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Strange Defeat
How the New Consensus in Macroeconomics Let Austerity
Lose All the Intellectual Battles and Still Win the War

W MASON, ARIUN JAVADEY

Macroeconomics in the United States taday appears to
beasite of intense controversy between supporters of
more aggressive stimulus measures and supporters of
austerity. These policy debates, while important,tend to
obscure the strong methodological and theretical

pivosed sharply away from the Keynesian policies they

had briefly espoused in the wake of the financial criss of
2008-09. A confluence of cconomic and political events
meant that the fragile consensus in favour of cxpanding gov-
ernment expenditure broke apart. Contriburing factors in-

In 2010, policymakers in the advanced industrialised world

consensusin pro Allmajor
schools of mainstream macroeconemics are committed
toavision of the economy inwhich rational agents
choose the optimal path over time, and in which any
sources of instability are fully offset by a benevolent
central bank, at leastin normal times. These core
intellec h
contibuted to the weakness of efforts to reduce
unemployment n the Us and Europe. This paper fist

i the m
argumentsfor austerity, and then arques that the deeper

h

difficult to make consistent arguments for sustained
deficit spending or for making lower unemployment a
high priority relative to other macroeconomic goals.
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largel
ue to government assumption of the labilities of failing
banks; the rise of “Tea Party” conservatives in the us following
the November 2010 congressional elections; and the lack of a
convincing political narrative about government expenditure.
The Keynesian position was replaced, at least among clite
policymakers, with a commitment towards fiscal consolidation
and “austerity”.

With the hindsight of three years it i clear that this histori-
cal recapitulation of the Keynesian versus “Treasury view”
debate, Bo years after the original, and the consequent imple-
mentation of orthodox policies, was both tragic and farcical.
Tragic, because fiscal retrenchment and rectitude prolonged
depression conditions in the advanced economies and sen-
tenced millions to the misery of unemployment. Farcical,
bacause the empirical and theoretical foundations of whole-

sale austerity polices were almost comically wealk, A few im-
plausible and empirically questionable papers were used to
provide the intellectual cover for the pivor, despite the fact
that each, in turn, was quickly diseredited both, on their own
terms and by real lfe events. As Mark Blyth (zo13) put it,“Aus-
teriy didn'tjust fail - it helped blow up the world.”

In the first part of this paper, we review some of the most
influential academic arguments for austesity, and describe
how they collapsed under scrutiny. In the second, we broaden

by most pro-stimulus economists as well as the “auste-
rians”. We argue that this consensus - with its methodological
commitment to optimisation by rational agents, its uncritical
faith in central banks, and its support for the norms of
“sound finance” — has offered a favourable environment
for argumens for austerity, Even the resounding defeat of
particular arguments for austerity is unlikely to have much
lasting effect, as long as the economics profession remains
commitied to.a view of the world in which lower government
debt is always desirable, booms and downturns are just
temporary deviations from a stable longterm growth path,
and in which - in “normal times" at least - central banks
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can and do correct al shortrun deviations from that optimal
pach. Many liberal, New Keynesian, and *saltwater” econo-
mists have tenaciously opposed austerity in the intellectual
and policy arenas. But they are fighting a monster of their
own ereation.

Introduction
In April 2013, an influential paper (“Growth in a Time of
Debt™) by Carmen Reinhart and Kenneth Rogoff (2010) that

= ARTice

in the state it is in, is to ask under what circumstances a
rational planner, knowing the true probabilities of all possible.
future events, would have chosen exactly this outcome as the
optimal one. Methodologically, Keynes' vision of psycholo-
gically complex agents making irreversible decisions under
conditions of fundamental uncertainty has been as com-
plcly repulaed by the “New Keynesans” s by chel
conservative opporie

T s et we el 13 N Keynesian, “saltwater’, and
“liberal”.

theory, the second

was
‘amount of attention for the second time. Whereas in its first
airing, the paper became a touchstone for the austerizy move-
ment across the advanced industrialised S ke

view, and the third is a political orientation, in practice they
verlap heavily" Whenever we use these terms, we are de-
scribing the left edge of the economic mainstream in the us

was for less a ind Pollin
(o and by Db e showed i Rt mnrr study
0 have had serious mistakes in both construction and inter-
pretation. This was not the first time that the scademic case

z po-
tentially possible policy for the s currently, or of directions
for legitimate economic inquiry. We are, however, describing
a set of commitments shared by the vast majority of working

for austerity had or overstated. Two
years earlier the major source of intellectual, support for im
mediate fiscal retrenchment was provided by another paper
(Large Changes in Fiscal Policy: Tunes Versus Spending’),

d advanced students, There is a much
wider field of economics beyond this consensus, from the
postwar economics of Samuelson, Solow and Tobin, to the
radical o “heterodox) Keynesan economics eyt alve

again by two

Ardagna (2000).
deeply flawed, misapplying lessons from boom periods o
periods. of recession, wrongly attributing fiscal consolidation
0 counties undergoing fiscal expansion, wrongly applying

m i a

of M i i

policy in the us or in Europe, they are outside the scope of
this article.

Targe, and other egregious errors (1F 2010; Jayadev and
Konezal 2010).

