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ABSTRACT: This paper reconsiders fiscal policy effectivenadgyht of the recent economic
crisis. It examines the fiscal policy approach adited by the economic profession today and
the specific policy actions undertaken by the Baisth Obama administrations. An examination
of the labor market renders the contemporary aggesdgemand management approach wholly
inadequate for achieving certain macroeconomicativies, such as the stabilization of
investment and investor expectations, the generatia maintenance of full employment, and
the better distribution of incomes. The paper reaers the policy effectiveness of alternative
fiscal policy approaches and argues that the onehwilrgets the labor demand gap directly (as
opposed to the output gap) is far more effectivetabilizing employment, incomes, investment
and balance sheets.
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INTRODUCTION

To many economists the swift and unequivocal supgfdhe profession for fiscal
activism during the Great Recession has been soateyla surprise. After all, since the late
70s, most mainstream economists had completelydaloaal faith in fiscal policy effectiveness,
largely because of the empirically dubious Ricardtguivalence Hypothesis (see Barro 1974).
Nevertheless, here we are, more than two yeansthéieglobal financial meltdown of September
2008, in a position to reconsider the role andelafcfiscal policy in stabilizing a devastated

economy.



The economist who provided th@ison d'étrefor countercyclical fiscal policy was John
Maynard Keynes, whose revolutionary theory (198BH]) transformed the way we understand
the functioning of the economy. In reassessingtbeer role of fiscal policy today, it should be
remembered that Keynes inextricably linked the gdahacroeconomic stabilization to the goal
of full employment. He had a very narrow definitiohfull employment and argued that policy
makers had a responsibility to ensure that “evéamgtthat could humanly be done has been done
by the state ...[to produce] a reduction of the urleggal to the sort of levels we are
experiencing in wartime...that is to say, an unemgtblevel of less than 1 per cent
unemployed” (Keynes 1980: 303). This is the defbnitof full employment that will be used in
this chapter and | shall argue that achieving aathtaining this level, while simultaneously

stabilizing the business cycle, is possible if \weetully heed the Keynesian message.

The principle objective of fiscal policy accorditgKeynes was to solve “the real
problem, fundamental yet essentially simple...[naf\provide employment for everyone”
(Keynes 1980: 267). This objective was neverthejeadually abandoned by the political
process and much of academic economic analysstedd, the goal of modern fiscal policy has
largely been confined to stabilizing incomes, congtion, and investment, whereas employment
stabilization is left to be determined abygroductof these policies. Keynes, by contrast,
believed that the unemployment problem should beedsspeedily and directly by one primary
method — direct job creation through public works.

This chapter argues that the original Keynesiansamgss can provide both a crucial tool
for dealing with the Great Recession and a policyatidressing the unemployment problem at
all phases of the business cycle. In particulanakes the case that conventional aggregate

demand management policies are inadequate fomdealth the unemployment problem during



recessions and incapable of achieving true fullleympent in expansions. The paper will
examine the kinds of fiscal responses that arergpéavored by modern economists and
policy makers today, as well as the specific poéictions that were undertaken in the U.S. to
deal with Great Recession after the September f#088cial meltdown. Next, it will overview
briefly the labor market conditions in the U.Suttderscore the inadequacy of the current
response. Finally, it will raise and answer thestjoa “what is to be done”. While there are

good reasons to believe that the fiscal push wasnaall, this paper will argue that aggregate
demand managemecdnnotestablish what Keynes called “a closer approxiomatif full
employment as nearly as is practicable” (Keyne412636]: 378—79). Instead, it suggests that
what is required is a fundamental reorientatiofismfal policy from one that attempts to close the
output gap to one that aims to close the labor dengap. This approach circumvents a series of
shortcomings associated with the aggregate demandgement approach. It is a direct
approach that delivers macroeconomic stability ahdresses the problems of urban blight and
rural poverty with its strong regional emphasiss la policy that solves the unemployment
problem over the long run, because it specifici&bkles its cyclical, structural and seasonal
components, as well as the problems of the long-texemployed, the unemployable, the

