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There was a palpable sense of excitement among the economists who met in
Philadelphia in 1969 at the conference organized by Edmund Phelps. Their
research over the preceding years had coalesced into a new approach to
macroeconomic analysis, one that based macrorelationships on explicit mi-
crofoundations. These foundations’ distinctive feature was to accord market
participants’ expectations an autonomous role in economists’ models of ag-
gregate outcomes. The conference contributions, published in what came to
be known as “the Phelps microfoundations volume” (Phelps et al. 1970),
provided radically new accounts of the comovements of macroeconomic
aggregates—notably, inflation and unemployment. They also cast serious
doubt on the validity of policy analysis based on then-popular Keynesian
macroeconometric models.

The Phelps volume is often credited with pioneering the currently dom-
inant approach to macroeconomic analysis. Indeed, it is easy to see why
today’s prevailing models of aggregate outcomes might seem to share much
with their counterparts in the Phelps volume. Like their predecessors in the
late 1960s, economists today often point to their models’ “microfounda-
tions” as their essential feature. Moreover, in modeling decisionmaking,
these microfoundations include a representation of market participants’ ex-
pectations. However, on closer inspection, the similarities between today’s
models and those included in the Phelps volume are purely linguistic.
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nally presented. Ned Phelps acknowledges the Ewing Marion Kauffman Foundation’s support
for his research, and Roman Frydman is grateful to the Institute for New Economic Think-
ing (INET) for its support of his work on Imperfect Knowledge Economics. The authors are
indebted to Michael Goldberg for his invaluable comments on a previous draft of this chapter.
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In the early 1970s, just a few years after the Phelps volume was pub-
lished, economists began to embrace the Rational Expectations Hypothesis
(REH), according to which market participants’ expectations are “essen-
tially the same as the predictions of the relevant economic theory” (Muth
1961: 316). What has been largely overlooked is that, in contrast to the
contributors to the Phelps volume, REH theorists presume that the role of
market participants’ expectations in driving outcomes is ot autonomous
from the other components of the model. As one of the pioneers of the REH
approach succinctly put it: “in rational expectations models, people’s beliefs
are among the outcomes of [economists’] theorizing. They are not inputs”
(Evans and Honkapohja 2005: 566). Because REH models, by design, rule
out an autonomous role for expectations, they are best viewed as derailing,
rather than developing, the microfoundations approach.

Farly critics pointed out REH’s fundamental epistemological flaws (see
Frydman 1982, 1983; Frydman and Phelps 1983; Phelps 1983). They ar-
gued that REH, even if viewed as a bold abstraction or approximation, is
grossly inadequate for representing how even minimally reasonable profit-
seeking participants forecast the future in real-world markets. Nevertheless,
for various reasons (some of them discussed in this volume), an overwhelm-
ing majority of economists has embraced REH as the way to represent how
rational individuals think about the future.

The epistemological flaws inherent in REH models have, not surprisingly,
resulted in serious empirical difficulties, despite decades of “fine-tuning.”
As one of us recently commented, “the stampede toward ‘rational expecta-
tions,” widely called a ‘revolution,’ though it was only a generalization of
the neoclassical idea of equilibrium . . . has not illuminated how the world
economy works” (Phelps 2007: xv).

Nowhere have REFDs epistemological flaws and empirical disappoint-
ments been more apparent than in efforts to model financial market out-
comes, which are largely driven by participants’ expectations. Beginning
with Robert Shiller’s (1981) pathbreaking paper, research has shown that
REH models are unable to explain the basic features of fluctuations and
risk in stock markets. Likewise, in their magisterial work on the current
state of international macroeconomics, Maurice Obstfeld and Kenneth Ro-
goff (1996: 625) concluded that “the undeniable difficulties that interna-
tional economists encounter in empirically explaining nominal exchange-
rate movements are an embarrassment, but one shared with virtually any
other field that attempts to explain asset price data.”

The failures of REH explanations of aggregate outcomes gave rise to
alternative approaches, most notably behavioral finance models. However,
sober assessments even by the likes of Obstfeld and Rogoff did not dispel
the faith of most economists that REH models would one day be able to
explain financial market outcomes and macroeconomic performance.
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markets. Implementing a formal approach to macroeconomic analysis that
is based on individual decisionmaking requires, therefore, that an economist
represent participants’ forecasting behavior mathematically. In discussing
his vision for the microfoundations approach, Phelps et al. (1970: 22)
underscored the fundamental difficulty in portraying individuals” expecta-
tions: “isolated and apprehensive, these Pinteresque figures construct ex-
pectations of the state of the economy . . . and maximize relative to that
imagined world.”

The papers presented at the Phelps conference did not attempt to formal-
ize market participants’ “imagined world.” Instead, relying on the so-called
adaptive expectations rule, they modeled the forecasting process as an au-
tomatic response to forecast errors: participants were assumed to revise up
or down their one-period-ahead forecast of, say, inflation by a fixed propor-
tion of the error between the realization of inflation in the current period
and the previous period’s inflation forecast.

Nearly a decade prior to the Phelps conference, John Muth (1961) crit-
icized such error-correcting rules. He argued that they assume away an
important consideration: in forming expectations, market participants take
into account their understanding of the causal process driving the outcomes
that they are attempting to forecast. He proposed REH as a way to rep-
resent market participants’ “imagined world”—their understanding of the
economy and how they use this understanding in forecasting outcomes.

Attendees at the 1969 conference were aware of REH. However, the
models that they developed for the Phelps volume did not make use of it;
indeed, REH did not even appear in the index. This was consistent with
Muth’s caveat that, despite its name, the hypothesis was not intended to
represent how participants should forecast the future. As he put it: “At the
risk of confusing this purely descriptive hypothesis with a pronouncement
as to what firms ought to do, we call such expectations ‘rational’” (Muth
1961: 316).

To implement REH, an economist must find an economic mode! to rep-
resent participants’ understanding of how market outcomes unfold over
time. For Muth, whenever an economist formulates a model of the causal
process driving outcomes, his own model is “the relevant economic theory.”
Muth embedded REH in a model of an agricultural market that character-
ized change with an overarching probability distribution: conditional on its
structure, as well as on realizations of the causal variables at any point in
time, the model implied a unique probability distribution of participants’
forecasts and outcomes at any other point in time.

Over the past four decades, economists have come to agree that only
models that generate such “sharp” predictions of change should be con-
sidered “the relevant economic theory.” As Roman Frydman and Michael
Goldberg argue in Chapter 4 of this volume, it is this conception of eco-
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nomic science t'hat led economists to embrace REH as the only valid way to
model how rational, profit-seeking market participants forecast the future.

Rational Expectations” versus Nonroutine Change

To construct a model that generates sharp predictions of change, an econ-
omist must fully and simultaneously specify how participants’ fc’)recastin
strategies :{nd the causal process drivihg market outcomes unfold betweex%
any two points in time—past, present, and future. This requires that an econ-
omist assume that nonroutine change—change that cannot be specified iﬁ
advance wit.h‘me.chanical rules and procedures that are programmable on a
computer—is unimportant for understanding outcomes.

Muth’s model provides a particularly simple example of such fully pre-
determined models. He constrained his model’s structure—its funci/ional
form' and the properties of the causal variables, as well as the parameters
.relatlpg them to outcomes—to be unchanging over time. Such a time-
invariant structure in effect assumes that market participants do not change
the way that they make decisions, and that the process driving prices afd
other mark.et outcomes also remains unchanged over time.

. Economists subsequently recognized that, as time passes participants do
indeed revise their forecasting strategies and alter the Wa,y in which the
mak§ decisions. Moreover, the social context-and the causal process under}:
pinning market outcomes also change over time. Nevertheless economisté’
insistence that their models generate sharp predictions trumpe’d the impor-
tance of nonroutine change, leading them to represent decisibnmaking‘andl
the process underpinning the causal variables with mechanical rules and
procedures. \

A particularly influential class of such models uses several time-invariant
structures to characterize forecasting strategies and market outcomes durin
different time periods. These models represent change with a probabil{stit(c;
E/Iarkov rule that governs switches between the assumed structures, or

regimes.” But, because they fully specify both the process governing cha’n €
and the post-change representation of outcomes in advance, these modegls
share a kf?y property with their time-invariant counterparts:’ they describe
change with an overarching probability distribution in which the sef of
outcomes and their associated probabilities are fully predetermined in aH
time periods—past, present, and future. o

Rationality as Model Consistency

ISyl 'tl}e 1980s, the vast majority of the economics profession embraced the
elie that any fully predetermined model could be used to represent how
rational market participants forecast the future: an economist had only to
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impose consistency between his model’s predictions on the individual and
aggregate levels.

This belief seems puzzling: why would the predictions of a particular
economist’s overarching account have any connection with how profit-
secking participants forecast outcomes in real-world markets?

There are no doubt complex reasons for why a group of thinkers or
scientists comes to embrace a common belief. But such a coalescence of views
around a controlling idea—in this case, the idea that economic analysis
can provide a universal procedure for representing how rational individuals
forecast the future—often involves tacit acceptance of one or more false
premises. In Chapter 4 of this volume, Frydman and Goldberg trace the
profession’s belief in the efficacy of REH representations to the assumption
(and presumption) that economists can discover an overarching account of
change in capitalist economies.

Lucas (2001) articulates a story that has been invoked time and again
during the past four decades to support the claim that, by imposing con-
sistency on his model, an cconomist can adequately capture how rational
market participants understand the economy. He observed that when an
economist formulates an overarching model of market prices, he supposes
that it provides an adequate account of real-world outcomes, and that, if it
did, profit-seeking market participants would discern what the economist
already knew. He then observed that in the context of his model, non-REH
forecasting rules generate systematic forecast errors. The key to the REH
narrative, therefore, was the belief that such errors pointed to obvious, yet
unrealized, profit opportunities in real-world markets. As Lucas later em-

phatically put it, “if your theory reveals profit opportunities, you have the
wrong theory” (Lucas 2001: 13) of how “actual prices” unfold over a longer

run.l

In a leap of faith that transformed macroeconomics and finance for gener-
ations, Lucas presumed that the right theory of capitalist economies, which
arguably thrive on nonroutine change, is a fully predetermined model that
assumes that such change is unimportant. He then argued that, to repre-
sent rational forecasting in real-world markets, an economist must remove
the systematic forecast errors—unrealized “profit opportunities”—from his
model by imposing consistency between its individual and aggregate levels.

From the early 1970s on, Lucas’s story gained wide acceptance among
macroeconomists and finance theorists, spanning all major schools of

1. Lucas (1986) did acknowledge that non-REH “adaptive theory” might be useful in
accounting for shorter run behavior in some contexts. In Lucas (2004: 23), he acknowledged
that REH does not “let us think about the US experience in the 1930s or abour financial
crises and their consequences. . . . We may be disillusioned with the Keynesian apparatus for
thinking about these things, but it doesn’t mean that this replacement [REH] apparatus can do

it either. Tt can’t.”
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Erom Immanent Critique of REH to Mechanical Learning Models
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3. Guesnerie points out that the question of whc:ther REH models with multiple eq
are eductively stable involves additional considerations.
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In drawing implications for developing alternatives to the REH approach,
Guesnerie (Chapter 1: 62) argues that if an economist’s model is eductively
stable, “the rational expectations equilibrium coordination is a priori ro-
bust . . . [and] the eductive approach . . . provides the basis [for replacing
REE with] . . . the set of rationalizable equilibria.” He then suggests that
representations of outcomes in such equilibria provide an alternative view
of plausible economic outcomes.

