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| POLICY AND “CROWDING ouT”

onse t0 the dc.ep est recession in the United States since the Great D ‘

nresP” administration proposed a large fiscal “stimulus” pjq Ff’Pressxon,
ent spending and taxation. A fiscal stimulus[i,nv’:,.l ( ls‘cal poli-
ment spending or tax cuts, o .bc?th.) The current stimulus pla,‘:f;;;crrscascs
mises between the Obama administration and Republicans in Congre ome
compr h Substantial tax cuts and increases in government spendi oy g
ed bott federal government deficit b pericing. Together,

would increase th.e ederal government deficit by over $700 billion.
A fiscal stimulus 1s 2 standard. Keynesian™ response to a recession. The logic
behind these policies 1S that re.:cessw{}s can bi caused by insufficient total demand
for goods and services. If saving (a. leakage” from demand) exceeds investment
n i ection” of demand), ther.e will not be enough. demand to buy all the goods
nd services that the economy 18 capable of [?roducmg at the “full employment”
ds will go unsold, and firms will reduce output. They will cut jobs,

Jevel. Some §0O ; 0. 5
cancel supply orders, and even close production facilities. The economy will spiral

into recession. :
In standard Keynesian models, either tax cuts or increased government spend-

ing can increase total demand, a}nd therefore total output and employment. An
initial increase in spending (by either the government or the recipients of the rax
results in new income for other individuals, who then go on to spend part (not
which results in new income for still other individuals, and so
on. Ultimately, this series of additions to income results in a total increase in gross
domestic product greater than the original increase in government spending or re-
duction in taxes. The increase in real GDP divided by the initial spending increase
is called the “multiplier.” The standard Keynesian view implies a multiplier greater

overnm

they

cuts)
all) of this income,

than one.

The Conservative Critique

Conservative economists, whose intellectual heritage includes decades-old attempts
o ref%ue Keynesian theory, disagree with this view. They argue that government
;fl’:z‘iislfi}glecannot possibly increase overall economic activity, and that thcz stimulus

refore doomed to fail. This position is sometimes known as the “Treasury

View” (because it mi .

the G (because it mirrors the arguments of the British Treasury Department during
re .

at Depression) or the theory of “crowding out.” The new government spend-

from higher taxes

ing) thCS
e ec : .
O incregg dOHOmlsts argue, “has to come from somewhere,” either
i e . - . 3 -
government borrowing. Either way, the increase in government spend

ing wi
gWI“ come a¢ the e A )
xpense of private spending.

the S .
e ; :
Tl di nd.mg is financed by tax increases,
e individuals’ after-tax incomes and therefore reduce thei

conservative economists argue,

this wi
r spend—
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deman

h borrowing the increased governmep,
u .
is financed throug Inve

. s, and this will “crowd out” priyare .
ing. If it :erest ra,tec;s that would have been profitab|e at lowme_nt'
loans Wil ate investment ProJcablc at the higher rates, and therefore uliir in.
(Some P::wm :ons of this theory, known as “dollar-for.d “no'E
terest rat eme v}:;sdccrcasc in private investment wi]| & olla;

X LI
ken.) Ex act|

¢ underta at t : . 2Ctly offye
e e out, argue th ing, and there will be no change i the t
Crowdlng 8 OVQra“

. .

ices. :
and servi . . £
output of goods " ecvention is ot only incapable of pulling the econom,
nt i
Governme

: it is also unne
: mists argue, it is a cessary,
: onservative econo : & d | 11 4
of a recession, € ment, the quantity of funds people are willing ¢
: . invest ’ T
more savu:ig ;,han iyl people are willing to borrow at the Curre
u
.“ excee the q y
iy The surplus of loanable fun. is lower) and borrow and i Ple wil
e (since the reward for saving is lower) an fvest more (since
in : iniecti i
save less Sf borrowing is lower), until the injection of investment and the leakage
t};e cost 0 re equal. In short, if insufficient demand ever caused a recession, th,
of saving a ) itself back to full employment Without an
. Neeq f,
d qUICkly pull 1tse Y or
economy woul g
government intervention.

Or

Out
If ther is

© loan g,

nt

' ) intel’(:St
ds will drive down the interest rage, Peo

Keynes’ Rejoinder

Keynes agreed with the idea that saving equals i‘nvestn.lent. In his vie
this is true not only when the economy is producu.lg at its f.ull-
ity, but also when it is producing at far less than 1ts.capac1ty.
the “classical” economists (as he called the conservative ortho
an incorrect view of the relationship between interest rates
this was at the heart of their errors about the possibility of
The classical economists believed that as interest r
would increase, and that as interest rates declined, savings
agreed that this was true at “a given income,’

rate would also affect the amount investment
A higher interest rate,
comes,

W, however,
employment capac-
Keynes argued that
doxy of his time) had
and savings, and thy
prolonged recessions,
ates increased, savings
would decline. Keynes
> but that a change in the interest
and therefore the level of income.
he argued, was associated with lower investment, lower in-
and therefore lower saving; a lower interest rate, with higher investment,
higher incomes, and therefore higher saving. (As people’s incomes increase, they
spend more and save more; as their incomes decline, they spend less and save less)
;" Ke}’fles’ view, saving will equal investment whether investment and saving are
S:Vti}:lgh ;%2 éztt; ;0::?; the fu”‘emPlo)’r.nent level of output) or if investmeﬂ; :iﬁ
n a low-outpy, high-unemployment economy). In the la

Case, Keynes believed, there wag No guarantee that the economy would Pu“ el
ack to fy]| employmen;.

