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Introduction
The Lesser Depression
Some call it the “Great Recession”. I call it the “Lesser Depression”. It is the worse episode of macroeconomic distress that the U.S. has seen since the Great Depression itself—although it does remain and will almost surely conclude as far smaller than the Great Depression of the 1930s. It is the largest episode of prolonged high unemployment since World War II. And it is what the American economy is going through right now.
 
If economics is of any use at all, it should be able to help us understand our current Lesser Depression—to give good and convincing answers to the four obvious questions:
 
1.Why, irregularly but semi-periodically, do industrial market economies suffer recessions and depressions?
2.Why is this particular Little Depression sharper, suddener, and larger than other such episodes we have seen in the post-World War II period since World War II of the 1940s ended the Great Depression of the 1930s?
3.Why is the economy not recovering nearly as rapidly as the economy did before during other pre-1990s post-World War II economic downturns—why is this Lesser Depression dragging on for so long?
4.What should the government be doing in order to fix the Lesser Depression—to make it as short and as near-painless as possible?
5.Why is the government doing what it is doing rather than what we economists advise it to do?
 
 
 
How to Do Economics: Goldsmiths, Plumbers, and Pigs
Before we start to tackle these questions, however, comes a digression on the method of economics as an intellectual discipline.
 
There are, broadly, three ways to do the intellectual discipline of economics. My old teacher the late Rüdiger Dornbusch gave names to the practitioners of these three intellectual styles.1 He called them “goldsmiths”, “plumbers”, and “pigs”.2
 
Goldsmiths: Goldsmiths start with a few organizing principles—principles of human psychology and motivation and of market structure. They would then work them with precision, deducing theoretical corollaries and consequences to create a finely-crafted, detailed, and beautiful intellectual structure They would then apply that structure to understanding the world. I could follow this style, but then this book would be very much like a Principles of Economics textbook, and there are enough Principles of Economics textbooks in the world already—I am aiming to write something different that will, I hope, be more useful.


Plumbers: Moreover, there is a danger in attempting to be a goldsmith. You might turn out to be a plumber instead. Suppose that you start with your few organizing principles of human psychology and motivation and of market structure, but you get them wrong. Or suppose that you get your organizing principles right but try to apply them to situations that they do not really apply to. Then when you reach the end of your intellectual journey you will discover that you have constructed an elaborate Rube Goldberg-like device that gives no insight into what is going on in the real world.


Pigs: Better, Rüdi thought, to be what he called a “pig”: to leap into a subject with vigor, and then to wallow in the subject until you emerged with a defensible and coherent point of view, even though you did not proceed with goldsmith-like precision from a few organizing principles of human motivation and market structure to their logically-entailed conclusions. When Rüdiger Dornbusch called my other teacher Lawrence Summers “a fearful pig”, he was paying him a high compliment.
 
We are going to be pigs. We are going to look first at some data about the recent history and current state of the economy—at the Lesser Depression in which we are enmeshed—then we are going to look at some old-fashioned economists' attempts to think about and understand economic situations like the one we seem to find ourselves in today, and last we are going to wallow in the subject and so attempt to assess, explore, and develop the different hypotheses about what is going on that economists have set out.
 
Let us start wallowing.
 
 
 
What Happened: A First Cut
The Employment-to-Population Ratio
[image: 20110814 DeLong The Lesser Depression.pages-4.png]Here in Figure 1 is a time-series chart of the single key quantity you need to study to understand business cycles: the civilian adult employment-to-population ratio. 
 
Every month the Bureau of Labor Statistics (BLS) of the U.S. Department of Labor sends its interviewers around the country to conduct the Current Population Survey (CPS). They ask a random sample of civilian American adults questions. One of the questions is: “last week, did you do any work for pay or profit?”3 The proportion of American adults who answer “yes” to our first CPS question—“did you do any work for pay or profit?”—is the civilian adult employment-to-population ratio: the fraction of American adults who say that they have jobs.
 
The Seasonal Cycle: The first thing that catches my eye in the chart is the high-frequency annual wiggle pattern. Almost every single year the share of American adults with jobs reaches a peak in the early summer, declines in the late-summer vacation season, climbs to a lesser peak in the fall before Christmas, and then collapses in the winter to rise again in the spring and the early summer. 
 
[image: 20110814 DeLong The Lesser Depression.pages-2-1.png]More people want to work in the (early) summer and fall. Some businesses—construction in the northeast and midwest comes to mind—cannot effectively function in winter. Other businesses see sharp increases in the demands for what they make and sell as the Christmas rush approaches. 
 