Below, we examine the claims of these key papers and their
Iogical and empirical failings. But the weakness of these
papers invites a broader question: How could the wholesale
shift o austerity have been built on such shaky foundations?
While some of the blame must g0 to opportunism by policy-
makers and confirmation bias by politcally motivated re-
searchers, a large share of the blame ress with what is often

‘economics is that the most effective theoretical counterpoint
to the austerity position is provided not by curting edge
schalarship, but by a staightforward application of models

for instance, most ofien makes bis claims that “economic
theory” has well-established answers to the problem of deep
recessions, by referring to the investment saving-liquidiey model
(15-13). This was firsc written down by John Hicks in 1936.
That it is being trotied owt now as the public face of a profes-
,is remark-

called the “new consensus” in. ; a con-
sensus shared as much b, austerity's ostensible opponents as
by its declared

The extent of the consensus in mainstream macrocconomic

able. But it is perhaps less of a surprise when one recalls that
the essential insights of Keynesian economics have lang been
banished from mainstream economics, to linger on only in

aver policy, and by a cercain confusion over lsbels. From the.

outside, the fact that macroeconomists can be classified as

“New Keynesians” and “New Classicals” suggests that the

fundamental philosophical debates of the 19305 continue (o
For

Keynes" vision, the New Keynesians would logically scem to
be on “theix” side. In fact, however, the comtending schools

Modern mactoeconomic theory is organised around inter-
temporal optimisation and rational expectations, while policy
discussions are dominated by 4 commitment to the doctrines
of “sound finance” and a preference for “technocraric” mone-
tary policy conducted by “independent” central bnks. The
historical processes that Led to these commitments are con-
plex. For present purposes, what is important to rote is that

ind their

‘The need for

‘mainstream Despite th
1abel, “New Keynesians” share the core commitmcnt f thelr
New Classical opponents to analyse the economy only in
terms of the choices of a representative agent optimising over
time. For New Keynesians as much as New Classicals, the only

across the admissible political spectrum, from pro-austerity

European conservatives to American ho savour the

memory of Clinton era debt reduction. Even someone like

Paul Krugman, who bas been the foremst critic of austerity
i g
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coneraits, and tha maccocononic ey kb
usted to central banks, a5 npu:m\ features of the current
Pcnnd of “ T)msswm

hich must sooner or later

They ulso noted that in some cases Alesine-Ardagna had
misclassified periods of fiscal expansion as periods of fiscal
consolidation. Immediately following this, the Internasional
Monetary Fund (e 2010) noted that the way in which

Tk e

The Rise and Fall of Austerity Economics.
In 2010, Alberto Alesina from Harvard University was cele-
Drated by Business Wek for his serie of papers o fscal con-
lul\dnllun This was “his hour”, the m\da nm{hlmﬂd (Coy

had classified fiscal policy as being expan-

¥
with actual fiscal policy changes. In terms of both effects and

policy.
Faced with mounting challenges to his work, Alesina
4 p 3

2010, Hi y forward for
countries m.ng high mnemmwmamwu o nnﬂquz “Large,

Inaddi

/s lips. Such cuts, he reasaned, e the expecta-
tions of market participants and bring forward investment
that was held back by the uncertainty surrounding policy in
the recession. Specifcally, Alesina and Ardagna (2009) purpor.

plans i the middl of 1 fragile recovery. At the

ined,
rsed growh forecases for he Earo sged (Alesina 2010,

-

had successfully cut deficis, reduced debrs and seen higher
growth as a result. The mechanism by which this oceurs, cn-
S O o MRS i S

ment. The Washington Pos, taking stock of the argament, con-
cluded “No advanesd economy has proved Alesing correct n the
wake of the Great Recession” (Tankersley zcu!?- Not only did

governments, sing i
Iabelled " by Paul K

“This idea of “expansionary austerity” ~ the notion that cut
ting spending would incresse growh - is both an attack on
raditional notions of demand management and also extra-
ordinarily convenient for conservative

output dy i lne with he degree of
iy ey managed o impose (Degrauwe and Jizo13).

integrating in the eyes of all but a few diehard believers, a new
bulwazk of the auster.

makers, Notonly wauld reducingth defcitand nm burdens

ity movement. As the Greek deb crisis spun out of control and
i o

g the size
of the e, e would e ol o I th s e
since the confidence effects of fiscal surpluses on private
expenditure would more than offset any drag from the public

raction. Even berter, consolidation was berter
according to Alesina and Ardagnia (2000) if it was weighted
towards spending cuts, rather (han tax increases. As Coy
20100 notes “The bortom lne: Alesina has provided the theo-
recical ammunition fiscal conservatives want.

