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“In political economics, the day of the Neanderthal
Man — indeed, the day of the pre-Keynesian Man —
is past.”

—Walter Heller New Dimensions
in Political Economy (1967)

from his post as Chairman of the Council of Economic Advisers in 1967, Professor Heller confi-
dently prociaimed a “growing consensus on the analytical core of economics,” buttressed by “lessons
of performance well done that will not be early undone.” Indeed, réflecting a near decade of robust
growth, even President Richard Nixon announced his conversion to the new economics four years
later: “We are all Keynesians now.”

But the boom of the 1960s gave way to the bust of the 1970s, and with the 1980s arrived a new age of
uncertainty. Clearly, Professor Heller's consignment of “pre-Keynesian Man” to the historical dustbin
was a bit premature,

The performance of the economy in the 1970s caused economists and politicians to unlearn their
lessons, and rather earlier than the confident demand managers predicted. “The raw fact that hits
everybody is that the economy has just not behaved according to the best Keynesian madels,” the
well-known University of Minnesota economist Thomas Sargent noted in 1978. "We were good
Keynesians once, but we had to change our minds.” And their models, also. For the highly touted and
much relied upon tradeoff between inflation and unemployment broke down. It was, to put it in a nut-
shell, the ever rising “misery index”— the sum of the rates of inflation and unempioyment — that sank
the leaky Keynesian boat.

Non-Keynesian economic theory is becoming once again academically respectable. Moreover, a
new, “supply-side” political program of tax rate reduction, sfower money supply growth, and a return
to the gold standard has promised to cure inflation without the recession and unemployment tradi-
tional anti-Keynesians, such as FA. Hayek, have always insisted is inevitable, But the supply-side an-
swer to the dilemmas of Keynesian demand management has elicited strong criticism— and political
problems of its own.

The Manhattan Institute conducted separate interviews (here run concurrently) with Professors
Anna Schwartz of the National Bureau of Economic Research, a noted monetarist: Robert Lucas of
the University of Chicago, a leader of the off-shoot of monetarism known as “rational expectations™:
and Robert Mundell of Columbia University, one of the intellectual godfathers of contemporary
supply-side theory. What have we learned from history and from our current deep recession? Where
do we go from here? The participants examine these and other questions. We also offer a synthesis of
monetarism and supply-side theory recently suggested by Professor David Meiselman of Virginia
Polytechnic Institute and State University. Professor Meiselman’s proposals were first made in March
of this year at a conference in Atlanta, Ceorgia.
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Idle Resources, Easy Money, and Hard Choices:
Toward an Understanding of the Crisis

Manhattan Report—John Maynard Keynes's
General Theory of Employment, Interest and
Money (1936} was designed to give government
policymakers a guide for full employment pol
icy, and his general framework was very widely
accepted in this country. The Full Employment
Act of 1946, for instance, is fundamentally
Keynesian, and virtually every textbook written
in the last thirty-five years has reflected Keynes-
ian assumptions.

Today, it seems, many economists, and per-
haps the public too, have lost confidence in
Keynesianism. Would you discuss your judg-
ment of Keynes's approach to macroeconomic
management?

Robert Lucas—{'ve lost faith in Keynesian
theory as a body of doctrine that’s suitable for
making the Employment Act of 1946 work. |
think it presupposes knowledge of the structure
of the economy that doesn’t currently exist.
Whether the public agrees with me, | don'tknow.
My impression is that, while the pubiic seems
disillusioned with establishment economists, it is
hoping that some wizard will come up with
something new. So there’s a lot of receptivity to
crackpot economics.

Anna Schwartz—The underlying assumption of
Keynes's approach is that the private sector is
unstable, requiring periodic correction by fiscal
policy changes to stabilize it. The validity of that
assumption is highly questionable. Postwar
experience suggests that destabilizing actions by
public agencies dominate private sector
behavior. To say the very least, fiscal policy has
been badly timed, acting as a net destabilizer,

Robert Mundell-Well, Keynesianism is indeed
a way of managing the economy. When there are
a lot of unused resources in the economy — capi-
tal and labor resources — and no markets for
them, then expansionary fiscal policies in the
form of tax cuts or government spending can be
useful and may even be necessary. The danger,
of course, is inflation. In the 19305 this was no
problem. Interest rates were very fow — 2 per-
cent or less - and there were no huge budget
deficits.

Mow, after years of Keynesian-type policies
and some degree of success in the sense that
we've avoided really major depressions, we've
reached diminishing returns. We've run into
problems of confidence, inflationary expecta-
tions, and s0 on. Demand-side monetary and fis-
cal policies, as monetarists and Keynesians pre-
scribe, have really reached the limit of their
usefulness. We have to follow other avenues.