[image: 20110814 DeLong The Lesser Depression.pages-3-1.png]These factors together add up to the seasonal cycle. 
 
The BLS uses a statistical procedure, its X-11 time series filter, to remove the seasonal cycle from most of the data it collects so that it can present what it calls “seasonally adjusted” time series. Figure 2 shows both versions of the employment-to-population ratio—the unadjusted and the seasonally-adjusted series—from the start of 2002 to the end of 2006.
 
Figure 3 plots the seasonally-adjusted employment-to-population ratio since 1950. When I look at this chart, I see three things of immediate note (the seasonal cycle has been removed): American feminism, the business cycles, and the latest and largest post-World War II business cycle—our Lesser Depression. 
 
[image: 20110814 DeLong The Lesser Depression.pages-5.png]Feminism: The first is the rise of American feminism.
 
Between the late 1960s and the early 1990s an extra seven percent of American adults—all of them women—entered the labor force and found jobs. This socioeconomic transformation is one of the most interesting and remarkable features of our time, and everybody should study it in depth, but not here: it is not the topic of this course.
 
[image: FRED Graph - St. Louis Fed-21.png]The Business Cycle: The second is the so-called business cycle. Semi-regularly in the post-World War II U.S., in 1953, 1957, 1960, 1970-1, 1973-4, 1979-82, 1991-2, 2001-2, and now 2007-9, the seasonally-adjusted civilian  adult employment-to-population ratio crashes. 
 
In a short period of time measured in months or seasons it falls by two or three percentage points from its normal level for that time and that stage of the feminist revolution. It then recovers—although it can stick at its relatively low level for a time (as it did in the early 1960s) and when it recovers it recovers more slowly (sometimes much more slowly) then it had crashed. These crashes are what economists call “downturns” or “recessions”: if the downturn is a large one and if the civilian adult employment-to-population ratio remains relatively depressed for a considerable period of years, then economists resort to the D-word—“depression”.
 
 
 
The Lesser Depression
[image: FRED Graph - St. Louis Fed-21-1.png]The third notable thing about Figure 3 is our current downturn, our Lesser Depression. It is itself unique for three reasons: the size of the downturn, the fact that this time the market economy was not shocked into a downturn by something governments did but rather did it to itself, and the failure—so far—of there to be any meaningful recovery from the downturn.
 
The Largest: First, as a share of the country’s population and labor force, our current Lesser Depression is by far the largest such downturn we have seen since World War II or indeed since the Great Depression of the 1930s itself (which was a much larger relative macroeconomic disaster than the one we are suffering through now). Our Lesser Depression starts with a large, sudden collapse in the adult civilian employment-to-population rate of a magnitude nearly twice as large as the largest previous such post-World War II downturn—the three percentage point of the civilian adult population decline in the Carter-Reagan-Volcker downturn of 1979-1982. 
 
Market-Generated: Second, the Carter-Reagan downturn and the other largest post-World War downturns were in large part caused by government shocks to the market economy. The Carter-Reagan-Volcker downturn was the result of two large and obvious shocks to the market economy administered by governments: the Iranian Revolution of 1979 and the Saudi Arabian acquiescence in the tripling of world oil prices triggered by the conquest of power in Iran by Ayatollah Khomeini and his allies, and Federal Reserve Chair Paul Volcker’s decision that it was time to bring on an economic downturn and depress the employment-to-population ratio by creating a liquidity squeeze of high interest rates by shrinking the money supply in order to reduce inflation by demonstrating that the Federal Reserve would not keep money cheap enough to make it profitable for private businesses to keep borrowing and spending no matter what. By contrast, the 2007-9 downturn saw no correspondingly-large external shock administered to the market economy by the world’s governments as its cause: no large-scale removal of oil rigs from production, no liquidity squeezes by central banks nothing—this time the market economy did it to itself all by itself.
 
[image: FRED Graph - St. Louis Fed-4.png]The Flatline: Third, the downturn of the Lesser Depression has, so far, been followed not by recovery but rather by flatline. The civilian adult employment-to-population ratio in late 2011 is what it was in late 2009. Recovery as measured by the course of the civilian adult employment to population ratio has not just been slower than the downturn: recovery has, so far, been nonexistent. 
 