working poor, and the new entrants in the laborketar

MODERN FISCAL POLICY AND THE GREAT RECESSION

The Conventional View
Most contemporary economists use the “leaky bucke#logy to explain how fiscal

policy works. Government increases spending foiptimposes of boosting GDP growth



sufficiently to reduce unemployment to desired IevdBecause the fiscal stimulus enters the
economy through a leaky bucket (e.g., some ofldssin transit because of administrative costs
and some of it, such as tax cuts and certain imesst subsidies, has no direct job creation
effect), not all of the money reaches the pooramemployed. This leaky-bucket analogy comes
from the work of Arthur M. Okun, the economist wingpired the economic “law” that

motivates this policy approach. Okun’s Law staled & one percent increase in unemployment
would generate an approximate three percent dedi@®P growth. This relationship has been
flipped and used as a policy guide that lends sugpdroad-based, pro-growth policies. The
law indicates that unemployment can be reducdteigovernment manages to stimulate growth
at a fast enough rate. Note that three percenttgrownactual GDP (relative to potential output)
brings about only a one percent reduction in unegtpent—a rather small and unimpressive
effect (Okun [1962] himself cautioned that the GdRinemployment relationship is rather
weak). Although economists generally accept thernsw relationship between growth and
unemployment, the exact empirical form of this tielaship has received widespread criticism
(Altig, Fitzgerald, and Rupert 1997; Lee 2000).rRra policy perspective the law does not
provide a good guide for government action, eveudgh it motivates the aggregate demand
approach. This is because it is unclear what natgpe of growth is required to produce sizeable

reductions in unemployment, much less anythingectoggenuine full employment.

Fiscal Policy during the Great Recession
Despite the small employment effect stipulated byi®s law, the general agreement
across the theoretical spectrum is that boostilggesgte demand is the proper objective. There

is some disagreement on the exact method by wigigtegate demand can be expanded, but



generally the policy response would include an matoc and a discretionary component.
Government spending expands automatically in remessvith the increase in unemployment
insurance, welfare benefits, and other transfetseqobless and the poor. In addition, tax
revenues decline with the fall in economic activttyus boosting the countercyclical government
deficit. Furthermore a number of discretionary n®gan be undertaken to hasten the recovery.
These normally include additional tax cuts to hbwées and businesses as well as direct aid to
states and firms in the form of grants, contraasl loans for the purposes of new investment.

The policy response from the G. W. Bush and Obarmasigencies in the aftermath of the
September 2008 financial crisis followed the gehexeipe outlined above. It also included a
few additional government expenditures, which arxecommonly used as countercyclical
stabilization measures. The first large injectoddgovernment spending took place under G. W.
Bush for the purposes of purchasing a large numbeon-performing financial assets from the
balance sheets of ailing banks. Although thesehases were executed by the Federal Reserve,
they constitute fiscal policy because the Fed capahase private sector liabilities from bank
portfolios without congressional authority. Inesse, it is the Treasury with the assistance of
the Fed that bought a large number of financiattgssom private banks. For the purpose
Congress provided the Fed with a budget of $70bito execute the purchases of asset-
backed securities, agency paper, and other assé¢s the first Troubled Asset Relief Program
(TARP). The TARP also facilitated a massive infustd funds into General Motors and
Citigroup and the virtual nationalization of theimance giant AIG. The objective was to
stabilize bank balance sheets to get credit flovaiggin for the purposes of financing

investment.