MR —Did Keynesian stabilization policies ever
work?
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Arnna Schwartz— Keynesianism seemed to work
for a time, although in our book, A Monetary
History of the United States 1867-1960 (1963},
Milton Friedman and | related that to the stable
monetary growth after 1947, Admittedly, that
stability may in part be a statistical construction,
because before 1947 we have only single-date
monthly measures of monetary growth. After
1947 we have monthly averages of daily figures,
which may have a smoothing influence on the
monthly pattern. Still and all, there is a decided
difference between the erratic movements in
monetary growth before 1947, and the stability
that came after and continued up until the
inflated period of the 1970s.

Robert Mundeli—l(eynesian policies were not
really adopted in the 1930s, partly because the
level of government spending was low in rela-
tion to GNP and there were no tax cuts of any
appreciable kind introduced. Roosevelt was
obsessed with balancing the budget, and unem-
ployment was still as high as 9 percent after ten
years of the New Deal. Government spending
programs were visible and significant, but they
were not large in relation to the economy. The
first major adoption of Keynesian policies in the
U.5.— large deficits plus expansionary monetary
policies — occurred during World War 11, In the
1930s Keynesian policies flourished only in Nazi
Germany under the influence of Hjalmar
Schacht, Hitler's Minister of the National
Economy,

After the postwar recession of 1949-1950,
increased government spending arising from the
Korean War raised both the price level and the
level of employment. | should also mention the
tax cut in the Kennedy-johnson era, which was
justified partly on Keynesian grounds. What
Kennedy proposed in 1262-63 was a change in
what had up to then been a wrong policy mix
{called the SamuelsonJobin neoclassical syn-
thesis) of easy money and budget balance or
surplus. It was a movement to tight money to
protect the balance of payments and prevent
inflation, and a tax cut o increase employment
and stimulate the economy out of its growth
stagnation. It was a resounding success untif the
Fed became too liberal in 1965,

Keynesian tax-increase policies designed to
stop inflation in 1968 didn’t work. The 10 percent
surcharge didm’t stop inflation. instead, it played
a part in creating the following recession,

MR — Some economics textbooks written today
claim that economists never offered policy-
makers a choice of trading off inflation for
unemployment, But this seems to contradict
what the profession, or at least a significant part
of it, did say.




Anna Schwartz —That's right, | think many econ-
omists did say that. The 1958 article in Econo-
mica by the British economist A. W. H. Phillips
was really the initial statement of that tradeoff,
which came to be called the Phillips Curve, The
Phillips Curve was enormously influential. It just
became part of the received wisdom. Arthur
Okun, James Tobin, and Alvin Hansen, for exam-
ple, all believe it. '

Robert Lucas —The Phillips Curve is dead. That's
easy to see after the fact. [t wasn’t so easy to see
fifteen years ago. The Phillips Curve is the rela-
tionship between transient or surprise inflations
and unemployment; it doesn’t have anything at
all to do with sustained inflations.

Look at Latin America, where there are coun-
tries with massive inflations that are no more
prosperous and have no better employment
record than countries with stable prices. There is
a lot of evidence that sustained inflation doesn’t
buy you anything in terms of a higher standard
of living.

Robert Mundell—There is a relationship
between unemployment and inflation insofar as
there is a relationship between unemployment
and the rate of change of wages, which of course
influences inflation. Wages are a part of the cost
of living, and they play a big part in the con-
sumer budget, so there’s a relationship between
the rate of inflation and unemployment. But
that is a short run adjustment factor applicable
to a given state of expectations.

Keynesians believe the relation between
unemployment and inflation is negative and
that the Phillips Curve is stable and fixed. The
monetarists, following Friedman, believe that
the Phillips Curve — although they don't like to
use that term — is vertical at what is called the
“natural” rate of urnemployment. The third
group — the supply-siders - believe that the Phil-
lips Curve can be shifted favorably by an appro-
priate mixture of monetary and fiscal policies.
Particularly, one can get a more favorable Phil-
lips Curve tradeoff by changing the policy mix
from a purely inflationary monetary policy to a
tighter one in conjunction with substantial fiscal
stimulus to the economy that aids both produc-
tivity growth and effective demand. Under a
fixed exchange-rate gold standard, of course,
monetary policy is self-governing, and the scope
for macroeconomic policy lies in the level and
mix of tax and spending policies.

MR —Keynesian demand management policy-
makers — Walter Heller comes to mind as the
most significant member of this group — claimed
to have solved the problem of business cycles in
the late sixties, based on their apparent success.
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The Phillips Curve — Where is the Tradeoff
Between Inflation and Unemployment?