The civilian adult employment-to-population ratio as of August 2011 is lower than it has been at any moment between today and 1983, back when American feminism was only half-formed. So far, at least, there is not even a hope that its end is in sight. As of this writing in August 2011 economic forecasters are by and large predicting that the employment-to-population as of the end of 2012 is more likely than not to be not lower but rather a little bit higher than it is today.
 
This failure of recovery is worth underscoring. In 1973-1975 the adult civilian employment-to-population ratio fell by about two-fifths as much as it fell in 2007-2009. In 1979-1982 it fell by about three-fifths as much. But after both of those downturn episodes recovery came swiftly and recovery was rapid: the employment-to-population ratio rose almost but not quite as steeply as it had previously risen, giving the track of the employment-to-population ratio on the graph the appearance of a “V”. That has not been the case in this Lesser Depression: so far, at least, this episode looks more like an “L”.
 
 
Economists’ Wrong Explanations
Economists have a number of theories of why the downturn that started the Lesser Depression was so large and why the recovery from it has been so slow—indeed, to date nonexistent. Some of these theories, those put forward by economists whom Rüdiger Dornbusch would classify as “plumbers”, are simply wrong. We can dispose of them quickly.
 
[image: FRED Graph - St. Louis Fed-6.png]A Great Forgetting?: A first group, headed by Arizona State University’s Edward Prescott, has argued for decades that business cycles are the result of—and are socially optimal responses to—uncertainty and stochastic variation in the rate of technological change. 
 
It is certainly the case that good news about technology can produce a boom, with rapidly growing output and employment and productivity above trend: recall the second half of the 1990s. And it is certainly the case that bad news about resource availability can produce a downturn: that was certainly part of 1973-1975 and 1979-1982, and perhaps the larger part of 1973-1975. 
 
But technology does not regress: we do not forget how to make and do things, and thus Prescott’s attempt to attribute a sharp downturn in employment and production to some change in economically-applicable technology—to a “great forgetting”—seems doomed to failure. Indeed, in our Lesser Depression the argument seems to go the wrong way: it is not that the productivity of American workers today is lower than in the past or lower than expected back in 2006, it is rather higher.
 
A Great Vacation?: A second group, of which the most vocal member is the University of Chicago’s Casey Mulligan, claims that downturns come when workers lose their taste for employment, and that you can tell that this is so by looking at the “Douglas formula” relating movements in labor productivity relative to trend to movements in employment relative to trend. 
 
[image: FRED Graph - St. Louis Fed-5.png]Indeed, as of the second quarter of 2011 labor productivity was 5% above its 2003-2007 trend, which Mulligan claims reflects a decline in desired work hours by American workers of 15%—much more than the decline in work hours actually seen in the Lesser Depression. According to Mulligan’s theory, the entire fall in the employment-to-population ratio is simply the result of American workers’ sudden desire to work less: to take a great vacation—itself induced, he claims, by the fact that if you have no job the Obama Administration will pressure your lender to reduce the principal amount you owe on your mortgage.

The big problem with Mulligan’s story is that people did not quit their jobs in unusual numbers in 2008 and 2009: instead, they were fired. 
 
Firings went up, quits went down, and more important new hires went down as firms that would otherwise have expanded found that they did not have the customers to justify expanding employment. Mulligan never asked the very first reality-check question: does my theory of why fewer people are at work today fit with the process of how the decline in employment actually took place? The answer is that it does not.
 
Most important of all, however, is the question of how the unemployed feel about their status. In Mulligan’s theory they are happy not to have jobs: they could get jobs at the prevailing wage that others are getting, and have decided not to. But few of America’s unemployed today are at all happy with their situation.
 
A Great Europeanization?: A third group, headed by the University of Chicago’s Robert Lucas believes that the failure of the employment-to-population ratio to recover to normal levels is due to fear of the policies of President Barack Obama. Lucas believes that “[o]ur economy has got a remarkable ability to return to its long term growth trend... quick[ly]: two or three, four years...”4 But things were not back to normal by 2009, or 2010, or 2011. Lucas’s conclusion? This: 
[image: FRED Graph - St. Louis Fed.png]
Liquidity is no longer the problem.... Yet business investment remains very low.... [T]he problem is government is doing too much.... Likelihood of much higher taxes, focused on the “rich”. Medical legislation that promises large increase in role of government. Financial legislation that assigns vast, poorly-defined responsibilities to Fed, others. Are these conditions that foster a revival in business investment, consumer spending?5

