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[1] In what places have you taught or done research?

| started in 1982 at the University of Chicago G aduate
School of Business, and | taught there until 1983. Then,
visited Carnegie-Mellon University in 1984, and, after that,
| went to the Federal Reserve Bank of M nneapolis, where |
wor ked for seven years. My main activity at M nneapolis was
research. Since 1992, |’'ve been a professor of econom cs at
Nort hwestern University.

[2] What happened to the nonetary business cycle (Lucas,
1975) ?

Business cycles are the persistent and sinultaneous
nmovenent up and down across a w de range of sectors, of
out put, enploynent and investnent. After discussing this in
hi s fanous paper on business cycles, Lucas (1975) concl udes
t hat business fluctuations nust reflect the effects of sone
kind of shock that hits all the sectors of the econony. He
asks this question: could it be that this shock is a
technol ogy shock? And he canme up wth a very short
answer, no’. He said that it does meke sense to think of
t echnol ogy shocks, but only at the firmlevel. These shocks
drive sonme firns up and ot hers down, but are unlikely to have
any appreciable inmpact on the econony as a whole. He
conjectured that, to understand business cycles, we need to
find a shock that hits all sectors, and Lucas hypot hesi zed
that it was unlikely that that shock would be a technol ogy
shock. He concluded that you have to look for an obvious
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aggregate shock, and he suggested that nonetary shock is a
good candi dat e.

Now, we nove forward a few years, and Kydland and
Prescott (1980, 1982) cane al ong. They displayed a nodel in
whi ch there's one shock novi ng t he whol e econony up and down,
and it's a technology shock. As | said before, this was
specifically considered and rul ed out by Lucas in 1975. The
irony was that Lucas applauded when Kydland and Prescott
wote their paper. No one really asked the question: what
happened to Lucas's critique of technology shock driven
busi ness cycl e nodel s? Many junped onto the new band wagon,
and, for several years, the real business cycle nodel was
very prestigi ous.

So, what was going on here? Two things. First, Kydland
and Prescott (along with Long and Pl osser) nmade an i nportant
substantive contribution when they drew attention to the idea
t hat aggregate fluctuati ons m ght have sonething to do with
things other than fiscal and nonetary shocks. However, |
believe that this aspect of their contribution was rel atively
| ess inportant, because it was not worked out very clearly.
The literal notion that there is an aggregate shock to
technol ogy seens unappealing. And, Lucas had pretty
effectively criticized the notion that aggregate fluctuations
reflect the effects of technol ogy shocks operating at the
firmlevel. Kydland and Prescott did not sketch out a way
around these problens (later, Boyan Jovanovic and Andre
Shl ei fer made inportant contributions to this.)

Second, and here is where the really profound
contribution lies. Kydland and Prescott produced a great
met hodol ogi cal advance i n macroeconom cs. They (and Long and
Pl osser) showed that equilibrium nodels that previously had
been the exclusive province of theorists less interested in
data, could be taken to the data. And this is what | think
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Lucas was appl audi ng, the nethodol ogi cal advance. He was not
specifically applauding the death of the nonetary business
cycl e.

Now that the initial methodol ogical innovation of
Kydl and and Prescott has matured, researchers are taking a
critical ook at the idea in real business cycle nodels, that
an aggregate technol ogy shock drives the cycle. | don’'t know
where this will all |ead. There are researchers who are
wor ki ng to overcone Lucas’ original objections to technol ogy-
shock driven business cycles. Perhaps they wll prevail.
| nportant work here is being done by Bill Dupor, M ke
Hor vat h, and Boyan Jovanovi c, anong others. There are others
wor king on nonetary business cycles. Maybe they are onto
sonething and that will turn out to be an i nportant source of
busi ness cycle shocks. Perhaps the source of shocks is
somewhere el se. Another possibility is that there are many,
many di fferent sources, sone nore i nportant at sone tines and
others nore inportant at other tines. Watever the answer
turns out to be, however, | believe the quantitative
nmet hodol ogy of Kydland and Prescott has a central role to
play in helping us to find it.

Let nme turn specifically to nonetary shocks. There is
enpirical evidence that seens to support the notion that
monetary policy is inportant in the business cycle. First,
many are convinced by Friedman and Schwartz’s evi dence whi ch
suggests bad nonetary policy played an inportant role in the
Great Depression. Also, wth the exception of the 1990
recession, essentially every business cycle in the postwar
United States is preceded by a very sharp run up in short
terminterest rates. Sone say this reflects that post war
recessions are the consequence of tightening by the nonetary
authorities. Along these lines, there is a colorful quote
ascribed to Rudiger Dornbusch, that US business cycle
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expansi ons do not die of old age. They are nurdered by the
Fed.

There is another reason people think of the business
cycle properties of interest rates as reflecting the effects
of nonetary policy. This is the perception that it is hardto
find a non-nonetary explanation for these properties. For
exanple, the standard real business cycle nodel cannot
account for these properties. In standard real business cycle
nmodel s, a high interest rate is a synptomthat there has been
a good realization of the technology shock, so that good
tinmes are ahead. But, in fact, in the US the high interest
rates are a signal that bad tinmes are comng, and this fact
is true in Europe as well. So, there's sonme evidence that
appears to support the notion of nonetary business cycle.

Still, there are at least two reasons for skepticism
about the notion that noney is inportant in business cycles.
First, noney tends not to have a very big effect in economc
nmodel s. O course, this may just refl ect that existing nodels
are not very good. Second, the literature on measuring
nmonetary policy shocks tends to find that these are a
relatively uni nportant source of business cycle fluctuations.
Third, there is sone prelimnary evidence that the systematic
part of nonetary policy may not be very inportant in business
cycles. For exanple, Christopher Sinms, in a paper presented
to a recent conference at the Boston Federal Reserve Bank
argued that Friedman and Schwartz may have been wong, and
that the course of the G eat Depression nay not have been
much influenced by nonetary policy. Finally, there is
evi dence that the business cycle properties of interest rates
may not be so difficult to understand with a real business
cycle nodel after all. Jonas Fisher and | discuss this in a
recent paper (see Christiano and Fisher, "~Stock Mrket and
| nvestnment Good Prices: Inplications for Business Cycle
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Anal ysis’).

So, what happened to the notion that noney is inportant
in the business cycle? It is certainly still on the table,
under consideration. People are working hard to incorporate
nmoney into business cycle nodels, and to see whether it can
account for business fluctuations. The jury is still out
about a conpl ete assessnent.

[3] Do you agree with the research framework of Kydl and and
Prescott (1982)?

Yes, absolutely. | think that Kydland and Prescott's
(1982) approach was a great advance, a great advance for
macr oeconom sts. But, not for the substance of the narrow
proposition that an aggregate technol ogy shock is driving the
cycle, which is what they argued, but rather because of the
big advance in ternms of t hi nki ng about explicit,
guantitative, dynam c nodel s.

[4] Is real business cycle research still alive? Wat is its
ai n? [see, for exanple, Boldrin, Christiano and Fi sher (1995),
Chari, Christiano and Kehoe(1994, 1995), Christiano and
Ei chenbaun{1992a, 1995)]

| think it is alivein at |east two senses. First, "real
busi ness research’ stands for a nethodology for doing
macr oeconom cs: be explicit about the environnent and be
guantitative. This is very nuch alive. Second, even the idea
of ‘real’ shocks is still very nmuch alive. Researchers are
st udyi ng how t echnol ogy shocks at the firmor industry |evel
m ght (contrary to Lucas’ supposition) aggregate up and
account for aggregate fluctuations.

