. Economic
theory implies that price anticipations are rele-
vant in ‘decisions about capital formation but -
not in flow decisions. In allocating consumption
today, the future price of a completely perish- .
able good is irrelevant (strictly speaking, this
is true only if consumption bundles of different
periods are separable in utility). An extreme
example of a perishable commodity is labor-
time. The laborer is durable, but the hours he
can work are not. Hence, there is essentially
no reason for anticipations of future wage in-
creases, correct or incorrect, to affect the pres-
ent supply of labor. Yet one finds models which
argue that statistical unemployment is wholly
or partly a voluntary withholding of labor be-
cause of unduly optimistic expectations!

Arrow remarks further: “the future
wage level is important in estimating fu-
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ture income and hence present wealth.
But unlike the case of durable goods, there
is no market pressure driving expectations
of price changes in a particular direction”
[2, 1978, p. 163]. A rational expectations
explanation of labor market behavior will
be presented below. '

It is however not at all obvious why
prices in markets that are not well orga-
nized stock markets are any less efficient,
in the sense that obviously unexploited
opportunities to profit persist over time.
The force driving prices in all markets,
including labor markets, is the search for
profits. Pure profits in the sense of Knight
are earned by knowing or guessing better
than the market. The market prices of re-
sources fully reflect expected “normal”
profits from their utilization in the pro-
duction process.

Moreover economists do - not . usually
seek an explanation of general economic
instability in the markets for perishable
goods. The prices of perishables, because
of their nature, adjust rapidly to clear the
market. The source of persistent excess
supplies is more usually sought ‘in labor
markets precisely because the labor mar-
ket is so obviously a quantity rather than
a price-adjusting market. It should fur-
thermore be recalled that Keynes’s funda-
mental attack on classical economics was
directed at the supposed irrationality of
stock markets and so mvestment deci-
sions.

Arrow reveals a mlsunderstandmg of ra-
tional expectations by the following state-
ment [2, 1978, pp. 161-62]: ‘

But once we go down the path of permitting .
inferences to be drawn, there are more and -
more subtle possibilities. One may regard a
strong government monetary policy to be sig-
nificant, not merely for itself but because it is
an indication of the government’s determina-:
tion to. do something about the current de-
pressed situation. On this basis, the reaction
might be much stronger than would be justified
by the objective facts. Arguments of this kind
were popular at oné Hme with regard to redis-

—— e S i
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count rate policy on the part of central bahks; n
it was the signalling effect rather than the ob-

. jective impact on the economy that was domi-
nant.

It was rather the consistency of the sig-
nal with the objective facts that was useful
to the traders in securities. Bankers and
businessmen do not need to know eco-
nomic theory. They can however take ad-
vantage of rules of thumb. But rules of
thumb will remain sérviceable only if the

“structure of the economy remains un-

changed. It was economists and central
bankers who came to confuse the signal
(interest rate changes) with the substance,
which was balance-of-payments-depen-
_dent money supply changes. But this is
“another long story. Meltzer interprets the
classical gold standard in similar terms [45,
1977].4

So_me Econometric Tests and Applications
of Rational Expectations. -

As Prescott noted expectatlons cannot

be measured directly; they have to be in-
ferred [59, 1977]. One example of treating

expectations inferentially is to be fom d |

in Lucas’s original mvestlgatloﬁ of unem- S

ployment inflation trade-offs across coun-
tries [39, 1973]. Lucas attempted to test
the rational expectations model of the nat-
ural rate of unemployment by examining
the relation between unemployment and
the variance of price changes across coun-
tries. Lucas found there was a short-run
Phillips curve only if no attempt was made
to take advantage of it.