 
But the answer appears to be “yes, it is”.6
 
Business spending on equipment and software has recovered very well from its downturn, and is in no wise dragging the economy down by doing worse than average. It is other components of spending—housing construction, government employment, consumer spending by middle-class households now far underwater with their home mortgages—that has failed to recover. The claim that business fear of Obama’s policies is at the root of slow recovery does not seem to pass its first consistency checks with the data.
[image: Eurosclerosis, Then and Now - NYTimes.com.png]Paul Krugman7 observes that much of Lucas’s confidence in his Obama-centric explanation comes from yet another failure of Lucas to mark his beliefs to reality. Obama’s policies have attempted (so far without any notable success) to move the structure and function of the American government closer to those seen in more social democratic western Europe. And it is an item of conservative faith that in western European countries red tape strangles employment and enterprise. A case for such an argument could have been made from the mid-1980s—but not before—until the end of the 1990s—but not since.
 
Government Guarantees: Yet a fourth group believes that excessively-generous government loan guarantees induced too many working-class households who could not afford to carry mortgages to buy houses and thus too many American construction workers to build too many houses. Since the market system cannot easily deploy the construction workers elsewhere—they are, when not engaged in building houses, zero marginal product workers—we are doomed to suffer depression until the overhang of excess houses constructed during the 2000s housing bubble is worked off.
 
The problem here is once again a failure to mark the theory to market. During the boom of the 2000s America built perhaps five million houses above trend and financed them with mortgages on which perhaps $100,000 per mortgage will never be paid back. That is a total economic loss to investors in the housing sector due to overconstruction of $500 billion dollars. But the world economy had, in 2007, $80 trillion total of financial wealth. How can a $500 billion loss bring an $80 trillion wealth economy into a depression? That question is never answered.
 
[image: 20110810 Grand Traverse DeLong Macroeconomic Situation.ppt.png]Moreover, the claim that we have to wait until the overhang of bad capital investment produced by the housing bubble is worked-off would lead us to predict that the U.S. economy would by now be in a healthy boom, because the overhang of housing construction has been worked off. As Figure 11 shows, the housing boom that led to above-trend housing construction has been followed by a housing bust of below-trend housing construction: we now have perhaps one million fewer houses than a simple extrapolation of pre-bubble trends would predict. When people become tired of living in their sisters’ or their in-laws’ basements and resume normal housing purchase patterns we will find that we have not an overhang but a shortage of housing investment.
 
I believe that all four of these theories illustrate one of the great vices of economics—what Joseph Schumpeter in called “the Ricardian vice”.8 People have started from what they take to be obvious principles of human psychology and markets—that people seeking their own welfare trading in markets will create an efficient system of production in the case of the “great forgetting” and the “great vacation” explanations, that high taxes and tight regulations can impoverish an economy in the “great Europeanization” explanation, and that government guarantees in finance induce “heads we win—tails the government behaves” behavior by lenders—and reasoned to what they take to be logical conclusions without ever doing the elementary sanity or reality checks. The fact that this goldsmith-like reasoning can go so awry in the hands of those who are not very skillful at it or not terribly grounded in reality was the reason that Rüdiger Dornbusch scorned those economists whom he called “plumbers”.
 
You need to be aware that these theories are out there. And you need to be able to rebut them. But once you are aware of them and do know how to rebut them, do not let them trouble you further.
 
Let us turn, instead, to attempts to understand the origins and persistence of our Lesser Depression that have promise.
 
 
 
Toward an Understanding of Macroeconomic Downturns
Jean-Baptiste Say and Thomas Robert Malthus: For most of human history before 1800 most people spent most of their time working to provide for their own households: gathering their own roots and berries, hunting their own meat, sewing their own furs, growing their own food, weaving and sewing their own clothes, building their own houses. Purchases and sales in the market were a relatively small part of total economic activity. 



However, starting in the eighteenth century economic growth brought us to a place where—in northwestern Europe at least—most of what was produced was sold in the marketplace for money—and the money thus earned was used to buy other things in the marketplace, other things that other households had made.



This disturbed people. “What if it all went wrong?” they wondered. They understood how the markets made supply balance demand at an equilibrium price for any one particular commodity. But would the whole hang together as a system? “Could we wind up,” they wondered, “in a situation in which everybody—or a large number of people—are wasting their time making things nobody wants to buy? In which people who want to work can’t find useful employment because nobody will hire them because nobody trusts that they will be able to sell the things that their employees would make because nobody trusts that everybody will have jobs and thus have the income with which to buy?”