Guesnerie recognizes the problematic nature of the assumption that an
economist’s model adequately represents each and every market partici-
pant’s forecasting strategy. However, he argues that “eductive learning may
be justified as a kind of shortcut to evolutive learning” {Chapter 1: 56)—
an adaptive learning and forecasting algorithm that takes into account the
co-evolution (two-way interdependence) between participants’ forecasting
and the model’s aggregate outcomes. The connection between eductive and
evolutive learning leads from Guesnerie’s analysis of REE expectational co-

ordination to the adaptive learning models that George Evans and Seppo
Honkapohja present in Chapter 2.

Expectations as Algorithmic Learning
The learning approach recognizes that market participants do not have com-
plete knowledge of the causal process driving outcomes while maintaining
the core assumption of contemporary economic analysis. It thus represents
participants’ learning with mechanical rules.

The adaptive learning models on which Evans and Honkapohja focus
in Chapter 2 have emerged as one of the main approaches for portraying
participants’ expectations when participants are assumed to have incom-
plete knowledge of an economist’s model. These models are based on least
squares (LS) regressions.’ They represent learning about the process driving
a payoff-relevant outcome, such as the market price, with so-called adaptive
rules that entail regressing price on a set of causal variables. This regression
is reestimated at each point in time as the economist’s model generates new
prices. The predictions implied by these regressions are used to represent
the unfolding of participants’ expectations over time.

In contemplating how to justify reliance on LS regressions to portray
learning, Evans and Honkapohja (Chapter 2: 101) propose what they call
“the ‘cognitive consistency principle’: economic agents should be assumed
to be about as smart as (good) economists.” Noting that economists use
econometric techniques to learn about the causal process driving outcomes,

4. The eductive-stability approach builds on attempts by game theorists to “rationalize”
Nash equilibria (which are equivalent to standard REE in macroeconomics) by appealing to
an a priori mental process. For seminal papers, see Bernheim (1984} and Pearce (1984).

5. Chapter 2 contains an extensive list of references concerning the development of econo-
metric learning and various applications.
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Evans and Honkapohja argue that the cognitive consistency principle ratio-
nalizes the use of such techniques in modeling participants’ expectations.

The early motivation for choosing LS regressions as the basis for econo-
metric learning models, given that many other techniques were available,
was to “obtain an understanding of how agents might come to have rational
expectations” (Chapter 2: 73).6 This early literature assumed that “agents
have a correctly specified model with unknown parameters” (Branch and
Fvans 2003: 2): each market participant knows the “correct” set of causal
variables and functional forms, which are assumed to be those chosen by
an economist in constructing his model. But they do not know the specific
parameter values that they should attach to these variables. They attempt
to “learn” these values by running LS regressions.

Learning models based on LS regressions have been used to provide
“a test of the plausibility of rational expectations in a particular model”
(Chapter 2: 73). Rational expectations were considered plausible if the LS
algorithm converged on REE. Evans and Honkapohja show that whether
a model does so depends on the parameter representing the impact of
participants’ expectations on market outcomes.

In proposing the cognitive consistency principle to justify adaptive learn-
ing algorithms, Evans and Honkapohja are aware of Lucas’s argument that
in the context of their model, non-REH representations of forecasting point
to irrationality on the part of market participants. They emphasize that REE
is “the natural benchmark” (Chapter 2: 70) for LS learning rules, and they
refer to participants’ use of such rules as “only boundedly rational in that
[participants’] forecasts have systematic forecast errors during the learning
process” (Chapter 2: 73).

According to Lucas’s story, however, even if LS learning does eventually
converge, models that generate forecast errors are the “wrong theory” of
transition to REE: such errors would thus lead profit-seeking participants
to abandon the LS learning rule attributed to them.8 But Evans and Honka-
pohja argue that these errors are too subtle to be detectable, and that if LS
rules converge on REE, they “vanish asymptotically.” They conclude that
the convergence of a “correctly specified” LS learning rule would provide

«, rational foundation for rational expectations” (Chapter 2: 73).

As the econometric adaptive learning approach developed, researchers
began to consider learning on the basis of “incorrectly” specified models.
They examined models in which participants run regressions on the basis of

6. For a seminal formulation of how LS “learning” can rationalize REH, see Bray (1982)

and Bvans (1983).
7.1 learning algorithms have also been used as a criterion for selecting the most “plausible”

equilibrium in models with multiple equilibria.
8. Prydman (1982) builds on this argument in his critique of efforts to rationalize REH

with LS learning rules.
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a restricted set of causal variables or have heterogeneous expectations based
on several LS-related learning rules. In Chapter 2, Evans and Honkz ai:

present macroeconomic applications of such learning models. The I;O o
on what they call “persistent learning dynamics” in which .thereyisoxclui
full convergence to REE. Though the limit of the learﬁing process mo
be close to REE constantly or occasionally, or very far from REE Evaaly
and Honkapohja argue that such learning dynamics may be consiste’ t 'nli
bounc.lec.i rationality on the part of market participants. e

Th1§ interpretation of adaptive learning rules that do not conver
REE differs from Guesnerie’s interpretation of models in which the gil -
tive game fails to converge. Guesnerie (Chapter 1: § 1) focuses on mpor.
tant e-xamples of macroeconomic and finance models in which RE E”'npor“
eductlyely stable: “the failure of economic theory stressed here conéerrllss .
pectatlon_all coordination.” He points out that these cases are, in ge e)?
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may need to reconsider the “philosophical determinism that has shaped tV}Ze
g::;lzpmcl:n; of h .“economics as a social science” (Chapter 1: 6‘4)%)Gu‘es(~3
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Thls,con'clusion, with its concern about the soundness of contempor

models’ philosophical underpinnings, sets the stage for the more fad'ar}i
departures from REH that are presented by Sheila Dow in Chabter 3 andllc‘bel

Roman Fry(.:lman and Michael Goldberg in Chapter 4. But, before we disc Y
these contrlb.utions, we briefly sketch how the emerge;lce o‘f behavi usi
finance, despite its reliance on fully predetermined models, helped to p(;rje

the way for an alternativ jetti
e approach that jettisons the
accounts of change. ] search for such

?ncorpomting Psychological and Social Factors
into Bebavioral Finance Models

The learning approach attributes to each individual a learning rule th

is based on qbservable time-series data. It supposes that avaiglable da;jl t
and computation (e.g., LS estimation) alone can adequately represent m ;
ket part1c1'pants’ forecasting strategies, thereby disregarding evidence t}? "
psychologlcal and social factors play an important role in how market .
ticipants forecast outcomes and make decisions. In contrast ibehav'pari
theorists have incorporated such factors into their macroec;nomicloraci
ﬁna}nce models.” Although they emphasize “realism” as the haﬂmarlanf
their approach, behavioral theorists nonetheless believe that REH‘mozie(l)s

9. Seminal behavioral models include Fra

e Frankel and Froot (1987) and Delo |
FO; more recent examples, see Shleifer (2000), Abreu and Brunnermaier (20(‘)“%‘3;)3 .((}199O>'
and Grimaldi (2006), and references therein. T e e
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represent how rational participants should forecast the future. Conse-
quently, they have described the departures from REH that they have
observed in real-world markets as a symptom of participants’ “irrationality”
or “bounded rationality.”

Nevertheless, because they base their portrayals of expectations on
context-specific empirical evidence, behavioral models represent a signif-
icant advance over REHs reliance on a priori, supposedly universal, con-
straints on how market participants should behave.!?

Of course, behavioral economists’ use of mechanical models to formal-
ize their empirical findings means that their representations of forecasting
behavior are associated with systematic, easily detectable forecast errors.
That, according to Lucas’s REH narrative, makes these models “the wrong
theory” of longer term regularities in the movements of aggregate variables
over time.

To be sure, Lucas did not deny that an inconsistent overarching model
might adequately represent the relationship between the causal variables
and aggregate outcomes in a certain historical period—all that was needed
was insightful selection of the causal variables and a stretch of time that
did not involve much change. Indeed, in his widely cited critique of policy
analysis based on non-REH models, Lucas (1976) acknowledged the good
short-term forecasting performance of the so-called Keynesian econometric
models that were developed in the 1960s. But he argued that “‘the long-run’
implications of . . . [these] models are without content” (Lucas 1976: 24).

The reason for this striking claim is rooted in his account of REH: as
time passes, market participants would begin to see their forecasting errors
and would thus alter the non-REH forecasting rules attributed to them by a
behavioral economist. Such revisions of forecasting strategies would render
the structure of the behavioral model inadequate as a representation of both
individual decisionmaking and market outcomes over the longer term.

Recognizing the Limits of Economists’ Knowledge

Once an economist embraces the core assumption that overarching accounts
of change are within his reach, he must choose between two types of models:
consistent REH models that, by design, rule out an active role for partici-
pants’ expectations in driving outcomes, and inconsistent behavioral models
that allow for such a role. But this dualism is problematic. On one hand, the
fundamental considerations—the causal factors in an economist’s model—

10. Behavioral models’ explicit appeal to actual empirical findings also contrasts with the
cognitive consistency principle’s claim that economists’ use of econometrics rationalizes basing
representations of learning solely on econometric procedures. Leaving aside the observation
that econometric methods are only one of many ways in which economists attempt to learn
about the world, the principle provides no guidance to economists in selecting a particular
econometric procedure, such as LS regression.
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on which REH models focus are likely to be important for understanding
outcomes on the individual and aggregate levels. On the other hand, the
psychglogical and social factors that underpin non-REH behavioral répre~
sentations are clearly relevant for modeling individual decisionmaking and
its implications for outcomes in many markets. |

In d1§§ussing John Maynard Keynes’s approach to understanding individ-
ual decisionmaking, Dow argues in Chapter 3 that this duality disappears
once we acknowledge the inherent imperfection of knowledge on the part
of. l?oth market participants and economists. Building on Keynes’s (1921)
critique of the standard (so-called frequentist) approach to quantifyiﬁg uﬁ-
certainty, she points to nonroutine change as the primary source of contem-
porary models’ epistemological flaws and empirical failures:

If the system’s internal structure is evolving in a nondeterministic manner
and the influences to which it is subject in the future are not known (o;
are not fully knowable) in advance, then there is no scope for using fre-
quency distributions to quantify a probabilistic or stochastic expectation
[Chapter 3: 114, emphasis added] )

This acknowledgment of the limits of economists’ and market partici-
Pants’ knowledge implies that fundamental considerations and coinputa-
tions based on them cannot by themselves account for how participants
make decisions. Individual decisionmaking is also influenced by social and
psychological factors. As Dow emphasizes,

Individuality or agency allows for individual choice as to whether to
follow social convention. But sociality means that social-conventional
judgment provides the norm, such that expectations are formed interde-
pendem{ly with expectations in the market. This nondeterministic social
interactionism is a key ingredient of Keynes’s . . . view of the economic
system. [Chapter 3: 117, emphasis added]

. Discussing how the “framework of social conventions and institu-
tions . . . supports decisionmaking under uncertainty” (Chapter 3: 118)
Doyv argues that the dualism between rationality and irrationality/emotionp
Wthh. is a hallmark of the contemporary approach to modeling individuai
bel'uavmr, disappears once we acknowledge the limits of our knowledge. She
points out that Keynes came to think that human behavior arises from the
combination of reason and emotion—that they are complementary rather
than contradictory.!! “What is rational for agents therefore is not separable
from what is emotional” (Chapter 3: 121). |

. ll.'Do.w cites influential research by Damasio (1994) that points to the role of emotions
in motivating human behavior,
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Dow’s critique of the a priori notion of rationality as an artifact of what
Guesnerie calls “philosophical determinism” raises a key question: How can
economists represent individual decisionmaking in a way that incorporates
both fundamental and psychological or social factors without presuming
that individuals forgo obvious profit opportunities? Building on Keynes,
Dow (Chapter 3: 122) sets out what any answer must assume: “An open
system is not the opposite of a closed system, because there is a range
of possibilities for openness, depending on which conditions are not met
and to what degree. . . . Deviating from a closed system . . . does not mean
abandoning theory or formal models.”

