
WALLACE MODEL POLICY INEFFECTIVENESS PROPOSITION

The policy-ineffectiveness proposition (PIP) is a new classical theory proposed in by Prior to the work of Sargent and
Wallace, macroeconomic models were largely based on the adaptive expectations assumption. Many economists.

Producing less, firms need fewer workers, and thus employment falls. If the rule had been one that maintained
a steady 1 percent rate of inflation each year prices grow by 1 percent , then the increase would be just what
systematic policy implied, the inflation would be perfectly anticipated, and unemployment would not change.
It is not a claim that no government policy affects the economy. What is more, having made the mistake once,
they would not be easily fooled again by the same policy. Taylor has made clear, the methodological and
computational implications of the hypothesis of rational expectations for the theory of optimal macroeconomic
policy far transcend the question of whether we accept or reject particular models embodying particular
neutrality propositions Workers who mistook higher market wages for higher purchasing power would be
willing, if unemployed, to take a job sooner. But policymakers cannot exploit it because the public will see
through any systematic policy. Hoover, Kevin D. Real Business Cycles: A Reader. The Barroâ€”Gordon
model showed how the ability of government to manipulate output would lead to inflationary bias. In each
period that agents found their expectations of inflation to be wrong, a certain proportion of agents' forecasting
error would be incorporated into their initial expectations. Those new classicals who regard demand shocks as
dominant argue that the shocks are propagated slowly. When applying rational expectations within a
macroeconomic framework, Sargent and Wallace produced the policy-ineffectiveness proposition, according
to which the government could not successfully intervene in the economy if attempting to manipulate output.
Important articles for and against real business cycle models, including Finn E. The combination of rational
expectations and the central tenet of new classical analysis that quantity supplied equals quantity demanded
ensures that systematic, pure aggregate-demand policies do not have real effects on the economy. New
classicals did not assert simply that activist economic policy in a narrow sense: monetary policy is ineffective.
With this assumption the model shows government policy is fully effective since, although workers rationally
expect the outcome of a change in policy, they are unable to respond to it as they are locked into expectations
formed when they signed their wage contract. The Legacy of the New Classical Macroeconomics The new
classicals profoundly changed the technical underpinnings of modern macroeconomics. Since it was possible
to incorporate the rational expectations hypothesis into macroeconomic models whilst avoiding the stark
conclusions that Sargent and Wallace reached, the policy-ineffectiveness proposition has had less of a lasting
impact on macroeconomic reality than first may have been expected. Rational Expectations. Sanford
Grossman and Joseph Stiglitz argued that even if agents had the cognitive ability to form rational expectations,
they would be unable to profit from the resultant information since their actions would then reveal their
information to others. Oxford: Blackwell,  Rather, they argue that the worker chooses what he regards as the
best available option, even when the options are poor. Consequently, even if monetary policy is ineffective in
the long run, it may be of considerable use in the short run. If expectations are rational and if markets are
characterized by completely flexible nominal quantities and if shocks are unforeseeable white noises, then
macroeconomic systems can deviate from the equilibrium level only under contingencies i. Taken at face
value, the theory appeared to be a major blow to a substantial proportion of macroeconomics, particularly
Keynesian economics. This behavior by agents is contrary to that which is assumed by much of economics.
More importantly, this behavior seemed inconsistent with the stagflation of the s , when high inflation
coincided with high unemployment, and attempts by policymakers to actively manage the economy in a
Keynesian manner were largely counterproductive. The economy, they believe, is often buffeted by
unexpected shocks. Unemployment could arise only because of a market imperfectionâ€”the intervention of
the government or the action of labor unions â€”and could be eliminated through removing the imperfection.
Policies on government spending, for example, represent changes in the real claims the government makes on
GDP and may affect output and employment. London: Routledge,  Rational Expectations and Policy
Ineffectiveness Most economic decisions are forward looking. If firms failed to take the opportunity, then they
would not be optimizing. Lucas argued that what is true of the Phillips curve in this example is true of the
most important relationships in the econometric macroeconomic models used to evaluate economic policy.
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Therefore, agents would not expend the effort or money required to become informed and government policy
would remain effective. This turned out to be a radical step. However, no systematic countercyclical monetary
policy can be built on these conditions, since even monetary policy makers cannot foresee these shocks hitting
economies, so no planned response is possible. However, criticisms of the theory were quick to follow its
publication. The interesting policy question was the trade-off: How much extra inflation was a one-point fall
in the unemployment rate worth? Moreover, these statements are always undermined by the fact that new
classical assumptions are too far from life-world conditions to plausibly underlie the theorems.