As Blyeh (2013) documents, this idea obtained immediate
traction among policymaking elites and by mid-z0to the idea
of deficit reduction in 3 period of weak demand (which might
otherwise have been deemed nonsensical) was receiving sup-

periphery concer wih public debt rose even in countries like
the s, where bond markets were untroubled and yields on gov-
emnment debt remained at record lows, For respectable opinion,
question was when, and not i, government deb needed to
becut,if we dont wat to " reece” s
It was at this point that the paper by Reinhare and
Rogoff struck its mark. Using a pancl of daia on growth and
government debt over many decades, Reinhart and Rogof
came up with a magic number - 90% government deb to

faced a sharp drop-offin growth rates.
ith expansionary austerity, this argument caught on

the immediate need o restore “confidence” in the markers.
Thus, for example Jean Claude Triche, the president of the
European Central Bank, abserved:
ik tht e i
e ack of e
par o bouschalds, s, savers and nvesors who fel thar fcal
poiie e n soune e sucaiable*

O1li Rehn and Paul Ryan, among others, to justfy a push for
decp, immediate deb redtuction, Unlike the Alesina-Ardagna
paper, this one was not easily refuted. For one thins, the con-
struction of the paper made it difficult for other researchers to
try 1o replicate the results. But despite some early warnings
about interpretations of the data (Bivens and Irons 2010;
Ferguson and Johnson 2010), this difficulty was generally

ity was «:nlhumxursl?y endorsed by policymakers (especially
but ot only in Europe), the intellectual case collapsed almost
immediately. The paper was... “dissected, augmented, tested,
refuted and generally hauled over the coals” (Blyth 2013). First,
Jayadev and Kanczal (2010) noted thet none of the alieged
cases of expansionary austerity oceurred during recessions.

interpreted as a nasa
basis for scepticism. Second, and more insidiously, there is
widespread agreement among mainstream economists that
high government debt muse eventually reduce growth, and so
Reinhart and Rogoff’s work was received without much critical
scrutiny. The go% threshold seemed to simply confirm o
widely-accepted principle.
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i notsurprising therefor that the erors i Reinhart and

he malnitream. Thomas Herndon, Michac) M\ and unb:n
Pollin, all from the University

= = SPECIALARTICLE
too easily. For the past 30 years the dominant macroeconomie
‘models that have been in use by central banks and leading
macroccanomists have had very little time and space for

i cy.In particul od-

department that has been called the “single most mrpnrum
heterodox department in the country” - published a paper in

the consequence of coding errors and omissions and non-
standard weighting of data. The 0% drop-off in growth dis-
appeared when these errors were correcied.

Even more devastatingly, Arindrajit Dube (2013) (also from
the University of Massachusets) showed that if at all there
was a correlation between debr and growth, it was more
likely that episodes of low growth led to higher levels of
ebt rather than the other way around. Again, this counter
argument had been made by oppanents of austerity and
coukd have ey been verfed by supprtr of sty o1

Rogoff themselves, but simply had not been
taken serious!

With the prm— s for the austerity con

i v, spucshacio on e readact iy i
could be adopted with such little vetting.

“The media proposed various relatively benign reasons: con-
frmmation b i iicians,et.

els really ranged only from what have been termed real bus

proache Y
approaches on the other: perspectives tha are considerably
closer in flavour and methodological commitments to each
other than to the “old Keynesian” approaches embodied in
such models as the 15-Lm framework of undergraduate eco-
nomics. In particular, while demand matiers i the short run

10 matter what, the economy always eventually returns 1o its
full-employment growth
while conventional economic theory saw the sconemny
as self-equilibrating, economic policy discussion was domi-
naved by faith in the stabilising powers of central banks and
i the wisdom of "sound finance”. Perhaps the major reason
Reinhart and Rogof s work went unserutinised for 50 long is
that it ws only putting nambers on the prevailing consensus.
This is clearly seen when one observes that some of the
same economists, who today are leading the charge against
austerity, were arguing just as forcefully a few years ago that
the most important macroeconomic challenge was red ucing
the size of public debr. More broadly, work like

surely.
failure of the Economics profession to offer a rational basis for
policy discussion.

G

. oy po
should be seen as class conflict - potecting the interests of the
the

Ardagna and ‘has been so influential Inrnn!n

the New Keynesians in the Econamics profession do not pro-

vide a compelling argument in favour ofstimulss. New Keyne-

sians follow Keynes in name only; they have certainly given

‘bewer pnl-tv advice then the I\mrri:nx in recent years, but.
urally

y

failures hzu, one

warof ides
priorties, Austeriy,from this viewpoint, i less an intellecrual
failure than a deliberate choice reflecting the palitical domi-
‘nance of finance capital and capital in general*

Our purpose in this paper is to more deeply explore the bat.
tle of ideas and the extent to which the “macroeconomic con-
sensus", shared by mainstream economists across the.
spectrum, must take 3 large part of the blame. Many liberal

New Keynesian” economists have done yeoman work in mak-
ing the poliical case for stimulus and against austerity. But

they have not yet come to terms with the role their own theo.

retical and policy frameworks played i the turn to austerity -

and continue to impede realistic discussion of the crisis and
effective responses to .

and the other

The Limited Support for Fiscal Expansion
in‘Frantier' Theor
On a theoretical level, professional economiss today ate corn-
mitted ro thinking of the economy in terms of intertemporal
optimisation by rational agents. I effect, the first question o
askabaut any economic outcome is, why does this leave peple
beter off than any elternative? In such a framework, agents
heir endowments and tastes (and everyone else,) and
the available production technology in al future periods. So
they know all possible mixes of consumption and leisure avail-
able 10 them over the entire future and the utlity each pro-
vides. Based on this knowledge they pick, for all periods simul-
tancously (“on the 8th day of creation”), the ogtimal path of
i 1081)

fthe vasass-

laboy

Amherst tcam (and the alacrity with which o nerwark of lefr-
-aning bloggers and media figures publicised thelr resuls)
esina and Arda;

opti-
‘misation is always the default, it is natural to think that un-
employment is just workers making an optimal choice to take

nd R
inhart and Rogoff’s resuits was not difficul. The real question
s, how was such crude work so successful i the first place?
The easy answer is that it was telling policymakers what
hey Butthat