- Another application has been made by
Jacob A. Frenkel in an explanation of the

4 It is perhaps appropnate to reflect on the famous
(apocryphal) story of Rothschild and the Battle of
Waterloo. It was well understood that a victory for
Napoleon would be bearish for British stock. It was
also assumed that the House of Rothschild would
be the first to know the outcome of that great and
terrible battle. Rothschild in due course appeared
at the Exchange and gave his broker the signal to
sell. We may all hope to have a smtably profitable
occasion to destroy our credibility.
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demand for money in Germany during
the hyperinflation. Frenkel infers infla-
tionary expectations from the forward ex-
change market after testing for the effi-

ciency of that market [22, 1977]. The idea .

is that the forward rate represents an un-
biased estimate of future spot rates and
expectations of future spot rates depend
on expected relative purchasing power.
Therefore implicit in the future rate is an
expectation of inflation. This expectation
of inflation is applied in a regression esti-
mate of the demand for money.
" Barro has also tested the rational expec-
tations hypothesis. Barro’s studies attempt
to show that it is only the unanticipated
component of monetary growth that af-
fects employment, real output, and the
price level [7, 1977; 9, 1978]. Barro is un-
doubtedly asking the interesting question
from a rational expectations point of view.
However, this method of answering the
question appears to violate the spirit of
rational expectations in the following
way. . S

In Barro’s published models anticipated
monetary growth is not inferred. Antici-
pated money growth is rather taken to
be the money growth given by a regres-
sion equation of actual money changes on
variables shown able to predict money
supply growth over the entire period un-
der observation (1941-73). The measure
of anticipated monetary growth is there-
fore not made conditional on the informa-
tion available to economic agents when
expectations were formed. 1

In an earlier version of this study Barro
measured anticipated monetary growth
for period tbased on information available
only up to period ¢ — 1. This is clearly a
procedure that meets the objection raised
above. Barro showed that bringing up to
date the sample led to “little evolution
. of the coefficient estimates” [5, 1976, pp.
14-15]. When these properly dated mea-
sures of anticipated monetary growth
were applied in the test of the hypothesis
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that only unanticipated monetary growth
affected unemployment, they gave sup-
port to the theory, though not as much
support as the alternative specifications.
It is however notable that when the pe-
riod of observation is extended and lower
weights attached to World War Il observa-
tions, the estimated values of the coeffi-
cients measuring the impact of monetary
growth lagged one and two periods on an-
ticipated monetary growth becomes 0.41
and 0.21 compared to the previous 0.24
and 0.35 [9, Barro, 1978, p. 551]. It is
therefore not clear which equation prop-
erly represents the equation economic
agents are assumed to know when they
estimate the money supply. One is in ef-
fect being asked to accept a joint hypothe-
sis. The appropriateness of the measure
of anticipated monetary growth is judged
by its ability to help predict unemploy-
ment. Since the theory of anticipated
monetary growth is a simple single equa-
tion and. inevitably somewhat ad hoc,
there: would seem no way to reject the
first part of a joint hypothesis of this kind.
Objections on logical grounds to Barro’s
theory of the money supply process may
also be raised. In this theory the govern-
ment is assumed to rely on money cre-
ation rather than taxation when the fed-
eral deficit rises relative to the normal
deficit. This clearly implies that the au-
thorities also control interest rates, for oth-
erwise higher interest rates could ration
the supply of bank credit without requir-
ing accommodating increases in high
powered money. Such controls on interest
rates would also make the money supply
vary procyclically with employment.
However, included in the anticipated
money supply equation is a countercycli-
cal effect of unemployment on money
supply growth. :
Sargent’s measures of anticipated mon-
etary growth and other variables as estab-
lished by best fit autoregressions over the
entire period of observation are also vul-
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nerable to the criticism that anticipated
variables are not conditioned on what
could have been known [61, 1973; 62,
1976]. We know that autoregressive
methods do not forecast well outside the
sample period. One would therefore ex-
pect maximizing economic agents to be
aware of the necessity for “parameter
drift” in their forecasting exercises. :To
meet this criticism, Sargent could have
economic agents revise their “ARIMA”
(autoregressive integrated moving aver-
age) forecasts as new information became
available. Unfortunately econometric ex-
ercises of the kind that assume that eco-
nomic agents know the structure of the
model for the entire sampling period may
give credence to the view that rational
expectations imagines economic agents to
be, in Arrow’s words, “superior statisti-
cians capable of analyzing the future gen-
eral equilibrium of the system.”

