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Chapter 9

Fiscal Policy

The World is a very complex system. It is easy to have too 
simple a view of it, and it is easy to do harm and to make 
things worse under the impulse to do good and make things 
better.

Kenneth Boulding1

At the turn of the twentieth century the principles of a free 
society were under threat. Karl Marx presented two main 
critiques of capitalism. The first was that it creates increasing 

concentrations of capital (i.e. monopolies) and the second was that 
it generates systematic contractions (i.e. business cycles). Chapter 5 
intended to challenge the first claim, and this chapter is focused on 
the second. We have already seen how central banks can generate 
booms and busts. We will now look at how decisions about taxing 
and spending can make things better, or possibly make them worse. 
Far from being inherent properties of capitalism, business cycles 
and economic crises are more often down to government policies 
that misunderstand how markets are supposed to work. Attempts 
to “calm markets” and “restore confidence” have the potential to 
backfire if people become uncertain about what actions government 

1 Boulding (1986, p. 4).
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will take, and divert resources to trying to anticipate and protect 
themselves from policy errors. Managers are constantly trying to 
form expectations about the future, and fiscal policy should be a 
prominent consideration.

It is hard to underestimate the impact that both the First and 
Second World Wars had on the discipline of economics. Dur-
ing the “progressive era” of 1900–14 the US economy was being 
increasingly centralized through legislation such as anti-trust, the 
Food and Drug Act and working conditions statutes. All of these 
sought to protect consumers against monopolies. But the key 
change came following World War I. The success of winning the 
war turned people’s attention to the failures at home. Americans 
thought “if the state can organize society during a war, why not 
during the peace?” Wars are obviously times when government 
involvement in the economy increases, but the key thing is that 
once the war is over big government remains. Before World War 
I government income was under 10% of US GDP. During the 
war it spiked to over 25%, but once the war was over it only fell 
to 15–20%. Then there was World War II, and the size of gov-
ernment hit almost 35%. After the war it only fell back down to 
20–30%. Each time it dropped back to a higher level than before. 
Wars aren’t a temporary increase in the size and scope of the state; 
they tend to introduce a step change. Indeed this is one of the 
hidden costs of war.

The purpose of this chapter is to provide a more historical set-
ting to the rise of government intervention in the economy. We 
will look at how economic theory provided a theoretical rationale 
for fiscal policy, and how this has been utilized by various gov-
ernments as a means to tame business cycles. Over the course of 
the twentieth century economists went from being observers of the 
economy to its architects.
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9.1 The Great Depression

If ever there was a historical case that demonstrates the difference 
between the general public and the consensus of the economics 
profession, it is the Great Depression. When I first began teaching 
in 2006 students would find it a little old fashioned to provide 
a brief overview of what happened in America in the 1930s. But 
the 2008 financial crisis demonstrated two things. Firstly, that we 
have not yet eradicated business cycles, and therefore there’s value 
in studying historical cases. Secondly, many current economists 
learnt their trade by studying the Great Depression, and journal-
ists and policymakers reflect those beliefs. Rightly or wrongly our 
views on this episode shape our entire understanding of the role of 
government in the economy. Therefore it’s especially sad that the 
conventional wisdom is based on three myths.2

Myth 1. Speculation and greedy bankers on Wall Street caused a bub-
ble. In actual fact the main cause of the asset price bubble was 
loose monetary policy by the newly created Federal Reserve. It was 
created in 1913 to “never allow another panic”, but did just that.

Myth 2. The stock market crash caused a depression. There wasn’t a 
clear link between a declining stock market and a declining econ-
omy. By Spring 1930 the Dow Jones had rebounded. The Wall 
Street crash corresponded with a fall from about 340 to 200 points. 
By April 1930 it was almost back up to 300. In fact 1933 and 1935 
were two of the best years ever seen, and they occurred right in the 
middle of the Great Depression.3 The real causes of the Depression 
were mistakes by the same organization that caused the bubble: 
the Federal Reserve. The classic treatment of this was by Milton 

2 Reed (1981).

3 The Big Bear. The Economist, 18 October 2008.
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Friedman and Anna Schwartz.4 A student of this was Ben Ber-
nanke, who later went on to become the Chairman of the Fed-
eral Reserve. Here are what he identified as the four key errors, as 
pointed out by Friedman and Schwartz:5

1. In Spring 1928 monetary policy started to tighten and con-
tinued until the October 1929 Wall Street crash. This crash 
demonstrated that the Fed had the power to curtail what they 
deemed excessive exuberance, but at a high cost.

2. Once Great Britain left the gold standard in September 1931, 
speculators turned their attention to the US dollar. Private 
investors sought to convert dollars to gold, and in an effort 
to reduce the loss of gold reserves the Fed raised interest rates 
sharply. Their focus was more on maintaining the value of the 
dollar, than resolving the problems in the banking system.

3. The Depression was well under way by Spring 1932 and Con-
gress wanted the Fed to loosen monetary policy. Eventually 
open market operations began in April 1932 (reducing interest 
rates on government bonds and corporate debt) but Fed offi-
cials were not committed to monetary expansion.

4. From December 1930 to March 1933 President Roosevelt de-
clared a “banking holiday”. This led to around half of all US 
banks either closing or merging with other ones. Bank panics 
spread and even those that survived cut back on lending.

Myth 3. The New Deal and World War II ended the Depression. In 
actual fact government policy turned a downturn into a depression. 
In December 1932 Herbert Hoover raised the top rate of income 
tax from 25% to 63% (and the lowest rate by  400%) among a 
large range of policies that were New Deal in all but name; as one 
of President Roosevelt’s advisors admitted, “practically the whole 

4 Friedman and Schwartz (1963).

5 Bernanke (2004).
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New Deal was extrapolated from programs that Hoover started.”6 
The top rate of income tax eventually rose to 94%, which crippled 
the incentives for work.

In addition the Smoot–Hawley tariffs were imposed on imports, 
which led to retaliations that compounded the falling global trade. 
Did large-scale public spending save America? In short, no. The 
economic recovery of the 1940s occurred after New Deal policies 
had been abandoned:

New Deal labor and industrial policies did not lift the econ-
omy out of the Depression as President Roosevelt had hoped 

… The subsequent abandonment of these policies coincided 
with the strong economic recovery of the 1940s.7

As Amity Shales said, “What might have been an ordinary cycli-
cal downturn was turned into a cataclysm by bad politics. The 
New Deal then made matters worse, prolonging the Depression.”8 
According to the Treasury Secretary Henry Morgenthau, “We are 
spending more than we have ever spent before and it does not work 

… I say, after eight years of this administration, we have just as 
much unemployment as when we started … and an enormous debt 
to boot.”9 The generally accepted judgement among economists is 
that “an unexceptional downturn then was converted into the Great 
Depression by the actions of central banks and governments”.10

As for World War II, this did more to divert spending from 
consumer goods to military armament rather than boost growth. It 
certainly didn’t improve living standards. After all, a military draft 

6 These comments were made by Rexford Guy Tugwell, quoted in Reed (1981).

7 Cole and Ohanian (2004).

8 Sticking pins into an icon. The Economist, 19 June 2007.

9 Shales (2009).

10 Paper chains. The Economist, 19 August 2010.
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is a good way to reduce unemployment, but it hardly makes people 
better off. The war years saw consumer goods being rationed. Pros-
perity only returned once the war was over. According to historian 
Robert Higgs,