There are ot her devel opnents too, in the direction of
i ncor porating frictions. For exanpl e, peopl e are
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incorporating frictions that account for the demand for
nmoney. The real business cycle nodel is, basically, an Arrow
Debreu nodel [see, for exanple, Arrow and Debreu(1954)]
w thout frictions, and a lot of research is pushing on in
various di nensions, and trying to incorporate frictions. This
work uses the real business cycle nodel as the basic
foundation for the construction of other nodels. | think
alnost all this research can be thought about in that way.
One can even go, for exanple, to the two volunes edited by
Manki w and Roner on new keynesian econom cs (Mnkiw and
Romer, 1991), and interpret many of those papers as built on
the real business cycle nodel. Mst of those papers are
taki ng the real business cycle perspective, in the sense that
they are explicitly putting in people' s objectives and
constraints, and incorporating a variety of frictions on top,
and, then, seeing how things go fromthere. One relatively
m nor sense in which Mankiw and Roner's (1991) vol unes don't
fit with the real business cycle approach, is that there is
no dynam cs, generally speaking. The real business cycle
framework starts, in part, by taking dynam cs seriously. |
think the real business cycle idea that one ought to nodel
things explicitly has been adopted by essentially everyone.
| say essentially, because there are sone exceptions.

[5] What factors result nore revelant in the real business
cycl e?
In the real worl d?

[5. Cont.] Yes, in the enpirical evidence.

| think one of the substantial things that nade rea
busi ness cycle nodels possible, despite, for exanple, the
initial objections of Lucas in 1975, was the perception that
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the seventies had been heavily influenced by supply shocks,
like oil shocks. I'm not sure of how inportant those oil
shocks really were, though. For exanple, in 1973 there was a
| ot of debate about what the right kind of nonetary policy
was at that tinme, and, in particular, about howto handl e the
high inflation. | think it's not clear at this nonent to what
extent nonetary policy contributed to the big recession in
1973-74, and to what extent it was the oil shock. But,
anyway, there was a wi de consensus until 1980 that it was the
oil shock. | think everyone agreed that the oil shocks were
crucial in the big recession of 1974, and that agreenent
hel ped increase the credibility to the real business cycle
nodel . OF course, in 1980 there was a big recession, and
everyone agrees that was essentially nonetary. So, that
encouraged an increased enphasis on nonetary issues.

But, historical events are not the only thing that drive
the evolution of thinking in macroeconom cs. There is an
i nternal dynam c too. There was consi derabl e tensi on between
macr oeconom sts and other economsts for a long tinme. The
rest of our coll eagues in econom cs had absorbed the | essons
in, for exanple, Paul Samuel son’s " Foundations': econom cs is
a science that begins with budget constraints, objectives,
and so on. But, initially, macroeconom cs was not affected by
t hese devel opnents. The notion was that nmacroeconom cs i s too
conplex and too subtle for those tools to be applied
effectively, and, that the best tool 1is just infornmal
reasoni ng. But then the work of Lucas, Prescott, Sargent and
VWl |l ace in the 1970s convinced many people that maybe this
view is wong. Lucas, Prescott, Sargent and Willace, who
initially appeared to be naive and unrealistic, eventually
convinced people that perhaps it Is possible for
macr oeconom sts to use the sane general framework that other
econom sts had found so useful. An inportant contribution in
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this respect was Lucas and Prescott's (1971) paper
"I nvestnent under Uncertainty', where they articulated the
notion of a rational expectations equilibriumin a stochastic
econony. This represented a huge conceptual |eap forward for
t hi nki ng about how | arge nunbers of people interact. The new
way of thinking caught on fairly quickly, especially with
graduate students. It was exciting and it hel ped put an end
to the enbarrassnent that nmacroeconom sts suffered at the
hands of other econom sts who | aughed at their primtive ways
of doi ng econom cs. | think these sociol ogi cal consi derations
and intellectual developnments fueled the efforts of the
seventies and eighties, nore than substantive devel opnents
about oil shocks. This was an intellectual revol ution.

[6] What are the main inplications of your nodels for
econom ¢ policy?

First of all, nost the nodels that I' mworking with have
the inplication that the private econony left to itself does
not yield efficient outcomes. I'd like to talk a little bit
about that basic idea, because | think it touches on a
fundanmental question in macroeconom cs: does the business
cycle represent an efficient response to exogenous forces, or
does it call for sone renedial governnment policy?

In 1970, when the new nmacroeconomcs was being
constructed, the nodel econom es being studied all had the
property that this is the best of all possible worlds, and
the real business cycle nodel is the nost wunqualified
articulation of that view. In such a nodel, a recessionis a
time when it is not productive to work. For exanple, when
thereis adrop in the tenperature and a farner’s orange crop
freezes, then there is no point in going out to harvest the
oranges. Although this is regrettable situation, there is
obvi ously nothing government fiscal or nonetary can do to
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reverse the bad effects of the weather. In principle, of
course, one could inplenent a tax cut to encourage farners
who go out and work anyway, and this would indeed keep
enpl oynent up. But, this would be an inefficient and
count erproductive way to deal with the problem So, the new
macr oeconom cs constructed starting in the 1970s generally
had the inplication that fiscal and nonetary policy designed
to fight recessions was counterproductive. That view
represented a radical shift fromthe previous consensus in
macr oeconom cs, which held that nonetary and fiscal policy
had an inportant role to play in stabilizing the business
cycl e.

Bill Poole’s work is the classic exanple of that
approach. Poole wote a very fanous paper, in which he asked:
should the Fed target the interest rate or should the Fed
target noney supply? (Poole, 1970). And the answer to that
gquestion was: whatever works best to reduce the variance of

out put .

But, the new nodels of the 1970s said: when output is
low, it's because there's bad weather, or sonething
technol ogi cal |ike that. And, though unfortunate, this is not