Perhaps the most inventive econ-
ometric application of the rational expec-
tations approach is the procedure devised
by Robert E. Hall to examine the life-cycle
and permanent-income hypotheses. The
flaw in many tests of aggregate consump-
tion behavior is the failure to take account
of the endogenous character of income
when income is assumed to be a determi-
nant of consumption. As Hall points out,
even simultaneous estimates of consump-
tion and income often have to make un-
easy compromises about the exogeneity
of instrument variables. Hall tests a so-
called stochastic version of the theory of
consumption. As Hall explains the theory
[26, 1978, p. 972]:

When consumers maximize expected future
utility, it is shown that the conditional expecta-
tions of future marginal utility is a function of
today’s level of consumption alone—all other
information is irrelevant. In other words, apart
from a trend, marginal utility obeys a random
walk. If marginal utility is a linear function of -
consumption, then the implied stochastic prop-
erties of consumption are also those of random
walk, again apart from a trend.
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Hall’s test of the theory is exactly analo-
gous to the tests of the efficient market
hypotheses. The hypothesis is tested by
regressing current consumption on lagged
consumption, real income, and wealth.
Given the time trend in consumption
only, the finding that consumption lagged
one period can help predict current con-
sumption provides considerable support
for the theory. The implication is that any-
thing known to influence future income
and consumption is already reflected
in current consumption decisions. The
strong version of the theory, that con-
sumption is unrelated to any economic
variable observed in earlier periods, is re-
jected by the ability of stock market prices
to help predict future consumption. Most
of the predictive power of stock market
prices is derived from the value of stocks
in the previous period.

Rational Expectations, the Business Cycle,
and the Labor Market

In his interpretation of rational expecta-
tions, Lucas addresses Frank Knight’s dis-
tinction between risk and uncertainty in
the following way [42, 1977, p. 15]:

At a purely formal level, we know that a ra-

tional agent must formulate a subjecbve joint

probability distribution over all unknown ran-
dom variables which impinge on his present
and future market opportunities. The link be-
tween this subjective view of the future and

“reality” is a most complex philosophical ques-

tion, but the way it is solved has little effect

on the structure of the decision problem as seen
by an individual agent. In particular, any dis-
~ tinction between types of randomness (such as

Knight’s (1921) distinction between “risk” and

“uncertainty”) is, at this level, meaningless.

Unfortunately, the general hypothesis that eco-
nomic agents are Bayesian decision makers has,
in many applications, little empirical content:
without some way of inferring what an agent’s -
subjective view of the future is, this hypothesis
is of no help in understanding his behavior.
Even psychotic behavior can be (and today,
is) understood as “rational,” given a sufficiently
abnormal view of relevant probabilities. To
practice economics, we need some way (short
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'of psychoanalysis, one hopes) of understanding
- which decision problem agents are solving.

Licas suggests that rational expectations,
which assumes the coincidence of subjec-
tive and true probabilities, is not applica-
ble in situations in which one cannot guess
which, if any, observable frequencies are
relevant; situations that Knight called un-
certamty Lucas suggests it will most

: hkely be useful in situations in which the proba-
" bilities of interest concern a falrly well defined
recurrent event, situations of “risk” in Knight's
* terminology. In situations of risk, the hypothe-
sis of rational behavior on the part of agents
. will have usable content, so that behavior may -
be explainable in terms of economic theory.
In such situations, expectations are rahonal in
Muth’s sense. In cases of uncertainty, economic
" teasoning will be of no value. [42, 1977, p. 15]

Lucas takes consolation from the appar-
ent regularity of the busmess cycle as a
justification for seeking “an ethbnum
theory of the business cycle.”:

These considerahons explain why business cy-

. cle theorists emphasized the recurrent charac-
ter of the cycle, and why we must hope, they

. wererightin doing so. Insofar as business cycles ]
can be viewed as repeated instances of essen-
tially similar events, it will be reasonable to
treat agents as reacting to cyclical changes as

“risk,” or to assume their expectations are

rattonal, that they have fairly stable arrange-
ments for collecting and processing informa-
tion, and that they utilize this information in
forecasting the future in a stable way, free of
systematic and easily correctable biases. [42,
1977, p. 15] v

If, however, makmg economic decmons
for the future were complicated only by
risk, the problem ‘would be reduced to a
zero sum game between firms and insur-
ance companies. It is not plausible to seek
an explanation of persistent errors about
the allocation of resources that character-

ize the regular business cycle in these

terms. Nevertheless, even if the problem
is more than risk, we must accept with
Lucas that economic agents have “stable
arrangements for collecting and process-
ing information™ and that they use the in-
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formation they have in a stable way “free
of systematic and easily correctable bias.”