The war itself did not get the economy out of the Depres-
sion. The economy produced neither a “carnival of con-
sumption” nor an investment boom, however successfully it 
overwhelmed the nation’s enemies with bombs, shells, and 
bullets. But certain events of the war years – the buildup 
of financial wealth and especially the transformation of 
expectations – justify an interpretation that views the war as 
an event that recreated the possibility of genuine economic 
recovery. As the war ended, real prosperity returned.11

But if the vast government spending programmes of the New Deal 
and World War II didn’t end the Great Depression, what did? The 
most widely accepted explanation was provided by Christina Romer, 
who argued the recovery was due mainly to monetary expansion 
as opposed to fiscal stimulus.12 Gold inflows increased the money 
supply and lowered real interest rates, thus stimulating investment 
spending. She also points out that self-correction played little role 
in the growth of real output 1933–42. Ultimately the main causes 
of the Great Depression were threefold:13

1. The over-stimulated economic euphoria of the 1920s – not one 
caused by “greed”.

11 Higgs (1992).

12 Romer (1991).

13 Cowen, T. (2008) The New Deal didn’t always work, either. New York Times, 23 
November.
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2. The draconian monetary policy pursued by the Fed from 1930 
to 1933, who let the money supply fall by one-third, and al-
lowed banks to fail, causing a credit crisis – not the crash itself.

3. A rapid rise of protectionism that contributed to a collapse in 
global trade, a strengthening of unions and attempts to keep 
real wages high, and a punitive rise in income taxes in 1932 – 
these hindered recovery, they didn’t promote it.

We can summarize these policy mistakes as monetary mishaps com-
pounded by fiscal folly. This really isn’t controversial among econo-
mists. Blaming the Fed isn’t a minority view; it’s something that the 
Chairman himself readily acknowledged. On the occasion of Milton 
Friedman’s 90th birthday Ben Bernanke said the following:

Let me end my talk by abusing slightly my status as an offi-
cial representative of the Federal Reserve. I would like to 
say to Milton and Anna: Regarding the Great Depression. 
You’re right, we did it. We’re very sorry. But thanks to you, 
we won’t do it again.14

However, the impact of the Great Depression was the destruction 
of the faith in markets of a generation of intellectuals. As Robert  
Skidelsky said, “if the first world war left economic liberalism reel-
ing, the Great Depression of the 1930s was virtually a knockout 
blow.”15

14 Bernanke (2002).

15 Skidelsky (1997).
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9.2 Fiscal stimulus

Let’s assume that there’s a recession and the demand for labour 
falls.16 What’s supposed to happen? According to the classical view 
there are essentially five steps:

• Recollect that over time the growth rate is determined by real 
factors (such as capital, labour and ideas).

• But in the short run there may be deviations (signal extrac-
tion problem means that actual growth can move away from 
potential).

• If there’s a recession this means that aggregate demand has 
fallen.

• Workers will revise down their wage expectations, which shifts 
the short-run aggregate supply curve to the right.

• Growth is restored at the full employment level, just at a lower 
rate of inflation.

The thing to note is that the adjustment is supposed to take place 
though the labour market, and depends on wage rates responding 
to the fact that there’s a recession. (Remember that if all prices are 
falling this isn’t necessarily making workers worse off because their 
real wages will be constant; it’s just nominal wages that will fall.)

The problem with a lower rate of inflation, or perhaps even defla-
tion, is that people have an incentive to defer spending. In the same 
way that inflation erodes the value of money, deflation increases 
it. But if people withhold consumption this will exacerbate the 
recession. We could even find ourselves in a self-fulfilling prophecy 
where people’s expectation of a recession makes one occur. Poli-
cymakers may believe that there is nothing fundamentally wrong 
with the economy but simply a lack of aggregate demand is causing 

16 A recession is typically defined as two consecutive quarters of negative GDP growth.
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GDP to be below its potential. So what can they do? They can 
implore people to start spending money. But what if the people 
don’t listen? They can cut interest rates to boost aggregate demand, 
but what if they hit the zero lower bound (ZLB)?

The essence of Keynesian policy is the combination of two things:

1. Some form of price rigidity (also known as “stickiness”) that 
prevents wages from adjusting and therefore markets don’t 
clear quickly (certainly not instantaneously, which many 
models assume).17

2. The notion that increases in aggregate demand only generate 
inflation when you’re at full employment, and that in a reces-
sion there is a gap in effective demand (i.e. an output gap) 
which means AD can be increased without being inflationary.18

Keynes agreed that over time the market would adjust but this was 
of scant consolation to those suffering during the recession. He 
famously said,

In the long run we are all dead. Economists set themselves 
too easy, too useless a task if in tempestuous seasons they 

17 The Federal Reserve Bank of Atlanta produce an index of sticky prices (https://www.
frbatlanta.org/research/inflationproject/stickyprice/).

18 Similarly, if we are the ZLB Keynes believed that the government could increase their 
borrowing without putting upward pressure on interest rates. This is an important 
point. Ordinarily we would expect an increase in the demand for loanable funds 
to put upward pressure on interest rates. Higher interest rates reduce consumer and 
business spending, and therefore the rise in G will be offset by a fall in C and I. Scarce 
resources would be bid away from the private sector by the public sector, and the gov-
ernment will be “crowding out” private spending. However, this relies on the classical 
theory that investment is driven by interest rates. Keynes believed that in certain 
situations business confidence (which he labelled “animal spirits”) is the key. If firms 
aren’t investing because they lack confidence then it doesn’t matter what happens to 
interest rates.
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can only tell us that when the storm is long past the ocean 
is flat again.19

But we need to be careful here. Keynes himself understood that 
“the long run” does not refer to calendar time. In microeconomics 
the long run is when there are no fixed costs, only variable ones. In 
macroeconomics the long run is when the variable elements of the 
model have fully adjusted. There is nothing to say whether this will 
be lengthy or quite rapid. But even if this would take many years, 
as Hubert Lyautey said to his gardener, “if a tree takes 150 years to 
mature, that’s all the more reason to plant it as soon as possible”.20

So the policy question is, can government intervention speed 
up this process of adjustment? And here was Keynes’s revolutionary 
innovation – our previous equation for aggregate demand is incom-
plete. In addition to consumption and investment we should also 
include government spending:

AD = C + I + G

If people won’t spend money then the government can step in and 
spend it for them! It’s obvious why this would appeal to politicians, 
since it gives them an economic rationale for spending money. 
Indeed they can spend money under the cover that it is in the pub-
lic interest. How heroic!

Remember the three main forms of government finance: tax, 
debt and inflation. It would be unwise to fund an increase in gov-
ernment spending through higher taxes, because this would lead to 
a reduction in consumption. Therefore the Keynesian policy pre-
scription is to increase G above the tax revenues being generated, 
funding it through borrowing and thus running a budget deficit. 

19 Keynes (1924).

20 Wanted: chief firefighter. The Economist, 4 June 2011.
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We define a fiscal stimulus as an increase in the budget deficit 
designed to boost aggregate demand.

Here’s how it’s supposed to work in theory – when the growth 
rate of the economy falls below potential the government boosts 
AD by a deficit-financed increase in spending. And once the econ-
omy recovers and tax revenues are high they run a budget surplus 
and use this to pay off the debt. Benevolent policymakers “smooth 
the cycle” by increasing debt during a downturn and paying it back 
in the boom. Former Canadian Finance Minister Paul Martin 
summed it up well,

In the postwar years, many economists argued that you did 
not need to be in the black every year, as long as budgets 
were balanced over the course of the economic cycle, so that 
deficits during slumps would be paid off with surpluses in 
good years.21

Sounds good in theory. But what about in practice?

