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“Madmen in authority”

“Madmen in authority, who hear voices in the 
air, are distilling their frenzy from some 
academic scribbler of a few years back.”
-- J.M. Keynes, The General Theory, 1936, p. 383.

Why are we having this debate again?  
Can’t economic science resolve it once and for all?
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“Maynard’s Revenge”…and backlash

General Government Debt as % of GDP, 2005, 2010
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Debts, deficits and economic growth

Formally, the debt is unsustainable when the 
rate of interest exceeds the rate of economic 
growth. g > i.

The fiscal deficit also depends on the rate of 
economic growth:
Upturn: tax receipts rise and automatic 
stabilizer fall.
Downturn: tax receipts fall and automatic 
stabilizers rise.
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US GDP Growth Rate and the % Change 
in the Public Budget Balance, 1991-2010

Sources: Weeks, J. 2011. How to calculate the deficit: Can’t Anyone in Congress Count? 
http://jweeks.org/Measuring%20the%20US%20Deficit.pdf
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Austerity during recession: 
Spain 2012-2013

Proposed deficit cut from 8.5% of gdp to 5.3% 
this year and 3.0% in 2013

Recession lowers gdp, which means even 
steeper cuts required to meet targets.
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The Behavioral Dimension

Debt may reach a critical level at which capital 
markets lose confidence, requiring a large 
increase in interest rates for continued 
attraction of capital.
This will, in turn affect the i/g comparison.
Problem:  lack of empirical evidence in recent 
US experience.
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U.S Fiscal Balance as a Percent of GDP and Real Interest Rate, 1992-2010
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Beyond the “confidence fairy”:
The science of fiscal austerity

Reduced deficits lead to lower interest rates 
(Taylor, Rubin).  
This should result in:
1.  Increase in private investment
2.  Increase in household consumption (saving 
less desirable and consumer credit is cheaper).
3.  Currency depreciation and increase in net 
exports and thus aggregate demand. 
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The Neutrality of Fiscal Expansion

Ricardian equivalence: Public sector borrowing 
will be offset by forward-looking households 
who reduce spending in anticipation of future 
tax increases. (Barro, 1979)

Crowding out: Public spending crowds out private 
investment. The multiplier effect of government 
spending is less than one. (Barro and Redlick, 
2011).
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Recent econometric studies find that fiscal 
austerity associated with reduced GDP

Across countries and over time: Deficits are 
expansionary (Guajardo et al., 2011, Chowdury 
and Islam, 2011, Jayadev and Konczal, 2010, 
Baker, 2010).

These studies refute the sample selection 
assumption of studies that find evidence on 
expansionary fiscal austerity (Barro and 
Redlick, 2011 and Broadway and Bent 2010)
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Why does the political debate continue?

Limits to deficit growth (see sustainability 
condition).
Keynes was wrong on the relative power of 
ideas and vested interests.
Problems with economics as a science: 
Problems of induction (econometrics) and 
problems of deduction (“unrealistic”
assumptions and alternative closures).
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The “con” in econometrics

“[F]ormal econometric work…has had almost no 
influence on serious thinking about substantive 
as opposed to methodological questions.”

--Lawrence Summers, “The Scientific Illusion 
in Empirical Macroeconomics,” Scandinavian 
Journal of Economics, 1991.
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Models as metaphors

The rhetorical power of the Keynesian model–
the persistence of effective demand failure and 
the endogeneity of the fiscal balance – is weak 
compared to the power of the metaphor of 
austerity rooted in hope, fear, corruption and 
class.
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Power of the austerity metaphor

1. The restoration of confidence.
2. Class interest: reduce support for the poor by dismantling the 

welfare state.
3. The failure of the Bush tax cuts to “starve the beast.”
4. Appeal of the “household” analogy.
5. The specter of future tax increases.
6. The appeal of “crowding out”.
7. This time will be different (see 1937).
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Weakness of the Keynesian metaphor

1. The multiplier effect and the need for 
symmetry.

2. Redistribution and effective demand 
growth (expansion with fiscal neutrality).

3. Equilibrium with “involuntary 
unemployment.”

4. Endogeneity of the fiscal balance.
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Incommensurable visions of economic 
equilibrium

Pre-Keynes (Barro): Long-run equilibrium has 
full employment, thus in short run deficits will 
crowd out and create voluntary unemployment.
Keynes: Long-run equilibrium is a series of 
short-run equilibria in which involuntary 
unemployment is generally persistent. Deficits 
fill effective demand shortfalls and can “crowd 
in” private investment.
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No End to the Debate in Sight
18

Economic science unlikely to resolve the 
austerity debate.
Despite economic globalization, the politics of 
austerity are primarily national and local.

18



19

Austerity and OWS

Occupy Wall Street movement shifts the 
national conversation from “debt” to 
“jobs”.
Political class retains focus on fiscal 
austerity.



Mainstream Media is Starting to Pay 
Attention
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Sources: Boushey, H. 2011. On Ideas on Evidence Connecting Inequality and Economic 
Growth and Stability, Paper presented at SCEPA Fall Seminars. The New School. 

11/15/2011
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US GDP and Public Finances, 2005-2010
(billions of dollars)

Sources: Weeks, J. 2011. How to calculate the deficit: Can’t Anyone in Congress Count? 
http://jweeks.org/Measuring%20the%20US%20Deficit.pdf
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US GDP and Public Finances, 2005-2010 
(Percentages)

Sources: Weeks, J. 2011. How to calculate the deficit: Can’t Anyone in Congress Count? 
http://jweeks.org/Measuring%20the%20US%20Deficit.pdf
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The case for fiscal austerity:
Debt growth and market confidence

The growth in public debt is nearing levels that 
will be unsustainable in the sense that the 
government will not be able to meets its debt 
payments or, at a minimum, will have to raise 
interest rates significantly in order to continue 
to borrow because of a decline in market 
confidence.
Debt growth associated with slower economic 
growth (Reinhart and Rogoff, 2010).
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Keynes on the “classical” special case

“I shall argue that the postulates of the classical theory are 
applicable to a special case only and not to the general 
case, the situation which it assumes being a limiting point 
of the possible positions of equilibrium.  Moreover, the 
characteristics of the special case assumed by classical 
theory happen not to be those of the economic society 
we actually live, with the result that its teaching is 
misleading and disastrous if we attempt to apply it to the 
facts of experience”

--Keynes, The General Theory, 1936, p. 1.
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“Vision” in economic thought

“Analytical work begins with material provided 
by our vision of things, and this vision is 
ideological almost by definition.”
-- J. Schumpeter, History of Economic 

Analysis, 1954.
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