A ‘world .dominated by uncertainty in
the Knight sense would however seem'to
offer little profitable scope for the time-
consuming nature:of production and con-
sumption’ we observe. It should be con-
ceded that the regular business cycle
could be seriously disturbed or “shocked™
by an event or series of events for which
the past provides very little guidance.
Economic agents may not be able to form
confident Bayesian priors about what will
transpire over the relevant forecast spans.
The Great Depression of the thirties in
the United States may be explained in
these terms. Revolutionary or expected
revolutionary political change would also
induce a lack of confidence in predictions
about profitable investment decisions.
The paralysis of irivestment could explain
a prolonged depression, for even if invest-
ment were expected to remain at perma-
nently lower levels, it would take some
time before resources, especially labor re-
sources, could be reallocated to alterna-
tive uses.

Lucas has some 'profound' thoughts on
the nature of the busmess cycle (42, 1977

p 19—20] '

One ‘must go | behmd pnce moveiments to the
changes in technology and taste which underlie’ -

¢ them. These changes are occurring all the time
and, indeed, their importance to-individual

. agents dominates by far the relatively minor
movements which constitute the business cy-
cle. Yet these movements should, in general,
‘lead to relative, not general price movements.
A new technology, reducing costs of producing -
an old good or making possible the production
of a new one, will draw resources into the good
which benefits, and eway from the production
of other goods. Taste shifts in favor of the pur-
¢hase of one good involve reduced ‘expendi-
turés on others. Moreover, in a complex mod-
ern economy, thére will be a large number of
such shifts in ‘any given period, each small in
importance relative to total output. There will
be much “averaging out of such effects across
markets. c
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- An explanation of the regular business
cycle must surely look to sources’of sys-
tematic bias in the information available
to economic agents that may mislead
them about the true state of the economy.
It is perhaps worth noting here that pre-
Keynesian business cycle theorists, for ex-
ample, Knut Wicksell and = Friedrich
Hayek, explained the business cycle as a
response to false signals provided by
changes in interest rates or the price'level.
" The signals were thought to lead to a mis-
allocation of resources between consump-
tion and investment, which would be re-
vealed by the emerging pattern of
demand. This naturally made Hayek very
skeptical of plans to increase consumer de-
mand to stimulate employment when the
problem was understood to be too many
investment goods and too few consump-
tion goods [30, 1933].

Lucas’s own theory of the business cycle
relies on the assumption of incomplete in-
formation and a consequent confusion be-
tween relative and absolute price changes
[40, 1975]. The persistence of deviations
of variables about their trend or perma-
nent values that characterize the business
cycle do not obviously accord well with
the pure rational expectations property of
serially uncorrelated forecast errors. As
has been pointed out by Benjamin Fried-
man, the rational expectations models re-
ferred to above do not have any error
learning properties [24, 1979]. There is
no time lag between the collection of new
information and its assimilation and im-
plementation in revised conditional fore-
casts.' As Friedman ' demonstrates, once
such lags are introduced, rnathematically
optimum forecasts no longer display the
property of serially uncorrelated errors.
Optimal forecasts may be distributed lags
on available information,

“If lags in the response to new informa-
tion are held responsible for the business
cycle, an explanation must be sought for
the existence and length of such lags that
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is consistent ‘with maximizing behavior.
We shall return to this question after a
discussion of labor market characteristics.

