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Objections to Ricardian Equivalence

* People don’t understand deficits.

* We have passed the debt to our children.
* This means we never need to tax.

¢ Incentive Effects.
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People Don’t Understand Deficits

» People do not
understand the
equivalence between
taxes now and taxes in

Lincoln’s Law

* People do not * You can’t fool all the
understand the people all of the time.
equivalence between  « Lincoln’s Law implics
taxes now and taxes in that people will not be
the future. systematically fooled

KENT STATE More on Debt and Taxes

the future.
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Lincoln’s Law
* People do not * You can’t fool all the
understand the people all of the time.
Economists refer to this as ies
Rational Expectations be
LY T Systematically rooied
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Lincoln’s Law

Crudely, the
expected value of
Economists future taxes will
Rational Ej equal V\{hat those
anware—————  taxes will actually
turn out to be.

* People do not
understand the
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Rational Expectations

* People do not Crudely, the
; L expected value of
Suppose the policy  future taxes will
choice is between equal what those
taxing John and  taxes will actually
Sally each $50 now turn out to be.
or $50 in the future.
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* People do no

Rational Expectations

While John may blithely
= y underestimate his future
UPPOSEH  {axes, Sally may panic

choice is | .
taxing Jo and overestimate hers.
Sallyeach  Rational expectations
or$50 intr implies their errors will
cancel out.
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Rational Expectations

* People do not Crudely, the
. L expected value of
Suppose the policy  future taxes will
choice is between equal what those
taxing John and  taxes will actually
Sally each $50 now  turn out to be.
or $50 in the future.
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Rational Expectations

Some years both John
and Sally will over-
iﬁg?;sit: estimate their future tax
liabilities; other years they

taxing Jo "< -
Sally each _Will underestimate them.

or $50 in the future. m——_.

* People do no
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Rational Expectations

Some years both John
= and Sally will over-
UPPOSetl o iimate their future tax

Rational other years they
expectations  restimate them.
implies their errors
will cancel out.

* People do no
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The General Theorem

A general theorem:
models built on the
assumption that people
are stupid just don’t work.
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Objections to Ricardian Equivalence

* People don’t understand deficits.

* We have passed the debt to our
children.

 This means we never need to tax.

* Incentive Effects.
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Just What Does This Mean

* We reduce investment to finance the deficit,
and hence reduce the capital available for
future generations.

« For this to happen, there must be a
differential impact on the demand for loans.
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John’s Taxes

* The government
decides to spend $100,
and tax John to pay for
it. Az=-$100s0 Ac
=-$10 (say). Ergo,
John’s demand for
loans increases by
$90.
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John’s Taxes

« Instead of taxing John
—aged 40 - $100, and
reducing his wealth by
$100, the government
decides to borrow the
money.

« But how?
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John’s Taxes

* Instead of taxing John
—aged 40 - $100, and
reducing his wealth by
$100, the government

Aoosidac 40 o,
John gets hit for
the taxes to pay

interest and
principal.
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John’s Taxes

 Instead of taxing John
—aged40-  No big deal. The
reducing his  present value of
8100, the g¢ job g Tax Liabilities
John gets hi is $100, so taxing
the taxes to and borrowing are
interest ar equivalent.

principal.
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John’s Taxes

The governments

« Instead Oftaxmg demand for loans is $100
but John, reducing
consumption by $10

supplies another $10 of
loans. The net demand
for loans goes up by $90
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John’s Taxes

« Instead of taxing John
—aged 40 - $100, and
reducing his wealth by
$100, the government
decides to borrow the
money.

* But how?
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John’s Taxes

* Instead of taxing John
d
by
t
e
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John’s Taxes

The governments

« Instead of taxing d@mand for loans is $100
but John, reducing
consumption by $10

supplies another $10 of
loans. The net demand
for loans goes up by $90
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John’s Taxes

The governments
« Instead of taxing d@mand for loans is $100
but John, reducing
onsumption by $10
pplies another $10 of
ns. The net demand
loans goes up by $90
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John’s Taxes

* Instead of taxing John
d
by

t
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John’ if John were hit with
a $100 tax, Az = -
« Instead of taxing John $100 and Ac = - $10.
John’s Life ?Jd Here, Az = -$85 and
Expectancyis  Ac=-$8.50. The

40 years, and f: net demand for

the PVof$5a  l0ans goes up by
year for 40 ,,,‘.-,$§1;§0“--
years is = $85. interest. After he dies,
his kids get the bill.
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John’ If John were hit with
Don't put this in a $100 tax, Az = -
* the loss column n $100 and Ac = - $10.
just yetfor 4 Here, Az =-$85 and
Ricardian ¥ Ac=-$8.50. The
Equivalence t net demand for

the PVof$5a  l0ans goes up by

year for 40 .m-.$g1;§0m-
years is = $85. interest. After he dies,
his kids get the bill.
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John’ If John were hit with
Don'’t put this in a $100 tax, Az = -
*/ the loss column n $100 and Ac = - $10.
justyetfor d IfJohnhasa and
Ricardian 7 bequest motive ne

Equivalence . he will take into r
the PVof$5a  accountthe oy
year for 40 taxes his kids
yearsis =~ $85.  Will pay after his ;e
death. i
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John’ If John were hit with
Don’t put this in a $100 tax, Az = -
*/ the loss column n $100 and Ac = - $10.
justyetfor d IfJohnhasa and
Ricardian 7 bequest motive ne
Equivalence _ he will take into r
In short, the bequest count the by
motive can save the 2S his kids
day for Ricardian  ay after his g;qq

John’ If John were hit with
Don't put this in a $100 tax, Az = -
*/ the loss column n $100 and Ac = - $10.

day for Ricardian  ’ay after his dies,
Equivalence death. ill.
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Equivalence death. il
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Debt and Taxes

¢ If consumers are immortal consumers, then
borrowing and taxing are equivalent.

* If not, then borrowing and taxing are not
equivalent, but consumers do discount taxes
during their lifetime.
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Debt and Taxes

* If consumers are i
borrowing and taxi
* If not, then borrowi
equivalent, but cons
during their lifetime
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Debt and Taxes

e If consumers are i
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