Eronic B Poltal
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pro-
ductive in the future, In this view - mockingly termed the
“Great Vacation” theory of recessions - stimulus is not anly
ineffective but unneeded, since the “problem” of high unem-
Ployment is actually what i best for everyone. Most economists
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bis clai i
to teach their graduate students that the best way to explain
changes in investment and employment is in terms of the
optimal allocation of consumption and leisure over time. New
Keynesians have spent a generation trying to show why the
economy can move (remporarily) off the optimal path. The
solution to these deviations is almost always found in mone-
tary policy and only in very special ean fiseal

Cogan et al (2010) show, the majority of these models provnde
very little empirical support for fiscal policy. Instead, the esti-
mates of effectiveness of fiscal expansion coming from the
wide array of these models were very small indeed.

‘Taken as a whole then, neither the New Classical nor New

ern macroeconomics - afford a e i ol
sion. It

policy play a (limited) role.
De Grauwe (2010) distinguishes “Old Keynesian’, “New Key-
el and “Heal Busines Cyee (Rleandiar” models. e nots

port for stimulus have “retreated” to older Keynesian frame
works like 15-14.But this erbrace of5-1a is onlyfo purposes

of advocacy; New

that the latter two “state of the art” f in
he puts i

10 the (01d) Xeynesian model there i o sutomatic rerurn o the long
runoutput e, As a s, polcy can ave  permaent f

On the specific question of government finances and the
sustainability of debt, the analysis in any modern macro-
econommics textbook is in terms of the intertemporal budget

fect on oupet. The

constraint.

dhock

chan or equal to the.

end
o e o e vesent ad consumpein. s 3 el ot
tevel

present value of future time, minus the current

infinite time (chis is how

very rapidly;
becmseof s 1 vges ad pres. B fndamentaly, e str
cure of these two models i the sa

i .

balance the
economists think), debt must g0 10 zero. And it assumes that
interest rates and growth rates cannot be changed by policy,

in New. iymeaia sl ot hest banded by moneary
polc. Wil thes dlass o modes e cxrcocly e
varied, for the

is fully ancicipaed by finan

markets and passed through

hat governments face o limit on borrowin

n
Key problem arises because p«mmuy the interest rate gen-

i
in any given period. This is the starting pointfor all discussions

lead toa

of In

“wrong” real interest rate. As Simon
Once we b he wrong real et e he (s mpet
vioon 3 jsicon) New Keyesin anaysis deiimines

o and e employeet oy o he dermand s
Fer.

it bud

But this kind of budget constraint has nothing o do with the

kind of financial constraint the austerity debates are about,
s based on the id

natural kevel, we do o need t think about demand when calculating
I

s setting tax and spending levels for all period onee and for
all equa

insight into why, 215 probiems apars, it is monetary rather than Fscal
s Lewis 2o

qua
tion is unchanged if you reverse the direction of time and

New Keynesian Fiscal Policy
Indeed, the New Keynesian models that provide any support
for fiscal policy only do 5o at the zero lower bound, where
‘monetary policy has stopped being effective (And even here,
the models can provide some tremendously counter-intuitive
predictions that For example,

reverse the sign of the interest race. This ap-
proach is nor specific 1o government budget consirainss, i is

economics. The srarting poiat for most macroeconomic text-
bk is the model of & “rresentaive agent” alloaing

fiite time horizon. Economic growih simply means tht the
such that the household, or planner, chooses a

in the canonical mode] of policy at the zL8, a payxoll tax cut is
contractionary, by the same logic that government expendi-
ture is expansionary (Eggertson 2010). Since nobody actually
believes this odd result - liberal economists universally sup-
ported payroll tax cuts as part of the Obama stimulus package
in 2009, and bemoaned the demand-reducing effects of the
cuts' he beginning of 2013

New Keynesians do not really believe their own models are

path of output with higher values in later periods than in
earlier ones. Financial markets and aggregate demand are not
completely ignored, of course, but they are treated as details to
be added later, not part of the main structure.

One important feature of these models is that the interest
fate is not the cost of credit or finance; rather, it is the rate of
substicution, set by tastes and technology, of spending o
taxing between dlﬂnen t periods. hc idea that interest is

and the present, was 2xgllilhly one of the most important

i chis i , butas

the pumm.:y of bood maskess umnm ‘government hndxt!
options. As 500 as we begin talking about the state of con-
fidence in the bond marker, we are talking about a financial
constraint, not @ budger constraint. But the wlmk luglc of
contemporary macroeconomics excludes the

<‘<'
2

——— — mlmm

conomises fed wih fcuy i heit paeans 1 he wisdom

of Economic Perspectives, piierra (2007) argued. o
Tht worldwide progress in monetary policy s a great achievement

¢ 00 point
inthy

years ago, 52
Today, acader k

o Macrocconomics —are they seriously discussed.

a5 never before .. The warlduwide working consensus provides 3 foun.