._Analyéis of the Labor Market

- The research program of rational expec-
tations has been drawn inevitably to an
explanation of labor market behavior. In
the other ‘economic markets mistaken
plans are undertaken and expectations fal-
sified, but the markets are more or less
continuously cleared. Prices are cut or in-
creased, losses are borne, capital is written
off and readapted to other purposes. Re-
sources are wasted, but bygones are by-
gones. Even if market clearing requires
the bankruptcy of economic agents, this
is not usually considered to be of great
consequence. Bankruptcy may be the oc-
casion for government subs1d1es “to save
jobs.” \

" The labor market appears to be differ-
ent. It is conspicuously a quantity rather
than a price adjusting market. Lucas ad-

dresses the i issue in the followmg way [42
1977, p. 12J- - i

For nowhere is the apparent jon
between “cyclical phenomena® er" Inorhic

" equilibrium” theory sharper than in labor mar-
ket behavior. Why, in the fade' bf moderately
fluctuating wages and prices should houssholds
choose to supply labor at sharplx m'egular rates
through time? ,

Or to put it another way, why should firms
be allowed to employ labor at sharply ir-
regular rates over time [27, Hall, 1979]?

Rational expectations cannot rely on
market frictions or search costs as an ex-
planation of unemployment: Rigid wages
in the face of persistent unemployment
would be recognized sooner or later as -

- inconsistent - with maximizing behavior.

-+ It may be assumed that the labor market
is not cleared by an auctioneer at the labor
exchange because such a system does not
best serve the interests of most workers
and firms. The absence of these clearing
arrangements need not be attributed to
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the power of trade unions or to govern-
ment intervention. The incermntive to inno-
vate employment practices is as great as
anywhere else in the economy. If there
were profitable opportunities to increase
the flexibility of wages in the labor market,
it can be assumed they would be discov-
ered and utilized. Labor markets are more
quantity than price flexible for good rea-
son. The developing theory of contracts
may provide better answers to these ques-
tions (see Costas Azariadis [3, 1975]; Hall
and David Lilien [28, 1978])).

One approach to this issue originated
with Lucas and Leonard Rapping. They
regard workers as substituting leisure and
work over time in the attempt to maxi-
mize lifetime incomes. Workers are as-
sumed to be aware of seasonal and cyclical
fluctuations in wage incomes and that oc-
cupations differ in these respects. There-
fore some of the variation in the supply
of and demand for labor may be consistent
with exceptations and lifetime income
and consumption plans. Workers can be
regarded as supplying more labor time
when demand for labor is considered tem-
porarily high and less when temporarily
low. Over a working life, leisure and work
- may be substituted in response to ex-
pected fluctuations in demand for labor.
Evidence of such effects has been found
[43, Lucas and Rapping, 1969].

However, as Hall has pointed out, by
no means all evidence from the labor mar-
ket supports .the view that variations in
the supply of labor represent intertempo-
ral substitution. In recessions workers typ-
ically are dismissed rather than quit and
more particularly spend more time, on
average, looking for work [27, Hall, 1979].
This would suggest that unexpected fluc-
tuations in the demand for labor explain
part of the observed unemployment.

Brunner, Alex Cukierman, and Meltzer,
in their attempt to explain persistent un-
employment, point to the problem work-
ers and firms may have in inferring
promptly the appropriate state of the
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econom); from evidence available to them
[11, 1979]. As Brunner and Meltzer ex-
plain [14, forth., pp. 4-12]:

Fluctuations in aggregate economic activity
and employment result from changes in the .
aggregate demand for and supply of output. - -
The timing of the changes is uncertain. The
changes may be positive or negative, and may
be temporary or persistent. Workers and em-
ployers in -individual firms -do not know
_whether shocks or changes are temporary or -
~ long-lasting, real or nominal.

The uncertainty that affects employment is
summarized by the four-way classification of
shocks as real and nominal, temporary and per-
sistent. Uncertainty arises because of the inabil-
ity of workers and employers to distinguish
promptly, between the four categories. We as-
sume that there is no way to extract from avail-
able data fully reliable information about the
type of shock that has occurred.