[I]t didn’t work in the real world of politicians … once 
governments find that they can get away with borrowing 
instead of taxing to pay the bills … it is almost impossibly 
tempting for politicians to do it again and again until the 
debt is out of control.22

And as Gerald O’Driscoll has pointed out, a powerful stimulus 
comes with powerful responsibility:

The more powerful one believes fiscal stimulus to be, the 
more adept the Keynesian policymaker must be. If the 

21 Henderson (2010a).

22 Henderson (2010a).
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stimulus has powerful positive effects when added, it will 
have powerful negative effects when withdrawn. Hence, the 
application of stimulus and its withdrawal must be precisely 
timed.23

He goes on to add that the withdrawal of the stimulus is not the 
only inevitable dampening effect. At some point the stimulus must 
be paid for, and this will also reduce output. Consequently any 
initial benefit from a stimulus must be weighed up against the 
retrenchment that comes when it is withdrawn, and then paid 
for. Ultimately it is a matter of time horizons, and the relationship 
between borrowing and taxes. After all, borrowing is not really an 
alternative to taxes, it’s simply a way to defer them. If you care about 
your children, you will adjust your planning to take into account 
anticipated rises in taxation – families will be forward-looking. At 
the extreme this suggests that the present value of future liabili-
ties will equal the present value of all assets (and therefore no net 
wealth has been created). According to Robert Barro,

in the case where the marginal net-wealth effect of gov-
ernment bonds is close to zero […] fiscal effects involving 
changes in the relative amounts of tax and debt finance for 
a given amount of public expenditure would have no effect 
on aggregate demand, interest rates, and capital formation.24

Barro’s claim that people respond to bond-financed spending in 
the same way that they’d respond to tax-financed spending rests on 
some important assumptions. For example that capital markets are 
perfect; that there’s a fixed path of government expenditures; and 
that people have intergenerational concerns. If the economy was 
comprised of selfish people without children, they may well not 

23 O’Driscoll (2011).

24 Barro (1974, p. 1116).
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care about future tax obligations, and treat deficit-financed spend-
ing as an increase in net wealth.25

This issue stems from David Ricardo, and is typically referred to 
as Ricardian equivalence. Although it’s a source of much debate 
among economists it is ultimately an empirical issue. Whether 
or not people treat future taxes as current taxes, or bonds as net 
wealth can depend on a multitude of factors. But here’s the type of 
evidence you may look for:

[O]ne study by Matthew Shapiro and Joel Slemrod con-
cluded that most US citizens used a 2001 tax windfall to pay 
off their debts, leaving more money available to pay future 
taxes – Ricardian equivalence in action.26

We can demonstrate some of these points in a slightly deeper ver-
sion of the AD equation used in Chapter 8:

AD = C(i, y – t) + I(i, y) + G

Here, we’re not only saying that government spending is a compo-
nent of AD. But consumption is affected by after-tax income, and 
investment is influenced by income. Therefore, the government can 
use both parts of its budget – its revenue (T ) and its expenditure 
(G) – to influence AD. Indeed this is why increasing the budget 

25 The economic historian Niall Ferguson created a controversy by pointing out that 
Keynes’s emphasis on shorter time horizons coincides with the fact that he was a 
childless homosexual. The basic idea is that he was less concerned about the future 
because he didn’t have children of his own. And that he didn’t have children because 
he was gay. As far as I’m aware this is a common and semi-serious point that many 
economists make. But it is grossly unfair. Keynes was known to have wanted children 
and it is generally understood that Keynes and his wife Lydia Lopokova suffered a 
miscarriage. Ferguson is aware of these facts, and his public apologies demonstrate 
a lot more sympathy and awareness than his original, off-the-cuff comments imply 
(Ferguson 2013a,b).

26 Harford (2008).
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deficit is necessary. If the government funded its extra spending 
through higher taxes, this will reduce consumption.

Economists tend to agree that an effective fiscal stimulus 
requires three characteristics.

Firstly, it needs to be timely. It needs to begin while the econ-
omy is still in recession. Even Keynes agreed that the economy will 
self-correct “in the long run”, therefore the stimulus needs to kick 
in before this happens. If there’s a delay in implementation you may 
as well wait for the natural correction. So resource mobilization is 
key. But recollect from Chapter 6 the discussion of capital goods. 
Investment projects take time.

Secondly, it needs to be temporary. The Keynesian argument that 
boosting aggregate demand won’t simply lead to inflation assumes 
that there’s an output gap. Once the economy is back to its poten-
tial a stimulus would be inflationary. Therefore not only should the 
stimulus kick in when the economy is still in recession, it needs to 
expire before the economy recovers. This is where the politics comes 
in. Politicians like an excuse to spend money, since they can direct 
it towards their supporters. But the supporters want permanent, not 
temporary, spending plans. Therefore there’s a danger that a stimulus 
is used as a vehicle to enact permanent spending commitments, and 
a stimulus is not supposed to increase long-term government debt.

Thirdly, it needs to be targeted. The whole point is that the 
stimulus brings back on line the idle resources. If government 
projects use workers that would otherwise be employed in the pri-
vate sector there’s no point (and if the government projects are less 
 value-creating than private sector projects, it would make things 
even worse). If the resources aren’t idle, government spending 

“crowds out” private spending (the rise in G is offset by a fall in C or 
I). But it is difficult to only target idle resources; therefore the mar-
ginal entrepreneur is now having to compete with the public sector. 
In addition “idle” unemployment serves an important function in 
the economy – we need markets to adjust to changes in data. Even 
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if there’s a shortfall in AD policymakers lack the signals to know 
what type of projects would create economic value. It’s easy to say 

“build more houses”, but there is also an obligation to know how 
many, what kind and where.

My favourite example of a quasi-Keynesian public works pro-
gramme actually predates Keynes. Some time between 1805 and 
1840 a businessman called Joseph Williamson began employing 
people to dig tunnels, under the Edge Hill part of Liverpool.27 Very 
little is known about their purpose, and according to the Liver-
pool Mercury “no earthly use can be assigned these tunnels”.28 But 
according to historian Richard Whittington-Egan, Williamson’s 
main motivation was “the employment of the poor”. Unemploy-
ment was high following the end of the Napoleonic wars, and 
Williamson employed hundreds of returning soldiers. He lived 
near to the local Poor House and treated it with abhorrence.29 He 
wanted them to have jobs, but since there weren’t many available he 
made some up. Not only in the digging of redundant tunnels, but 

“some of the labourers were carting piles of stones from one place 
to another, others were alternatively pumping water out of, and 
empting [sic] it back into, a well, while yet more were occupied in 
an aimless turning of grindstones”.30 The apparent economic value 
of their efforts was zero, but this was deemed better for their dig-
nity – “all received a weekly wage and were thus enabled to enjoy 
the blessings of charity without the attendant curse of stifled self 
respect.”31 Given that Williamson spent his own money, there was 

27 Williamson wasn’t the only British eccentric with a penchant for tunnelling. The re-
clusive William Cavendish-Scott-Bentinck, 5th Duke of Portland, had a labyrinth of 
rooms built underneath his estate at Welbeck Abbey, in Nottinghamshire.