Whereas fiscal policy was initially used in ordetuy non-performing financial assets
from mostly private financial institutions (andreplace them with default-risk-free government
assets, namely reserves), it is more frequentlgt tes@urchase real goods and services from
firms and provide direct income assistance to hoolsis and states. Thus the second part of the
fiscal stabilization plan was President Obama’s Aca@ Recovery and Reinvestment Act of
February 2009 (ARRA), which appropriated an addaids787 billion that included $288 billion
in tax cuts and benefits to individuals and fin$875 billion in contracts, grants and loans, and
$224 billion in entittements. Among the latter, ¥ite House enacted the longest-lasting
emergency unemployment program in history thatidet! the first benefit increase in a
downturn in history (National Economic Council 2028). Furthermore, it supplemented the
Temporary Assistance to Needy Families (TANF) paogmwith emergency funds, which quietly

expired by the end of 2010.

While the budgets for TARP and ARRA alone constitiapproximately 10% of GDP,
they remained inadequate in size and directiotheis net effect on GDP growth or employment
was small (Baker 2009). Firstly, as the federalegpment increased its spending, states,
households, and firms continued slashing theifsetiing much of the effect. Secondly, these
types of injections did not all boost output, aschof the fiscal stimulus (the TARP program in
particular) generated demand for non-reproducibknicial assets (or what Hahn called “non-
employment inducing demand” Hahn 1977: 39). In toldj some of the tax cut payments
received by firms and households were used foptinposes of deleveraging. Finally, in the
cases when government demand did increase outgytraduction, it did not deliver the

employment creation effect that policy makers airfeedThis is largely due to the kind of



restructuring that takes place in recessions, witeshlts in a production process that relies on a

leaner labor force and low labor costs.

The Unemployment Situation in the U.S.

The misplaced faith in pump priming policies isd@t in the dismal employment results
the Bush and Obama stabilization packages prodiszh taking office, president Obama
pledgedo create or save 3-4 million jobs. The ARRA sgealfy intended to prevent significant
increases in the unemployment rate and launcloagjobs recovery. Nevertheless, the White
House’s projections turned out to be woefully irquige. The Romer-Bernstein report (2009)
which lent support to the ARRA program, estimateat without the stimulus package the
unemployment rate would have reached as high a®@@yith a strong fiscal push, it would
peak around 8% and would quickly turn around. hlitg unemployment peaked at 10% after
the ARRA was passed and has been hovering aro6f@ f@r over a year and a half with no
decline in sight (Figure 1).

Figure 1: Unemployment Rate
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More troublesome is the fact that whatestabilization we havebservd in the
unemployment rate is largely due to the mass exotldscouraged workers from the lat
market. The labor force participation rhas been on the longest runnegline for the first
time in postvar history and tt employment population ratio hasllapsecto 58% — levels not

seen irthree decades (Figuri).

Figure 2: Labor Force Participation Rate and Emmiey-to-Population Rati
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Simultaneously, the labor marketwitnessing thevholesale destruction of fi time jobs
(Figure 3 and record levels of loi-term unemployment (Figure 4)his latter statistic i
particularly disconcertingecause the loi-term unemploymenmniate has been on a sect
uptrend for the last foudecade whereas short-term unemployméas been on a steady decl
throughout the entire paséar period. Figure 4hows the number of people who have k
unemployed for 15 weeks or longer as a percentagead unemployment, as well as those v
have been without a job for 27 weeks or e (a subset of the first group). While the seaiex
highly cyclical, their trends have been decidedyfar the last four decad — in every

subsequent expansion the I-term unemployment rate has failedréurn toits previously low
8



levels. By cotrast, the share of the unemployed without a joldfoweeks or less has be

trending down during the entire postwieriod (Figure 5).