Moving beyond Fully Predetermined Models of Expectations

How can economic analysis jettison mechanical representations, and
thereby be opened to nonroutine change and imperfect knowledge, while
continuing to portray individual and aggregate behavior in mathematical
terms? How would this conceptual shift enable economists to accord mar-
ket participants’ expectations an autonomous role and yet avoid presuming
that they forgo profit opportunities systematically?

Imperfect Knowledge Economics (IKE), which Frydman and Goldberg
introduce in Chapter 4, proposes answers to these essential questions. In
modeling market participants’ expectations, IKE enables economists to in-
corporate both fundamental considerations, on which REH theorists fo-
cus, and the psychological and social considerations that behavioral econ-
omists emphasize. Moreover, despite their recognition of market partici-
pants’ and economists’ ever-imperfect knowledge about the process driv-
ing change, IKE macroeconomic and finance models generate empirically
testable implications.

IKE stakes out an intermediate position between unrestricted open mod-
els, which have no empirical content, and contemporary models, which are
based on the premise that change and its consequences can be adequately
prespecified with mechanical rules. As in overarching models, the key set of
assumptions that impute empirical content to IKE models are those that
restrict change. Although IKE stops short of fully prespecifying change,
it recognizes that economic behavior must display some regularity if for-
mal economic theory is to generate empirically testable implications. Thus,
TKE explores the possibility that individuals® decisionmaking, particularly
how they revise their forecasting strategies, exhibits qualitative, context-
dependent regularities.

In searching for such regularities to replace REH’s a priori constraints,
IKE relies in part on findings by behavioral economists and other social
scientists concerning individual behavior. Like behavioral finance theorists,
Frydman and Goldberg cite the empirical relevance of such evidence to
justify its use in modeling participants’ expectations. However, unlike the
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bghavioral finance approach, IKE formalizes these empirical regularities
with qualitative conditions. Moreover, Frydman and Goldberg argue that, in
general, one should not expect even qualitative regularities on the individ;al
level to persist indefinitely. That is, they become manifest—or cease to
be re.lelvant——at moments that no one can fully predict. Consequently, the
conditions that underpin an IKE model’s microfoundations—and thus the
aggregate outcomes that it implies—are not only qualitative and context
dependent but are also contingent.

By acknowledging economists’ and market participants’ imperfect
knowledge, the microfoundations of IKE models abandon the dualism be-
tween reason and emotion that divides “rationality” from “irrationality”
in contemporary models. As Keynes put it:

We are merely reminding ourselves that human decisions affecting the
future, whether personal or political or economic, cannot depend on strict
mathematical expectation, since the basis for making such calculations
does not exist; and . . . that our rational selves [are] choosing between
alternatives as best as we are able, calculating where we can, but often

falling back for our motive on whim or sentiment or chanc
e. [Keyn
1936: 162, emphasis added] enes

For Keynes, unlike for behavioral economists, reliance on psychological
fgctors in decisionmaking is not a symptom of irrationality. Rational indi-
viduals in the real world use knowledge of facts; but because knowledge is
imperfect, calculation alone is insufficient for decisionmaking.

. Although Keynes (1936: 162) emphasizes that psychological considera-
tions, such as confidence, play an important role in individual decisionmak-
ing, “we should not conclude from this that everything depends on waves
of irrational psychology.” Likewise, Frydman and Goldberg argue that psy-
chqlogical considerations themselves could not sustain the recurrent long
swings that we observe in asset prices. Indeed, comprehending changes in
fundamental factors is crucial for understanding how confidence and other
sentiments are influenced over time.!?

There is a more extreme view, which many economists and nonacademic
commentators associate with Knight (1921), that uncertainty is so radical
as to preclude economists from saying anything useful about how market
outcomes unfold over time. Thus, the evidence that psychology alone cannot
drive asset price movements is good news for the possibility of empirically
relevant formal economic theory. After all, fundamental considerations are
for the most part, the only tangible factors that economists can use t(;

12. For an extensive discussion of this point, see Chapters 7 and 9 in F 3
oL e , p in Frydman and Goldberg
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o e
develop models that might enable them to distinguish between alternativ
explanations of outcomes. ' ) "

1?Departing from the positions of Knight and Keyr}es, Frydman and E}OUP
berg make nonstandard use of probabilistic formﬁlism: dt'hey. bregreszr;3 ou-

? © . . - - . K rl u lon .
ver th myriad probability dist

comes at every point in time with : The
qualitative and contingent conditions on which IKE mgde!}s} re'ly placn -
strictions on how the conditional moments of these dlStrl. gtul)lns ut o
Lov.er time—restrictions that are sufficient to generate empirically testa
implications for aggregate outcomes. o _

%;n Chapter 6, Frydman and Goldberg show how s.u'ch profbalblhsnfn foo:S
malism can be used to model market part1c1pariits revlllsul)ns.o lafut(ir(l)cr)s ous

casti gl damental and psychological tac

forecasting strategies and the fun ital and ct
underlie them. They then examine the implications (?f suc'h. revisions airzcel
find that trends in fundamentals play a central l:olelm dr{vu:ﬁ as:fsgr ce

i om k toward benchmark values. In this s s
swings away from and bac . '
IKE fwjnodel of such swings differs from its behavioral finance cciur:ite.rparlt)s,
Which imply that swings away from benchmark Value§ are.larg.e y rflvenhz
1‘10‘nfundamental factors. Blake LeBaron explores the implications of suc

model in Chapter 5.

Part Two: Autonomous Expectations in Long Swings
in Asset Prices

Instability is an inherent feature of cgpitalist economies, perhapzl ?i(;livtl:rfg
more markedly than in modern fcilnanaal mzll;ks;se.d A[iiitcﬁi;c::ka?, driskend
: 1 swings around common ' '

ampic e e 1) oy ity s ¢
%E?I‘lfrt}?eiﬁgtsvig? e‘gqu;i:gg much difficulty in accounting for such
ﬂ“;:;l la{t'liﬂl?;li‘rnodels, market participants’ expectatio}rlls ar}f '_cigfhtly cozm;c;;i
to the behchmark, which precludes the possibility that their forecasts igh
activel h the asset price away from benchma'rk values. Consequently, a

?ﬁg:;gt};;zc mﬁc;els cfn rational.ize a sl(t)g&;—trrgﬁ;/z%t:;tgzlslrsrlvjirrl:é Stl;szracyafrlr;(r)r:
iiiloE}a]tciio:(filvea%osi?cllllnfrjuizasiSFI‘?II:iCsefailure suggests that according par-

£
13. For a mathematical exposition, se¢ Frydman and Goldberg (2007) and Chapter 6 o

this volume. ' e and
14. Frydman et al. (2011) find that currency fluctuations are even more persis

8 %, ode ! Y ] tur
a. Q } RI H .1 ,‘ 1 l P l h 0 i h ]f] l
thus that R. m s’ mability to expla 1 them 18 even more pr NOunce than the literature

suggests.
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ticipants’ expectations an autonomous role in driving outcomes—the role

that they actually play in real-world settings—is essential to understanding
aggregate outcomes.

Divorcing Asset Price Swings from Fundamentals

Agent-based computational economics (ACE) has become an influential way
to model an active role for expectations in asset markets and individual
decisionmaking more broadly.!®

In Chapter S, LeBaron develops an ACE model of price swings in the
equity market. The model supposes that there are two assets: a “safe” asset
that pays a fixed rate of return each period and a risky asset {equity) whose
one-period return depends on the market price in the next period, # + 1, and
a dividend that is paid at the beginning of the next period.

The market for the risky asset consists of many participants, each allocat-
ing their wealth across the two assets according to a standard mean-variance
optimization rule. In making their portfolio decisions, participants are as-
sumed to rely on one of four types of forecasting rules, which are either
time invariant or subject to parameter updates using recursive least-squares
algorithms.

Two of the forecasting rules play a particularly important role in the
model’s ability to generate equity-price swings away from the constant P/D
ratio that REH would imply.’® One is a standard adaptive-expectations rule
that assumes that participants revise their one-period-ahead forecast of the
mean rate of return on equity by a fixed proportion of their one-period fore-
casting error. The proportion is a critical parameter in the model, for it de-
termines the weight that participants put on the recent return when forming
their expectations, which plays a role in producing persistence in the model.

The other forecasting rule is a “fundamentalist strategy” that relates the
forecast of the next period’s return to the 52-week average return and the
difference between the P/D ratio’s value in the current period and its longer
run (52-week) average. The fundamentalist strategy always predicts the P/D
ratio’s reversion in the coming period toward its constant REH benchmark
value.

Two factors in the model are important in determining how the eq-
uity price unfolds over time: revisions of forecasting rules,’” which may
include switching from one rule to another, and reallocation of wealth

15. For a broad overview of ACE modeling, see Borrill and Tesfatsion (2011).
16. The dividend process is assumed to follow a random walk with drift.
17. The adaptive forecast involves only fixed forecast parameters, so its updates are trivial,

requiring only the most recent return. However, the forecasts generated by other rules are
updated in each period using recursive least squares.
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across forecasting rules. This reallocation plays a key role in sustaining
a price swing, which is triggered by a shock to the dividend process,
by determining whether the aggregate wealth-weighted forecast of return
moves persistently away from the benchmark P/D value or reverts relatively
quickly to it.

For example, a positive shock to dividends will lead current users of the
adaptive rule to bet on the continuation of the incipient trend by allocating
a greater proportion of their wealth to equities, which will push the P/D
ratio away from the benchmark. However, unless additional participants
switch to the adaptive rule, the effect of the initial dividend shock on the
movement of the P/D ratio will fizzle out. As time passes, the magnitude
of upward forecast adjustments implied by the adaptive rule diminishes,
thereby reducing participants’ desire to bet additional wealth on further
increases in the P/D ratio above its longer run average.

