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1. Introduction

For time series on the U.S. government budget after World War
II, this paper implements the test ‘described in Section 7 of Hansen,
Sargent, and Roberds [henceforth HSR], which is Chapter 5 of this
book. Recall that Section 7 modifies the setup of earlier sections in two
ways. First, interest rates are allowed to be time invariant ez ante but
not ez post. In the notation of HSR, this requires that

(1.1) E(6:]| Jiza) =&

where §; is the real one period interest rate and Ji—; represents infor-
mation available as of time ¢ — 1. Second, measures of the debt stock
are assumed to be in the econometrician’s data set. In Section 2, 1
summarize how these two assumptions lead to the model formulated in
Section 7 of HSR. The model is then tested for postwar U.S. time series
on federal government debt and deficits net of interest.

The analysis below is closely related to the work in a number of
papers examining the question of net present value budget balance using
postwar U.S. fiscal data, most notably Hamilton and Flavin (1986).1
It is also closely related to a number of papers that test ezpectational
models of the relationship between stock prices and dividends, as well
as that between long rates and short rates, e.g., Campbell and Shiller
(1987) and Hansen and Sargent (198le). Differences and similarities
between these papers and the present analysis are noted below.
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