This framework I ndb
its on government finances. On the one hand, it ignores the
poskive possibiles of Anancial repression 1 bold dow the  an otk e monsary ol n e e
interest rate, and addn  Chel Keynesian
hi debtcan who was soon 1 esd Barack Obaras Councl of Econemie

ity —
be hed Y the public pectuanently rather chan being eveniu.
ally paid

Advisors, was even mare obsequious in her praise for the

borrow
in any given period. (This goes for private budget constraints
160) The theory simply does not have any place for questions
‘about government borrowing,

A faulty Excel spreadsheet was able to carry the field on
stimulus and austerity because the econorics profession had
already limited itself to conoeiving of the main problems of
fluctuations as either desirable or easily solved by monetary
policy. But the limits of modern are

‘The mast striking fact abot: smacropolicy i that we have progresed.
ol

tlon and the virtal disappearance of the business cycle in the la 25

reaped the rewards.Real shortun macroecomomic bas
been plendid. ... We have seen a lorious covaterrevolaion i the keas
and conduet ofshort-run stabdlisaion policy.

This was, to put i mildly, an overstatemen,

theary
only half the prablem. The other halfis the ol inplestons

ly,

doubt tha they have the decisive influence on real economic

by consensus
consensus that all the hard policy questions can be delegated
o the central bank.

The Preference for Tachnical Monetary Policy
1 the view of consensus macroeconomics, Keynes was right
that markess alone cannot ensure the full use of society's

the
g price,
interest rate. Let a wise plnnw setthat cornectly, and every-

0 them. Shart-cerm interest rates appear to have ceased having
much effect on longer rates and on economic activity well be-

tee full employment assuming pasicive interest rates, there
would uadaubredly be ways to work around the problem of
210 rates ~ committing 10 more expansionary policy in the
future, intervening at longer maturities through quantitative
mml,ndwmﬂnrwhﬂ:rhtulhdunlmmﬂode(

to Wicksell than to Keynes (Lq;mxbu 1987). But Wicksell
was deeply orred by thede thathe markt oo erest,
determined by the financial system, could depart from the
“natural” rate of interest required to balance demands for
present versus future goods, For him, this was a grave source
of instabiliy in any fully developed system of credit maney.
For modern economists, there is no need to worry: the prob-
Tem i solved by the central bank, which cnsures that the rate
bt x .

Wicksell is his focus on the specific features of the
system that allow the market rate to diverge from the natural

‘cenal banks - such many of
these unconventional approaches, they have had litle impact.
‘This failure should raise serious questions about whether the

i The

relaive stability of output and employment prior to 2008 may
D0t have been, s widely believed, due to the skilul hand of

tions that were largely outside their control. And in any case,

that stabilty is easy to exaggerate, In the us and Europe, the

so-called “Great Moderation” featured asset bubbles and long,

“jobless recoveries,” while in much of the develaping worid it

witnessed a series of devastating financial crises and repeated
"

failures that can cause the banking system to set the interest
rate at the “wrong” level, it s not clear why we should have

Nenetheless, faith in monetary-policy “Maestros” became

For economists who received their training under the mon-
‘etarist consensus that has dominated policy discussions since
the 19805, the terms “effective demand failure” and “monetary
policy exon” were practially synonys. This notion that the

reached

il fower in
as the commanding institution of the Europezn Union, and
central banks replaced government ministies as the main locus

Hesoric A licalwarnsy S Avaus

5 vou s o 32

central any level of

it wishes has always been a mattex of it rather than reason
or evidence. But it was a very convenient faith, since it allowed
the consensus to remove the most contentious questions of
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macroeconomic policy from the democratic process, and vest
them in a commitiee of “apolitical” experts.

i the other problem with the cult of the central
bankers: They have never really been apolitical. Mainstream
economists have made the disinterestecness of cencral banks
into an axiom - in standard macro models,the “reaction func-
tior”
about the world s, say, the relationship between unemploy-
‘ment and inflation, It is taken for granted thar while elected

o s i

bankers are disinterested technicians who only want what is
r i For

blurs the signal to sovereigns about the precarious state of
public finances and the urgent need to act” (Financial Times,
7 May 2012). In a letter to the Financial Times (1 June 2012),

blundly: In addition to price stabiliy, [the ecs] has 2 mandate
10 impose structural reform. To this extent, cyclical pain is
part of its agenda.” In other words, it s the job of the £cn not
simply to maintain price stabilicy or keep Furope's financial
system from collapsing, but to inflict “pain” on democratically
elected governments in order to compel them to adopt “re-
forms™ of its own choosing.

prominent liberal economists like Alan Blinder (who served on

‘What the £ca

y a
2011 memo t0 the Irlian governeaea, seng out the cond

the Fed r»m under President Clinon), the performance of  tions under which it would support the market in ialian debt.
“apolitical e sca' [ “full liberalisation of local public
gument g servi ticul i
e ypolcy 178 scale 's “reform [of] the collective wage
e bargaining o

firms specific needs..’ “thorough review of the rules regulat-
i s and

resue ol echnical judymens 1 o conequences Ot
strech into the o

Ths el o ot bk e pedescs i ot the
model should be extended ax system would
oy e i, e ad more e i et 1020 independent

committes (Blnder 108).
The idea of leavifig hard questions to “independent techni-
cal bodies” is seductive. But in practice, “independent” often
independent from democratic accountability, not from
the interests of inance. Private banks h

ity criteria for seniority pensions™ and raising the retirement
age of women in the private sector® (quoted in Corriere della
Serra, 29 September 2011).