LeBaron simulates the evolution of forecasting rules, wealth shares, and
equity prices. Each simulation is based on a particular set of parameters,
forecasting rules, and their révisions. His simulations generate a rich variety
of patterns, some of which mimic the long-swings pattern that one observes
in the P/D ratio for the S&P 500 price index.

As LeBaron acknowledges, it remains entirely unclear how well his sim-
ulated series match the P/D ratio’s characteristics (such as persistence) in
real-world equity markets. He cautions that “this series [simulated P/D ra-
tio] is not easy to characterize, and it is possible that visual analysis may be
the best that can be done” (Chapter 5: 183-184).

Nevertheless, LeBaron’s framework sheds light on the mechanisms un-
derlying the simulated patterns. He traces the simulated pattern of persistent
price swings to the set of parameters that drive the reallocation of wealth
roward adaptive-expectations strategies: “Throughout the simulation the
adaptive types control nearly 30% of wealth, compared with 15% for
the fundamental types” (Chapter §: 190). His results indicate that price
swings away from the REH benchmark occur because market participants’
forecasting strategies increasingly abandon fundamental factors in favor of
extrapolating past trends.

LeBaron’s account of equity prices is part of a large class of behavioral
finance models, a hallmark of which is that long swings away from bench-
mark values are largely unrelated to fundamental considerations. Some of
these models rely on “technical trading” rules, which, like LeBaron’s adap-
tive rule, extrapolate past price trends, while others assume that purely
psychological factors can sustain the swing.

To be sure, technical trading and psychological factors play a role in
asset price movements. But, again, as Keynes argued, “we should not con-
clude from this that everything depends on waves of irrational psychology”

(Keynes 1936: 162-163).
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Returning Economic Fundamentals to Models of Expectations

Behavimja] finance theorists have assumed that REH is the way to represent
how rational participants understand the effect of fundamental I;actor
on asset prices. This has led them to seek accounts of price swings th i
mgke “l;ss than f-ul'l rationality” and nonfundamental consideratifr\ls t]?e
glrlltr?jge;ctors driving market participants’ expectations of payoff-relevant
But, as Goldberg and Frydman point out in Chapter 6, models that
attrll.)ute asset price movements largely to nonfundamental f’actors are i;-
consistent yvith the growing empirical evidence that such variables as interest—
rates and income growth are the main drivers of ﬂuctuatibns in currenc
equity, and other asset markets.!® At the same time, the composition y;
the relevant set of fundamental factors changes over ,time in ways that ri)
one can foresee. This suggests that we should not expect that an ogerarchino
model would adequately characterize, in terms of fundamental factors, h .
expectations and asset prices unfold over time. o
IKE modt?]s of asset markets rest on a core premise: market participants
and economists have ever-imperfect knowledge of the relationshi bet€vee
a§§er’ ac.tual prospects—the values of their future earnings and gle rob :
bll.mes' with which these values might be realized—and fundamental fgcto ‘.
IF is th1§ premise that enables IKE models to incorporate psychological cors‘
siderations, and yet, in contrast to most ‘behavioral finance mo%iels st?li
accord to fundamental factors the primary role in explaining the :zrsis~
tence of long swings in asset prices and risk. Paradoxically, by abancfonin
the REH-motivated search for fully predetermined relations,hips between a g_
;et- prices and fundamental factors—that is, by conceiving of expectations ;s
O;l:){gpilclt;)gznms(.)us——-IKE can accord such factors a central role in its models
In formulating the foundations of their model of asset price swings in
Chapter 6, Frydman and Goldberg point out that no a priori univirsal
stan'dgrd can adequately characterize (as REH purports to do) hbw rational
participants would forecast the future in all contexts and time eriorclla
To n}gdcfl individual decisionmaking, therefore, economists must cfraw osr;
empirical findings from psychology and other social sciences. They may also

use their understanding of the histori i
e historical record, social norm i
. . - ) S C
and institutions. ’ > conventions,

fun; fr.nfr?tl;ilt;e;g :?: Fr{:.imaln (199}61a,b) find that short-term currency fluctuations depend on
, but that this relationship is temporally unstable. See also Rogof >

(2008). For evidence that fundamental consi i vaim drivers of e Sk

( onsiderations are the main drivers ¢ i i

in temporally unstable ways, see Mangee (2011). e the main drivers of equity price, but
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In this sense, IKE reframes the relationship between the individual and
aggregate levels of analysis: its models’ microfoundations incorporate the
influence that the broader social and historical context, together with actual
aggregate outcomes, has on market participants’ decisionmaking process.
Even if market participants are purely self-interested, how they deploy
their resources depends as much on such social factors as it does on their
individual motivations.!® Chapter 6 shows how this feature of capitalist
economies can be represented in the context of modeling swings in prices
and risk in equity markets.

As in LeBaron’s model, Frydman and Goldberg assume that the market
consists of many participants who hold their wealth in either a risky asset
(equity shares) or a safe asset. An IKE model, like standard REH models,
represents a participant’s forecasting strategy by relating her forecast of a
stock’s future price and riskiness to a set of fundamental factors. However,
in contrast to extant models, an IKE model assumes that market participants
revise their forecasting strategies at times and in ways that they themselves,
Jet alone an economist, cannot fully foresee.20 Consequently, IKE models
stop short of fully prespecifying participants’ forecasts at each point in time,
as well as their revisions over time. Instead, such models represent fore-
casting behavior by relying on empirically based conditions that formalize
qualitative and contingent regularities.

In Chapter 6, Frydman and Goldberg formalize one such qualitative be-
havioral observation: regardless of whether participants in financial markets
are bulls or bears, they tend to assume that the “existing state of affairs will
continue indefinitely, except in so far as [they] have specific reasons to ex-
pect a change” (Keynes 1936: 152).21 Even when a market participant does
“have specific reasons to expect a change,” it is entirely unclear which new
forecasting strategy, if any, she should adopt. Faced with this uncertainty,
participants tend to revise their thinking about how fundamentals matter in
what one of us has called “guardedly moderate ways”: there are stretches
of time during which they either maintain their current strategies or revise
them gradually.

But, like price swings themselves, the tendency toward guardedly mod-
erate revisions is not only qualitative but is also contingent. A participant’s

19, In this way, IKE’s approach to microfoundations of aggregate models contrasts sharply
with REH’s reliance on methodological individualiso.

20. The IKE mode! in Chapter 6 also differs from extant models in relying on a new
specification of preferences, which Frydman and Goldberg call “endogenous prospect theory.”
This approach adapts the prospect theory of Kahneman and Tversky (1979) to conditions of
imperfect knowledge.

21. This regularity is also related to behavioral economists’ observation that individuals
tend to revise their assessments of probabilities in a way that is much more conservative than
the standard Bayesian updating formulas would suggest. See Shleifer (2000).
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.decm(?n to revise her forecasting strategy depends on many considerations
including her current strategy’s performance, whether she has “specific reaj
sons to expect a change” in fundamental trends or how they are influencin
prices, and the “confidence with which we . . . forecast” (Kefnes 1936:(%
148). Moreover, using data from media coverage of financial markets, Fr d:
man and Goldberg argue that psychological factors like conﬁden)ce ere
partly related to movements in fundamental factors. For examplé the exu-
berance that appeared to sustain the equity price boom of the 199(;3 uickl
evaporated when positive trends in earnings and other fundamemalcfl’acto :
began to reverse at the end of that decade. e
Frydman and Goldberg show that a price swing arises during periods in
which market participants on the whole revise their forecasting stfategies iﬁ
guarded'ly moderate ways and fundamentals trend in unchanging directions
By relating asset price swings to fundamental factors, an IKE model can bf;
tested on the basis of time-series evidence using econometric procedures.?2

Part Three: Rethinking Unempl )
nemployment-Inflation Trade-
and the Natural Rate Theory n Trade-offs

As.different as they are on both theoretical and empirical grounds, the fore-
going models of asset price movements bring us back to the Phelps, Volufmee;s
centra.l message: ascribing an autonomous role to market participants’ ex-
pectations substantially alters our understanding of the processes drivin
aggregate outcomes. Indeed, a common theme running through the : af%
pers presented at the 1969 conference was that the then-prevailing viewpof
monetary policy ignored the role of participants’ expectations émd that the
behef.that .expansionary policy could permanently lower unen;p]()yment b
spurring higher inflation was misguided. Monetary expansion could llowe};
Fhe unemployment rate in the short run, but its effects fizzle out over time:
in the long run, nonmonetary factors determine unemployment. :
. The em!arace of REH in the early 1970s led to revisions of these conclu-
sions, particularly concerning the short-run effectiveness of monetary polic
But, as the chapters in Part Three argue, standard REH models obgugcate};i
comprehension of the dynamics of unemployment and thus how chén yes in
monetary policy might affect these dynamics in both the short and loné run
The arguments developed in this part of the volume grapple with thc;
problem of unemployment by exploring alternative approaches to modelin
the role of participants’ expectations in driving outcomes. As in Parts Oni

22. i i ibrati
o eBei)a'vm}:al models' typically rely on so-called calibration exercises, rather than attempt-
g to explain the actual time path on the basis of time-series data. For a forceful argument that

calibr ation pr()cedu[es sh()uld not be COIlSld“ del‘; IllaiCh TllC actual
s
( ) cted a test of ll()W wel 10 3
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d'T .ome of the authors move beyond REH and fully prsd;terrﬁn;lzc:
o WO:';' leads them to rethink the natural rate theory and how it h
o 'I dls e'airicqlly ‘Indeed, the empirical results that they rep.olrt1 ra1s(€i:
"Oeen tesw‘ emlt)ibn; ab.out the dualism between the short-run (cyclical) an
lmportam(gttiiiy ‘sthate) movements of real output and unemplf)yrrtlleﬁt—;i—sa
1;;Stgi;iili;t)11 thcat plays a key role in contemporary macroeconomic analysis.