Figure 3: Full Time Eploymen
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The data shows that an increasing percentage séwho have lost thejjobs stay
unemployed for longer periods of time, while aifgglshareof the joblesexperience relatively
shorter spells of unemployment. This is hardlydg#e U.S. economy with dynamic lak
markets for the world to envy. Instg, it indicates a sluggish labaarket turnover anan
inadegate supply of jobs for the lo-term unemployedlt is a secular process that indicates

creation of a greater and greater pool of unemleyi@bor

Figure 4: Long-Term bemploymer
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Figure 5: Short-Term hemploymer
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The trouble with thedbor market ts been brewingvell before the Great Recess,
suggesting that the temporary aggregate demandgeareat policiethat are typically
employed in recessiotgve faile(in the past to boldly deal withe unemploymerproblem
and the significaninderlying structural probler thathave emerged in the U.S econc. While
the fiscal puslduring the Great Recessihas similarlyhelped put a floor oaggregate demand,

it has not generated the vigos job recovery that is expected or need@enne economists have

10



correctly argued that the fiscal response was itaallYCEPR 2009), but there are good reasons
to believe that ‘more of the same’ is not the soluto unemployment. If we are serious about
achieving and maintaining anything close to fullpfmyment, an entirely new approach is

necessary.

RETHINKING FISCAL POLICY

The primary problem with the traditional policy apach is twofold. First, it is
implemented in a backward manner. Instead of taexg@ob creation and allowing growth to be
a bi-product of a high-employment policy, policy kees target growth which they hope will
generate the desired employment results. Seconelbguse fiscal policy is upside down, the
pro-growth model has continually failed to achievsthing close to the true full employment
level that Keynes advocated, which is why the \adjective of full employment has been
abandoned altogether and replaced by the ‘natasghployment rate’ concept (Friedman 1968,

Phelps 1994).

Keynes saw nothing natural about any level of udeympent (Keynes 1980: 303) and
advocated a targeted approach for dealing withutfemployment problem that focused, not on
just any kind of government spending, but spediffaan direct job creation via public works.
Reexamining the role of public works suggests t¢jestuine full employment can be achieved via
a policy of permanent ‘on-the spot’ employment peog open to all who are ready, willing, and
able to work (Tcherneva 2011). The remainder efper will make the case that targeting

employment directly is the only method for stalsiigzan economy that simultaneously generates
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and sustains full employment over the long rursum, the policy approach proposed here is one

of labor-demand targeting that would be utilizkaing all phases of the business cycle

Misspecification of Fiscal Policy

As already noted, for Keynes, the principal godisfal policy was to secure true full
employment and the principle measure for adjudigadimong different policy responses was
their employment-creation effects (Kregel 2008 nfdstunately, what is considered to be
Keynesian policy today is largely a misinterpretatof the Keynesian prescriptions, which
largely stems from a fundamental misidentificatidrKeynes’s theory oéffectivedemand with
the theory ofhggregatedemand (Tcherneva 2011). In tGeneral TheoryKeynes carefully
articulated that employment determination depenma#an the volume of aggregate demand but

on thepoint of effective demanahich was very hard to stabilize and fix at futh@oyment.

The conventional textbook theory of aggregate dehaimals with the actual components
of GDP and argues that, as consumption and investideeline in recessions, the government
sector can boost its expenditures counter-cyclitalbffset them. This is because the
government is the only sector that can discretibnehange its level of spending. Note that the
level of employment does not directly enter intis type of analysis. The main objective is to
return the economy to the desirable growth patipeakun’s Law above. But there is a debate
about the specific method by which an economy eastimulated. Economists who see the
downturn as a consequence of the fundamental wgslohthe economic system that
endogenously produce unstable demand prefer aypelsponse that directly boosts aggregate

demand through government expenditure. Economistssge downturns as a direct

12



consequence of some external or exogenous shotks system (oil shocks, technology shocks,
Katrina-type events, financial shocks, or any othaernal factors) prefer to work on the supply
side and implement policies that deal with markeentives, which in turn are expected to boost
consumption and investment independently of goventrapending, thereby providing a