How do you account for their success and what
did you predict would be the outcome of their
policies?

Anna Schwartz—It was predictable that infla-
tion would accelerate because the Fed had
accelerated monetary growth. The other view —
that there is a tradeoff between inflation and
unemployment and that we can keep the infla-
tion rate moderate and still ensure full employ-
ment— turned out to be wrong. Even Tobin even-
tually granted that inflation was worse than he
had anticipated, but he still argued that it was
possible to keep the inflation rate moderate, and
that inflation was acceptable anyway because
people had jobs.

We must recall that in the sixties the economy
started from a very low inflation rate. A lot of
monetary and fiscal expansion was possible
before the ill effects became visible. If we began
the 1960s with the level of inflation we began
with in the 1970s, our perceptions of policy-
making might well have been different.

Robert Lucas— My interpretation of the sixties
— and the fifties as well — is that the main ingre-
dient of policy was not so much fine tuning,
although people may have thought that that’s
what they were doing, but a smoothing of in-
stability in both monetary and fiscal policy rela-
tive to the seventies,

Robert Mundell - Policymakers in the 1960s had
two great advantages. First, the gold exchange
standard meant they had to protect the value of
the dollar by paying attention to the balance of
payments. That kept monetary policymakers
from making too many mistakes, although
monetary discipline weakened after Congress
scrapped the gold cover provisions. The other
advantage was the 1964 tax cut, put through
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“When Keynesian economics discredited the idea that
deficit spending on a sustained basis is a very bad

over the heads of a lot of the “Keynesians,” who
objected to it in their support of the neoclassical
synthesis.

MR- in the heyday of Keynesianism, business
cycies were relegated to the history of theory.
But with the loss of confidence in economic fine
tuning, there has been a renewed interest in busi-
ness cycle theory. How do you feel about this
development? Is the business cycle obsolete?

Robert Mundell--in part, we create business
cycles because every government wants to look
good before the electorate around election
time. There is a tendency to follow tough but
necessary economic poticies after an election
and then “shoot up” the economy as new elec-
tions near. Such artificial business cycles wil be
with us for some time to come, at least until we
restore the international discipfine based on
fixed exchange rates and gold or find some other
workable system,

Yet business cycles are caused not only by
economic politics, but also by new investment
opportunities, innovations, and raw material
scarcities that require reallocation of {abor and
capital. Business cycles will always exist as
necessary responses to such changes, although
good policy can tame their severity. If we can't
eliminate business cycles, we can at least use
thern as opportunities to weed out past mistakes
in legislation and so restructure our economy,
which is our basic strength.

Anna Schwartz — Here at the National Bureau of
Economic Research (NBER) we kept on studying
business cycles through thick and thin, Business
cycles were never obsolete here.

The traditional kind of work that NBER did in
business cycles involved looking for empirical
regularities, Milton Friedman and | looked for
empirical regularities too, but we had some kind
of theoretical framework which could account
for these regularities. Geoffrey Moore also did a
lot of work here in business cycles and he
attempted to explain regularity in specific
processes covered by his data, butnotin a com-
prehensive framework such as we used. For us
the business cycle was explained essentially by
changes in the rate of monetary growth. Robert
Lucas has a more refined analysis that stresses
unexpected changes in monetary growth to
which agents respond on the basis of limited
information, but we started with the much
simpler proposition that an increase (an unex-
pected shock) in the rate of growth will produce
an expansion in business activity, and that a
decrease will produce a recession. in the Lucas
formulation, agents initially confuse absolute
and relative price changes. Other economists,
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thing, it unhinged the system.”
— Robert Lucas

notably Karf Brunner and Allan Meltzer, see the
limited information problem as arising from
agents’ initial inability to distinguish transitory
from permanent shocks.

MR —That brings:us to the theory of rational
expectations. Dr. Lucas, what about your theory
of rational expectations? How does it differ from
previous explanations of business cycles?

Robert Lucas— Rational® expectations is based
on an idea that Jack Muth'advanced back in the
early sixties. It’s really a suggestion of how to
incorporate expectations into economic models.
Economic models are attempts to describe indi-
vidual decision-making problems, and since any
economic decision depends-on what people
expect to happen in the future, the principle of
expectations is a very important one, Rational
expectations theory really is an extension of the
idea that there are no profit opportunities lying
around out there in the economy up: for grabs.
Rational expectations are what force internal
consistency in economic models. The theory is
important in macroeconomics because there
was no consistency in the mainline Keynesian
models. They left open the possibility — they
actually predicted — that individuals would
make the same mistakes in the same direction
vear in and year out, There were no corrective
mechanisms built into these models,

In forecasting inflation, for exampile, the Phil-
lips Curve model assumed that a recurring
annual inflation rate of, say, 10 percent would be
a surprise each year, People were supposed to
begin the year expecting stable prices, their pre-
vious experience notwithstanding, and each
year the same inflation would supposedly take
them by surprise. This assumption was built into
the basic equations of the models. If you take
into account how people actually behave, it’s
obvious the old models would make the wrong
forecasts.

