
This video discusses a seminal study by macroeconomist Bob Lucas from 1987, which posed a
hypothetical scenario in which all recessions could be eliminated, leading to consistent economic
growth. Lucas found that the cost of eliminating business cycle fluctuations would be minimal—0.1%
of consumption per year. This video contradicted the widespread perception of the significance of
recessions.

Over the years, numerous economists challenged this conclusion, and Lucas eventually updated his
findings in a 2003 address, revising the cost down to an even smaller figure, 0.01%. This video
sparked further debate about the true costs of income fluctuations individuals experience, which
were found to be drastically larger than macroeconomic indicators like GDP fluctuations suggest.

The author highlights that while overall GDP fluctuations appear minor (1% to 2% standard
deviation), individual income volatility is around 50%. This video discrepancy implies that people are
more affected by income risks than macroeconomic cycles. The study's purpose is to explore the
costs individuals would be willing to pay to eliminate income fluctuations. Results suggest that
individuals might be willing to pay up to 40% of their income to avoid such risks.

The analysis benefited from improved access to comprehensive earnings data post-Great Recession,
allowing for more accurate modeling of individual risks without reliance on outdated Gaussian
assumptions. The findings indicate significant differences in income management and the long-term
effects of both positive and negative shocks. Notably, negative shocks are often persistent for low-
income individuals, while positive shocks for higher earners tend to be more durable.

The implications stress the need for better economic models that accurately reflect the realities of
income risk. The Gaussian model traditionally underestimates these risks, leading to inappropriate
policies. Therefore, understanding the severe income fluctuations and their true societal costs is
vital for crafting effective economic policies. Overall, the paper argues for a shift in economic
modeling frameworks to better account for the asymmetric nature of income risks and their broader
implications on policy-making.
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