From the 1969 Conference to New Keynesian Models

Y illips’s (1958
Friedman (1968) and Phelps (1968, 1970) argued that Phillips’s (1958)

flawed, because market participants wou e e epanatonar?
tions as the actual inflation rate increased i
) (43w

i i Phillips curve unstable over time.
onet: olicy. This would render the :
K:Eiﬁ;i gut ity in the introduction to the 1969 conference volume

1d revise their inflation expecta-

i i ... of wage
The cucial olethatthe new theors asslgne 2 S0 tions, hals
3 rice change, together wit . hal]
il(:ldd rgt)st of thegauthors here to the hypqhems that the rirtlor"ﬁfg;?:z ghiuigs
curve will shift according to the point ’chosen onill C.le o o bow
curve may be quite stable, but tomorrow’s curve w }})1 on how
('Sth~ ng’m behaves today. In particular, it may be t at ;n rease
Enlet}j;()é‘tea(i}; rate of inflation will have only a vanishing effect o

unemployment rate. [Phelps et al. 1970: 4]

he Phelps volume, the unstable short-run trade-off be-

i -run “vanishing”
tween inflation and unemployment, togethe.r w1th_ the I}E);ga cr:;liz ev;by adagp -
bf this trade-off, is deduced from an economic syster;ll c SR O e
cive expectations. This forecasting rule assumes that 10 me e e
hort run— arket participants’ assessments of inflation lag chin the 2
sh:ftezgﬁ;;?;‘wide inflation rate. In the .long run, the'a?lap.turflerzlzee V:ﬁile
;)lil(lrticipamé’ expectations to catch up with the actual inflatio )

unemployment converges ;\o“lts I}atuiil er::;té.c e REH models retained
i i ith “rationa R
Replacing adaptive wit

i t on the
the Phelps volume’s conclusion that monetary pohcleElIs_I r:i(zac;nffsgcany he
na | rate of unemployment. However, reliance on amagcaly 8
ltg:gihe conclusion concerning inﬂatlon--unempl.oyr;:ent ;r;xi (())f .am e
s.‘hbrt run. As Sargent and Wallace (1975) z;rgued in ::l biiil(; rext ofan
model, as long as changes in monetary po 1cg/ greﬂ gtion ly announcecs &

ansionary policy that permanently raises the in o o Sar
o -tive in lowering unemployment in either the.short or (Sar
eﬁeuwtﬂl%(/'olfcé 1975). Their so-called policy ineffectiveness prop0511 :
e oied l*% tile 0nly~ changes in monetary policy that affect unemp l.oy_
“T’»}:i;eil tt;jel short run arise from either purely random shocks or policy
ment in the sh :

In the models in t
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makers’ attempts to fool the public by not openly announcing changes in
monetary policy. As such, monetary policy’s effect on unemployment is
ephemeral.

To persuade the broader public that such REH-based models should
inform public policy, their proponents have invoked Abraham Lincoln’s
famous adage: the policymaker “can fool all the people some of the time,
and some of the people all the time, but [he] cannot fool all the people all the
time.” But that bit of common sense is inapplicable in this context, because
the policy ineffectiveness proposition is an artifact of REH and thus shares
its epistemological flaws and poor empirical track record.23

Indeed, as Milton Friedman (1960: 87) pointed out, contrary to the
ineffectiveness proposition’s claim that a permanent increase in the rate of
monetary growth would raise the actual and expected inflation rate with
little delay, “there is much evidence that monetary changes have their effect
only after a considerable lag and over a long period, and that the lag is
rather variable.” That lag implies that a policy-induced increase in the
monetary growth rate, though unpredictable in terms of the timing and
magnitude of its impact, would lead to a lower unemployment rate in the
short run.24

Despite Friedman’s findings of long and variable lags, which called into
question the mechanical link between inflation and unemployment implied
by fully predetermined models, economists’ subsequent embrace of REH so-
lidified their adherence to such models. To maintain REH while attempting
to account for the short-run effects of monetary policy on unemployment,
macroeconomists had to freight their models with additional constraints—
so-called frictions that would prevent wages and prices from rising in lock-
step with monetary expansion.

Phelps and Taylor (1977) and Fischer (1977) pointed out that the exis-
tence of various contractual arrangements in the economy, such as staggered
wage agreements, would preclude a nearly synchronous effect of expan-
sionary monetary policy on actual and expected inflation. They formalized
“wage stickiness” in an REH model and concluded that monetary policy

had a short-run effect on unemployment. In the long run, unemployment
converged to its natural rate.

23. Nevertheless, reliance on such rhetoric has turned out to be remarkabl
persuading the public that REH-based models’ implications, such as the policy
proposition, are relevant for understanding the conse
example of the use of the Lincoln adage quoted here,
see Sargent (2008).

24. Phelps’s (1969) so-called island model rationalized the |
on the inflation rate by appealing to heterogeneous informati
price-setting firm concerning its competitors’ price responses
resulting changes in nominal demand.

y successful in
ineffectiveness
quences of monetary policy. For a recent
in a popular discussion of REH models,

agged effect of monetary policy
on on the part of each wage- or
to monetary expansion and the
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Over the past four decades, formalizations 'of th? sbort—run Phl;lhps (ci:ur;fﬁ
using various representations of wage and price sthklness have been egzro~
oped extensively, becoming the cornerstone of thg New Keynesian mad 1
economic models.2® Beyond their use in academic res.etdrc'h, these nllo }:: s
serve as the core of the dynamic stochastic general equilibrium moFle st ?t
underpin central banks’ analyses of the consequences of alternative poli
iag 26
uefﬁl Chapter 7, Roger Farmer constructs an REH model of buglne;shglyigle
fluctuations in aggregate outcomes that jettisons the New Keynesian Phillips
curve. A key implication of the model that sets it apart from New Kel}f{1631:;ln
models is that real output does not converge to its natural level in the

long run.

Business Cycles without Frictions

The canonical New Keynesian model consists of three equations. Tie
investment-saving (IS) curve relates the growth rate of real GDP to h'c e
real interest rate and a “demand shock.” The so-called Tayl.or.rule cf a;lr—
acterizes how the central bank adjusts the interest rate to deviations 0 tll e
inflation rate and real output from their steady state val'ues. .Fma ya
the New Keynesian Phillips curve relates the current-period inflation cll:a’z
to the expected next-period rate and the gap betweerz‘ real outﬁut kari i
natural steady state level, which in turn depends on a su]i)ply shock.”
Because the model uses REH to represent participants expectatllorclis,' it
precludes the possibility that these expectations might autonomously ; rr(l)\lfs
aggregate outcomes, such as the inflation rate and real output, away O.und
their steady state values. Thus, to produce business cycle ﬂuctuatlcci)/ns ar 1
steady state values, New Keynesian models r?ly on Flemand and/or suﬁp '}y1
shocks and at least partly exogenous (often 1nst1tgt10nal) frlct}ons,lw ic
amplify these shocks’ purely random and short-lived effects llnto Zr;gt:te
lasting departures of aggregate outcomes frorp steady state values. ‘
effects of these frictions wane over tiine, inflation and real output converg
eir REH-implied steady state values. ‘
© ;}:rl;lg"l:(?(]llap%er 7:25 6)yargues that "‘price stickiness at the micro levtel
is not large enough for the New Keynesian mode':l to explain thg aggregate
data.” Empirical evidence shows that, though sticky, wages a;ln prices azz
not sluggish enough for New Keynesian models to generate the persisten
that we observe in actual inflation and real output.

25. For a formulation of price stickiness that has been widely used in New Keynesian

models, see Calvo (1983). . . . i
26. ’For a seminal development and extensive overview of New Keynesian mcidseul:; ew "
particular focus on their use in policy analysis, see Woodford (2003). For a recen y

such models and further references, see Gali (2008).
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Farmer supposes that this persistence stems from market participants’
forecasting behavior. To represent this behavior, he uses REH to portray
how market participants forecast nominal GDP. Moreover, he constrains
these forecasts to take a particular form: they are based on the belief “that
the growth rate of nominal GDP follows a random walk” ( Chapter 7: 263).
Imposing this belief together with REH in effect assumes that nominal GDP
growth actually follows a random walk; that is, the level of nominal
GDP follows a highly persistent pattern, called an “integrated of order
two,” or I(2), process.?’” This specification of nominal GDP replaces the
New Keynesian Phillips curve. The rest of the model consists of the other two
canonical New Keynesian equations: the IS curve and the Taylor policy rule.

Farmer shows that his model has only two steady state equations to
determine the three steady state values for the deviation of real output
from trend and the inflation and interest rates. In contrast to its behavior
in the New Keynesian model, therefore, the deviation of real output from
trend in Farmer’s monetary model does not converge to zero: although the
central bank “can decide how movements in nominal GDP are divided
between movements in real output and inflation, . . . it cannot stabilize
all ... variables at the same time” (Chapter 7: 265).

Beyond implying a long-run gap between actual unemployment and its
natural rate, Farmer’s model differs from the New Keynesian model in
its analysis of fiscal policy in combating recessions. He argues that “to
explain the data, the New Keynesian model must attribute much of the
persistence in the unemployment rate to movements in the natural rate
of unemployment” (Chapter 7: 269). Because the New Keynesian model
represents movements in the natural rate as being driven by supply shocks,
this “is a problem for New Keynesians who favor policy activism” (Chapter
7: 269). In contrast, Farmer’s model can rationalize the use of government
expenditures or taxes by treating such policies as a mean shift in the IS curve’s
demand shock. “If fiscal policy is effective, then [the Farmer] model provides
support for its use in times of high unemployment to increase aggregate
demand” (Chapter 7: 270).

The differences in the implications of the Farmer and New Keynesian
models arise from replacing the New Keynesian Phillips curve with the
assumption that nominal income follows an I(2) process. With REH, then,
market participants’ expectations are characterized by this belief. Farmer
interprets this key assumption as a representation of Keynes’s notion of
“animal spirits.”

But, as Dow discusses at length in Chapter 3, animal spirits compel
profit-seeking market participants to make investment decisions despite “the

27.In Chapter 10, Katarina Juselius provides an extensive discussion of I(2) processes and
further references.
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extreme precariousness of the basis of knowledge on which our estimates of
prospective yield have to be made” (Keynes 1936: 149). Keynes invoked the
notion of animal spirits to characterize situations in which standard prob-
abilistic representations, which underpin REH, cannot adequately capture
participants’ beliefs concerning future outcomes.

In Chapter 8, Phelps explores how moving away from REH and rec-
ognizing the “precariousness of our knowledge” concerning assets’ future
prospects substantially changes the meaning of the natural rate. He argues
“that the term ‘natural’ is obviously inappropriate once we recognize that
the unemployment rate to which the economy tends is contingent on the
market’s guesses about the future—that is, future prices of capital goods
and labor” (Chapter 8: 291).

Moving beyond Fully Predetermined Models of the Natural Rate

The contributors to the Phelps 1969 conference supposed that the natu-
ral rate of unemployment is a constant that corresponds to steady output
growth.28 Consequently, they modeled the observed swings in real output
and unemployment as business cycle fluctuations around their respective
steady state values. These fluctuations were thought to be triggered primar-
ily by shocks, real or monetary, that were propagated through monetary
channels.

In Structural Slumps (1994), Phelps argued that the comovements of
inflation and unemployment during the final four decades of the twentieth
century did not seem consistent with these models’ implications. Although
inflation rates were relatively low and stable, economic activity fluctuated
widely. In the 1960s, unemployment nearly vanished in several European
countries, without fueling high inflation. Symmetrically, unemployment was
high in the 1980s in nearly all OECD economies, but there was little or
no disinflation—and even considerable inflation in France and some other
economies. Then, in the 1990s, unemployment in several OECD economies
fell sharply, with little inflation, or even some disinflation. Such observations
led Phelps to develop a theory that attributes swings in unemployment to
nonmonetary shocks and developments operating through nonmonetary
channels. In Chapter 8, he sketches the key steps in the development of
his theory of “structural” booms and slumps.

The early structuralist models in Phelps (1994) have the property that
the equilibrium path of unemployment always approaches the natural rate,
as do the monetary models in the Phelps et al. (1970) volume and New

28. Phelps did not require the “equilibrium,” or “warranted” unemployment rate, in his
terminology of that time, to be invariant to real interest rates, real wealth, or, for that matter,
real exchange rates. As a result, structural shifts that changed those determinants would alter
the “natural” unemployment rate.
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Keynesian models. In Structural Slumps, “something has been added. The
natural rate moves!” (Phelps 1994: vii). Moreover, econometric analysis
finds that the historical fluctuations in the actual rate arise largely from the
structural forces driving the natural rate.