However, business cycles are difficult to
reconcile with any kind of rational expectations.
They are collective mistakes, periodic wastes of
resources. They do harm and don't do anybody
good. The question is: if we assume people are
economic men acting in their own self-interests,
how is it that these intelligent people make the
same mistakes over and over again? That's a
hard puzzle. I've tried to answer it by consider-
ing the importance of information. An intelligent
person will make a mistake if he’s somehow
short on relevant information and if the signals
he thinks meant one thing in fact mean some-
thing else. ! think that is the key element in
connecting monetary and economic activity
and in explaining business cycles. There are
some models which help to give us clues as to
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“Supply-side tax cuts and monetary policy protective of
the value of the dollar is the policy mix we need now.”
— Robert Mundeli

how this process might work, but there’s a long
way to go. ' :

There is one problem with this and other
theories that stress the agent’s ignorance of
what's happening with the quantity of money, In
fact, it’s not hard to get information about the
quantity of money. If the quantity of money
goes up sharply in a month, any regular reader of
a major newspaper will know about it. 'm not
comfortable with some recent models because
they hinge a little too much on ignorance about
the money supply. The answer to this problem
may be that the relevant concept of money is
not well captured by standard aggregates like
M.

MR —Dr Lucas, you seem to be implying that
economists haven't come up with a theory that
really explains depressions.

Robert Lucas—That's right. Fconomists like
myself or Milton Friedman who attach great
importance to changes in the quantity of money
in causing a depression have got a hard theoreti-
cal problem on our hands. Why should the
changes in the quantity of money - basically a
units change — alter decisions people make
about production, employment, and so forth?
That's the great puzzle with business cycle
theories. Why doesn’t a purely nominal variation
in the number of dollars in circulation simply
change the general level of prices and nothing
else? All the evidence is that some movements
of money, in fact, have very disruptive effects.
But getting a theoretical maodel to explain why
that shHould be so has turned out to be a big
challenge,

Robert Mundell, Columbia University

MR -~ Moving now from theory to practice,
what, in your opinion, would be the right policy
mix to get us out of the current recessionary
doldrums?

Robert Mundell—Supplyside tax cuts and
monetary policy protective of the value of the
dollar is the policy mix we need now. Even if we
don’t go back to gold this year, we should try to
stabilize the international value of the dollar We
should try to reduce unemployment to 5 percent
and interest rates to 6 percent. The only program
capable of doing that is the supply-side program
of stabilizing the price of gold and cutting taxes
even more than the Administration has so far
managed to do.

Robert Lucas—1 think a combination of supply-
side economics and tight money is very unfortu-
nate. it will be a shame if that part of monetarist
doctrine which is basically accurate should be
discredited because it happened to be com-
bined with this tax cut business. The economic
rationale for the tax cut just never existed,

MR —Could you go into that?

Robert Lucas— et me distinguish between two
elements which often get lumped under the
label of supply-side economics. The idea that
taxes have a distorting effect on economic
incentives and that it matters which mix of taxes
is used to finance a given level of government
expenditures is a very old one. Traditional public
finance theory has always tried to assess which
sorts of tax structures have the least damaging
incentive effects. That’s what some recent work
by Michael Boskin, Martin Feldstein, and others
has been about, and this work has advanced the
frontiers of public finance quite a bit. We've had
a hell of a lot of good work done in that field.

But the idea that cutting taxes generally
would stimulate the system enough to increase
revenue - which is what | think is the key claim
of supplyside economics — doesn‘t have any
foundation whatsoever either in fact or in
theory.

Robhert Mundell — How much tax cuts will stimu-
late the system is a matter of degree. If you go
back to the period preceding the recession of
1974-75, the budget was close to being balanced.
At that time | suggested a large tax cut to offset
the negative effect of the high oil prices and to
provide the effective supply and demand to
prevent a recession, But the Ford-Simon-
Greenspan economic tearmn didn’'t want tax cuts.
The upshot was an economic and, for President
Ford, a political disaster. We should learn a
lesson from the 1974-1975 recession, which
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