ivatisation, weaker unions, more employer control over
hiring and firing, skimpier pensions. This goes well beyond

if one thinks that central banks are not the disinterested ex-
perts but representatives of a specific political interest, one
that stands t0 gain from privatisation of public goods and

policy. In the early rdl
to economic historians Gerald Epstein and Thomas Ferguson,
expnsonsry mnmry ey was bloked by pressure from

ly many i
and-burn “reform” being promored by the rca. But for the
most part, consensus macroeconomics endorsed the delega-

private bar
the emmm\y as a whole (Epstein and Ferguson 1984). Mule
recently, in the 1970s and 19805, for the Fed of this era, hold-
ing down wages was job number one, and they were quite

in acute political conflicts. And when a few hi-profile union
victories, like the 1997 successful strike of ups drivers, briefly
made it appear that organised labour might be reviving, Fed
officials made no effort to hide their displeasure:

sion of all to central banks, in-
sisted that monetary policy was a matter for technical exper-
tise and not democratic accountability, and downplayed the
real conflicting interests involved. This opened the way to a
power grab by the central banks, on behalf of the owners of
financial wealth who are their natural constituents.

T el ek

an
optimaly smange work, cosumpton end invesment across

-

Th
the two mest important ways in which the New Keynesian

way for the success of

s wiasover (quoted In Mitchellasd Erickson 2005),

Europe today offers the clearest case of “independent” cen-
ral banks taking on an overtly political roke. The £cp has

eign debt, ot because such imervention might fai, but
precisly because it might work. As Deutsche Bundesbank
‘president Jens Weidmann put it last year, “Relieving stress in

N
‘more direct, was the commitment of economists to the tenets

Commitment to ‘Sound Finance’
‘The term “sound finance” was adopted in the 19405 by the
pioneering American Keynesian Abba Lerner, to describe the
view that governments are subject to the same ind of budget
constraints s businesses and households, and should there-

the sovereign bond funding pain but
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He contrasted this view with his own preferred approach,
“functional finance”, which held that government budget deci-
sions should be taken with an eye only on the state of the

= SPECIALARTICLE
Targer stimulus bill. Lined up against her were cconomists
such as Larry Summers and Peter Orszag, The conservatives™

means
and lower taxes are needed, high inflation the nppumw, the
government’s fnancial position s irrelevan.

arguments in that debste recapitulated the language

Romer herself less than . Sum-
[ , “believed

ap through defct spending was important, but that &

pacage thr was t0o large could potentialy shift fears from

idea of sound finance. But ive,

iget deficit, which would

emotional
of the economy. As a resur, liberal, “saltwater” economisis
waver between incompatible views depending on the rhetorical
needs of the moment. On the one hand, when stimulus is
cequired, they dismiss the idea of financial constraints, and
reject the idea of some threshold above which the costs of

market” (Lizza 2009).
Mainstream New Keynesian economists want to argue that
lack of fiscal space is never a constraint on stimulus in bad
times, but that gaining fiscal space is a reason to run surpluses
in go0d times. Logically, these two views ere contradictory.
After all, “With low debr, fiscal po]l:y is l!s costly” and “With

and fopof e, wnd me qosn threshold was the (dis-

cliffs whm crpuiog for st by, g0 s s 1
dismiss when arguing for stimulus in bad ones.

spending s rarely promoted. Enstead appezls to unobservable
“cliff”, nonlinearities and future collapses in confidence
dominate the conversation ebout government spending, The
then kca President Jean-Claude Trichet was roundly attacked
by the pro-stimulus economists for arguing, in 2010, in the
depths of Europe’s recession, that it was time to cut deficits
and raise interest rates, on lhe mum; that:

high debx, fiscal

fession has so far failled to face up to this contradiction. Liberal
American economists seem unable to accept that if they give
up the idea of a threshold pass which the costs o public debt
sise steeply, they must also give up the main macroeconomic
MDﬂ

& constraint on stimulus in bad times, then it is not sensible o
talk about “paying for” stimulus with surpluses in good times.
Instead, they remain committed to the idea that govetnment
surpluses are definitely, absolutely needed - not now, but at
some point in the future, they say. But that only cedes the
moral high ground to the principled austerians who insist that

s opid
detoation of oadenc mont Wesd sousuenes o Do

iy s s s e B v at
an overwhelming majoricy of ndustrial couaties are ow in ¢
hose uacharted waters, where confdence is potendally ot stake.

TheProblemIs i the Economics Profassion
In the stimulus vs usterity wars of the past four years, the

As the erities rightly pointed out, there is no evidence or
systematic argument for these “nonlinear responses”, The
Reinhart Rogoff paper was intended 0 pmvule exactly such

consensus have undoubredly been on the right side of macy

case, -

ter lrgumems Burchey have o vmorl And o theie viesories
less

ke Tric
et was undoubredly pat of the reason (m its success, The

thanyou mvlhl expect,since in s end, e it e econ-
my, of the economics profession, and of economic policy

he Iar x vision of ? ies!
perpetually teetering on the edge of a financial ciiff, And one
reason for the persistence of this vision is that it is shared by
many of Reinhart Rogoff's liberal crtics.