‘market solution’ to the downturn. Such policy respes would include subsidies to firm, cuts in
marginal tax rates, and reduction in wages. In bimthdemand-side or supply-side cases,
however, it is hoped that consumption and investmdhrecover, either due to the direct
government injection of expenditures in the econamip the various incentives that reduce
costs or increase after-tax incomes from employraadtproduction. As a practical matter,
modern fiscal policies adopt both demand-side aipgply-side responses (such as direct

government spending and cuts in marginal tax rates)

By contrast, when Keynes spoke of the problem ehyployment he identified it as a
problem of deficieneffectivedemand, not deficiersiggregatedemand (even if the two are
interrelated) (1964[1936]). Put simply, employmenthe aggregate is a function of the
entrepreneurial decisions of investors, which ddpmntheexpecteduture earnings that would
validate the firms’ decisions to hire a given numbiepeople today. In other words, it is the
future aggregate demarathd aggregate supply conditions that determine empésyrdecisions
today. Employment then would depend on botHekiel andtypeof future total expenditures

and the specific cost structure of production todag in the future.

More specifically, employment would depend on tkecpntage of income households
decide to hoard (i.e., withdraw from consumptiondl ghe manner in which they save (i.e.,
whether these savings end up financing real onéiigd investments). Household saving means

that, in the aggregate, not all of the incomes tvifilens have paid out in wages return back to

13



them in the form of revenues. In this instancegmand gap develops that must be filled by
investment. The liquidity preference of househadd firms, however, determines the manner
in which they save and the level of investment thiegertake. In other words, even when the
economy is strong, some of these savings may lkedoio non-reproducible and non-
employment generating financial assets. Similanlyecessions, when profitable investment
opportunities are relatively few, the desire toeshguid financial assets is even greater, meaning
that aggregate income would fall as householddiamd curb consumption and investment and
save in increasingly liquid form. In other wordse tiquidity preference of the community as a
whole,both in recessions and expansippduces consumption and investment levels tieat a
not consistentith the level of full employment. Keynes also sted that both consumption and
investment are determined by certain subjectiveiatelpendent factors, such as the marginal
propensity to consumenpg, the marginal efficiency of capitaingg, and the marginal

efficiency of moneyrfien), that are not under the direct control of goveentrpolicy. Thus, to
bring the economy to its full employment equilibriuhe argued, government actiwas

required, but not in the form of indiscriminate gavment spending. This is because boosting
aggregate demand alone does not change the indagdadtors quickly enough in recessions to
generate strong job growth. Additionally, and jastmportantly, it never improves these factors
sufficiently to make them consistent with a levepmduction where everyone who wants to

work has a job.

To put it more simply, even though aggregate denmaaagement fills the coffers of
households, firms and states, their expectatiotiseofuture may not improve fast enough to
induce them to invest these newly acquired funtts@mployment-generating activities. In deep

recessions in particular, the thirst for liquidihay not be quenched by the supply of more
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financial assets through government spending. Asm&® had argued, this is because “money is
a bottomless sink of purchasing power...[and] thenead value for it at which demand [for it] is
diverted ... into a demand for other things” (Keyd864 [1936]: 231). In other words when
liquidity preference is high, “people want the mb¢ibid) and it is thus unclear how large an
injection through aggregate demand is needed tacethe private sector to stop hoarding net
financial assets and start vigorous consumptionimyestment. But even when economic
activity is buoyant, firms find it unprofitable tore all who are ready, willing, and able to work.
The liquidity preference of some private agentsadés that it is more profitable to invest their
savings in money form than in production. Thushlotrecessionandin expansions,
unemployment is enonetary phenomenand, as it will be explained next, both in recessi
and in expansions aggregate demand managemerdacsdrawbacks in resolving this

problem.