sonet hing that can be aneliorated through fiscal or nonetary
policy. The new macroeconom sts made fun of the previous
macr oeconom sts who focused on mnimzing output variance,
suggesting that researchers who believed in the desirability
of countercyclical fiscal and nonetary policy were just not
thinking very carefully. | recall, as a graduate student,
doi ng homewor k exercises with nodels in which it was feasible
to devise a tax policy that snoboths the fluctuations in
enpl oynent, but only at the cost of a mgjor reduction in
wel fare. The subtext of these homeworks was that researchers
like Bill Poole, though well neaning, were m sguided. So,
there was a radical shift in views about policy there. In ny
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own case, | followed that shift and worked on real business
cycle nodels, where activist nonetary and fiscal policy was
general ly counter-productive. But, events of the 1980s were
to prove that what was |asting and new about the Lucas-
Prescott-Sargent-Wallace revolution was not this shift in
perspective on policy. It was a revolution in nethodol ogy.
In 1980 there cane another shift in views on the proper
role of policy. Costas Azariadis(1981b) and Cass and
Shel 1 (1983) di scovered nodel s that actually rationalized sone
of the type of ideas that people like Bill Poole and others
had been pushing [see, for exanple, Poole(1970, 1976)], and
t hat had been at the core of macroeconom cs before the 1970s.
They showed that a recession could occur for reasons other
than bad technology. It could occur for reasons that were
correctable by the appropriate choice of fiscal or nonetary
policy. Now, initially, Cass and  Shel | (1983) and
Azari adi s(1981b) were very nuch in the background, just like
Lucas, Prescott, Sargent and Wallace had been in the early
1970s. In their early days, Lucas, Prescott, Sargent and
Wal | ace had been viewed as little nore than hackers worKking
in their garages on irrelevant things. Cass and Shell and
Azariadis were the hackers of the late 1970s and early 1980s.
Initially, their nodels were considered strange and
irrelevant. Significantly, Costas Azariadis and others
working on these new nodels were squarely in the real
business cycle tradition, in the sense of fornulating
everything very carefully at the level of preferences and
technol ogy. This new paradi gm grew, and a major contributor
is Mchael Wodford [see, for exanple, Wodford(1986, 1990,
1991)]. But there are other inportant papers, for exanple,
there are influential pieces by Bryant (1983, A Sinple
Rat i onal Expectations Keynes-Type Mdel,' Quarterly Journal
of Econom cs, Vo. XCViIl, no. 3) and Cooper and John(1988).
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These new nodels revealed very clearly that the revolution
| aunched by Lucas, Prescott, Sargent and Willace was
fundanentally not about substantive policy issues |ike
whet her we shoul d or shoul d not do sonething to stabilize the
busi ness cycle. It was a revolution primarily in how one
thinks and goes about doing macroeconomcs. It was a
revolution that said, "in talking and thinking about
macr oeconom cs, you nust be preci se about the assunptions you
are maki ng about agents’ preferences, technol ogi es and ot her
aspects of the environnent.’ This revolution constituted an
inportant and | asting scientific advance.

The people working in the real business cycle nodel
tradition are now noving in a variety of directions. On the
one hand, you have versions of the real business cycle nodel
wi thout frictions, which inply that recessions can be really
bad, and that's one group of people who now argue for policy.
|"ve witten a paper wth Sharon Harrison enphasizing the
resenbl ance of these theories (that is, the Azariadis and
Cass-Shell ideas) to the old views of Bill Poole and so on.
On the other hand, there's another branch going off fromreal
busi ness cycle nodels, which is introducing frictions into
nodel s, and those frictions are also rationalizing arole for
gover nment policy.

An early paper on this is actually not witten by a
person we normally associate with real business cycle
analysis, it was witten by Stanley Fischer(1977). In that
paper there was a role for active nonetary policy. Fischer's
argunent was: let's suppose that it's sonehow socially a good
thing that people get together and form |abor contracts.
Let's not ask why that is. But now there is a problem the
problemis that the econony may not respond appropriately to
shocks, for exanple, bad technol ogy shocks. Wth a fixed
nom nal wage it may be that real wages does not fall enough
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to prevent unenploynent when there is a bad shock. Then,
there's arole for active nonetary policy: to generate a rise
in the price level to bring the real wage down. So, what
Stanl ey Fischer argued was sonething very much along this
ot her branch, where you put frictions into real business
cycle nodels, and, then, you analyze policy wth those
frictions.

|'ve worked on this area as well, and what you find
generally, fromthe point of viewof nonetary policy, is that
you end up rationalizing an old view, sonething called the
“real bill doctrine', whichis the follow ng: sonetines, when
it's really desirable for the econony to be very active, it
may be efficient to supply the funds or the liquidity that is
needed for that activism and that creates a role for
nmonet ary policy.

So, the answer to what the inplications of ny nodels are
for economc policy ... Cenerally speaking the inplications
are: sone formof activist policy, even a pro-cyclical type
of policy. But these devel opnents have cone out in the | ast
few years, so, we don't know where they're going. The early
contributions, by Cass and Shel | (1983) and Azari adi s(1981b),
worked in nodels that initially seenmed strange, and that's
why at first nmainstream nmacroeconom sts had a hard tine
maki ng sense out of those contributions. It's only recently
when Benhabi b, Farner, Jordi Gali, Wodford and ot hers, have
witten down sunspots nodel that | ook very simlar to normnal
nmodel s and people started to take all this stuff seriously
[ see, for exanple, Farmer(1993), Benhabib and Farner(1994),
Farnmer and @Guo(1994), and Gali (1994a, 1994b)]. So, | think
the inplications for economc policy are that sone form of
policy design is desirable.

[7] Is there still sone advantage in studying the |1S-LM
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model ?

Absolutely. | think that the IS-LM nodel is a very
useful |anguage for talking about nmacroeconomcs wth
undergraduates. Al the ideas of econom cs that have been
di scussed in the past couple of decades can be articul ated
with this framework, wth mninml setup costs for the
st udent .

[ 8] However, nmany graduate students say that their professors
criticize the I S-LM nodel

The IS-LM nodel is a language. Its strength is its
extrene flexibility, it can accommodate different el enents,
you can use it to express alnost any idea. That's an
advantage for undergraduate teaching, it may also be an
advant age when thinking casually. But, it is probably not
appropriate for research

The bi g devel opnent since the seventies, in ny view, is
not so nmuch substantive. The basic ideas of the pre-rational
expectations revolution are still there: the econony needs
sonme kind of institutional design to inprove the performance
of the business cycle. The econony, left to itself, is not
going to necessarily end up in a good place. The basic ideas
are still here.

But there is a very inportant difference. It is that now
we are able to talk about those ideas wth a |evel of
preci sion that no one could have dreant of before. And that
| evel of precision is inportant for two reasons. First of
all, we can nake clear, when we discuss with each other, what
are we tal king about. The second thing is that it allows us
to quantify things.
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For exanple, suppose soneone wants to argue that
busi ness cycles are triggered by i nfectious waves of optim sm
ininvestnent. In the past, a researcher m ght have expl ai ned
this idea wwth a sudden shift to the right in the IS curve.
This is now not considered appropriate. Now, the research
must explain in detail how an infectious wave of optimsm
m ght take hold anong people. The answer nmay involve
externalities in production. If so, then the researcher nust
provi de evidence that the externalities are sufficiently
|arge enpirically to justify the notion that infectious waves
of optimsm can occur. The new macroeconom c franmework
i ntroduced by Lucas, Prescott, Sargent and Wallace nmade it
possi bl e to i npose high standards on the degree of precision
and clarity expected of researchers. As a result, it is
easier than before to weed out bad ideas, and to build
confidence and understand nore deeply, the good ones.

So, the lack of precision and clarity in the | S-LM nodel
renders it inappropriate for economc research and the
teaching of future economc researchers. Still, at the
undergraduate level it can be very useful because of its
sinplicity and the absence of technicalities.

[9] What is the relationship, if any, between your rea
busi ness cycl e nodels and the growth nodel s?

Perhaps the distinction between these nodels is best
descri bed as one of enphasis. The basic framework, optim zing
agents, clearing markets, etc., is the sane. Business cycle
nodel s el aborate nore on sone things, while growh nodels
el aborate nore on other things. For exanple, in typical
busi ness cycle nodels, the source of growh is sinply an
exogenous shift up in the Ilocation of the production
function, wthout any discussion of why that happens. In
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typical gromh nodels this would be unacceptable, since an
i nportant objective of growh theory is to understand the
reasons for that shift up. For exanple, the shift up could be
due to an increase in human capital, and that increase in
human capital could reflect the type of investnent activity
i ke going to school. Also, sone business cycle nodels focus
very carefully on details of the nonetary transm ssion
mechani sm and they tend to abstract fromthe kind of facts
nore related to growh. In growth nodel s, noney has received
little attention, presunably because peopl e think that noney
as little inpact on long-run growh. Finally, in business
cycle nodels there are typically shocks, while the standard
grow h nodel usual ly abstracts fromshocks. To summari ze, the
basic framework of growh nodels and real business cycle
nodel s is the sane, however, the enphasis is different.

