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Nobody is Keynesian now, really.  Keynes distrusted investment and didn’t think about growth.  Now, we all understand that growth, fueled by higher productivity, is the key to prosperity. Keynes and his followers famously didn’t understand inflation, leading to the stagflation of the 1970s. We now understand the links between money and inflation, and the “natural rate” of unemployment below which inflation will rise.  A few months before his death in 1946 Keynes declared
 “I find myself more and more relying for a solution of our problems on the invisible hand [of the market] which I tried to eject from economics twenty years ago.” His ejection attempt failed:  We all now understand the inescapable need for markets and price signals, and the sclerosis induced by high marginal tax rates, especially on investment.  Keynes recommended that the Britain pay for the Second World War with taxes.  We  now understand that it’s best to finance wars by borrowing, so as to spread the disincentive effects of taxes more broadly over time.  
Really, the only remaining “Keynesian” question is a resurrection of fiscal stimulus, the idea that governments should borrow trillions of dollars and spend them quickly to address our current economic problems. We --professional economists --  are certainly not all in favour. For example, several hundred economists quickly signed the CATO Institute’s letter
 opposing fiscal stimulus. 

Why not? Most of all, modern economics gives very little reason to believe that fiscal stimulus will do much to raise output or lower unemployment. How can borrowing money from A and giving it to B do anything? Every dollar that B spends is a dollar that A does not spend.
 The basic Keynesian analysis of this question is simply wrong. Professional economists abandoned it 30 years ago when Bob Lucas, Tom Sargent and Ed Prescott pointed out its logical inconsistencies.  It has not appeared in graduate programmes or professional journals since. Policy simulations from Keynesian models disappeared as well, and even authors who call themselves Keynesian authors do not believe explicit models enough to use them. “New-Keynesian”  economics produces an interesting analysis of monetary policy focused on interest rate rules, not a resurrection of fiscal stimulus. 

 Our situation is remarkable. Imagine that an august group of Nobel-prize winning scientists and government advisers on climate change were to say “Yes, global warming has been all the rage for 30 years, but all these whippersnappers with their fancy computer models, satellite measurements, and stacks of publications in unintelligible academic journals have lost touch with the real world.  We still believe the world is headed for an ice age, just as we were taught as undergraduates back in the 1960s.”  Who would seem out of touch in that debate? Yet this is exactly where we stand with fiscal stimulus. 

Robert Barro’s Ricardian equivalence theorem was one nail in the coffin. This theorem says that stimulus cannot work because people know their taxes must rise in the future.  Now, one can argue with that result.  Perhaps more people ignore the fact that taxes will go up than overestimate those tax increases.  But once enlightened, we cannot ignore this central question.   We cannot return to mechanically adding up today’s consumption, investment and export demands, and prescribe government demand necessary to attain some desired level of output.  Every economist now knows that to get stimulus to work, at a minimum, government must fool people into forgetting about future taxes, an issue Keynes and Keynesians never thought of.  It also raises the fascinating question, if our Keynesian Government wants stimulus to work, why is it so loudly announcing large and distortionary tax increases?

There is little empirical evidence to suggest that stimulus will work either. Empirical work without a plausible mechanism is always suspect, and work here suffers desperately from the correlation problem. Quack medicine seems to work, because people take it when they are sick. We do know three things. First, countries that borrow a lot and spend a lot do not grow quickly.  Second, we have had credit crunches periodically for centuries, and most passed quickly without stimulus. Whether the long duration of the great depression was caused or helped by stimulus is still hotly debated.  Third, many crises have been precipitated by too much government borrowing. 

Neither fiscal stimulus or conventional monetary policy – exchanging government debt for more cash --  diagnoses or addresses the central problem: frozen credit markets.  Policy needs first of all to focus on the credit crunch. Rebuilding credit markets does not lend itself to quick fixes that sound sexy in a short op-ed or a speech, but that is the problem, so that’s what we should focus on fixing.   
The government can also help by not causing more harm. The credit markets are partly paralysed by the fear of what great plan will come next. Why buy bank stock knowing that the next rescue plan will surely wipe you out, and all the legal rights that defend the value of your investment could easily be trampled?   And the government needs to keep its fiscal powder dry.  When the crisis passes, our governments will have to try to soak up vast quantities of debt without causing inflation. The more debt there is, the harder that will be.
Of course we’re not all Keynesians now. Economics is, or at least tries to be, a science, not a religion. Economic understanding does not lie in a return to eternal verities written down in long , convoluted old books, or in the wisdom of fondly remembered sages, whether Keynes, Friedman or even Smith himself.  Economics is a live and active discipline, and it is no disrespect to Keynes to say we have learned a lot in 70 years. Let’s stop talking about labels and appealing to long-dead authorities. Let’s instead apply the best of modern economics to talk about what has a chance of working in the present situation and why. 

Here is some Keynesian wisdom I think we should accept: 

“The difficulty lies, not in the new ideas, but in escaping the old ones, which ramify, for those brought up as most of us have been, into every corner of our minds.”

“How can I accept the doctrine, which sets up as its bible, above and beyond criticism, an obsolete textbook which I know not only to be scientifically erroneous but without interest or application to the modern world.”
“Practical men, who believe themselves to be quite exempt from any intellectual influences, are usually the slaves of some defunct economist.”
� Quote from David Kynaston, Austerity Britain p. 136.


� http://www.cato.org/fiscalreality


�See “Fiscal Stimulus, Fiscal Inflation or Fiscal Fallacies” at http://faculty.chicagobooth.edu/john.cochrane/research/Papers/#news, for a detailed explanation. 
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