Drawbacks of Aggregate Demand Management

In recessions, aggregate demand management siailglyd stabilize expectations fast
enough and make them consistent with strong emmaynin expansions it fails to make them
consistent with true full employment. This is besaof the peculiar asymmetric nature of
aggregate demand. Whereas a sharp decliaggregatedemand will produce a decline in
effectivedemand and employment when it negatively impaxtg-term expectations, once
expectations become distressed, a sharp boosgtegaie demand will not improve effective
demand swiftly. This is because firms, househdds, states set certain processes in motion that

exacerbate the economic downturn and further waggpectations. Firms use recessions to
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slash employment in a process they euphemistically'right-sizing,” in which they streamline
the production process and implement labor sawnbgrtologies where possible. Households
similarly retrench and rapidly curb their spendiStates, whose budgets are highly pro-cyclical,
raise taxes and slash social services, investragut®ther programs. In addition, if all of these
sectors are highly leveraged, as is the case ioufrent crisis, the readjustments in spending
behavior is even more dramatic. For householdgditeis particularly severe as many
individuals not only lose their sole means of suppdheir job — but the value of their assets
also declines precipitously (e.g., in the form oll@psing retirement portfolios or home values).
In the face of such important shifts in behavibg simple increase in aggregate demand will put
a floor on collapsing demand, but will be far leffective in stabilizing expectations fast enough

to reverse the job losses that quickly develop.

By contrast, in expansions, boosting aggregate ddrdaes not create full employment
even when the economy is strong because it wiigpee an incrementally smaller employment-
creation effect the closer the economy gets toeimployment. This is because part of the
increase in aggregate demand is captured by praceases and not entirely by employment
increases. In other words, even whenrtipeor mecare very high, the structure of the economy
ensures that priming the pump simply producestiofiary pressures in certain overheating
sectors where th@pcis high, thus producing more unequal income distron. This is
because, as Keynes cautioned inGemeral Theorywhen “the increase in demand is directed to
products with a relatively low elasticity of emptagnt, a larger proportion of it will go to swell
the incomes of entrepreneur and a smaller propottiewell the incomes of wage earners and
other price cost factors” (Keynes, 1964 [1936]: 28his kind of inflationary and income

distribution distortions prompt policy makers tcaaddon aggregate demand policies and leave
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the economy below full employment or at, what thaye subsequently dubbed, the ‘natural

rate’ of unemployment.

Thus, while the case for lavish spending to bod3P@s strongest in severe recessions,
Keynes was suspicious of the efficacy in this appho Indeed, although a boost in aggregate
demand will improve effective demandcénnot fix it at full employmento accomplish this,
policy must implement a program of direct spendingemploying the unemployed both in

recessions and near the peak of the cycle.

Before discussing the advantages of the directogaprover aggregate demand
management a final word is needed about modernysspe and demand-side policies. It is
well known that Keynes considered attempts to redhe supply price of output by lowering
wages to be counterproductive: because employdrbkely be unable to sell the additional
output, even if it could be produced at lower ctsty will reduceoverall employment in the
face of falling demand from falling incomes. Thigynes considered reducing wages to be a
“method [that] is socially disastrous in the pracasad socially unjust in the result” (Keynes

1981: 426).

And while aggregate supply policies are clearlyntetproductive, aggregate demand
management has enjoyed relative popularity bedanseertheless shares some of the important
macroeconomic benefits of government spending, eganfails to produce high employment

and better income distribution.

Macroeconomic Impacts from Government Spending
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There are three key impacts of government spermhnte macro-economy. These are 1)
the income and employment effect, 2) the cash 8&fect, and 3) the balance sheet effect
(Minsky 1986). These benefits ensue from any tyjpgoeernment spending, however, different

fiscal policies will have different employment adidtributional effects.

Government spending generates income for the praattor. The volume of public
spending will affect the aggregate income in theneeny and the direction of the spending will
determine the distribution of that income. In th&UJit is clear that while GDP has turned a
corner, it has not yet posted strong growth. Adteero percent growth rate in 2008 and a 2.6%
decline in 2009, the economy is poised to recov@rs annual growth rate in 2010 (almost
making up for the losses from the previous yedne &@mployment effect from these

expenditures, as already noted, has been dismal.