The structuralist approach regards investment—and thus expectations
of its profitability and the unanticipated events that raise or lower those
expectations—as the key force driving long swings in real output and un-
employment. In the models developed by Hoon and Phelps (1992), Phelps
(1994), and Phelps and Zoega (1998), firms undertake investment in a busi-
ness asset (fixed capital, the stock of customers, or job-ready employees).
The asset’s per-unit valuation has a positive impact on the pace of invest-
ment: it boosts construction (which is labor intensive), competition for
customers (which shrinks markups), or workers’ preparation to be func-
tioning employees. Increased investment, in turn, has a positive impact on
labor demand, lowering unemployment and raising wages.

Movements of investment and employment are determined in these mod-
els alongside those of the real interest rate, the real exchange rate, and
wealth. These movements unfold along a “conditional” equilibrium path
that assumes that absent any significant and unforeseeable structural shift,
participants have “correct” expectations about assets’ prospects, whatever
they might be. But, rather than study the movements along the equilibrium
path, Phelps and Zoega examine how that path would change when one
of the structural parameters shifts. In particular, they examine the con-
sequences of shifts in productivity growth and expectations concerning
prospects for profitable new investment opportunities.?’

According to structuralist models, “the sudden expectation of a future
surge of productivity creates an expected simultaneous surge of profits; this
at once prompts a speculative lift in the asset valuation, which will look
unjustified to uninformed observers; the increased valuation sets in mo-
tion an upswing in employment; when the productivity surge is realized,
employment subsides.” These models claim that “such expectations are po-
tentially important: that an unusually large shift of this sort in the valuation
of business assets would cause an unusually wide structural expansion or
contraction” (Phelps and Zoega 2001: 3).

Phelps and Zoega emphasize that the shift in valuations is not purely a
result of psychological factors, as supposed by Pigou (1927) and by more
recent behavioral models. “In this account, the boom is not sparked by the
‘optimism’ and #ot doomed by the ‘miscalculations’” (Phelps and Zoega

29. The 1994 volume postulated punctuated expectational equilibrium, so that, after an
unanticipated structural shift, expectations are corrected. The aim was only to put the focus
on how very differently the model behaves from the Keynesian and classical models it bid to
replace.
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2001: 3).3% In contrast to Pigou’s thesis that “the response of investments
to a class of future prospects exceeded what ‘rational’ calculation would
suggest (‘errors in optimism’), . . . [structuralist theory relied] on the effects
of future prospects that it is ‘rational’ for investments of various kinds to
respond to” (Phelps 2006: 69, emphasis added).

In considering how to model “rational” market participants’ expecta-
tions of assets’ future prospects, Phelps (Chapter 8: 285) points out that the
structuralist model “is not inherently yoked to perfect knowledge . . . orto
[its] offspring, rational expectations . . . the Hoon-Phelps papers of 2002~
2006 on ‘structural booms’—handle the arbitrariness in valuations at least
as naturally as Keynes’s ‘marginal efficiency’ did.”

Opening the way for accounts of unemployment that move beyond
REH and fully predetermined models, Phelps (Chapter 8: 285) empha-
sizes that expectations of assets’ prospects, which determine their market
valuations, do “not have to be ‘solved out’ by supposing perfect under-
standing of the working of the economy—as I was driven to do in Struc-
tural Slumps to minimize the complexity of the models and the themes.”
These expectations—influenced by participants’ own understanding of the
future, as well as by their autonomous intuitions, instincts, and emo-
tional needs—may be taken as given, much as Keynes did. A downward
shift in these expectations leads to a drop in observed valuations, which
in turn leads to a shift from one equilibrium unemployment path, with
its supposed destination, to another. This approach treats participants’
expectations as a structural parameter and thus sidesteps the problem
of how market participants settle on particular expectations, and how
they might revise them. Nonetheless, it moves beyond REH, which re-

gards expectations as an endogenous factor determined by an economist’s
own model, because treating expectations as a structural parameter rec-
ognizes that they play an autonomous role in driving outcomes. It also
recognizes that the future is inherently open, and that how it unfolds de-
pends crucially on participants’ revisions of their expectations; thus, these
models’ predictions are necessarily contingent on how we represent
these expectations.”!

Such considerations lead Phelps (Chapter 8: 291) to the key question:
“Does this . . . mean that the ‘natural’ level of (un)employment no longer
exists?” Phelps recognizes the importance of “radical uncertainty,” in the
sense of Knight and Keynes: the economy’s structure is always changing in
ways that cannot be modeled in standard probabilistic terms, and, “with

30. This argument echoes Keynes’s view that psychological factors alone cannot sustain
asset price swings if fundarmental considerations suggest that investment prospects have sub-
stantially worsened (Frydman and Goldberg 2011).

31. IKE is based on the same premise. See Chapters 4 and 6 and Frydman et al. (2011)
for a discussion of the concept of contingent predictions and how IKE models, despite their

openness with respect to forecast revisions, generate empirically testable implications.
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Prior to undertaking an econometric investigation, Zo.ega exam.ines 'de~
scriptive evidence concerning six countries with sha.trply different hlstorlc?al
employment rates. Although mean unemployment in three of the countries
(Belgium, Italy, and Spain) tended to shift upward throughout the period, in
the Netherlands, the United Kingdom, and the United States, unemployment
reverted to its earlier mean following recessions.

To capture the observation that hiring decisions do not .have an instap—

taneous effect on the employment level, the share-price variable is set to its
average for the first 3 years of each half-decade of the period, whereas the
employment rate is set to its average for the last 3 years of eqch half—decadg.
Zoega (Chapter 9: 310) observes that a “clear upward-sloping relationship
[between the employment rate and share prices] is apparent for e'ach of the
countries.” Estimates of a pooled cross-section time-series regression for the
16 OECD countries “confirm a robust relationship between share prices and
unemployment . . . [and thus] suggest . . . that changes in the level of share
prices precede changes in the rate of employment” (Chapter 9: 31?.).
" The structuralist view also suggests that business investment is one gf
the principal factors underlying employment movements. To examine this
channel, Zoega, noting that employment and investment are relateq, re-
places share prices with gross capital formation (as a share of GDP) in his
employment equation.

Beyond examining bivariate correlations, Zoega explpres whether
changes in share prices “cause” changes in employment. To th1§ end, he con-
verts the data to annual averages and applies Granger causality tests. The
null hypothesis that changes in average share prices do not cause changes in
average employment “can be rejected for 14 of the 16 countries. . . . [Mo-re~
over,) the alternative hypothesis of changes in employment not . . . causing
changes in share prices can only be rejected for two countries” (Chapter
9: 313). . .

Zoega’s empirical methodology reflects the comparative statics approach
to analyzing the implications of structuralist models. This approach assumes
that, “absent any significant and unforeseeable structural shift,” the configu-
ration of the macroeconomic relationships does not change very much, and
that structural shifts “are very infrequent” (Phelps and Zoega 2001: 93).
The reliance on averages is supposed to capture the unchanging processes
driving macroeconomic variables, such as share prices and.employment,
during the period in which a conditional equilibri}lm p.reval'ls. Each such
equilibrium path is supposed to last for only a limited time; it sh1ft§ when
one of the structural parameters shifts. The regression analysis relating the
half-decade averages of, say, employment rates and share prices airps to cap-

ture how the average employment rate, moving along an equilibrium p?th,
would change in response to occasional shifts in participants’ expectations
congerning assets’ prospects, N

The IKE approach (Chapters 4 and 6) provides a way to model revisions
of exogenous expectations of asset prices, which, in Phelps (1999) and en-
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suing studies, underpin shifts in the structuralist equilibrium path. Katarina
Juselius pursues this line of research in Chapter 10. In her account, expec-
tations drive the real exchange rate and the real interest rate, which, in
turn, are among the key variables underlying unemployment movements in
the structuralist model. Juselius confronts the structuralist account of unem-
ployment with empirical evidence by embedding it in the multivariate cointe-
grated vector autoregressive (CVAR) model (Johansen 1996; Juselius 2006).

Unemployment Fluctuations and Swings in Asset Markets
According to the structuralist theory, three variables—the real exchange
rate, the real interest rate, and markups of prices over costs—are the main
determinants of the unemployment rate. As these variables tend to undergo
protracted swings around their benchmark values, the unemployment rate
also undergoes swings. In Chapter 10, Juselius examines whether the the-
oretical implications of combining the IKE approach to asset price swings
with the structuralist model of unemployment are consistent with the em-
pirical evidence. She surveys previous empirical studies concerning comove-
ments among the unemployment rate, the real exchange rate, and the real
interest rate, as well as markups of prices over costs (which, according to
the structuralist model, is a principal channel through which asset market
outcomes are transmitted to the real economy).

These studies share a common econometric framework: the CVAR model.
Juselius argues that one of the CVAR model’s main advantages over other
approaches stems from its ability to represent covariances among “persis-
tent” variables, that is, variables characterized by nonstationary processes,
such as random walks in levels or first differences (referred to as I(1) or
I(2) models, respectively). Such nonstationarity is typical in macroeconomic
time series. The CVAR econometric model summarizes the covariance struc-
ture of such nonstationary time series by expressing comovements among
the model’s variables in terms of cointegrating relationships involving their
values, as well as first- and higher order differences.

To confront theoretical representations, such as the structuralist mod-
els of unemployment in Phelps (1994), with time-series evidence, Juselius
translates their testable implications into a set of hypotheses about the pa-
rameters of the CVAR model describing long-run relationships, adjustment
dynamics, driving trends, and their effects on the model’s variables.3? The

32. Juselius contrasts the CVAR approach with extant approaches to testing REH models,
which often involve the imposition of restrictions—*“the use of mild force to make [the data]
tell . . . [the] story” (Chapter 10: 346) that is consistent with a particular model. Estimation
of contemporary models typically disregards the possibility of structural change. Moreover,
in many cases (including REH and behavioral finance models), the “testing” dispenses with
statistical analysis altogether, relying instead on calibration and computer simulations. In
contrast, the CVAR methodology starts by estimating the data’s largely unrestricted covariance
structure, including their temporal breaks, and then asks whether the implications of one or
more theoretical models are consistent with the estimated statistical model.
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analysis of the CVAR model also generates estimated empirical regularities
concerning the comovements of macroeconomic aggregates. In Chapter 10,
Juselius discusses several such tests and empirical regularities. In doing so,
she draws on the results of previous CVAR-based studies of asset markets,
the real economy, and their two-way interdependence.

To set the stage for empirical testing of the structuralist model, Juselius
analyzes the persistence of the real exchange and real interest rates in the
context of the IKE model elaborated in Chapter 6. She observes that for
this model of asset price swings to be useful in testing whether structuralist
theories can help account for the fluctuations in the unemployment rate, the
IKE model must imply that both real exchange rates and real interest rates
are persistent.