[10] Sala-i-Martin(1994), in a book about econom c grow h,
criticizes the macroeconom sts that are not interested in
growt h, because he says that other areas of nacroecononi cs
don't have the rel evance of the research on growth. Wat do
you think of that?

This is a view or an argunent that Lucas nmade sone years
ago. He assuned that the average person had a particular
sinple utility function. He then cal cul ated how nmuch better
off that person would be if the business cycle were
elimnated. He found that that person would not be nuch
better off at all. Mreover, he found that the i nprovenent in
the well being of the average person would be far greater if
the econony’s growh rate were increased a little bit
instead. These findings are sonetinmes interpreted to nean
t hat econom c research whi ch di scovers howto reduce busi ness
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cycle fluctuations can at best generate only nodest
i nprovenents for society, while econom c research that makes
it possible to increase the gromh rate of the econony woul d
generate massive inprovenents. In brief, macroeconomcs is
not inportant, and growh theory is. Sala-i-Martin is
repeating this argunment that Lucas nade.

In response to this, let ne first say that | certainly
agree with the idea that gromh theory is very inportant. A
one per cent increase in growth over a not very |ong period
of time, say one generation, produces a huge difference in
l[iving standards. So, growh 1is, clearly, of enornous
i nportance. Moreover, the basic subject of growh is
absolutely fascinating froman intellectual point of view

Consi der the di fference between countries |ike India and
countries like the United States. There's an enornous
difference in standards of living, and one wonders why on
earth that is. Imagi ne now that an econom st figures out the
answer. | magi ne the econom st goes to India and says: " here
is the trick'. And, then, in two generations, the typica
Indian is as wealthy as the Americans are. That econom st
woul d have nade a great contribution indeed.

So, an interpretation of Lucas’ argunent is that there
would be a big gain to society if we transferred sone
econom sts out of macroeconomcs and into growth. |'m
skeptical, and | imagine that the marginal productivity of
econom sts across these two fields is closer to equality. |
suspect that the Lucas argunent overstates the gains from
addi ng econom sts to the study of growth, and understates the
| oss fromtaking them out of nmacroeconom cs.

Let nme explain why Lucas mght have understated the
potential gains from studying mnacroeconomcs. The first
reason has to do with his enphasis on the "average person’
To see that focusing on the average person could be very
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m sl eadi ng, consi der the foll ow ng exanpl e. Suppose there are
10 people living on 10 desert islands that are so isol ated
that all 10 people nust remain alone. Each person has one
coconut to survive the foll ow ng week, and suppose that this
is just barely enough to sustain life. Now inmagine that a
flash occurs in the sky and five people |ose their coconuts,
while the other five end up wth two coconuts each

Evidently, the flash in the sky has had no inpact on the
aver age person. However, thinking about the wel fare i npact of
the flash by focusing on the average person is clearly very
m sl eading. The fact that five people |lose their coconuts
nmeans those five will starve. In fact, the social cost of the
flash is evidently very high

This exanple illustrates a feature of business cycles.
Wen the econony goes down, the fall is not experienced
equally by all. Job | osses are concentrated on a subset of
t he popul ati on, and the cost to themm ght be very high, even
if the cost to the "average’ person is quite small. The jury
is still out on whether taking account of the differences
anong people will overturn the Lucas conclusion that the

soci al cost of business cycles is very small.

But, there is reason to question Lucas’ concl usion that
the costs of business cycles are small, even if you accept
his strategy of focusing on the average person. In
particular, there is good reason to think that the particul ar
utility function Lucas used mght have biased down his
estimate. In one of the npbst fanbus papers on enpirica
econom cs ever witten, Mehra and Prescott showed that with
Lucas’ utility function, it is inpossible to understand why
it is that, given the very high return on stock and the | ow
return on governnment debt, people are still willing to hold
the latter. One interpretation of this result is that
peopl e’ s aversion to the risks associated with stock is nuch
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greater than what is captured by Lucas’ utility function.
Now, suppose you find a utility function that better captures
peopl e’ s aversion to risk, and you redo Lucas’ cal cul ati ons.
Presumably, you will find that the erratic ups and downs of
the business cycle are nore painful to the average person
t han what Lucas found. You m ght even find that the cost of
busi ness cycles to the average person are nmuch higher than
what Lucas estimated themto be. Such an estimate would be
nore credible than Lucas’ if it is consistent with sinple
observati ons about people’s aversions to risk, such as those
suggested by the stock market observations | just descri bed.

Lucas’ argunent is enornously fanmous. And, this is
justifiably so. It is very sinple and the inplications are
i mense. The gripping nature of the argunent focuses
attention on an issue that really matters. It is argunents
like this that make econom cs so nuch fun.

But, | don’t buy the argunent. Clearly, growth theory is
inportant. But, so is macroeconon cs. The G eat Depression
was a horrendous soci al di saster, and one thing
macr oeconom sts do i s to think about why that happened and to
devise institutions that will reduced the likelihood of it
happeni ng again. If we prevented just one G eat Depression,
that would surely pay the salaries of the entire economcs
profession for many decades! The great financial crisis we
are noww tnessing in Asiais also a social disaster. One job
of macroeconom sts is to understand why it is happening and
to think devise structures that will reduce the |ikelihood of
it happening again. These are activities of the highest
i nport ance.

[11] Do you agree nore with the endogenous growth nodels or
with the classical ones?
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Your question draws attention to the fact that business
cycl e nodel s, what | assune you nean by cl assi cal nodels, and
endogenous growth nodels, are two separate sets of nodels,
one for the study of business cycle nodels, and the other for
the study of growth. One issue is whether nmacroeconom sts
shoul dn’t be incorporating elenents of endogenous growh
nodel s i nto macroeconom ¢ nodels. It's clear that there could
be inportant payoffs fromthis. Suppose, for exanple, that
the accumul ati on of human capital is strongly influenced by
| ob experience, as many people believe. Then, if you have a
severe recession, that throws a |lot of people out of the
j obs, and they are not accunul ati ng human capital. In fact,
their human capital stock may be depreciating during that
period, and that can have |ong-run consequences. So, a case
can be made that it is very inportant to incorporate
endogenous grow h factors into business cycle nodels. These
type of considerations suggest to ne that the current
practice of abstracting from endogenous growh el enents of
busi ness cycle nodel s nmay be a m st ake.

[12] Is current macroeconom c research too mat henmati cal ?

| think the crucial thing about nmacroeconom cs, the
great step forward, was the great thing that Lucas, Prescott,
Sargent and Wallace did: to bring precise reasoning into
macr oeconom ¢ research. Because the phenonena we are talking
about in econom c research are so subtle and so conpl ex, the
need for precision is very inportant, and mathematics is the
perfect |anguage for this type of precision. It conmes with a
very large cost, however, which is that it's difficult to
learn. It's Iike a European or an Anerican having to learn
Chi nese before being able to engage in sone activity. It is
a significant barrier to entry into macroeconon c research
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Actual ly, macroeconomcs was a relative late-conmer on this
di mrension, and mathematics is represents a barrier to entry
into essentially all areas of econom c research. The problem
is that the language of mathematics is very difficult to
| earn. Indeed, it takes years of practice until it actually
begins to feel |like a | anguage, and not just a bunch of weird
synbols on the page. But ny own view is that, for
researchers, mastering the |I|anguage of mathematics 1is
crucial. | say let's keep the IS-LM nodel, so that we can
still communicate wth other people who are not doing
research i n macroeconom cs, but who would |i ke to have access
to the basic ideas. | think the IS-LM nodel is a marvel ous
and flexible tool for doing that, but for researchers a
different, nore precise | anguage i s needed.