Here again is Christina Romer - one of the country's leading
“Keynesian” economists — arguing in 2007 that the biggest

y
are not sufficiently worried about halding down government

admits, there is no direct evidence that high
public debt has caused any problems so far. But

ly
‘macroeconomy exist, but they are simply ignored.

I this light, it is ineresting to compare Krugman's 2009
New York Times magazine piece with his 2013 New York Review
of Books piece. In the earlier articie, while he has plenty of
criticism of politicians, he makes it clear that the insidious
problem is in economics profession. Even the best economists,
he writes, prefer mathematical elegance o historical rea b,

ish of optimisation and rational expectations,
ignore the main sources of instability in real mmmm In

2009, blindness.

Bt it A, the debt

to the pos i i in a market eco-
nomy”, and mukhdenr that better policy would require bet-
ter economics. He was unsparing — and insightful - abott his

Soon after giving this speech, Romer would be one of the
g advocates within the Obama. fora

els used by “saltwater” econamists like himself, he wrote, stll
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are perfectly efficient.” He was scornful of the al purpose ex.
that “no one could have predicred", insisting that the
world faced disasters that could have been predicted, should
have been predicted”.
In the 2013 piece, this self-critical tone is gone. Now, the
as

ated. Their “failure 1o anticipate the crisis, he writes, “was a
selatively minor sin. Economies are complicated, ever-cha
entities; it was undersiandable that few cconomists realised”
the fragility of the system before the crisis. Instead, his fire is
all aimed at politicians, who *turned their back on practically
everything economists had learned”. The economists who
have given intellectual support for austerity are reduced in
this telling to 3 few outliers, a marginal clique. As a whale, he
now says, the profession understands the problem properly;
the lack of a proper solution is a sign of “just how little good
comes from understanding”. Building a better economics
seemed both urgent and promising in 2009; four years later,
that project has been abandoned

Conclusions

It is (00 easy to dismiss the idea of the pivot (o austerity as
being the failure of flawed papers ar as political opportunism
alone. Such an analysis misses the fact thar, for the majariey of

end in the road. If he is very bold, he might try to scale the
B

often, it s better to backtrack, to sec if there was a twrnoff
somewhere earlier on the road that looked less promising at
the time but in recrospect might have been a better choice.
‘This, he sugsests, is the situation of economics today. In this
case, further progress means, first of all, looking back o ear-

‘points in the discipline's evolution 10 see what of value
‘might have been overlooked.

How far back we need to g0 - bow long ago did economics
take the wrong turn that Jed us 1o the current impasse? Was
it 40 years ago, when the rational expectations revolation
overtumed Gordon's “Economics of 1978", which had  less
faith in central banks and was perhaps better suited 10
describing economies as systems evolving in time? Or was it
75 years ago, when Keynes' radical insights about funda-

st investment process were domesticated by writers like

n
150 years ago, when the classical wadition of Ricardo and
Manx - with its attention to dynamics, and central concern

approach that made economics primarily about the static
problem of efficient allocation? We do not here suggest that

fiscal policy have always been intellectually uncomfortable
while the arguments for zusterity and sound

naturally. A conception of macroeconomic dynarmics in whili
the economy was by its nature unstable and central banks
could not be relied on to stabilise it was difficult even to
describe in the language of the mainstream. This state of
affairsis what Gramsei would identify as hegemony.

‘The 2008 financial ersis anel the multiple subsequent crises
it engendered did seem to shake that hegemony. For 3 brief
period, it became obvious that writers such as Keynes, Bage-
hot, Minsky and even Marx had misch more to provide in terms

canon, but we think these earlier traditions suggest impor-
tant routes forward that have been abandoned. Indeed, thase:
emnamnu who worked in alternative traditions (Mmskynn.
Marxist, and even Austrian) had a much
mere robust vu:bﬂllry for making sense amz erisis and
the responses
The it wodd has gone through a prolonged.
period of stagnation and misery and may have worse ahead of
. Probably 1o policy can completely tame the booms and
busts that capitalst economies are subject to. And even those:
steps that can be taken willnot be-taken without mewssm
fror

he top journals. But

criss have faded, the consensus has reassered tself. No-
where, perhaps, has this been more evident, and more conse-
quential, than in the austerity wars.

of strong pop

the outside. The ability of economists to shape the world, or
g00d o for ill i strictly circumscribed. Stil, i is undenable
that the case for austerity - so weak on purely intellectual
grounds ~ would mever have conquered the commanding
heights of policy 5o easily if the way had not been prepared for
Where

If Krugman got it right the first time and

it by the pas 30

i not just that

po , modern

pol chem —the question, then, is what
550 be done? These are those who argue that these is rothing

suudied, that it is just a matter of adding a few more frictions.

endeavours that the discipline always improves on self. As
any historian of ideas might suggest, this narrative of con-
imati i and
intellectual “progtess” s often down a lind alley or wrong turn.
In Axel Lefjonhufvuds eloquent essay on the value of study-
ing the history of economic thought (Lejonhufvud 2002, he
offers the metaphor of a traveller who finds himself at a dead
o

grac edu-

cation ~ tended to hinder rather than help, While when the
0 austerity came, even shoddy work could have an out-

size impact, because it had the whole weight of conventions!
opinion behind it. For this the mainstream of the economics

profession — the liberals as much as the conservatives ~ must
take some share of the blame,
Nores