Frydman et al. (2012) show that this is the case. Even though its restric-
tions on individual behavior are qualitative and contingent, the IKE model
yields testable implications for time-series data: highly persistent real ex-
change rate and real interest rate differentials that can be characterized as
near I(2). Juselius shows that this characterization is consistent with empir-
ical evidence.>

Having examined persistence, Juselius reports empirical evidence sug-
gesting that real exchange rates and real interest rates comove: they tend
to undergo parallel swings away from and toward their respective bench-
mark values. This comovement, which is implied by the IKE model, plays
a key role in confronting the implications of Phelps’s (1994) theory with
time-series data on relevant macroeconomic aggregates.

One of the main implications of the structuralist theory is that real
exchange rate appreciation, by lowering the price of competing foreign
goods, reduces firms’ markups of prices over costs. This implies that the
real exchange rate and the economy’s profit share, which proxies for an

aggregate of markups, comove: profit share would decline (rise) during the
periods of persistent appreciation (depreciation) of the real exchange rate.
This implication is consistent with the “evidence of a non-stationary profit
share co-moving with the real exchange rate” (Juselius 2006: 378-379).

Taken together, the negative comovement of the profit share and the
real exchange rate and the positive comovement of the real exchange rate
and the real interest rate imply that unemployment would, according to

33. Juselius argues that, beyond providing a summary of the covariance structure of the
data that is superior to those provided by other econometric approaches, the multivariate
CVAR framework is crucial for uncovering the I(2) persistence displayed by asset prices and
other macroeconomic time series. Although the literature has reported results consistent with
such persistence (e.g., see Engel and Hamilton 1990), the vast majority of studies, which have
relied on univariate procedures, have rejected I(2) in favor of I(1) persistence. Juselius (2012)
shows that such tests lack sufficient power to detect the I{2) nonstationarity that arises from
the slowly unfolding trends that underlie persistence in asset prices.
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Fhe structuralist model, persistently rise during periods in which the real
interest rate undergoes a persistent upswing. Juselius (2006) found tga
unemploymfznt comoves positively with the real interest rate “
Thus, reliance on the structuralist model to represent thc; transmissi
process byl which asset markets influence the real economy g.enera‘tes Z;l
important implication: given persistent movements in real interest rates, th »
natural rate of unemployment is nonstationary. Juselius (2006) and Juséli ?
and Ordonez (2009) provide empirical evidence for such a transmi on
process and,. With it, for the nonstationarity of the natural rate - o
The empirical analyses of Zoega and Juselius focus on n;)nmonetar
factors thgt, according to the structuralist theory, influence the nat }i
rate of unemployment. As the natural rate is not’ observable, the lrl(lerla
on the assumption that swings in the actual unemployment r’ate lzr ly
reﬂect the movements of the natural rate. However, as Phelps (1994 3gf4y
pointed out, “the data on the actual rate of unempl’oyment in an c<; t )
unquest{opgbly reflect . . . the influence of monetary [factors].” ‘T}l,]is (1)1 ﬂerY
the poss1b111ty that monetary policy, as well as other macroecon.omic olli)ci::
aiming to attenuate cyclical fluctuations in economic activity in thi short
run, may influence the trend growth of real output and the movement of
the long-run “natural” unemployment rate that is associated with such
changes. In Chapter 11, Philippe Aghion and Enisse Kharroubi argue that
such a connection between short-run stabilization policies'énd the lin -r :
behavior of real output and unemployment is empirically significant. e

Stabilization Policies and Economic Growth

The Fonventional wisdom among economists and nonacademic comment
tors is that there is no connection between short-run macroecdnomic olici:;
anq an economy’s trend growth rate. The findings of Juselius in Chaptér 10
which connect fluctuations in currency markets to movements in thelil i
rate of unemployment, suggest otherwise. e
In Chapter 11, Aghion and Kharroubi present further evidence that
challenges the conventional view. Their empirical analysis appeals to tﬁe
argument advanced by Aghion et al. (2008) that growth-enhancing invest-
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downturns . . . that should help firms go through downturns without hav-
ing to cut . . . [growth-Jenhancing investments” (Chapter 11: 352). To test
this hypothesis empirically, they compare the size and effects of active fiscal
and monetary policies on growth across industries in countries that differ
in the degree to which they pursue active stabilization policies.

Using panel regressions based on data from 15 OECD countries, Aghion
and Kharroubi examine whether industries that faced tighter financial con-
straints tended to grow faster in countries with active fiscal and monetary
policies. To proxy the degree of financial dependence on external credit mar-
kets, they use industry measures of borrowing or liquidity constraints. They
estimate the degree of countercyclicality of a country’s stabilization policy
(fiscal or monetary) according to the sensitivity with which the policy re-
sponds to the output gap (departures of real output from its long-run trend).

For fiscal policy, they use two alternative measures of fiscal balance.
Because these indicators are available only annually, they estimate their
effects on industry growth across countries over a relatively long period,
1980-2005. Their regression results show that “increased sensitivity of
fiscal balance . . . to the output gap raises . . . real value added growth dis-
proportionately for industries with [higher financial dependence|” (Chapter
11: 357).

Aghion and Kharroubi also investigate the relationship between industry
growth and countercyclicality of monetary policy across countries, using the
short-term real interest rate as a proxy for the monetary policy stance. Re-
lying on quarterly observations, the analysis spans 1995-2005. As is true of
active fiscal policy, their empirical results show that a degree of countercycli-
cality of a country’s monetary policy “tends to raise . . . real value added
growth disproportionately for industries with higher financial dependence”
(Chapter 11: 362). They conclude that “the effect of countercyclical fiscal
or monetary policy is economically significant [in the long run] and cannot
be discarded as being of second-order importance” (Chapter 11: 353).

Aghion et al. (2008: 3) emphasize that, “while [such effects] provide some
justification for stimulus packages during recessions, this justification is
quite distinct from the argument based on Keynesian multipliers.” Although
the standard multiplier analysis relies on the short-run demand-side effects
of active stabilization policies, the results reported in Aghion and Kharroubi
call attention to the way in which such policies affect long-run growth,
primarily through the supply side of the economy.

Short-Run (Cyclical) versus Long-Run Unemployment?

The empirical results obtained by Aghion and Kharroubi point to a connec-
tion between cyclical fluctuations in real output and its long-run growth.
However, the structuralist approach to unemployment fluctuations does not
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model short-run behavior; its account of unemployment relies on the factors
that drive the long-run natural rate.

Indeed, the empirical analyses of the structuralist theory of unemploy-
ment, in Phelps (1994), Phelps and Zoega (2001), and Chapters 9 and 10
of this volume, come close to jettisoning altogether the distinction between
cyclical movements in unemployment and its long-run behavior.3* These
studies assume that observed quarterly unemployment fluctuations, which
are typically referred to as short-run or cyclical, largely reflect the move-
ments of long-run natural rate unemployment.

As we have discussed, share prices, real interest rates, and real exchange
rates tend to undergo persistent upswings and downswings that do not con-
verge or abate. According to structuralist models, therefore, unemployment
also tends to fluctuate without settling down in the long run. Indeed, Juselius
finds that unemployment follows a persistent I(2) process and that its fluc-
tuations stem largely from persistent swings in the real interest rate and the
real exchange rate.

This characterization of the unemployment rate as a highly persistent
process accords well with the view of Phelps (1994, 2006) and Phelps and
Zoega (2001) that market participants’ expectations of assets’ prospects
are among the main drivers of unemployment. The IKE model in Chapter
6 lends further support to this claim by showing that the I(2) trends found
in asset prices reflect market participants’ (as well as economists’) imperfect
knowledge (see Frydman et al. 2011).

Beyond raising doubts about the dualism of cyclical and long-run un-
employment, the finding of near-I(2) persistence points to fundamental
difficulties in using mechanical rules to understand how to conduct mon-
etary and other macroeconomic policies. For example, Taylor rules relate
the interest rate to the gap between the current and long-run unemployment
rate. But the unemployment rate’s persistent character raises fundamental
questions concerning the definition and measurement of this gap.

Advocating that macroeconomic policy be conducted according to rules
presupposes that its sole role is to offset any “shocks” that buffet the system.
Absent such shocks, the economy would be growing at its “normal” steady
pace, with unemployment at its natural rate. These representations of the

34. Phelps (1994) includes the inflation rate in the unemployment equation to control
for cyclical influences. But he does not model short-run movement, and his account of un-
employment relies on the factors that drive the movements of the natural rate. His reliance
on expectational shifts to model macroeconomic fluctuations stands in sharp contrast to the
so-called real business cycle approach. Because these models rely on REH, they rule out the
possibility that participants’ expectations play an autonomous role in understanding move-
ments in unemployment; instead, cyclical fluctuations supposedly arise solely from various
“shocks” and ad hoc “frictions.” For a survey of various attempts to identify these shocks, see
Rebelo (2005). For the seminal exposition of the real business cycle approach, see Kydland
and Prescott (1982).
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away economists’ ever-imperfect knowledge about how alternative policies
influence market participants’ expectations and aggregate outcomes,

As Taylor points out in Chapter 12, Hayek’s arguments for policy rules
have primarily appealed to political and normative considerations; for
example, that the state, beyond enforcing the rule of law, has no authority
to interfere with individuals’ freedom to act as they choose. “Stripped of
all technicalities, this means that government in all its actions is bound
by rules fixed and announced beforehand—rules which make it possible
to foresee with fair certainty how the authority will use its coercive powers
in given circumstances and to plan one’s individual affairs on the basis of
this knowledge” (Hayek 1944: 112, emphasis added).

However, such arguments cannot provide an economic rationale for
rules. In particular, they cannot support the claim that allowing policy-
makers discretion would necessarily result in inferior economic perfor-
mance. REH models were widely seen as providing the missing “scientific”
rationale for banning discretion in all circumstances.’® As we have noted,
early REH-based models assumed that monetary policy could influence
unemployment only by fooling market participants, and that, left to them-
selves, financial markets populated by so-called rational participants would

allocate resources nearly perfectly. As Taylor (Chapter 12: 374) notes, “the
[REH] macro policy evaluation by Lucas (1976) . . . reinforced the eco-
nomic rationale for rules.” .

Lucas’s critique examined the validity of policy analysis based on large-
scale Keynesian econometric models. These models typically included a
number of policy variables, such as interest rates, money supply growth,
or tax rates. Policy analysis involved the use of these models’ estimates,
based on historical data, to simulate the paths of macroeconomic outcomes,
such as inflation or unemployment, under alternative trajectories for selected
policy variables. Lucas pointed out that “for [Keynesian policy analysis] to
have any meaning, it is essential that the structure [of the model] not vary
systematically with the choice of the sequence of [a policy variable]” (Lucas
1976: 25).

The main point of Lucas’s critique was the untenability of the premise
that models with the same structure could adequately represent the causal
process driving outcomes both before and after a change in policy. Lucas
argued that changes in policy variables would alter the way that market

36. The belief in the scientific status of REH-based conclusions was so strong that leading
economists advocated far-reaching institutional changes to eliminate discretion on the part of
policymakers. In a seminal paper, for example, Kydland and Prescott (1977: 487) advocate

institutional arrangements which make it difficult and time-consuming to change the policy
rules in all but emergency situations. One possible institutional arrangement is for Congress
to legislate monetary and fiscal policy rules and these rules to become effective only after a
2-year delay. This would make discretionary policy all but impossible.
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participants forecast the future and hence their decisionmaking. In general,
this change on the individual level would also alter the causal process driving
aggregate outcomes, thereby rendering policy analysis based on Keynesian
models “invalid.”

