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Econometric Policy Evaluation
Under Rational Expectations

Thomas H. Turner, Economist

Research Department
Federal Reserve Bank of Minneapolis

Charles H. Whiteman, Assistant Professor
University of Iowa

Econometric policy evaluation has had a dismal track
record in recent years, as economists and policymakers
have been notably unsuccessful in their attempts to pro-
ject the consequences of unprecedented government poli-
cy changes.! A theoretical explanation for these failures
was advanced by Lucas (1976), who pointed out that the
usage of traditional econometric models is flawed in a
very serious way. In particular, standard techniques deny
that economic agents change their behavior when the gov-
ernment changes its policy rules (repeated strategies for
choosing policy variables). But if economic agents do al-
ter their behavior in the subtle way Lucas described when-
ever government policies change, then techniques which
ignore these responses cannot correctly project the results
of policy changes.

Both recent practical experience and economic theory
have thus seriously challenged the usefulness of econo-
metric models as guides to evaluating alternative eco-
nomic policies. This does not mean, however, that models
are useless.? It does mean that great care must be taken to
evaluate alternative policies correctly.

The key to using econometric models for policy evalua-
tion lies in correctly modeling the relationship between
economic policy rules and descriptions of agents’ patterns
of behavior. This type of relationship is implied by the
hypothesis that agents form expectations using all their
information as best they can, that is, that they have ra-
tional expectations. Taking account of such relation-
ships is hard to do in a large complicated econometric
model and has yet to be accomplished on that scale.
However, in what follows, we demonstrate how a very
simple econometric model can be used to gauge both the

expected effects of a new policy rule and the range of
uncertainty surrounding the expected effects. We also
show that more superficial, shortcut methods aimed at
accounting for the effects of rational expectations can be
as misleading as the discredited standard policy evalua-
tion techniques they are meant to replace.

The Right Way to Incorporate

Rational Expectations

Economists have long realized that economic agents’
expectations, particularly about future government policy
actions, impinge directly on their current decisions. Typi-
cally, economists have attempted to model this relation-
ship in a very ad hoc way, by using an adaptive mecha-
nism in which the expected value of a variable is deter-
mined from a distributed lag of past values of that vari-
able itself. The rational expectations hypothesis implies
a more sophisticated economic structure: the coeffi-
cients in equations describing agents’ behavior (for ex-
ample, coefficients of supply and demand curves) must
be explicitly tied in very specific ways to the coefficients
(or policy parameters) in equations describing economic
policies. Economists refer to these (perhaps very compli-
cated) ties between the coefficients in a behavioral equa-
tion and the policy parameters as cross-equation restric-
tions. That is, the coefficients of one equation in the

'For example, as Sargent (1980, p.16) points out, **Standard Keynesian and
monetarist econometric models built in the late 1960s failed to predict the effects
on output, employment, and prices that were associated with the unprecedented
large deficits and rates of money creation of the 1970s.”

See, for example, Lucas 1976, Sargent and Wallace 1975, Lucas and Sargent
1979, Anderson 1978 and 1979, Sargent 1980, and Supel 1980.