The distinction between permanent
and temporary disturbances is a very im-
portant one and adds to a possible confu-
sion between real and nominal changes
that characterize the usual rational expec-

. tations aggregate supply functions re-

ferred to above. -

Brunner, Cukierman, and Meltzer have
developed a model of stagflation and wage
stickiness, which relies on the inability of
agents to distinguish between permanent
and transitory shocks. The distinction be-
tween what are permanent and what are
merely transitoty shocks is only revealed
over time. The difficulty in drawing cor-
rect inferences about the state of the econ-
omy even after the shocks have occurred
makes the mathematically optimum fore-
cast a distributed lag proxy for the expec-
tations of permanent variables. Persistent
deviations about permanent values are a
property of the model [11, 1979].

Rational Expectations and Stabilization
Policy

Critics of rational expectations maintain
that because wages and prices are less
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than perfectly flexible, a short-run Phillips
curve trade-off is still available to the au-
thorities [4, Martin Baily, 1978; 50, Arthur
Okun and George Perry, 1978]. This result
is thought to hold even if agents are “ra-
tional” with respect to stabilization policy
but are inhibited by fixed period contracts
[21, Fischer, 1977; 56, Phelps and Taylor,
1977]. Bennett T. McCallum has re-
sponded in kind to this criticism [44, 1977]
(see also Barro [8, 1977]). As is acknowl-
edged by Fischer, the existence of the con-
tracts is taken as given and not explained.
How the contractual arrangements would
alter if the authorities attempted to make
use of these apparent rigidities is also not
indicated. It should also be recognized
that the periods for which individual firms
and workers contract overlap, providing
a degree of flexibility to the price level
in general that may not be true of an indi-
vidual price or wage.

The rational expectations critique of
conventional stabilization policy would
seem to apply a fortiori to an economy
characterized by long-term contracts for
the supply of labor or goods. Economic
agents who find it convenient to exercise
wage and price setting powers, firms and
trade unions for example, will find it im-
perative to take a position on stabilization
policy -precisely because reversing posi-
tions in these markets is costly over the
forecast span. Moreover, given such antic-
ipations, there can be no presumption that
the impact of stabilization policy will be
under rather than over estimated. If pol-
icy turns out to be less inflationary than
generally expected, rapid increases in the
money supply could precede decreases in
real output and employment.

There is however a more subtle possibil-
ity that given some inflexibility of prices
or wages the authorities could attempt to
surprise the market. This could be re-
ferred to as unconventional stabilization
policy. The authorities would have to
know what the market expected of the
authorities and act differently. The mar-
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ket in turn would come to expect the au-
thorities to act differently, and so a gaming
type problem would emerge. This, of
course, is to take discretionary stabiliza-
tion policy far away from its conventional
objective of compensating for the sup-
posedly deflationary bias of a market econ-
omy. If rational expectations are taken se-
riously, it is by no means apparent why
a market economy should have any defla-
tionary bias even when wage and price
rigidity is assumed. It may be accepted
that discretionary stabilization policy will
have real effects, given less than instanta-
neous market clearing, if it is unantici-
pated. However, the effects of such a pol-
icy will only be predictable if the
authorities are the superior general equi-
librium statisticians and furthermore if
they can consistently win the game
against maximizing economic agents.

With and without stabilization policy,
the economy and economic agents are
vulnerable to uncertainty or, to use the
terminology of rational expectations, to
random shocks. Shocks may be real‘ or
nominal, temporary or permanent. Shocks
have real effects precisely because they
were not and could not be anticipated.
To make appropriate plans, economic
agents have to identify the nature and du-
ration of shocks. This raises the fundamen-
tal issue of the characteristics of the insti-
tutions that would enable the system to
best cope with unavoidable uncertainty.
Discretionary stabilization policy, which
imposes nominal shocks on top of real
ones, would not seem appropriate.

Conclusion

After a long and regrettable hiatus,
macroeconomic analysis is once more
wrestling seriously with the role played
by expectations. Economic theory without
an explanation of expectations will not be
able to contribute towards an understand-
ing of macroeconomic phenomena in a fu-
ture-conscious world. The challenge of ra-
tional expectations and the response to it
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is busy transforming macroeconomics for
the better.
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