28 Whittington-Egan (1985).

29 Private correspondence with Claire Moorhead, Treasurer for The Friends of William-
son’s Tunnels.

30 Whittington-Egan (1985).

31 Whittington-Egan (1985).
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no burden on the taxpayer. But that sort of policy – putting job 
creation above value creation – is the essence of a stimulus plan. 
Williamson has since been touted as a great public benefactor, but 
according to Claire Moorhead it was a very private “public work”.32

Not all fiscal stimulus plans create zero value. Some positively 
destroy it. In the summer of 2013 a series of protests in Turkey 
criticized the government for pursuing costly and environmentally 
damaging infrastructure projects.33 The Soviet Union was famous 
for putting jobs and short-term output boosts ahead of economi-
cally and ecologically sustainable development.34

Keynes himself expressed doubts about the type of fiscal stimu-
lus plans policymakers favour:

Organized public works, at home and abroad, may be the 
right cure for a chronic tendency to a deficiency of effec-
tive demand. But they are not capable of sufficiently rapid 
organization (and above all cannot be reversed or undone at 
a later date), to be the most serviceable instrument for the 
prevention of the trade cycle.35

The fiscal multiplier is the ratio between a change in the budget 
deficit and a change in aggregate demand.36

32 Private correspondence with Claire Moorhead.

33 The new young Turks. The Economist, 8 June 2013.

34 I have presented a fairly sceptical treatment of fiscal stimuli, but it is consistent with 
the broad consensus among economists. As John Cochrane (2009) has said, “econom-
ics, as written in professional journals, taught to graduate students and summarized in 
their textbooks, abandoned fiscal stimulus long ago … [the fiscal stimulus is] taught 
only for its fallacies.”

35 Keynes (1942, p. 122).

36 The fiscal multiplier will comprise the government spending multiplier, which is the 
“response of GDP to a given alternative path of government spending” (Kling 2008), 
and a tax multiplier, which is the impact of a change in tax on GDP.
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• A multiplier bigger than 1 implies that for every £1 increase in 
government spending, GDP will increase by more. This is the 
classic Keynesian rationale because it is supposed to kick start 
the rest of the economy.

• If the multiplier is less than 1 it means that some private sec-
tor spending is being “crowded out” by the increased role of 
government.

• It’s even conceivable that the multiplier is less than 0, i.e. that 
the stimulus ends up shrinking the economy by reducing C and 
I by more than G goes up.

Estimates of the fiscal multiplier are controversial. But two points 
need to be made. Firstly, we cannot ignore the hidden costs of a 
fiscal stimulus. There’s a multiplier involved in private spending 
as well. Secondly, these are empirical assertions. We don’t know 
whether the multiplier is high or low. Policymakers are wrong to 
assume that any increase in government spending will kick start 
the economy, and economists are wrong to claim that any increase 
will automatically be offset by lower consumption. But we should 
look at some famous cases, such as World War II. According to 
Robert Barro, rather than there being a multiplier, government 
spending actually reduced GDP:

[T]he war raised real GDP by $430 billion per year in 1943–
44. Thus, the multiplier was 0.8 (430/540). The other way to 
put this is that the war lowered components of GDP aside 
from military purchases … Wartime production siphoned 
off resources from other economic uses.37

In a study of the entire twentieth century, Michael Owyang, Valerie 
Ramey and Sarah Zubairy found “no evidence that multipliers are 

37 Barro (2009).
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greater during periods of high unemployment in the U.S. In every 
case, the estimates multipliers are below unity.”38

In addition to the emphasis on price rigidities and effective 
demand, there was a third aspect to the Keynesian revolution that 
swept the discipline of economics. This was the rise of economics 
as a “science”. It was down to Keynes that economists substituted 
tweed jackets for lab coats and began to consider their subject 
a “hard” science rather than a social science. Before Keynes the 
discipline was more likely to be referred to as “political economy”, 
which sounds like sociology, philosophy or theology. But during 
the twentieth century there was a transformation of the discipline 
to a more quantitative, scientific approach. “Economics” emerged, 
which sounds more like physics or mechanics. The reason for this 
is that the Keynesian policy prescription introduced aggregate 
variables, and these needed to be measured. Adam Smith had no 
idea what the GDP of Scotland was in 1776, but it didn’t matter 
because he wasn’t trying to “boost” it. As soon as economic indica-
tors became policy levers there was a rush for quantification. The 
field of national income accounting was born, and statistic agencies 
cropped up to provide data. The discipline was stepping into a new 
age of “economist as saviour”.

A number of important trends in the twentieth century contrib-
uted to a rise in the planning mentality:

• Colonialism meant that governments wanted ways to organize 
the relations of other countries from afar.

• Municipal socialism responded to increased urbanization with 
public works.

• A growing middle class was becoming agitated by “poverty 
amidst plenty”.

38 Owyang et al. (2013).
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• Development economics was emerging based on the pillars of 
(i) infant industry arguments39 and (ii) neo-Keynesian growth 
models.

Throughout all of this the USSR was seen as a viable alternative and 
the rich west followed suit. The US did not nationalize as many key 
industries as countries like the UK and France, but there is a fine 
line between heavy regulation and explicit nationalization.

Although the wave of Keynesianism was strong there were a few 
important voices of dissent.

One voice was Friedrich Hayek, who pointed out that the 
Keynesian framework was built on the assumption that we are 
in a recession, and that there are idle resources. But how can you 
have a theory of depressions that starts off assuming that you’re 
in one? Hayek’s analysis began with the economy at full employ-
ment, and he then attempted to show how a recession can occur. At 
the time though, this was seen as abstract and fanciful. Keynes’s 
work seemed to fit the times. But the first rule of economics is that 
we live in a world of scarcity. The assumption that some resources 
are “idle” implies that their opportunity costs are zero. But this 
is not even economic analysis! Hayek had previously spent a lot 
of time critiquing Keynes’s work on monetary theory, only for 
Keynes to change his mind and distance himself from his earl-
ier claims. Hayek assumed that something similar would happen 
again, and didn’t bother to engage with Keynes’s General Theory.40 
He doubted that anyone would take it seriously. Hayek saw the 
problem as a coordination one – how do we know where resources 
should be employed to create maximum value? He thought the 

39 Some people argue that in young (i.e. “infant’) industries private firms would not in-
vest in the high fixed costs required to generate economies of scale. There is therefore 
a role for government to step in and cover the initial costs of production.

40 In fact, some would argue that The General Theory wasn’t a general theory at all, rather 
a policy prescription that focused on a particular set of circumstances.
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price mechanism was the solution, and that government interven-
tions disrupted these important signals. The remarkable rap videos 
created by John Papola and Russ Roberts do an excellent job of 
capturing the economic debate between Hayek and Keynes in a 
witty, enjoyable format.

Another voice of dissent was Milton Friedman, who tackled the 
Keynesian system on its own terms. In particular he challenged 
some of the assertions that the Keynesian system relied on.

• Keynes believed that people’s consumption is proportional to 
their income (the proportion of additional disposable income 
that is used for consumption is known as the consumption 
function). For example, if the “marginal propensity to con-
sume” is 0.7 this means that for every £100 of additional income 
received, people will go out and spend £70. Keynes thought the 
problem with tax cuts were that a lot of the increase in income 
would be saved, rather than spent. If poorer people have a 
higher MPC then a fiscal stimulus should be targeted at them.41 
But Friedman challenged this – theoretically and empirically. 
He argued that people don’t simply spend a stable proportion 
of their income, but take a longer-term view. He developed the 
permanent income hypothesis, which claims that people look 
at their expected lifetime income, and make spending decisions 
based on this.42 This is why it makes sense for students to get 

41 The consumption function also reiterates why a fiscal stimulus needs to be deficit 
financed. When taxes fall we expect some of the additional disposable income to 
be spent, and the MPC tells us how much. But if taxes were to rise then consumer 
spending would fall, offsetting any benefit from higher government spending.