4 For the purpores ofthis aricle, Hoeral refes o the lefside of mata-
rear US ol s opposed 10 conservaiive, “New| iclersion
pertcular methodalogy In macoeconomics, which corbines the Wal-
Fasian geecralequibriom framework of neoclassical sconomics wih &

0 33 T Eoonemc & ol

SPECIALARTICEE

» Cogan, John F and Cui,
Gl Ky ressn the ot v 0 Wil Vol
o, xv:uumd Keynesian,

2010, ew Keynesian e’ mimeo.
5 Covirmane SPieg Joace, Ao e Wt o i) “The

Coy, peter (2010 “Kernes

profssion, wi
;«w pore wmm w0 mm helr models s wm"ivmm,nm:muwm e
ooty o Gt The

Coneral,
coriee d(”u S oul: Ticher

ket uSemm

Zich

het ¢ Draghis Koot Laurence (ou; “Americ's Debt Woe
et cltable In. hdsca el s o i <)
b

Aesina

Great Austrity War:

o polls, whls Treiae e Wi Causd he U5 DELCH W g M‘khrﬂ,mu.cm,.

Focal mm in ol

2 See Enropean Ceaural Bask. Interview with

and Abnormal Recessions, V

Liberaion 8 Iy 200,
§ P gl Lo ot o) - 8
o, T

i i ot
iy o e s e’
Vo, 21 Febrary.

z

fnancil sharks are crcing. Gr
i defegein, bt o]

e s et

2 Time Before
‘Asesing Cousal Iverpretatons
i eiarsad o v i
o, G 8 Gowo: Wit Pl Py s
v 2ot vt R iy

2 Michac oot ) x

Epti ety and Toena g G084

idation for @ sample of 7 OECD coun
e cver the period 1978-2000, e find thet
frl cmsolianon b ypealy had Sgni
cant dicbationaleffcts by raiing iecual-

il Cnlic: T Eedr Reere and
el r

k.mhulm st ‘rmtion nd G
aeeonc Ty,

oo T Wikl Hekage” o 570,
 f Economies Working Papes, De-
patment of Econcmmics, Universiy of Treo,
fualia,
(oD Th Uis o Hasory”, Dearmentof
Universiy of Teene, T

22, Ryan (z009): Insde the Cris: Larry Sury
e a0 e W o Esoer T,

New Yooker, Ocober
Machel, Dl asd Cuisuper L rckon
20 Do e el U

Wocir Brgaiing and Snamy Wi

‘Decen u.pm
erpunn e, Thonas ad e Jen ()
i Upside Down? Detc Famtasies in the

ing long erm anemployment. The cvidence
i i

Finascial Times Gaoiza)- Monesary Poliy 1s No
7y

have had, on average, larger disubutionsl
el ha t based: i

5 Fortsemeolvharayriow scnemics i devlo-
it ol ok e,

e model cou
i b sy pa\m s oy e vk
of Lance Tayir, particul

S ot a0y

Reinhart, Carmen M and Kenoeth § Rogosf w0
o i of D A e
Ao Ry 00 ey
2010573
Romr, Gt 1007 “Miasoscnaaie Pl
19605

 pehtad s
i

)
& Miepuided Revalution” speech delered st

e i iy Nacnion Armal

Meti

Ty s (13, Seqoss, 1o Some
Econormis, s NoSweal, Weshington o, Aprl.
T, Lane (3000 Roimatng Marors

‘modelthar s moseofen used i he verson de-
eoped by Robert Solow, ince Solow himselt
ulhm‘mmilkmmnm et
al piminion 3 e

Y wwwnebelpne)

Poleieal
Virking Paper 322, Al 2013; -1/

theaintrean, Harvaid Univeriy Press.
Tricher, doan-Claude (z010): “Scirmulate 50 More
Now It forall to Tighten”, inancii

Thie i b roni because Reinbars and Rogoff
Bave bexh argued (abeic anenthusiasiically)

o0,
D i e 10 st

mmnmmmzmmmm e
ymesian ctonomics eally he

& See 4o the discussion on the Trpe Criss
g Sl o sk

R, Ao vy il Adsment What
Kow and What Are We doing?”, Merea:

Revisiting Communalism and Fundamentalism in India

Survey

Septamber 8,012

¥
Surya Pakash Upodhyay, fowena Robinson

Nesina, Aberto and Silvis, Ardagna (3009):
“Fanes Versus

from

s an outcome of the competiive aspirations of domiration and counter-domination that began i
colonal tmes. Cyrical dstostons ofthe democratic process and the polticisation of elgon i the
eary decades o Independence intensfied . In ecent years, economic Boeaisaton, the growth of
opportunites and a multplying middle cass have fsther aggravated it More alamingly, snce the
oe0s, il

Binde Al ok Gomenmen Too Pl
, Vol 76, No 6, November

3 Esate,
s, -2 i K o e Mkl 8 1
il

December, 1097, B
[y —
ous da, OUD USA.

‘poitics of Hindutva playing ominous roles.

Forcois e 1 G Moy
Political

0521 A 1o sl

s s ety WD AUGUST 10, 30 VoL XUVIE N0 33

5/5