[12. Cont.] And what happens with the people on the street?

Let nme address why it is that macroecononm sts may seem
divorced from regular people on the street. An inportant
reason flows from the fact that sonme of the initia
macr oeconom ¢ nodels that were developed in the 1970s were
quite abstract. As a result, a very superficial description
of these nodels could make them |l ook just plain silly. And,
in those days, the battles anobng macroeconon sts were heat ed.
Macr oeconom sts on both sides of the debate had powerful
i ncentives to nmake the nodels and argunents of the other side
| ook silly. An abstract nodel, even if it carries the nost
prof ound i nsi ghts, can al ways be described in a way t hat nmakes
it seemfoolish

But | think the nodels that we are now tal ki ng about are
| ess abstract, and less subject to msinterpretation
Mor eover, there is now | ess disagreenent and fighting anong
macr oeconom sts, so there is less tine spent nmaking the ot her
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person’s nodel | ook ridicul ous. As nmacroeconom sts articul ate
better what the nature of their nodels is, using a flexible
| anguage that people can learn quickly, like I1S-LM people
will see that macroeconomsts are really working on very
reasonabl e nodel s.

Sonme m ght think that nmacroeconom cs m ght seemdi vor ced
fromthe person on the street because it is very mathemati cal .
| think this is wong, and that this notion that
macroeconomcs is really divorced fromreality derives from
an inpression of the early nodels. | don't think it’s a
concern about mathematics “per se'. Qite the contrary, |
think mathematics allows us, because of the subtlety and
sophi stication of mat hematical | anguage, to talk about really
realistic nodels, and, hopefully, people will becone aware of
that as we nove forward through tine.

[13] Is there a convergence today i n macroeconom cs?

Yes. | think the essence of the real business cycle
revol uti on has been absorbed by everyone, and the essence of
the rational expectations has been absorbed by everyone. The
standards in macroeconomcs, at least in the United States,
have been changed, | think, forever. There's an enphasis on
rigor, on precision, and there's an increasing recognition
that this franmework is flexible enough to articulate a great
variety of views, not just the views energing from
macr oeconom ¢ nodel s of the 1970s. These tended to take the
position that the business cycle reflected the econony’s
efficient response to exogenous shocks. Now, we even have
variants of the real business cycl e nodel which can articul ate
vi ews about business cycle stabilization policy that were at
the center of nacroeconom cs before 1970. (This argunent is
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devel oped in detail in a paper of m ne which Sharon Harrison.)
So, there's convergence, in the sense of using a simlar set
of tools.

[13. Cont.] And in the nethodol ogy?
I n the net hodol ogy, | think, there's a general agreenent.

[13. Cont.] And also in the inplications?

| think that nowthere's nore interest in the inportance
of government policy, and in the potentially beneficial role
that it has to play. Al though people continue to differ, stil
there is nore agreenent conpared with the seventies, when a
significant nunmber of macroeconom sts believed that any
intervention would probably be counter-productive, | think
that nowthe center of gravity has changed. Al nost every nodel
| see today rationalizes sonme constructive role for governnent
i ntervention.

Monetary policy is an inportant area where there is
i ntense debate over what kind of governnent policies would
wor k best. The nodern |ine of research starts with Kydl and and
Prescott (1977), then, Barro and Gordon(1983a, 1983b). One
gquestion this literature asks is, what type of person woul d
make a good central banker? Is it one who is very concerned
about unenploynent, as well as inflation, or would it be
better to have soneone who is a little hard-hearted? Rogoff
was the first one to say that the latter mght actually be
best [see, for exanple, Rogoff(1985, 1987)]. And, then,
there's a question about whether and how to constrain the
central bankers’ actions. People speak a |ot about New
Zeal and, about the law that requires that the central banker
target inflation, and that provides sanctions in case the
targets are m ssed.

And now, of course, Europe is an inportant topic. Wat
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shoul d be the rules for bringing in the various countries of
t he European Uni on? And, what shoul d the new European central
bank do? Should it target expected inflation? Should it target
nmoney growt h? Should it not have explicit targets? So, that's
a clear exanple where there is active discussion about the
institutions in which nonetary policy is conducted. And, there
is a consensus that this is inportant stuff. If all this was
irrelevant, as it would be under the real business cycle
nmodel , nobody woul d be wasting their tinme tal king about it.
But there's a perception that it does matter, and that the way
you set up your governnent institutions matters a lot. You
want to do it in the right way, not in the wong way.

In the United States there is also intense discussion
about nonetary policy. In the United States, as in other
countries, there was a take off in inflation in the sixties,
with further increases in the seventies. There's a genera
perception that it took the costly recession at the end of the
seventies to get rid of the inflation. So, there's a
perception that, at least in the sixties and seventies,
monetary policy was not very well executed in the United
States. People ask what were the nonetary institutions that
al | oned t hese bad t hi ngs to happen, and, nore i nportant: could
our nonetary institutions today allow sonething like that to
happen again? There is controversy over the answer. Sone say
yes, and sone say no. The latter say: "W have |earned our
| esson and this will guarantee that we will remain vigilant
over the dangers of inflation. No change in institutions is
required. Vigilance on the part of policy nmakers is enough to
prevent high inflation from happeni ng agai n.

The peopl e who say, "yes, it can happen again’, point out
that history is filled with "|essons’ about the bad effects
of high inflation. But, that doesn't seem to stop high
inflation fromoccurring fromtime to tine. In the 1960s and
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1970s people understood very well that the European
hyperinflations of the post-Wrld War | period couldn’t have
occurred without the fuel of rapid noney growth. The high
inflation of the 1960s and 1970s occurred anyway, despite this
under st andi ng.

| think the record is clear. The high inflation of the
1960s and 1970s was not a consequence of ignorance on the part
of policy makers about the inflationary effects of high noney
gromh. Nor did it reflect ignorance about the dangers of
inflation. After all, this was the hey day of nonetarism Even
the chairman of the US Federal Reserve at the tine, Arthur
Burns, was a card-carrying nonetarist. The bible of
nmonetarism Friednman and Schwartz’'s majestic ~Mnetary
Hi story’ was published in 1963.

| f ignorance or stupidity is not the reason that nodern
central bankers sonetines allowinflation to occur, then what
is it? Sonme argue that the problem lies with our nonetary
institutions, not with the people running them They argue
that it isin the nature of nodern nonetary institutions that,
given the right set of circunstances, it is possible for a
central banker to have no choice but supply the extra
l[iquidity that fuels high inflation. To Arthur Burns it was
clear as a bell that the high US inflation could have been
stopped in the 1970s. As he hinself enphasized often, all he
had to do was to stop noney growth. Despite this, he felt
conpelled to keep noney growth going. Wiy? Because he felt
that stopping the inflation by stopping noney growth, though
feasi bl e, woul d i npose unaccept abl e soci al costs.