42 Friedman (1957). When I was a student I was walking with a friend and we were 
approached by a homeless person asking for money. He pointed at my splendid um-
brella and implied that I could afford to give something. I glibly said that due to my 
student debts I was probably poorer than him. But I was forgetting the permanent 
income hypothesis. My future income would probably be high, so I could afford to be 
generous today. It was a humbling lesson in economics for me.
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into debt – there’s a realistic expectation that future income will 
be high enough to pay for it. We make spending decisions based 
on this lifetime income, rather than our current income.

• Keynes also believed that the demand for money stemmed from 
people’s liquidity preference, and therefore the interest rate was 
a key determinant. Friedman provided evidence that it was due 
to less volatile factors such as incomes and habit.43

• Friedman also challenged Keynes’s view of monetary history, 
correcting what he deemed to be myths about the monetary 
causes of the Great Depression.44

In many ways Friedman was simply restating the claims of the clas-
sical economists in the new language that Keynesian economics 
had ushered in. And he did an effective job. Following his Ameri-
can Economic Association Presidential address in 1967 Friedman 
had left the old Keynesian position as intellectually unviable.45

Two other voices of dissent were James Buchanan and Richard 
Wagner, who looked at the political reality of Keynes’s policy pre-
scriptions. They argued that politicians would always be keen to 
borrow money during a recession to boost the economy. But they 
questioned whether there would be the same political incentives 
to use the boom times to pay off debt. Given that political cycles 
are reasonably short, why would politicians make tough decisions 
that will benefit future governments? They predicted that rather 
than benevolent politicians “smoothing the cycle”, we would see 
permanent budget deficits. And this is exactly what we saw. They 
warned that Keynesian policy would result in a permanent budget 
deficit, and therefore a steadily increasing public debt.46

43 Friedman (1956).

44 Friedman and Schwartz (1963).

45 Hall and Sargent (2018).

46 Buchanan and Wagner (1977).
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A final voice of dissent was Warren Nutter one of the very few 
economists of the time who challenged the empirical claims of 
Marxism and socialism. He showed that capitalism had not led to 
increasing concentrations of capital, and in fact socialist countries 
had more monopolies. He also queried the growth figures coming out 
of the USSR and claimed that it wasn’t an economic powerhouse.47 
The argument was reasonably simple. There was initial growth but 
this was mainly because it started from a low base. Since it was purely 
technical growth, diminishing returns kicked in quite soon. By con-
trast, the US was engaged in genuine innovation. It was only when 
the Soviet system formally collapsed in 1991 that it became obvious 
how misleading their growth figures were. Nutter was vindicated.

9.3 Austerity

One complaint about the Keynesian framework is, in the words of 
Hayek, that “Mr Keynes’ aggregates conceal the most fundamental 
mechanisms of change”48 – that the economist as engineer operates 
as if macroeconomic variables interact with each other like some 
sort of machine. But this mechanistic view neglects the fact that 
all economic interactions come through people. Unlike physics, 
economics does not have any “constants”, therefore it’s impossible 
to derive a set of laws that determine how changes in the money 
supply affect inflation, or how output impacts employment. Indeed 
it’s how individuals react to policy that determines its impact. Rob-
ert Lucas uses a chess analogy, as if policymakers are engaged in 
an attempt to move pieces around the board to suit their desired 
outcome. In the economy, however, the pieces can move for them-
selves. Therefore a key channel is expectations. Scrap that – the key 
channel is expectations. Everything else depends on expectations. 

47 Nutter (1962).

48 Hayek (1931).
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And since the height of the Keynesian revolution in the 1970s there 
has been a sustained movement away from a mechanistic view of 
the economy to focusing more on expectations.

One way to view the role of expectations is how policy changes 
affect confidence.

When the US Treasury Secretary Henry Paulson prepared to 
speak to the press on 29 September 2008, his communications 
advisor Michele Davis said, “this is about market confidence. Don’t 
talk about mechanics.”49 In March 2009 UK Chancellor Alistair 
Darling said he would take “whatever action is necessary” to deal 
with the ongoing financial crisis.50 In May 2010 the President of the 
European Commission, José Manuel Barroso, said that the euro 
zone would do “whatever it takes” to save the euro.51 The reason 
they did so – I assume – is because they believed it would reassure 
people that they had things under control. This is possible.52 But 
it’s also possible that it would scare people. When governments 
respond to crises by enacting new policies their aim is to make 
things better. But if those policies are going to have an impact 
people will need to devote time to understanding them.

It is tempting to believe that because G is a component of GDP, 
increases in G (holding T stable) will boost GDP by definition. But 
this may only hold over the short term, with an implicit assump-
tion that you already have a reasonably balanced budget. But what 
if the government has already been running a budget deficit, such 
that public debt levels are high and there are genuine fears that 

49 Paulson (2010, p. 319).

50 Moss (2009).

51 Europe’s three great delusions. The Economist, 22 May 2010.

52 Although this reminds me of what Francisco d’Anconia said to Hank Reardon in Atlas 
Shrugged (Rand 1957):

“I don’t like people who speak or think in terms of gaining anybody’s confidence. 
If one’s actions are honest, one does not need the predated confidence of others, only 
their rational perception. The person who craves a moral blank check of that kind, has 
dishonest intentions, whether he admits it to himself or not.”
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they may not be able to afford to pay it off? It’s conceivable that the 
boost to confidence caused by government stimulus is outweighed 
by the damage to confidence caused by even higher debt levels. In 
this situation it is possible that reductions in the budget deficit (i.e. 
a fiscal contraction, or austerity) can do more for growth. As the 
European Central Bank have said, “a fiscal contraction may turn 
out to be expansionary if the expectation channel becomes suffi-
ciently strong.”53 Indeed it is possible that moving towards a more 
balanced budget can be better for growth than more debt, even in 
the short run. According to a report from the ECB,

Many economists are convinced that longer-term bene-
fits from fiscal consolidation are in a trade-off with short-
term deceleration in output growth. However more recent 
research suggests that curbing fiscal imbalances contributes 
to faster growth already in the short run.54

Essentially this means that governments may choose to focus on 
prioritizing the confidence of the bond markets, rather than the 
confidence of domestic consumers and businesses. Having said this, 
it’s rarely a case of one or the other. It may be that the public are 
as concerned by the amount of borrowing (i.e. deferred taxation) 
as the bond markets are. Journalists like to pretend that “the mar-
kets” are separate from the public, but financial institutions are just 
intermediaries. In many cases it is the public who own the pension 
pots that have invested in government debt. What it comes down 
to is how people react, and this can be hard to predict.

In the same way that there are pros and cons to a fiscal stimulus, 
we should also look at the alternative – a fiscal contraction. The 

53 Cut or loose. The Economist, 16 July 2011.

54 Rzonca and Cizkowicz (2005).
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question is, under what circumstances is it conceivable that a reduc-
tion in government deficits stimulates growth?

The first problem is defining the fiscal stance. There are typically 
two ways that economists do this. One focuses on the effects of the 
policy. In other words we can define a fiscal contraction as when 
the cyclically adjusted primary budget deficit falls by at least 1.5% 
of GDP.55 The alternative is to focus on the intentions, and just 
choose some absolute level independent of external shocks that may 
also affect the economy.