French economist Jean-Baptiste Say proposed an answer back in 1803. He said: “no.” Every seller, Say argued, was also a potential purchaser. Nobody would sell anything without intending to buy something with the money. And so purchasing power flows throughout the economy in a circular flow. Workers and property owners only sell and rent their hours and their resources to businesses because they then intend to spend the money they earn buying goods and services. The goods and services that they buy—well, those are the goods and services that the businesses make. So businesses sell final products to households and buy factor services from households, and households buy final products from and sell factor services to businesses.
 
Thus, Say claimed, the idea that there could be an economy-wide shortage of purchasing power was incoherent. It could be that there would be excess supply of some particular goods and services: perhaps exercise studios were expecting more people to sign up for yoga classes than actually do, and so there are yoga teachers without students and yoga mats without people sitting on them in the Lotus position. But the money people decided not to spend on yoga lessons they decided to spend on something else—espresso drinks, say—and there are long lines and harried, overworked baristas at coffee bars. The economic system would soon adjust to the excess supply in one industry and the excess demand in the other by moving capital and labor resources from industries where they are in surplus to industries where they are in shortage – in our example from the yoga studios to the coffee bars. 
 
It would take something truly extraordinary, Say thought, to break the reliable operation of this circular flow principle—what economists came to call “Say’s Law”. As an economist of a younger generation, John Stuart Mill, put the argument:
 
There can never, it is said, be a want of buyers for all commodities [and labor]; because whoever offers a commodity for sale, desires to obtain a commodity in exchange for it, and is therefore a buyer by the mere fact of his being a seller. The sellers and the buyers, for all commodities taken together, must, by the metaphysical necessity of the case, be an exact equipoise to each other; and if there be more sellers than buyers of one thing, there must be more buyers than sellers for another...9

 
The economist Thomas Robert Malthus protested that even though Say’s Law sounded good in theory, it failed the test of practice:10
 
[T]he master manufacturers would have been in a state of the most extraordinary prosperity.... But, instead of this, we hear of glutted markets, falling prices, and cotton goods selling at Kamschatka lower than the costs of production. It may be said, perhaps, that the cotton trade happens to be glutted; and it is a tenet of the new doctrine on profits and demand, that if one trade be overstocked with capital, it is a certain sign that some other trade is understocked. But where, I would ask, is there any considerable trade that is confessedly understocked, and where high profits have been long pleading in vain for additional capital ? The war has now been at an end above four years; and though the removal of capital generally occasions some partial loss, yet it is seldom long in taking place, if it be tempted to remove by great demand and high profits...11
 
Indeed, Say’s claim that large macroeconomic downturns like the one we saw begin in 2007 did not pass the test of empirical reality. One such downturn took place in England in 1825-26 as a consequence of the collapse of the early 1820s canal boom. Say did indeed mark his beliefs to market—did recognize and analyze that somehow something going wrong in financial markets had produced a “general glut”, a large excess supply over demand for pretty much every commodity and also for workers willing to work.12 But Say did not then revisit his theory to figure out where he had gone wrong.
 
John Stuart Mill: It was John Stuart Mill who came up with what I believe is the best answer. In 1829 he wrote (although he did not publish it until 1844):
 
[Say’s Law] is evidently founded on the supposition of a state of barter; and, on that supposition, it is perfectly incontestable. When two persons perform an act of barter, each of them is at once a seller and a buyer.... If, however, we suppose that money is used, these propositions cease to be exactly true.... Although he who sells, really sells only to buy, he needs not buy at the same moment when he sells.... [When] there is a general anxiety to sell, and a general disinclination to buy, commodities of all kinds remain for a long time unsold, and those which find an immediate market, do so at a very low price.... In order to render the argument for the impossibility of an excess of all commodities applicable to the case in which a circulating medium is employed, money must itself be considered as a commodity. It must, undoubtedly, be admitted that there cannot be an excess of all other commodities, and an excess of money at the same time. But those who have, at periods such as we have described, affirmed that there was an excess of all commodities, never pretended that money was one of these commodities; they held that there was not an excess, but a deficiency of the circulating medium. What they called a general superabundance, was not a superabundance of commodities relatively to commodities, but a superabundance of all commodities relatively to money. What it amounted to was, that persons in general, at that particular time, from a general expectation of being called upon to meet sudden demands, liked better to possess money than any other commodity. Money, consequently, was in request, and all other commodities were in comparative disrepute...
 