So, the problem of high inflation may reflect not the
evil or ignorant intentions of nonetary policy nakers. It may
instead reflect sonething about our nonetary institutions
whi ch sonetinmes puts policy makers in a position where they
feel they have no choice but to supply high noney growth. The
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macr oeconom sts who argue this say that the nechani sm works
i ke this. Sonething happens in the econony (say an oil shock)
to raise the price | evel. Wien people see the rise in prices
they think this signals a takeoff in inflation. The reasons
for this m ght be vague in their mnds, or they may think that
therisein prices wll be nmade persistent because the central
bank will be conpelled to accommodate it. Either way, they
then sign wage and price contracts which incorporate the
hi gher inflation expectations. The central bank is then put
inaposition where it has two choices: either accommodate t he
hi gher inflation expectations and suffer high inflation, or
don’t accommodate and suffer a recession. A rational central
banker, like Arthur Burns for exanple, when confronted with
this alternative, m ght reasonably choose the high inflation
r oad.

But why shoul d people necessarily infer froma rise in
prices that inflation has taken off? Is it that they are
stupid? No. In the 19'" century prices went up and down all the
tinme. Wien prices went up, people didn't automatically infer
that inflation had taken off. W know that, because |ong term
interest rates responded very little to price rises then.
Al t hough people m ght not have understood all the techni cal
details of the gold standard, they did understand that
inflation could not sinply "take off’. They understood that
the nature of their nonetary institutions nade that sinply
i npossi bl e.

Likewse, it is argued that if our current nonetary
institutions were nodified so that people could not inagine
that a rise in prices could trigger a take off in inflation,
then the periodic price changes that occur because of
exogenous shocks, like oil shocks, would not raise inflation
expectations. Such shocks would not notivate people to build
hi gher inflation expectations into wage and price contracts.
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And then, there would be no high unenpl oynent when inflation
ultimately fails to materialize under this system

People who argue that no change in institutions is
necessary to insulate the econony against inflation like to
point to the good inflation performance of the 1980s and
1990s. However, the big price shocks in this period went in
the opposite direction than the two oil price shocks in the
1970s. I n 1986 we had an oil shock which drove oil prices down
by as nmuch as they rose from1976 to 1979. If those oil prices
had gone the other way, and people would have responded by
raising inflation expectations, | think there is a strong
chance that we woul d have had a repeat of the experience in
t he 1970s. The hi gh unenpl oynent that woul d have resul ted from
the oil shock would have given rise to calls for the Fed to
ignore rising prices and concentrate on real output instead.
This in turn would have further encouraged the rise in
inflationary expectations. This in turn would have increased
t he anount of nonetary ease required to keep unenpl oynent from
going to high. This vicious circle, also known as the wage-
price spiral, is the ugly scenario by which we mght have
gotten a repeat of the 1970s. As it happened we were | ucky.
The price shock went the other way.

|’ ve gone off a bit on a tangent. My nmain point is that
government policy is back to center stage in nmacroeconom CS,
and there is active debate and di scussion over it. The nature
of the discussion is not between sone people who think policy
matters and ot her people who think it doesn’'t. Instead, it is
anong people who all think it matters, but differ in what
shoul d be done. This represents a big shift relative to the
early days of the new cl assical revol ution.

[14] Is it possible today to differentiate between mcro and

macr oeconom ¢s? The m crof oundati ons of nacroeconomni cs ..
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To me, the word "~Macroecononmcs’ refers to a set of
guestions. For exanple, why do we have business cycle
fluctuations? What should be done about then? This is what
di fferentiates macroeconon cs from m croeconom CS.

Sone tinme ago, another inportant distinction between
macr oeconom cs and mcroeconomcs lay in the conceptual
framewor k used. The conceptual framework used by the forner
was dom nated by the |IS-LM nodel, while budget constraints,
profit and utility maxim zation, and equilibriumdom nated t he
latter. Now, the distinction in conceptual franeworks has
| argel y di sappeared, in favor of the m croeconom c tradition.

But the conceptual difference has not di sappeared in al
quarters. There are sone nacroeconom sts who continue to work
with the I'S-LM nodel. This includes a subset of researchers
wor ki ng on central banking. They tend to use reduced form
nodel s of the econony. | shoul d have sai d sonet hi ng about this
earlier, when | was talking about IS LM nodel. Al nost all
macr oeconom ¢ researchers have abandoned the | S-LM paradi gm
but there are sonme who still use it in formal research.
Prof essor Lars Svensson is a promnent exanple of this. He
does by a very self-conscious choice, because he is a highly
regarded theorist. So, he is not using |S LM because he
doesn't know what he's doing. He's using it because he knows
what he's doing, and he thinks that's the right way to do it.

[ 15] What still remains of the new cl assical macroeconom cs

revol ution?
My answer to that would be the sane as: is real business
cycle research still alive? The answer is yes, but it's

greatly evol ved.

[ 16] What do you think about the new keynesi an macroeconony?
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The new keynesi an nmacroeconom sts are providing a | ot of
inspiration. | see people |like Chari, Kehoe and MG attan, and
others in M nnesota, who are working on nodels of fixed prices
in general equilibrium and I'm doing it nyself, wth
Ei chenbaum We're witing nodels with fixed prices, staggered
pricing, fixed wages, and all these are i deas associated with
the new keynesian nacroeconomcs. So, | think the new
keynesi an macroecononm cs IS very interesting.

[17] How do you consider yourself? A new keynesian or a new

cl assi cal econom st ?

| think |abels |like this are dangerous because they are
potentially divisive. There is a natural tendency for people
to lash out at other people, at people who they view as
menbers of a different group. Inside each of us there is a
devil and an angel. The devil is egotistical and overly
conpetitive with the other "teanmi. The angel in us works to
structure the environnent so that, when the devil conmes out,
he can’t do too much harm One way to do this is to de-
enphasi ze | abel s.

[ 18] Where will macroecononm c research be going in ten years?

| think it's going to be very heavily oriented towards
institutions. It's going to resenble a | ot of discussions you
see in Europe now, where they literally are constructing
institutions. | think that econom sts have been very
unsophisticated inthe last fifteen years, and | see a greater
nmove towar ds i nteresting di scussi on about howthe institutions
of our society should be organized.
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[18. Cont.] Now, there are a lot of econom sts in Europe
studyi ng these topics. The i ndependence of central banks ..

Yes, | think that's the whole thing. Ten years is too
far, but 1'd say five years.

[19] Do you agree with the economc policy that your
government has been inplenenting in recent years?

"' m nervous about US nonetary policy. Qur nost recent
“war', was the high inflation of the sixties and the
seventies. The perception is that the Fed lost that war, in
t he sense that they should not have permtted the inflationto
take of f. The question is how do we stop this from happeni ng
again. The line that the United States, or the Fed, is taking,
is that the reason why the war was | ost was that prices were
allowed to rise in the 1960s and early 1970s, and this
triggered a wage-price spiral: People started to expect high
inflation, which the central bank had to accommobdate i n order
to avoid triggering a recession; this brought out nore
i nflation, higher inflation expectations, nore accommodati on,
etc. Now the Fed, whenever there's the slightest sign of a
riseinprices, adopts a very restrictive policy, because it's
afraid that if it letsinflationgo just alittle bit too far,
a wage-price spiral mght start again.

Now, my concern is that the Fed has adopted a dangerous
policy. It's true that any particular tinme you fight against
a small rise in prices, things mght work out fine. But
there's a danger of triggering a recession. For exanple, in
1994 US economc growh was very strong, and the Fed becane
nervous that this could trigger a rise in inflation. So, the
Fed raised interest rates a lot, and they were actually very
aware they m ght have overdone it. It |looks like they didn't
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overdo it, it looks like they didn't create a recession. But
| think they cane cl ose.