_Keynes was alsq
fowWing could ¢rq
foted that ¢
ic Works May i
in othey directj

well aware,

N nt bor
long before his critics, that governme
wd out some pl'iV

ate investment. In The General Theory itselﬁuhi:
Nment directly increasing CmPloyme,n . pent
the rate of interest and so retardin & mv?Stn;uL
imply, however, dollar-for-dollar crowding®
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[ increase in government spending can result in

. an increase j

. 1S v e . - €int

’ Condlnon than the initial spending increase (a multiplier gr otal
ar

cater than one),

200 ar‘t‘icle in the Wa{/ Street. _/Ot’t’rnal, conservative econo
15 a “plausible starting point,” that the multiplier act
parr " hat the dollar-for-dollar crowding-out theory means—g
S Lat’s ending will be matched by equal decreases in private spending, and
” ment ZP fect o real GDP. When it comes to estimating the multiphi'r al::as:z
will havc_z‘; Jata from 1943-1944, however, Barro finds that it is not zero, b,ut 0.8
First,c contrary to Barro’s intc.znt, this is actually a dispr.oof of dollar—for:
wding out. It means that increased government spending brought about
d real GDP, though not by as much as the spending increase. It increased
increaS‘:1 crion of public-sector goods by (much) more than it reduced the produc-
tiOen ;?privafe’seaor goo.ds. Unless or:le vic}:lv'vs .private—sector goods as .intrinsically
ore valuable than publlc—sector goods, this is not an argument against govern-
memSZEZijirlngz;rro chose to base his study on two years at the height of the U.S. mo-
bilization for World War IL. When the economy is at or near. full employment, the
uliplier is bound to be srr?all. If all resources are already being used,.the only way
(o produce more of some kinds of goods (say,.tanks and war planes) is to produce
less of some others (say, civilian cars). Keynesian economists certainly understand
this. Their point, however, is that government spending creates a large multiplier
effect when the economy is languishing in a recession, not when it is already at
full employment. :

Economist Mark Zandi of Moody’s economy.com reports much higher multi-
pliers for government spending. Zandi estimates multipliers between 1.3 and 1.6 for
federal aid to states and for government infrastructure expenditures. The multipli-
ers are even larger for government transfers (such as food stamps or unemployment
compensation) to the hardest hit, who are likely to spend all or almost all of their
increase in income. Zandi estimates these multipliers at between 1.6 and 1.8. Tax
cuts for high income individuals and corporations, who are less likely to spend their
additional disposable income, have the lowest multipliers—between 0.3 and 0.4.

Why the General Theory?

mist Robert

ually Cquals
n increase in

323:;:2’?;:% claise against stand%rd Keynesian fiscal stimu.lus policy rests ox;lthe
i il Et all of t.he economy’s resources are already being used to the fullest.
d Mony bec;s moﬁt important work 7he General Theory .of Emp{oy?zent, Intgresz,l
tself o : eclilsle e thought that the orthodox economics of his tlme. con r;)e
ieve thay thif Waa case, the case of an. econo'my. at full em[?loyment. He did not de—
Velop  theory ¢h ast gener.ally thﬁ.t case in capitalist economies, and he sought to de-
g explained this.
“Ome fropm, f:n[:::}tl Co,f’lser.vatives make against government spending—"it has to
ere’—is actually no less true for private investment. If dollar-for-

‘
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dollar crowding out were true, thereff”ore, it Wf)uld be‘just as impogsib), for -
ull the economy out of a recession. This, of ourse, woulg ' g v
vestmen;etchz) nomy Was already at full employment (and ap ftiare "
If the economy were already operfatmg.at u ;apam_)"imagine ; Si't"n).
in which all workers are employed, a}lcttc))lrnes are humming iy, aCtiyj; i
and no unused resources wou.ld be available to expand Pro.dUCtion i demz 24' ,
creased—the argument th::lt increased government s.pendmg could innd ink
overall economic output might be plausible. But that is manifestly o, o clcl:“e
ic situation. =
econ;){::lcglt)P declined at an annual rate of 6.3% in the fourt
The official unemployment rate surged to 8.5%, the highest ¢
March 2009. Over 15% of workers are unemployed, have given
or can only find part-time work. Employment is plummeting
million workers each month. A theory that assumes the econ
employment can neither help us understand how we got into

can get out.
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