Mill’s point is that people don’t just plan to buy currently-produced goods and services: they plan to buy currently-produced goods and services and financial assets. And people don’t just plan to spend their incomes: they plan to spend their incomes plus whatever resources they plan to get from selling their financial assets. If everybody (or even a critical mass) of people plan to spend less than their perfectly possible for there to be too little demand for currently-produced goods and services—for the current flow of aggregate demand for goods and services to be less than the cost of the goods and services currently being produced.


Mill’s insight is crucial. Let us see if we can make it clearer:



Consider a normal—microeconomic—shift in demand: Americans decide that they want to spend somewhat less on manufactured goods and somewhat more on consumer services. Suppose, say, they plan to spend less money buying espresso machines and plan to spend more buying yoga lessons, so trading caffeine for inner peace. 
 
Assembly-line workers and businesses that make espresso machines then find that they have made more machines than they can sell. Some manufacturers cut wages and so their workers see their incomes fall. Some cut back on hours and employment and their workers find themselves unemployed. 



By contrast, yoga instructors find demand for what they do booming. They work extra hours. Exercise centers raise their prices. Wages and prices fall in manufacturing. Wages and prices rise in the service sector. Deficient demand for manufactured goods and assembly-line workers comes with excess demand for consumer services and service-sector workers. Manufacturing firms close and service-sector firms open. Workers who lose their jobs in manufacturing retrain in order to demonstrate how to do the Downward-Facing Dog.



In a short time the economy adjusts. 



Labor exits the manufactured goods and enters the service industry. The economy rebalances with fewer assembly-line workers and more workers in the service sector, the structure of production has shifted to accommodate the shift in demand, and the excess unemployment above normal disappears.



But now consider, instead, what happens when the excess demand in the system is not for something like yoga lessons—currently-produced goods and services—but instead for something like money—financial assets.



Households decide that they want to spend somewhat less on manufactures and to hold more cash in their wallets instead. Instead of spending normally, everybody decides to keep at least one $20 in reserve at all times. Those with less than $20 simply stop spending on manufactures—until somebody buys some of what they have made and they have more than $20 in their pockets. What happens next? Well, what happens in manufacturing is the same thing that happened when there was a shift in demand from manufacturing to services. Manufacturers find that they have made more goods than they can sell. Some firms cut their prices and wages and their assembly-line workers see their incomes fall. Some cut back on hours and employment. Inventories of unsold manufactured goods pile up. Entrepreneurs looking at their growing piles of unsold inventory cut back on hours and production even more.



But there is a big difference: there is no countervailing increase in spending, employment, and hours in the service sector.



Things then snowball. The unemployed assembly-line workers now have no incomes. They cannot afford to buy as much food or as many services or, indeed, as many manufactured goods as they had before. Inventories of unsold goods keep rising, and so employers cut back production and employment even more. Thus there is a second-round fall in demand which renders even more people unemployed—and not just assembly-line workers this time. And then there is a third round. And so on...



Moreover, everybody sees rising unemployment and falling incomes around them. Can you imagine a better signal to make you decide to try to hold onto more cash? Instead of cutting back on spending on coffee when you have less than $20 in your pocket, people start cutting back on all spending when they have less than $40 in their pocket. And the more the prices at which you can sell your goods falls and the higher unemployment climbs, the more desperate people are to pile up more cash in their wallets.



In a normal market adjustment—a fall in the demand for manufactures and a rise in the demand for services—the workers laid off from the shrinking sector (for example manufacturing: espresso machines) would rapidly be hired into the expanding sector (for example the service sector: yoga lessons). But this is not a normal market adjustment: this is macroeconomics, depression economics.



How far down does production and employment decline when the economy gets itself into a recession economics state? How high does unemployment rise? Well, employers keep cutting back employment—and thus keep cutting back their workers’ incomes—until they are no longer producing more than they can sell and inventories are stable rather than rising. And households keep trying to build up their cash balances until their incomes have fallen so low that they do not think that they dare economize on their spending any further to try to boost their holdings of liquid cash money. There the economy will sit, with spending, production, and employment depressed because at that level and at that level only planned spending is equal to income—until something happens to induce households and businesses to attempt on net to sell financial assets and spend more than their incomes on currently-produced goods and services which will induce businesses in aggregate to start hiring more workers again.13
 
That, in a nutshell, is what happened in 2007-2009—and in 1825, and in 2001, and in 1991, and in 1979-82, and so forth.
 