The second, cash-flow effect of government spendifigcts the basic accounting fact
that outflows from one sector produce cash infltevanother. When the government awards
contracts to firms at a time when firms are dowairgj their labor force, government spending
directly contributes to private sector profit#And as the current recession has demonstrated
profits have been recovering in the middle of theession, whereas employment has not. In
other wordspeforethe recession was over, after decliniyg20% annually in 2008, corporate
profits after taxes posted a 4% gain in 2009.h&12001 recession, profits also grew even if little
(0.5%), whereas in the 90-91 recession profits gaean average of 8% per year (National
Income and Product Account statistics). Such greckvery of profits is quite typical of

previous recessions as well — after a short dip thanage to reverse trend quickly. By contrast

! This is also evident from Kalecki’s equation (195&hich shows that government spending is a sooff peofits
irrespective of the business cycle.
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in every recession, without exception, unemployniest accelerated and then only sluggishly
declined over many years during a recovery. Inrotiwds, these trends too attest to the fact
that policy has become very effective in stabiligaggregate incomes, profits, and cash flows,

but not in stabilizing employment.

The final impact is the portfolio effect of goverant spending. When states, households
and firms receive cash flows from the federal goweent, these flows produce stocks of new
financial assets in their respective balance shd#is as cash flows have been primarily directed
to the firm sector (in particular to the financsalctor through the TARP program) and to a lesser
extent to states (through various grants-in-aid)) lrouseholds (through unemployment
insurance), the balance sheets of firms have exqperd greater improvements relative to those
of states and households. Nevertheless, the gofitpoutlook coupled with still highly
leveraged balance sheets of the firm sector makdikely that it will boost hiring.

Additionally, although households and states atevéeaging, they are still in a weak position to
start spending aggressively and lead the recoVéwy.onus then remains on the federal
government sector to continue with its stimulapedicies. The challenge is to accomplish this

by ensuring full employment. The question then atitype of fiscal policy can do the job.

SETTING FISCAL POLICY STRAIGHT: THE CASE FOR LABOR DEMAND

TARGETING

Because expectations, liquidity preference, antfgar decisions are subjective and
beyond the direct control of policy, Keynes did betieve that policy should attempt to try and

stabilize them in order to generate full employmémgtead for Keynes, the only way to fix the
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point of effective demand at full employment wastfte government to target the unemployed
directly. There is considerable evidence to sugtpdtKeynes had in mind a public policy that
would make an unconditional job offer in the puldector to all individuals who are willing and
able to work but unable to find private employm@rtherneva 2011). This job offer would be
available to the jobless both in recessions argkpansions. It would be a long-term program for

attaining and maintaining true full employment.

Before explaining the reasons why Keynes prefeprdalic works over aggregate
demand management, it must be stressed that hielemets closing the demand gap — that is the
gap between current and potential output — to fésguided effort. This is because output,
measured in real or current prices, gives littiigation of the technical considerations and the
precise character of the plant in use and of theustnof labor and capital that went into the
production of a given level of output (Keynes 1980). Potential output is a particularly
troublesome measure (Keynes (1980: 72) called iinapostor”) because estimating it in terms
of its market value could not reveal the loss itz or labor that would occur from any given
shift in consumption or investment. Recall thatgmdial output ishe only proxy to full
employment that the traditional fiscal policy apgeba la Okun uses. Such a measure of
potential output cannot tell us the true full a@iion of resources (including labor and capital)
over time and may be estimated only for “an ingtaabus or brief period of time” (Keynes
1980: 71). For Keynes the only measure of potentibut that would make sense would be
calculated in terms of man-hours that might be wdriKeynes 1980: 73). Targeting the labor
gap however — that is the gap between the numbeeafdle who are working and those who are
willing to work in the aggregate — is a proper pplobjective that can only be achieved through