According to Alberto Alesina, “not all fiscal adjustments cause 
recessions. Countries that have made spending adjustments to 
reduce their deficits have made large, credible and decisive cuts. 
Even in the very short run, many reductions of budget deficits, even 
sharp ones, have been followed immediately by sustained growth 
rather than recessions.”56 There are examples of expansionary fiscal 
contractions, even in the short run:57

• In 1981 the UK was in recession and 364 economists wrote to 
Margaret Thatcher warning her not to cut government spending. 
She did so anyway, and the recovery began that very quarter.58

• In 1983–86, Denmark cut public spending and saw an increase 
in consumption.

• In 1987–89, Ireland saw the budget deficit decline at the same 
time as debt fell and growth increased.

55 Notice that a fiscal consolidation typically means a reduction in the size of the deficit 
This will still increase the public debt burden. You would need to run a budget surplus 
in order to reduce the government’s debt obligations.

56 Alesina (2010).

57 Cut or loose; Alesina and Ardagna (2010).

58 Booth (2006).
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• In the 1990s, Canada cut government spending from 17.5% 
of GDP in 1992–93 to 11.3% in 2000–01, and the economy 
prospered.59

• In 2008 Latvia saw output fall by 10%, and in 2009 by 18%.60 
Following a loan from the IMF they maintained their currency 
peg (to the euro) and sought to cut public spending and wages. 
This resulted in a fiscal contraction of around 14% of GDP.61 
Not only did it have reasonable public support – the govern-
ment was re-elected in 201062 – the economy also rebounded 
quickly.63

• From 2009 to 2013 Lithuania cut government spending by 10.5 
percentage points of GDP, and real wages grew 5% in 2014 
(while wage growth through the euro zone as a whole was just 
1%).64

• In the US real current public expenditure fell by 1.5% from the 
middle of 2009 to the middle of 2011, and yet there were nine 
successive quarters of economic growth.65

It’s important to look at some of the contributing factors for these 
success stories, however. Typically interest rates were high before 
the fiscal contraction, and therefore there was scope to cut them. 
In the case of Denmark the economy was in a reasonably strong 
position before the contraction (around 4% GDP growth). In some 
instances the currency was able to depreciate in order to boost 
net exports (and indeed this is one of the channels in which an 
expansionary fiscal contraction is supposed to work). In the case 

59 Henderson (2010b).

60 And for my next trick. The Economist, 6 November 2010.

61 Guts and glory. The Economist, 9 October 2010.

62 Guts and glory.

63 Blanchard et al. (2013).

64 Strange bedfellows. The Economist, 6 December 2014.

65 Ormerod (2011).
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of Canada, its main trading partner, the US, was enjoying high 
growth that allowed Canadian exports to increase from 33% of 
GDP in 1994 to 45% in 2000.66

Following an analysis of six historical examples of fiscal contrac-
tions in the UK, a Policy Exchange report suggests that a successful 
fiscal contraction has the following general characteristics:67

• There are real cuts to spending (as opposed to relying on eco-
nomic growth to reduce spending as a share of GDP).

• Although it is better to cut spending before there’s a crisis, some-
times a crisis is required for cuts to be politically feasible.

• The contraction should comprise 80% spending cuts and 20% 
tax rises.

Goldman Sachs looked at every OECD fiscal contraction since 
1975, and found that:

decisive budgetary adjustments that have focused on reduc-
ing government expenditure have (i) been successful in 
correcting fiscal imbalances; (ii) typically boosted growth; 
and (iii) resulted in significant bond and equity market 
outperformance. Tax-driven fiscal adjustments, by contrast, 
typically fail to correct fiscal imbalances and are damaging 
for growth.68

But it’s interesting to note that spending cuts are better than tax 
rises both in terms of their economic effects and also their popular-
ity. According to Alberto Alesina and Silvia Ardagna “those [fiscal 
adjustments] based upon spending cuts and no tax increases are 

66 Far from the meddling crowd. The Economist, 30 October 2010.

67 Lilico et al. (2009).

68 Broadbent and Daly (2010).
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more likely to reduce deficits and debt over GDP ratios than those 
based upon tax increases.”69 And perhaps this is why they are more 
popular – governments who cut spending lost power 20% of the 
time, while those that raised taxes lost power 56% of the time.70

Although we are focusing on the impact of fiscal consolidation 
on the economy as a whole, it should also be recognized that reduc-
tions in government spending can have a negative (and sometimes 
a severely negative) impact on those who lose out. If an auster-
ity package reduces disability allowance, for example, this is an 
important consequence to keep in mind. But such negative con-
sequences of government spending cuts are a broader issue than 
austerity. Even if the overall amount of government spending was 
stable, governments can impose spending cuts on specific projects. 
In Chapter 7 we considered which services the public tend to expect 
governments to provide. This chapter is putting the distribution 
of government spending to one side and focuses on the impact of 
overall spending cuts on GDP.71

We previously saw how the “core” functions of government 
account for less than 10% of their spending. One could argue that 
these are necessary functions of the state and help to generate the 
platform for economic growth.72 Other economists might give 
wider scope to the growth-enhancing potential of government, and 
put this figure closer to 25%. But within this range government 
spending tends to work together with economic growth. As Andrew 
Lilico points out, however, “once government spending rises above 

69 Alesina and Ardagna (2010, p. 35).

70 Alesina et al. (2011).

71 It’s true to point out that these aren’t so easy to disentangle because departmental 
spending cuts will reduce the income of public sector workers, leading to a fall in 
their consumption, and this constitutes a fall in the income of other members of the 
economy. However, this is just the standard multiplier argument which we are already 
incorporating in our analysis.

72 Although there is an emerging research programme that looks at the desirability and 
feasibility of anarchy (Stringham 2006).
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about 25 per cent of GDP for each additional percentage point of 
GDP the government spends, growth is around 0.1–0.15 per cent 
lower per year.”73 He points out – quite rightly – that growth isn’t 
the be all and end all, and if you doubt that private charities would 
care for the sick and needy you may be perfectly happy to sacrifice a 
little economic growth in order to fund such social provisions. But 
he also shows that once the government accounts for 35–60% of 
GDP the damage to wealth creation becomes significant.

The argument in favour of fiscal contractions is that when gov-
ernments make credible efforts to live within their means, this 
increases confidence and leads to more investment immediately:

If the fiscal consolidation is read by the private sector as a 
signal that the share of government spending in GDP is 
being permanently reduced, households will revise upwards 
their estimate of their permanent income, and will raise cur-
rent and planned consumption.74

We can create two caricatures of how economists approach this 
issue:

• Some say that the private sector take their cue from the govern-
ment, and need to feel confident that there will be a recovery 
before they invest. Policy responses in a crisis calm markets and 
restore confidence.

• Some say that government interventions create uncertainty. If 
investors want predictability, the threat of arbitrary and large-
scale intervention may damage confidence.