Note that, in Mill’s theory, downturns can have different causes. Any of a number of things can cause a sudden excess demand for financial assets. It can spring from a withdrawal of public subsidies from risky investments in railroads (as happened in 1873), it can spring from worries about minting silver coins that induce people to ship their gold overseas which under a gold standard reduces the money stock (as happened in 1893), it can spring from high interest rates abroad that under a gold standard induce money stock-shrinking gold exports (as happened in 1907), it can spring from a Federal Reserve that raises interest rates to fight inflation (as happened in 1979-1982), it can spring from a recognition that a good deal of the financial assets that people had thought their high-tech investments consisted of simply were not there because it would be very difficult to profit from internet technologies (as happened in 2001), or from a host of other causes.
 
What was the cause this time of this sudden excess demand for financial assets, which carried with it deficient demand for currently-produced goods and services, deficient demand for labor, large-scale extra firings all across the economy, and a persistent shortfall below its normal pace in hiring since? Why was the decline in the employment-to-population ratio so large? Why hasn’t it recovered since?

Those are all good questions, but they are not for this background chapter.

 
 
 
Conclusion
What should you takeaway from this background chapter? I hope you take four things away from it.
 
First, I hope you have learned that our market system irregularly but semi-periodically fails in a disturbing and substantial way: it pukes up large numbers of workers—two or three or five percent of the adult population—into excess unemployment, out of which they are only gradually and slowly absorbed. Workers who in normal times have no trouble finding and keeping jobs paying the prevailing wages find themselves unemployed in large numbers, and can stay unemployed for a long time.


Second, economists disagree about the closets and nature of these downturns. There are four groups of economists who I believe are largely if not completely wrong: those who think downturns are on inevitable and unavoidable consequence of previous expectational errors, those who think that if only we got rid of government intervention in financial markets such downturns would cease, those who see their cause in workers’ desires to take a “great vacation”, and those who see their cause in a “great forgetting” of how to make things. I think these four groups simply have not done their homework. They have thus fallen victim to what Joseph Schumpeter liked to call the “Ricardian Vice”.14 The question of why economists would not do their homework is a difficult one. But the fact that they do not is something that you cannot deny: they have been doing it for centuries—that is why it has the name “Ricardian Vice”.



Third, while these downturns have their origin in any of a number of different causes, all of these causes come together in one mechanism. It is an excess demand for financial assets that is the flip side of deficient demand for currently-produced goods and services and labor. Avoid or cure the excess demand for financial assets and you avoid or cure the downturn.



Fourth, an excess demand for financial assets is an animal of a different kind then a normal excess demand for a particular currently-produced good or service. The market economy is good at dealing with excess demand for a currently-produced good or service (like yoga lessons) and its flipside of excess supply for another currently-produced good or service (like espresso machines). The market system moves labor, capital, and other resources from the one to the other relatively smoothly. By contrast, an excess demand for financial assets causes large-scale unemployment among those who used to make currently-produced goods and services—with no countervailing pressure in the system to rapidly absorbed the unemployed into making or doing anything else.

1 See Richard Adams (2002), “Obituary for Rüdiger Dornbusch”, Guardian http://tinyurl.com/dl20110816a .

2 To Rüdi, “goldsmith” and “pig” were terms of praise, while “plumber” was not. None of us are sure what Rüdi had against plumbers.

3 Another,question, asked of those who say “no” to the first, is: “have you done anything to find work over the past four weeks?” The BLS takes the number who say “yes” to the second—the unemployed, those without jobs who are actively looking for work—divides it by the labor force—the sum of those who say “yes” to the first or to the second question, of those either with jobs or looking for work—and the result is another key variable: the unemployment rate. 
 
I prefer to look at the employment-to-population ratio because the unemployment rate can rise in the short-run because either (a) more people think they can find jobs and look for them (a good thing) or (b) people are having a harder time finding jobs (a bad thing). By contrast, short-term movements in the employment-to-population ratio are unambiguously either good (businesses employ more workers) or bad (businesses employ fewer workers).

