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Debt Deflation Theory
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Fiscal Theory of Price Level
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Consider a two period model.
The price level at period 1is normalized to one,
while the price level at period 2 is p.
| denotes the nominal interest rate.
G =1+B
PG, +(1+1)B = pT,
Combaining these two equations, we have
the intertemporal budget constraint of the government.

T,-G
Gl_T]_: p(f_l_l 2)
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Gl _Tl _ p(Tz __Gz)
1+1
Thisrelationship can be read in twoalternative ways.

In the RicardianRegime,for any given p,arisein G,
must be compensated by a riseinT,. Thatis, if thegovernment
Increases spendingtoday, the future generationmust pay for it.
In the Non - RicardianRegime,however,a risein G,
can be paid back by a risein p, the futurepricelevel.Thatis,
the government financesthe present spendingby raising
Inflationtaxes.
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p(T, —G,)
G=h= 12+i 2
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