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Abstract. This study critically examines the applicability of the Ricardian Equivalence Theorem
within modern fiscal policy frameworks. Utilizing a comprehensive econometric model, we analyze
cross-sectional data from OECD countries to explore deviations caused by heterogeneous agent
behaviours. Our findings suggest that under specific socio-economic conditions, traditional
interpretations may not hold, highlighting implications for policy design. The study provides
nuanced insights into fiscal sustainability, encouraging a reevaluation of established economic
postulates.
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Introduction

The Ricardian Equivalence Theorem, first posited by David Ricardo and later formalized
by Robert Barro, suggests that government budget deficits do not affect the level of demand
in an economy because people expect future taxes to pay for current government spending.
This theorem has long held sway over policymakers and economists alike, influencing
fiscal policy decisions around the globe. However, as we enter a new era marked by
unprecedented economic challenges and complexities in fiscal frameworks, there arises a



pressing need to reassess these foundational economic beliefs. This paper seeks to evaluate
the continued relevance and applicability of the Ricardian Equivalence Theorem in light of
contemporary empirical findings and theoretical advancements. Recent global economic
developments, including technological advancements, shifts in demographic profiles, and
unprecedented fiscal stimulus measures in response to crises, demand a rigorous
reevaluation of this theorem. By employing advanced econometric techniques and
analyzing extensive cross-sectional data from OECD countries, this study investigates how
variables such as consumer heterogeneity, market imperfections, and government
credibility alter traditional Ricardian predictions. The structure of this paper is as follows:
Section 2 delves into the theoretical underpinnings of the Ricardian Equivalence Theorem,
addressing key assumptions and scenarios. Section 3 presents the methodology, detailing
the econometric approaches and dataset employed. Section 4 discusses the empirical
findings, offering an analysis of the implications for fiscal policy. Finally, Section 5
concludes with a discussion on the broader impact of these findings on economic theory
and policy-making.
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