4 Robert Lucas on Bloomberg Radio’s “Keene on the Econony”, March 30, 2009. Quoted at <http://tinyurl.com/dl20110818a>.

5 Robert Lucas (2011),”The U.S. Recession of 2007-201?” <http://tinyurl.com/dl2011081b>.

6 See Gavyn Davies’s scornful assessment of Lucas: “Whatever one thinks of this argument as it applies to Europe (and I must admit that I now find it more persuasive than I did a couple of decades ago), it is hard to believe that American economic policy has suddenly changed so much in the last couple of years that the trend rate of growth of the economy has already dropped by as much as 1 to 2 per cent per annum. Structural changes of this type normally work into the economy extremely slowly and, while they can have large cumulative effects over long periods, their initial effects are not large. As yet, there has been no increase in taxation, on the rich or anyone else. Nor have the Obama administration’s medical and financial sector reforms really taken effect. It would take a remarkably far sighted private sector to have already reacted adversely to this set of long term reforms, even if they might do so eventually. There is of course another possible reason... that is that there is insufficient growth in aggregate demand to fuel a “normal” recovery.... Yet a shortage of demand is not mentioned, even as a remote possibility, by Prof Lucas. As a convinced classicist, he seems to have ruled this out by a priori conviction...” Gavyn Davies (2011), “The Classical View of the Global Recession”, Financial Times May 31 <http://tinyurl.com/dl20110818d>.

 

7 Paul Krugman (2011), “Eurosclerosis, Then and Now” New York Times January 22 <http://tinyurl.com/dl20110818c>.

8 Joseph Schumpeter: “is a striking example of what we have called above the Ricardian Vice, namely, the habit of piling a heavy load of practical conclusions upon a tenuous groundwork, which was unequal to it yet seemed in its simplicity not only attractive but also convincing. All this goes a long way though not the whole way toward answering the questions that always interest us, namely the questions what it is in a man's message that makes people listen to him, and why and how.” Joseph Schumpeter (1959), History of Economic Analysis <http://tinyurl.com/dl20110818e>.

9 John Stuart Mill (1844), Essays on Some Unsettled Questions in Political Economy <http://tinyurl.com/dl20110818i>.

10 Say was unconvinced by Malthus’s theoretical arguments. See Jean-Baptist Say (1821), Letters to Malthus <http://tinyurl.com/dl2110818h>.

11 Thomas Robert Malthus (1820), Principles of Political Economy <http://tinyurl.com/dl20110818f>. John Maynard Keynes claimed that Malthus’s protest was ineffective. I disagree. See John Maynard Keynes (1936), The General Theory of Employment, Interest and Money <http://tinyurl.com/dl20110818g>: “Malthus, indeed, had vehemently opposed Ricardo's [and Say’s] doctrine... but vainly. For, since Malthus was unable to explain clearly (apart from an appeal to the facts of common observation) how and why effective demand could be deficient or excessive, he failed to furnish an alternative construction; and Ricardo conquered England as completely as the Holy Inquisition conquered Spain. Not only was his theory accepted by the city, by statesmen and by the academic world. But controversy ceased; the other point of view completely disappeared; it ceased to be discussed. The great puzzle of effective demand with which Malthus had wrestled vanished from economic literature. You will not find it mentioned even once in the whole works of Marshall, Edgeworth and Professor Pigou, from whose hands the classical theory has received its most mature embodiment. It could only live on furtively, below the surface, in the underworlds of Karl Marx, Silvio Gesell or Major Douglas.”

12 Jean-Baptiste Say (1829), Cours Complet d’Economie Politique Pratique <http://tinyurl.com/dl20110818h>: “The Bank [of England]... [t]o limit its losses... forced the return of its banknotes, and ceased to put new notes into circulation. It was then obliged to cease to discount commercial bills. Provincial banks were in consequence obliged to follow the same course, and commerce found itself deprived at a stroke of the advances on which it had counted, be it to create new businesses, or to give a lease of life to the old. As the bills that businessmen had discounted came to maturity, they were obliged to meet them, and finding no more advances from the bankers, each was forced to use up all the resources at his disposal. They sold goods for half what they had cost. Business assets could not be sold at any price. As every type of merchandise had sunk below its costs of production, a multitude of workers were without work. Many bankruptcies were declared among merchants and among bankers, who having placed more bills in circulation than their personal wealth could cover, could no longer find guarantees to cover their issues beyond the undertakings of individuals, many of whom had themselves become bankrupt...”

13 Note that this last sentence is not from John Stuart Mill. Mill thought that an excess of planned demand for financial assets over supply had to be temporary—that “this state can be only temporary, and must even be succeeded by a reaction of corresponding violence, since those who have sold without buying will certainly buy at last, and there will then be more buyers than sellers...” 

14 Joseph Schumpeter: “He piled one simplifying assumption upon another until, having really settled everything by these assumptions, he was left with only a few aggregative variables between which, given these assumptions, he set up simple one-way relations so that, in the end, the desired results emerge almost as tautologies...”. Joseph Schumpeter (1954), History of Economic Analysis <http://tinyurl.com/dl20110821a>.
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