Lucas offered a straightforward solution to this daunting problem: REH
would enable policymakers to represent exactly the change in the structure
of their models that would result from market participants’ revisions of their
forecasting strategies following the contemplated change in policy.

Taylor (Chapter 12: 376) acknowledges that “though I and many others
have favored rules over discretion for economic reasons, when it comes to
explaining shifts in the balance between rules and discretion over time, . . .
political factors must also be considered.” He therefore invokes such con-
siderations to explain the shifts in the rules-discretion balance during the
closing decades of the twentieth century. For example, he points out that
“there was clearly a political change in the 1980s in the United States and
in the United Kingdom in which attitudes favoring more limited govern-
ment and corresponding encouragement of free markets were on the rise”
(Chapter 12: 385).

This shift was maintained—and extended—even after President Bill Clin-
ton and Prime Minister Tony Blair succeeded putatively more conservative
governments. Such bipartisan political support for unfettered markets high-
lights the remarkably broad resonance of the belief that REH-based models’
implications for the balance between state and market are based on sound
scientific foundations. REH also suggested that policymakers could influ-
ence market participants’ expectations to a far greater degree than was
actually possible, given that policy instruments might work quite differ-
ently than expected in real-world markets (in which nonroutine change is
an ever-present possibility).

Drawing on Federal Open Market Committee transcripts that contain “a
large number of references to policy rules and related developments” (Chap-
ter 12: 377), Taylor documents the profound impact of rules on the conduct
and instruments of U.S. monetary policy. For example, in considering how
its policies should be communicated to the public, the Federal Reserve has
implicitly adopted REH models’ premise that imperfect knowledge is un-
important for understanding outcomes. Consequently, policymakers focus
on transparency of information and disregard altogether their own, as well
as market participants’, inherent difficulties in interpreting how changes in
economic policy would affect outcomes.

Although REH’s flaws imply that its models cannot provide the rationale
for rule-based policymaking, this does not necessarily mean that other
constraints, such as qualitative guidelines, have no place in thinking about
the objectives, design, and implementation of economic policies. What
REH’s flaws do suggest is that the question of rules versus discretion needs
to be reexamined using models that recognize that nonroutine change and
imperfect knowledge are essential to understanding the consequences of
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economic policies in real-world markets. The crisis that erupted in 2008
has, if nothing else, made starkly clear the need for such a reexamination.

Rules versus Discretion after “Rational Expectations”

Echoing Hayek and Friedman, Lucas (1976: 46) asserted that constraining
policymakers to follow fully predetermined rules “accord[s] well with a
preference for democratic decision-making.” However, in sharp contrast
to Hayek’s and Friedman’s appeal to imperfect knowledge, Lucas and his
followers have claimed that REH models provide an explicitly economic
rationale for rule-based policymaking.

As they do with all their other components, REH models represent
economic policies with fully predetermined rules. Consequently, that is how
a typical macroeconomist nowadays represents alternative policies. Lucas
takes for granted that “the only scientific quantitative policy evaluations
available to us are comparisons of the consequences of alternative policy
rules” (Lucas 1976: 41, emphasis in the original) in the context of his own
REH model.?

In Chapter 13, Michael Woodford acknowledges that nonroutine change

undermines the desirability of standard REH-based policy rules. However,
he emphasizes that

the reconsideration of macroeconomic theory and policy that is necessary
in the wake of the global financial crisis . . . does not eliminate the need to
assess policy strategies, . . . even if such strategies cannot realistically be
supposed to represent complete specifications of behavior in all possible
circumstances. Nor does it eliminate the potential benefits from requiring
policy decisions to be based on general principles, rather than making an
ad hoc decision about what will achieve the best outcome under current
circumstances. [Chapter 13: 392]

In an attempt to reconcile rules with recognition that nonroutine change
may create circumstances in which policymakers must exercise discretion,
Woodford proposes to reframe the rules-versus-discretion debate. He ob-
serves that “there are different levels at which it is possible to describe the
process through which policy decisions are to be made” (Chapter 13: 385).
He then argues that “the levels of description differ in the degree to which
it is useful to imagine specifying a rule for policy in advance” (Chapter
13: 398).

Woodford discusses how the instruments and conduct of monetary policy
could follow from such policy design and implementation. He illustrates his
approach, which he calls “principled policymaking,” by discussing how the

37. For an early example of REH policy analysis in the context of unemployment-inflation
trade-offs, see Lucas (1973).
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specificity and degree of monetary policy’s precommitment already depends
in some respects on how important nonroutine change is likely to be for the
different levels on which policy is implemented.

Specifically, he argues that at the lowest level, where policy decisions
pertain to largely routine situations, they could be specified in advance
with mechanical rules. For example, such a rule would specify a decision
about the quantity of bank reserves to inject or withdraw each day, typically
through open-market purchases or repo transactions, as a function of some
observable conditions.

Policy decisions on the higher, “instrument” level pertain to largely
routine circumstances as well, according to Woodford, and they also can
be fully prespecified with a mechanical rule. Such decisions involve, for
example, the choice of an operating target for a particular overnight interest
rate—the federal funds rate.

Moving to the highest level of description, Woodford considers policy
decisions that involve various forms of so-called inflation targeting. For
example, “many central banks now have explicit quantitative targets for
some measure of medium-run inflation; a few have also been fairly explicit
about the criteria used to judge whether near-term economic projections are
acceptable” (Chapter 13: 397).

Notwithstanding the central bank’s supposedly firm precommitment,
Woodford acknowledges that nonroutine change might lead it to revise its
pre-announced target. He points out that “one would specify the principles
on which policy targets are chosen, given a particular model of the way
that monetary policy affects the economy.” As a result, “a commitment to
specified principles at this level could be maintained in the face of a change
in either the structure of the economy or policymakers’ understanding of
that structure.” However, he notes that “it might well be appropriate to
modify a central bank’s policy targets in light of such change” (Chapter 13:
397).%8

It seems to us that the inherent ambiguity about the appropriate response
to nonroutine change underscores the key reason policymaking should zot
be fully rule based: whether and how the central bank should revise the way
in which it conducts monetary policy cannot be fully specified in advance.
Not only is there no way to prespecify how monetary policy should adapt
when the economy’s structure eventually changes; the assessment that such
change has occurred also necessarily involves nongquantifiable judgment.>

38. This may also lead to revision of procedures and instruments on the lower levels of
policy design and implementation.

39. For example, even if one uses strictly statistical criteria to detect change, the assessment
of whether and when structural change has occurred depends on the choice of tests and their
significance levels. Moreover, after the change has been detected, the decision concerning what
the new structure might be also necessarily involves nonquantifiable judgment. For an example
of such a revision process involving structural change, see Frydman and Goldberg (2007).
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Recognition of nonroutine change necessarily blurs the putatively sharp
distinction between rules and discretion. As desirable as precommitment to
specific targets, such as “explicit quantitative targets for some measure of
medium-run inflation,” might appear to be in REH models, such targets are
credible for limited periods at best. Sooner or later, nonroutine change ren-
ders the monetary authority’s model obsolete and thus necessitates revisions
of at least some aspects of policy design.

Expectations in Policy Analysis

The 1970 Phelps volume pioneered modern macroeconomics by construct-
ing models of aggregate outcomes on the basis of mathematical representa-
tions of individual decisionmaking. Individuals’ forecasts play a key role in
how they make decisions and in how markets aggregate those decisions into
prices. The causal processes behind both individual decisions and aggregate
outcomes, therefore, depend on market participants’ understanding of the
economy and how they use this knowledge to forecast the future. In the
context of such models, representing how market participants might revise
their forecasts in response to new policies or other changes lies at the heart
of evaluating economic policies.

REH presumes that participants’ forecasts of revisions following a change
in policy can be adequately represented by the change in the structure of an
economist’s REH model. By design, REH-based policy analysis can compare
only the consequences of alternative overarching rules that specify how
policy is conducted in all time periods, past, present, and future.

As we noted above, Woodford argues that constraining the central bank
to pre-announce commitments remains important even if one departs from
REH. Seeking to provide theoretical support for this point, he discusses,
in the context of the eductive and adaptive learning models of Chapters 1
and 2, the implications of the claim that market participants’ expectations
take into account such commitments. Woodford concludes that, for “these
approaches, a comparative evaluation of alternative monetary policies will
require a specification of the entire (state-contingent) future path of policy,
and not simply a current action, just as in the case of REE analysis. Similarly,
there will be potential benefits from commitment relative to the outcome
under discretionary policy” (Chapter 13: 395).40

Although eductive and adaptive learning approaches depart from REH,
they assume away nonroutine change by fully prespecifying how market
participants revise their forecasting strategies and how aggregate outcomes

40. Woodford also examines the implications of policy commitments in his models with
so-called near-rational expectations (Woodford 2010). In these models, the actual probability
distribution of outcomes in all periods is presumed to be generated by an economist’s REH
model. Participants’ “subjective beliefs [are assumed] not [to] be grossly out of line with [those]
probabilities [of outcomes]” (Chapter 13: 394). »
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unfold over time. In fact, even if it were feasible for officials to specify
“the entire (state-contingent) future path of policy,” market participants
in capitalist economies are strongly motivated to search for genuinely new
ways to forecast the future and deploy their resources.

The social context, including the institutions within which individuals
make decisions, also changes in unforeseeable ways. But when the social
context or how market participants forecast aggregate Outcomes changes,
50, too, does the causal process underpinning these outcomes. Policymakers
and market participants understand that, even if economic policy were
somehow to remain constrained to a fully predetermined path, they would
face ever-imperfect knowledge of the processes driving outcomes.

Thus, even if prespecification of the entire future policy path was feasible
and desirable, models that rely on mechanical rules to represent the conse-
quences of policy changes for participants’ forecasts and aggregate outcomes
cannot serve as a guide for real-world policy analysis; assuming away non-
routine change does not magically eliminate its importance. Nevertheless,
Woodford (Chapter 13: 395) maintains that “the argument that rule-based
policymaking is necessarily foothardy in a world where nonroutine change
occurs depends on too narrow a conception of what s involved in following
a rule.”

By opening macroeconomic analysis to nonroutine change and ever-
imperfect knowledge, the IKE approach presented in Chapters 4 and 6 aims
to provide a theoretical underpinning for an intermediate position on rules
versus discretion. In the context of financial markets, IKE suggests a pol-
icy framework that constrains officials in a qualitative way, while allowing
them to exercise judgment in confronting infrequent but recurring episodes
in which imperfect knowledge leads market participants to make decisions
that, though individually rational, carry potentially high social costs (see
Frydman and Goldberg 2009, 2011). The extent to which such suggestions

may be applicable to the design and implementation of macroeconomic pol-
icy more broadly requires empirically relevant and testable models that do
not fully prespecify how policymakers and market participants revise their
expectations in response to nonroutine change—the hallmark of modern
capitalist economies.
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