But, maybe there is a different I esson to be | earnt from
the 1970s. Perhaps the problemhad to do nore wwth the nature
of nonetary institutions. Perhaps if those institutions could
be changed so that, in effect, there is nore commtnent in
nmonet ary policy, then perhaps there is no reason to worry that
sone rise in prices mght trigger an increase in inflation
expectations. For exanple, a price rise due to, say, a harvest
failure during the gold standard era didn’t trigger wage-price
spirals.

If we found a way to nodi fy our nonetary institutions so
that an up-tick in prices didn’t trigger a rise in inflation
expectations, there mght not be a need to inplenent a risky
nmonetary tightening whenever the econony showed signs of
strength. So, |'m nervous about the policy of the Fed.
Possi bly, the right | esson fromthe experience of the sixties
and seventies is that we need to change our institutions a
little bit.

[ 20] How woul d you eval uate the US econony in conparison with
t he Japanese econony and the European econom es?

One hypot hesi s about Japan's good econom ¢ perfornance
(at least, prior to 1990), and also Germany’s, reflects these
country’s natural response to the devastation of World War |1.
Japan suffered greatly after the war, wi th peopl e being cl ose
to subsistence. In any econony which has been danaged
severely, we expect to see very strong growmh for a while.
Now, in the case of Japan, it took sone tinme for this to
actual ly happen, and one interpretation of this, is that the
Japanese were initially too desperate to nuster the resources
necessary to start investing. But when you get up to the
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1960s, Japan begins to growrapidly. So, one interpretation of
Japan's exceptional growmh is that it reflects the natura
response of an econony to the very severe destruction that was
suffered in the war. Under this interpretation, the really
exceptional growh rate was a tenporary phenonenon. (See
Christiano, 1989, and Hayashi, 1989, Federal Reserve Bank of
M nneapolis Quarterly Review, Spring.)

My hunch is that a pessim stic view about the US econony
is wong. For exanple, in terns of productivity per worker |
think the US still leads the world. US econom c performance
was a problemin the eighties interns of |evels, but interns
of gromh rates the eighties were very strong. If we take
enpl oynent, for exanple, and you go from1970 to 1985, or so,
| think you're talking about a 30 per cent increase in the
enpl oyed | abor force inthe United States, and a zero i ncrease
i n Europe.

Anyway, | think the world econony is poised for strong
gromh. W have a |ot of new developnents in conputer
technol ogy, information technol ogy, biotechnol ogy, and ot her
things, and ny guess is that these will result in a very
spl endi d coupl e of decades ahead. There was a little sl ow down
in the seventies, but | see things taking off, and,
eventual |y, the Eastern Europeans will get their act together.
| see a trenendous expl osion of creativity and activity in the
next decades.

[21] What theories do you consider best explain the high
unenpl oynment rate in Europe?

| suppose nost econom sts would be inclined torelate the
hi gh unenpl oynent in Europe to the excellent unenploynent
i nsurance system The problem with that story is that the
excel l ent unenpl oynment system was instituted in the fifties
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and sixties, and the unenploynent rate didn't rise until the
m ddl e seventies or sonething like that. So, if you relate
hi gh unenpl oynent in Europe to the unenploynent system you
have to conme up with a reason why it took so long for the
cause to have its effect.

One expl anation was recently advanced by Ljungqgvi st and
Sargent [see, for exanple, Ljungqgqvist and Sargent(1995a,
1995b, 1996)]. They argue that a central feature of the
unenpl oynent systemput into place in the 50s and 60s is that
if you | ose your job you will be supported in relation to the
wage you were earning in your l|ast job. But back in those
days, argue Ljungqvist and Sargent, the type of job |osses
that you saw were of this type: you |l ose your job at the ESSO
station, then you go to work at the TEXACO station. Job | osses
were not associated with a big fall in your human capital and,
hence, wages. Then, the unenpl oynent systemwas not such a big
deal , because if you get 80 per cent of your |ast wage under
t he unenpl oynent system and 100 per cent of your |ast wage at
t he TEXACO station, you will go to the TEXACO station

But Ljungqvi st and Sargent say that now the situation is
different. According to them the type of job | osses that have
occurred in recent years involve a | arger destruction of human
capital. Now, if you | ose your job at the ESSO station, you're
likely not to be able to find a job anywhere, except selling
hanmburgers at a nuch | ower wage, maybe 50 percent of your old
wage. For a person like this, the fact that the unenpl oynent
system supports you at a high fraction of your old wage nekes
it relatively attractive. Ljungqvist and Sargent argue that
t he nunber of people like this is greater nowthan before, and
this is why unenpl oynment in Europe has gone up so nuch. The
validity of the Ljungqvist and Sargent explanation is still
very much under di spute. A fundanental question is whether the
nature of job changes has evolved in they way that their story
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requires.

My guess is that there's sonething el se going on too,
which has to do with the changing nature of the signal you
send when you beconme unenployed. In the fifties and sixties
t hat signal was not very good. The unenpl oynent rate was very
| ow in Europe, about half of what it was in the US. Suppose
that there are sone fractions of "losers' in the population,
and they spend a large anount of tinme in the unenpl oynent
pool . Suppose that they dom nated the unenployed in the 50s
and 60s. Entering the pool of unenployed in those days would
have sent a signal to potential future enployers that you were
probably a | oser type. Not surprisingly, people would resort
to great efforts to avoid being in the pool of unenpl oyed.

But now suppose that sonethi ng happens and pushes a | ot
of people into the unenpl oynent pool for reasons beyond their
control. At a tine like this, being in that pool no |onger
sends out the signal it once did. Before, being in that pool
i ndicated there was sonething wong with you. Now, regular
people are in there too. So, now the signaling reason for
avoi ding unenploynent is lower. | imagine this is another
factor behind the high unenpl oynent in Europe.

Finally, to sonme extent the high unenpl oynent in Europe
must be a neasurenent problem For exanple, in Spain, the
unenpl oynent rate is extrenmely high, over 20 percent. It's
hard to believe that so many people are really |ooking for
work and not finding it. | imagine that in Spain there are
probably a lot of people that are actually working, while
regi stered as unenpl oyed. As | nentioned above, it woul d have
been a humliationinthe fifties and sixties to be registered
unenpl oyed, because there were so few and t hese were dom nat ed
by lower quality workers. Nowadays, if you register for
unenpl oynent benefits, the conpany you are in is not so bad.
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[ 22] What do you expect of the integration of the European

econoni es?

| don't know. | |ooked at this recent experience where
the British and the Italians withdrew from the EMJ. That
reflected a fundanental disagreenent about policy, and these
countries, in the end, are sovereign countries. They perceive
t hensel ves as sovereign entities, and they feel that if they
don't agree with the policy of the other countries they're
going to wthdraw. Then, if the European Union gets together
it's going to be take a mracle to nmake it work, because they
are sovereign states, with a long tradition of sovereignty.
It's hard to imagi ne themjust shedding this overnight.

