LECTURE NOTES ECO 54 UDAYAN ROY

Rational Expectations

Sources:

Chapter XII of New Ideas from Dead Economists by Todd Buchholz

Chapter 13 of The Ordinary Business of Life by Roger Backhouse; pages 298-301 

Rational Expectations by Thomas J. Sargent 

Efficient Capital Markets by Steven L. Jones and Jeffry M. Netter 

Main Assumptions

· In every market, prices always make sure that supply equals demand

· People use all available information when they make guesses about the future

Main Results

· Efficient Capital Markets

· Diversify
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Pay attention to your beta’s

· It does not matter whether a firm raises money by selling bonds or stocks

· Lucas Critique (Robert Lucas, right)

· Consumption is a random walk—Robert Hall

· Stabilization policy will be ineffective; only surprises will have an effect

· Costless disinflation may be possible

· The manipulative behavior highlighted in the theory of political business cycles will be ineffective

· It does not matter whether government expenditures are paid from tax revenues or borrowed money

Main Weaknesses

· Monetary policy often does seem to work

· Fiscal stimulus often does seem to work

· Capital markets often seem to work badly
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