73 Lilico (2012).

74 Giavazzi and Pagano (1990).
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The economist Robert Higgs coined the term regime uncertainty 
as an explanation for the duration of the Great Depression.75 He 
argued that the scale of intervention was so high that investors 
became fearful that their private property rights were under threat. 
We can define policy uncertainty as reductions in investors’ con-
fidence caused by a lack of understanding as to how they will be 
affected by expected policy changes. Around 90% of the capital 
gains in the Dow Jones Industrial Average occur when Congress is 
out of session, implying that when it is in session there is additional 
uncertainty and entrepreneurs hold off.76 According to the inves-
tor Lou Jiwei, “right now we do not have the courage to invest in 
financial institutions because we do not know what problems they 
may have … If it [regulation] is changing every week, how can 
you expect me to have confidence?”77 Bethany McLean used policy 
uncertainty as an important explanation for why US Treasury Sec-
retary Henry Paulson’s efforts to bailout some financial institutions 
failed (emphasis added),

Paulson’s bazooka to help Fannie and Freddie failed … 
[because] Investors were unsure what their eventual losses 
would be. Both companies announced terrible 2008 
 second-quarter results, with Fannie losing $2.3 billion and 
Freddie losing $821 million. But investors were also unsure 
what the new legislation meant. No one wanted to risk putting 
money into the G.S.E.’s, only to have the government radically 
raise capital requirements – or step in and wipe the sharehold-
ers out. And so, as if the second-quarter results hadn’t caused 
enough alarm on their own, the legislation had the perverse 

75 Higgs (1997).

76 Ferguson and Witte (2006).

77 Bradsher (2008).
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effect of ensuring the companies would be unable to raise new 
capital, even as everyone began to say that they had to do so.78

Similarly, in January 2009 the UK government announced a five-
point plan that was intended to deal with the ongoing financial 
crisis. But as the Bank of England’s Monetary Policy Committee 
pointed out, “it initially had little impact on market sentiment”.79 
Their explanation was simple – “financial market participants were 
waiting for more detail on the plan.”80

As The Economist has said,

Arbitrary decisions by government may reduce business con-
fidence, and thus inhibit the investment the politicians want 
to see.81

Some economists have attempted to measure policy uncertainty, 
and it seems to be something that policymakers are becoming 
more aware of.82

Ultimately this issue comes down to confidence. But does any-
one know enough about confidence to be able to manage it? Who is 
to say whether more borrowing and spending will reassure markets 
and boost confidence? Or if, on the contrary, a higher debt burden 
will destroy it? As Gregory Mankiw says,

78 McLean, B. (2009) Fannie Mae’s last stand. Vanity Fair, February.

79 Minutes of the Monetary Policy Committee Meeting, 4 and 5 February 2009, 18 
February 2009.

80 Minutes of the Monetary Policy Committee Meeting.

81 Where will the boot land next? The Economist, 9 November 2013.

82 policyuncertainty.com. A conventional view is that uncertainty leads to people 
delaying spending decisions, and when the economy recovers the pent up demand is 
unleashed. Generally though more uncertainty is a negative V shock – it causes con-
sumers to reduce consumption (and increase saving), firms to hoard cash and invest 
less, thus total spending falls. Small open economies are especially vulnerable to un-
certainty shocks due to capital flight.
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The sad truth is that we economists don’t know very much 
about what drives the animal spirits of economic partici-
pants. Until we figure it out, it is best to be suspicious of 
any policy whose benefits are supposed to work through the 
amorphous channel of “confidence.”83

What do we know about the fiscal multiplier? Most economists 
would agree that when the economy is at full capacity the multiplier 
is zero. The only debate is what happens when there’s spare capacity, 
but even then there are a number of factors that can dampen the 
strength of the multiplier. Generally speaking:84

• The more open the economy the lower the multiplier (because 
part of the stimulus spending will go on imports).

• The flexibility of the labour market will reduce the size of the 
multiplier.

• If public spending is a large part of GDP (i.e. over 40%) there’ll 
be limited impact of further rises in government spending 
because the economy already has automatic stabilizers that 
ensure people’s incomes don’t fall too dramatically in a recession.

• Countries with fixed exchange rates will have higher multipliers 
than those with floating exchange rates.

• Multipliers are lower in countries that have high debt levels 
(i.e. around 60% of GDP for emerging economies, or 90% for 
advanced ones).

• Countries that struggle to collect taxes in an efficient way will 
have lower multipliers than countries with effective public 
finances.

83 Mankiw (2009).

84 This list is a combination of Much ado about multipliers (The Economist, 24 September 
2009) and Bantini et al. (2014).
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• The size of the output gap will affect the size of the multiplier – 
if growth is close to potential multipliers are lower.

• Monetary policy needs to accommodate fiscal policy.

This can help us to create a rudimentary checklist to see if a fiscal 
stimulus is likely to work. First, we need to establish whether we 
have the right preconditions. Is the recession the result of a negative 
shock to AD (as opposed to productivity)?85 Secondly, do we have 
the right appetite? Are we willing to sacrifice future growth for a 
present boost? If so, we can then estimate the size of the multiplier 
(using the criteria above).

Finally, if the above hold, we need to ask whether the stimulus 
is well crafted. Is it timely, temporary and targeted? Needless to say, 
this often is a high bar to reach.

9.4 Laissez-faire

To the monetarist and Keynesian schools of thought the main 
cause of a recession is a deficiency of aggregate demand. Their 
debate is one about how best to stimulate it – whether by monetary 
policy, or fiscal policy. But they both accept that there is a vital 
role for government, and it is because consumers are not buying 
enough stuff. If a recession is simply a lack of spending, the solu-
tion is more spending, by whatever means necessary. The Austrian 
school approach, by contrast, blames the recession on a breakdown 
of coordination. They argue that producers are making the wrong 
kind of stuff. If this is the case, fiscal or monetary stimulus could 
make things worse because it preserves the existing capital struc-
ture, preventing it from being rearranged. In the words of an IMF 
report, the Austrian view claims that

85 Cowen and Tabarrok (2012).
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[a]n economy in recession does not respond well to expan-
sionary monetary and fiscal policies.86

Roger Garrison explains that the distinction between the different 
schools of thought rests on the diagnosis of the problem. He asks 
the following question:

Did the collapse occur (a) in the midst of a period of healthy 
growth because of sheer ineptness of the central bank or (b) 
near the end of a policy-induced boom that was unsustain-
able in any event and in the midst of confusion about just 
what the problem was and how best to deal with it?87

If your answer is (a) then you’re a monetarist or Keynesian and the 
solution is either monetary or fiscal policy. Austrians, by contrast, 
would answer (b). For Austrians the recession is where the inevit-
able consequences of the boom reveal themselves. The economy 
just before the recession should be seen as the height of an artificial 
boom, and not something to return to.

You often hear that during a recession we have to “do something”. 
But this instinct for a policymaker to act should be balanced by 
recognition that they may make things worse. Laissez-faire means 

“let it be” and we should consider whether it is worth having on the 
table as a policy option.

The case for laissez-faire policy does not imply a laissez-faire 
attitude towards policy reform. There are plenty of important ways 
in which government could help a recovery, but these would focus 
more on the supply side. 88 For example, allowing labour markets 
to adjust to the new conditions, by improving incentives for work 

86 Oppers (2002).

87 Garrison (2001).

88 And, as John Locke said in an episode of Lost (Season 8), “There’s a difference between 
doing nothing and waiting” (Hurley’s flashback).
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and training, reducing barriers to labour mobility and reducing 
wage rigidities. Indeed the whole point of a recession is that it is a 
period of intense activity by entrepreneurs, and additional activity 
by policymakers can undermine that.89

To Austrians the main cause of a slow recovery is regime uncer-
tainty, and failed attempts to stimulate demand. The concern is that 
fiscal policy can make things even worse. The proper role of mon-
etary policy during a recession is a point of debate within the Aus-
trian school. Those who advocate 100% reserves would argue that a 
contraction in the money supply is a necessary means to purge the 
excesses of the boom period. Those whom I’ve thus far labelled as 

“free bankers” would make a distinction between the primary reces-
sion (caused by the structural imbalances built up during the boom 
phase) and a secondary recession (which results from a contraction 
in NGDP if the central bank allows the money supply to fall). The 
former would say that central banks should literally do nothing. The 
latter would say that they should try to balance the risks of too easy 
monetary policy with monetary policy that is too tight. In other 
words that the central bank should ensure that liquidity provisions 
are made to solvent banks, and the money supply and demand for 
money are as close to equilibrium as possible.

