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My guestions/comments

Are we intelligent enough to make areliable prediction
about the budget surplus/deficit?

|sthere any new role of fiscal policy inavery low inflation
environment (or, in aliquidity trap) ?

« “Theuseof fiscal policy for stabilization purposes fell into some
disfavor among economic policy makers during the 1980s and 1990s,
primarily as areflection of abelief that monetary policy would be
more effective and timely. However, there has been some
resurgence of interest morerecently as concerns emer ged about
the efficacy of monetary policy when interest rates approached a
zero limit.” (footnote 14, page 9 of the paper)



Were prediction errorsrandom?
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Revisionsin Fiscal Balance Projections

US: Projected by CBO

Projection year 02 03 04 05
1997 -189| -202| -219 75
1998 70 M4 /1| 256
1999 2091 210 233| 376
2000 208 | 227 246 | 433
2001 313| 359 397 103
2002 -20 -15 4 -73
2003 -199| -145| -362
2004 -477| -368




Can we make an accurate prediction?

rys Budget surplugdeficit as a per centage of GDP

1989 1992 1995 1998 2001 2004 2007 2010

Source: CBO, “Theuncertainty of budget projections. a discussion of data and methods,” February 2005.



1.

Comment #2. A new role of fiscal policy?

Natural rate of interest fallsbelow zero

(Wicksellian) natural rate of interest isdefined aswhat the equilibrium real rate of return
would beif priceswere perfectly flexible

But the central bank cannot lower nominal interest rate below zero

Real interest rate (nominal minus expected inflation) is higher than
the natural rate counterpart.

Monetary policy seemsto beineffective. Need some help from fiscal
policy?

No consensus on thisissue, but some argue that the gover nment
should become a Non-Ricardian (e.g. Benhabib et al. (2002)).

Thelack of fiscal discipline (Non-Ricardian) => Thetransver sality
condition is not satisfied without a positive inflation => Successful
escape from theliquidity trap

However, the Japanese gover nment has been sticking to fiscal
discipline (Posen and Kuttner (2001), Iwamura, Kudo, and
Watanabe (2005)), so we don’t know what would happen if the
gover nment deviates from the Ricardian fiscal policy.



Estimated Ricardian Fiscal Policy Rule

I Residual
—=— Actual
—=— Fitted
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Source: M. Ilwamura, T. Kudo, and T. Watanabe, “Monetary and fiscal policy in aliquidity

trap: The Japanese experiencein 1999-2004,” NBER WP 11151, February 2005