But, on the other hand, it mght happen. In the United
States sonething like that did happen, although at a |ess
extrene level. Inthe United States we al so have an i nt egrated
comunity, of all the states, but | don't think we had this
long tradition of sovereignty, and hostility. So, you may say:
well, the United States was able to do it, maybe Europe can do
it. But it's adifferent setting. And you have al so different
| anguages and so on, in Europe.

| think European Union is an excellent thing. | hope it
wor ks, because all these barriers have to be an inpedinent to
progress. It's a mracle that the European Uni on has been abl e
to go as far as it has. So, if one mracle is possible, maybe
two or three nore are possible too.

[23] Finally, what do you consider is your main contribution

to econom cs?

|"ve tried to contribute in, at least, two areas. One of
t hese areas i s sonething we haven't nentioned at all, whichis
enpirical: econonetric tools for tinme series analysis, and,
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particularly, pronoting the use of something called " new
statistical techniques' [see, for exanple, Christiano(1990),
Christiano and Ei chenbaun(1990), and Christiano and
Lj ungqvi st (1988)]. And the other area | hope to have
contributed to is good thinking about structuring policy
institutions. |I've worked on fiscal and tax policy [see, for
exanpl e, Aiyagari, Christiano and Ei chenbaun(1992), and Chari,
Chri stiano and Kehoe( 1991, 1994, 1995)], but, nore concretely,
| hope to have contributed to the anal ysis of nonetary policy
institutions [see, for exanmple, Chari, Christiano and
Ei chenbaun( 1995, 1996), Chari, Christiano and Kehoe(1991,
1995), Christiano(1991), Christiano and Ei chenbaun{1992b,
1992c¢, 1995), and Christiano, Ei chenbaum and Evans(1996a,
1996b)] .

[24] Related to the previous question: what is the role of

statistical tools in macroecononic research?

| enjoy talking about this topic, which is very
controversial. Wiat is the role of statistical techniques,
and, in particular, of econonetrics in macroeconom cs?

The story of the current wave of debates on this question
begins in the early 1970s, al though Marty Ei chenbaumtells ne
that the basic i ssues have been debated for a long tine, well
before World War 11. For exanple in the thirties, there were
debat es between Keynes and Ti nbergen, and ot her people, but
|'"'mnot famliar with those debates, although I'’mtold that
the sane issues were at stake as now.

VWhat happened in the late seventies is that you had, on
the one hand, nmacroeconom sts, in the tradition of Lucas
Prescott, Sargent and Wallace, who were at that tinme forging
i nportant conceptual advances in macroeconom cs. Meanwhil e,
you still had a highly devel oped system for econonetrics,
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associated with the Cowes Comm ssion. A crucial part of
econonetrics is identification, the theory of how one can
exploit the restrictions provided by econom c theory to work
backwards froma data set to a set of paranmeter values for a
nmodel . But, this aspect of the Cowl es Comm ssion econonetrics
was constructed for pre Lucas-Prescott-Sargent-Wallace
macr oeconom cs. Econonetrics was well suited to the old
macr oeconom cs, but seened | ess useful for the new ways. As a
result, there devel oped a kind of split. Macroeconom sts, who
are potentially inportant users of econonetric tools, cane to
vi ew econonetricians as distant and irrel evant.

Then, when we get up to the late 1970s and early 1980s,
Sargent said, rightly, this is intolerable, we're all living
in the sanme world, with the sanme data, why are we separated?
So, what Sargent did, in collaboration with Lars Hansen [ see,
for exanple, Hansen and Sargent(1991)], was to create a new
econonetric framework that was suitable for estimating and
testing the new macr oeconom ¢ nodels. This involved primarily
devel oping a new set of tools for identification. The hard-
core statistical stuff having to do with sanpling theory and
consistency results continued to work fine with little or no
adapt ati on. Hansen and Sargent achieved a new synthesis of
macr oeconom c¢s and econonetrics. Those were exciting tines. It
seened | i ke Hansen and Sargent were producing a brilliant new
paper each week. | can renenber awaiting with excitenent the
birth of each new contribution. This was a tinme of great
advances and inportant, lasting contributions. But, here was
a downsi de.

A problemwas that a great deal of specialized know edge
was required to inplement the new synthesis. Not only was a
knowl edge of maxi num |ikelihood theory and sanpling theory
needed. In addition, a high degree of sophistication in
techni ques of nunerical analysis was required. This had three
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consequences. First, too often the requirenents posed a
significant barrier to entry into enpirical macroeconomn cs,
Good people interested in real enpirical puzzles, but who
| eaned nore towards theory and | ess towards econonetrics, were
di scouraged fromentering. Second, anong peopl e applying the
new synthesis, there was often an excessive concern wth
econonetric technique, and not enough with the nature of the
nodel and data being analyzed. It used to be said that data
was a form of “food for conplex econonetric estination
prograns and that researchers hardly cared whether the
“consunption’ data they were anal yzi ng was nondurabl e goods
consunpti on, consunption  of servi ces, durable goods
consunption, or the sumof all three.

Wt h good researchers bei ng di scouraged fromentering and
practioners often obsessed with details fundanental ly renoved
from inportant substantive macroeconom c questions, the
situation was bad. The new synt hesis had noved to an extrene,
count er producti ve position.

It was tine for sonmeone to step in and say "no' . The
synthesis had such a strong hold in the early 1980s that it
t ook a courageous person to do this. The person who did this
was Edward Prescott. He said, let’'s spend less tine on the
techni cal details, and nore on understandi ng how the data are
constructed. Let’s spend nore tine on the theories we're
trying to match to the data. Let’s spend nore time being
t hought ful about the questions we are studying.

Prescott carried a special authority, because he had nade
prof ound contri butions to macroecononics. It was not possible
to attack him for not being serious. Myreover, one couldn’t
attack himfor trying to make a virtue out of not having done
his econonetric homework. Wth Cool ey, he had nade i nportant
contributions to the econonetrics of estimating nodels with
random coefficients [ see, for exanpl e, Cooley and
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Prescott (1973, 1978)]. Another factor which gave great wei ght
to Prescott’s opinions was that, with Mehra, he wote one of
the nost influential enpirical papers, on the equity prem um
This paper, which is one of a handful of really inportant
enpirical papers, conpletely avoids the econonetric tools of
the new synthesis. At the same tinme, the new synthesis, for
all its tools and sophistication, did not produce research
with enpirical findings of the same order of inportance.
Despite these factors, Prescott still came under severe attack
when he said "no’. But, he had the courage and conviction to
stick it out. And macroeconom cs benefitted fromthis.

Prescott rem nded us that enpirical nacroeconomcs is
about real questions about the real world. He said, " your
first priority is to think hard about the data, the econom cs,
and t he basi c questions that notivate your analysis.’ This was
good advice because, all too often, concern over technica
econonetric details crowded out time for thinking about the
really inportant questions.

Still, in many ways the forces unleashed by Prescott
pushed the pendulumtoo far in the other direction, away from
the synthesis constructed by Hansen and Sargent. Many
macr oeconom sts abandoned econonetrics altogether. There is
now a reawakening of interest in the econonetric franmework
constructed by Hansen and Sargent. Hopefully, this tinme around
it will be applied wth a better sense of bal ance.

[25] Howis it possible today to be a good econom st? Because
you need to know econonetrics, mathenatics

W al ways say that good econom sts are born early, or
make their biggest contributions early. | think, in the case
of macroeconomi cs, that maybe it’'s going to be different.
Apparently, in literature, and other fields, you get great
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contributions by people in their fifties and sixties. Maybe
now nmacroeconomcs is going to be like that, because the
know edge requi red today to do nmacroeconom cs, as you say, IS
vast .