As an example of how laissez-faire policy responses differ from 
what tends to happen, we can look at Japan in the 1990s. In the 
first few months of that decade Japan suffered a stock market crash 
followed by a recession. From 1993 to 2003 GDP grew on aver-
age by just 1%.90 In fact by the end of 2003 the CPI was lower 
than where it was in 1997. According to John Greenwood, pol-
icymakers responded in several phases.91 The first was to launch a 
fiscal stimulus, which caused the government budget to go from a 

89 As the wise Peggy Hill said in King of the Hill, “what didn’t happen is often as impor-
tant as what did happen” (“Nancy does Dallas”, Episode 13, Season 13).

90 Ito and Mishkin (2004).

91 Greenwood (2006).



ChaPter 9

322

surplus of 2.1% in 1990, to a deficit of 7.9% by 2000. They also 
cut interest rates, and pioneered quantitative easing.92 Japan also 
tried direct lending and bailouts.93 Policymakers threw the kitchen 
sink at the economy, and tried everything other than confronting 
the problems head on. Rather than needing to freeze the economy, 
perhaps it needed to thaw? The general lesson from Japan is that 
you cannot have a genuine and sustained recovery unless you solve 
the underlying causes of the crisis. In the case of Japan this was a 
huge real estate bubble. But instead of being closed down, troubled 
institutions were propped up. Balance sheets weren’t restructured. 
Malinvestments weren’t reallocated. As Martin Feckler said in the 
New York Times,

In total, Japan spent $6.3 trillion on construction-related 
public investment between 1991 and September of last year 
[2009] … This has led many to conclude that spending did 
little more than sink Japan deeply into debt, leaving an enor-
mous tax burden for future generations.94

9.5 The Phillips curve

The Phillips curve is named after William Phillips, a New Zea-
lander who spent most of his career at the LSE. He is known for 
two fascinating contributions to economics. The first is the crea-
tion, in 1949, of a computer designed to model the entire economy. 
The Monetary National Income Analogue Computer (MONIAC) 
sounds ludicrous to recount now but should be seen as an impor-
tant cultural artefact for the pretence of science. It was designed as 

92 Greenwood is quite convincing in his arguments that these monetary measures were 
modest in comparison to the fiscal efforts, and his conclusion is that the Bank of Japan 
should have been a lot more aggressive.

93 Powell (2007).

94 Fackler (2009).
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a teaching device, to demonstrate how macroeconomic variables 
affect each other. Rather than use an electronic system the “com-
puter” used water, which represented money. As it flowed through 
the structure you could alter a series of taps and plugs to direct 
spending into certain parts of the economy. Economists lapped up 
this “hydraulic” approach to modelling economic activity, and it 
was also used as a simulator. Modern, complex computer models 
are the descendants of this device, of which around a dozen were 
made and are housed in museums across the world.

His second major influence is the Phillips curve, one of the 
most hotly contested and well-known graphs in economics. It was 
presented in a 1958 paper and rests on a simple observation: an 
inverse relationship between unemployment and the rate of infla-
tion.95 This provided a major empirical boon to the developing 
Keynesian orthodoxy, since it suggests that there’s a stable trade-off 
between these two key indicators that policymakers can manipu-
late. The theoretical explanation for this rests on a wage-bargaining 
model that says wages are a function of (i) inflation expectations, 
(ii) the rate of unemployment and (iii) everything else.96 If infla-
tion expectations are low, the claim is that low unemployment will 
lead to higher wages (workers’ bargaining power is higher because 
there’s not a large number of potential workers to replace them). 
Since higher wages would be passed on through costs into higher 
prices, the “cost” of lower unemployment is higher prices.

The implications of this were astounding – it suggests that the 
“natural rate” of unemployment doesn’t exist! That government 
can pick and choose between combinations of unemployment and 
inflation, and raise employment (and boost output) provided they 
could live with a little inflation. The policy conclusion is obvious – 
a steadily increasing money supply.

95 Phillips (1958).

96 The algebraic form of this model is W = P eF (U, Z)
–    +

.
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Since the model rests on inflation expectations, the assumptions 
were challenged on these grounds.

Milton Friedman responded by pointing out that we’ve been 
talking about nominal wages. If wages are rising and prices are 
rising then real wages are static. If workers have adaptive expec-
tations they will base their decisions on what they’ve learnt from 
past time periods. In other words an initial bout of inflation might 
take people by surprise (and this unemployment falls in the short 
run) but over time people will come to expect this and factor it into 
their wage demands. In short, the increase in expected inflation 
will cause the Philips curve to shift outwards such that we’re back 
at the “natural rate”. Friedman argued that the purported trade-off 
between inflation and unemployment is a myth, and that unfortu-
nately it’s quite possible to have both. The fact that the US economy 
suffered from stagflation soon after he made this point made it 
even more compelling. The classical view was retained – that in the 
long run an increase in the money supply will create inflation with-
out impacting employment or output. He said that inflation can 
only reduce unemployment under the natural rate if it is steadily 
increasing (and that this would ultimately lead to hyperinflation). 
Therefore he renamed the natural rate as the Non-Accelerating 
Inflation Rate of Unemployment (NAIRU).

Friedman’s colleague at the University of Chicago, Robert Lucas, 
went one step further and asked why should we only be concerned 
about historical information? Rather than adapting their expecta-
tions, he posits that workers have rational expectations, and use 
all publicly available information to form “correct” judgements. If 
this is the case, workers would predict the outcome of any known 
monetary policy and adjust their behaviour. For example, if the 
government planned to increase inflation workers would anticipate 
this and negate any effect on employment (because nominal inter-
est rates would rise when inflation is expected, not experienced). If 
this is the case, central bankers need to be very careful about what 
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they say. Indeed the only way a policy can be effective is if it is 
unanticipated, and therefore random. This is what’s known as the 
policy ineffectiveness proposition.97 A key outcome, that almost 
all economists are keen to stress, is that it is unexpected changes in 
inflation that cause the damage.

According to Peter Boettke we can summarize the history of 
government intervention in the macroeconomy with a simple flow 
chart. It explains periods of hyperinflation and the causes of sov-
ereign debt crises.98 It is relevant for Weimer Germany, Mugabe’s 
Zimbabwe and most of the Western world as of today. The “old 
adage” of macroeconomics is as follows:

(i) Governments run permanent budget deficit, which leads to a 
steadily increasing debt burden.

(ii) Unable to fund this through taxation or borrowing, ultimate-
ly the government seek to monetize the debt. The inflation 
that results creates an artificial boom, by pushing interest 
rates below their natural rate.

(iii) When the malinvestment made during the boom becomes 
evident, there is a bust, and the economy enters a recession.

At this point, a recovery would involve sorting out the original 
problems that caused the mess. But given that recessions typically 
introduce their own debt, it is tempting for policymakers to just 
repeat the process for as long as possible. After all, it’s not so much 
that “in the long run we’re all dead”, but “in the long run someone 
else will get the blame”.

97 Lucas (1976); Sargent and Wallace (1976).

98 As Peter Bernholz (2006) said, “hyperinflations are always caused by public budget 
deficits which are largely financed by money creation”.