direct job creation.
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There are three main benefits of the direct jolatooa approach over alternative fiscal
policies. First, it delivers the highest employmerdation impact due to its sizeable primary and
secondary employment effects. Second, it circuns/ée problem of fixing the point of
effective demand at full employment by managingitigdependent factors of consumption and
investment (thenpg mec¢ andmen) and hires the unemployed directly. Thus, a peentdirect
job creation program open to all would maintain &mhployment throughout all phases of the
business cycle. Finally, this approach has a tirethod for dealing with structural
unemployment, which is generally neglected by tradal aggregate demand management
policies (indeed, many economists consider strattumemployment to be part of the ‘natural
unemployment’ rate). By contrast, the direct jobation approach would target its employment
efforts to regions which may have experienced mageb losses due to restructuring and to
individuals who may be deemed unemployable by tipos@te industries which are employing.
The direct job creation program would provide nioyan-the-job experience but would also be
supplemented by training and education prograntsatbald upgrade the skills of those
individuals to help them transition to private seatork. Additionally, the program would be a
safety net that provides an opportunity when tiherene to new entrants into the labor force
and individuals who have difficulty reintegratingo private sector work, such as stay-at-home
moms with long gaps in their work experience, sk4youth who have difficulty completing
high school, elderly who wish to work but are betlgplaced by a younger and/or cheaper labor
force, or welfare recipients who need to find worlexchange for the welfare support they

receive but who are unable to find private sectopleyment.

Notable Characteristics of the Direct Job Creatidpproach

21



There are several aspects of this approach thatlmeummphasized. First, direct job
creation through public works or public service@d a ‘depression solution’. Instead it is a
solution to unemployment at all stages of the enooa@ycle. As already explained, even a
strong economy fails to provide jobs for all. Swacprogram would be a safety-net for the

jobless in expansions as well.

Secondly, the goal of this program is to provideeie jobs to its participants. These are
jobs that use the available idle resources to s@ee unfilled need in the community and which
establish a basic but decent wage-benefit packagestandard for the economy as a whole.
These jobs do not compete with private sector patysimply set a universal floor to wages in
the public and private sectors. They do not comp#te private sector output either, as they are

jobs that provide public goods and services, whiehprivate sector does not supply.

Thirdly, job support to the poor and unemployed raore effective stabilization method
than providing income alone. This is because thigywould maintain and enhance human
capital and would simultaneously increase both eggpe demand and aggregate supply. By
contrast, income support for the unemployed angtie is a policy that leaves many willing
and able to work individuals in idleness and (oftem long periods of time — it is a policy that

wastes human potential.

Fourth, this is a policy that does not rely on limgsaggregate demand to produce full
employment. Even in severe recessions, when afigeal push is needed, this push must
nevertheless be targeted. Today, for example,ege both more and better distributed demand
— that is more spending that is targeted to hitiregunemployed. Once a program of this kind is

in place, not more demand, but better distributdahd will be required to maintain full
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employment over the long run. Keynes himself argiliehg the buoyant interwar period that
“we are in more need today of a rightly distributemmand than of a greater aggregate demand”
(Skidelsky 2001: 21). As the economy expands afipeector workers find employment in

the private sector, such a program will shrink andlemployment will be consistent with lower

public sector demand.

Fifth, the first aim of this program is to provigi#s for all, but once the unemployed
have been hired, “there can be only one objediareconomy, namely to substitute some other,
better, and wiser piece of expenditure” for induadiprojects (Keynes 1982: 146), i.e., to
redesign those public works to address the spedifiienges of specific communities as the
need arises. Thus, contrary to common myth, Kegiteaot advocate the creation of useless
project for the sake of job creation but strongly@cated a carefully planned long-term full
employment program — a program that was flexilpensaneous, and experimental enough to
accommodate any new unemployment that might quid&lelop, but that was also carefully
thought-out and designed to address the key sicatbgectives of a nation, while maintaining

full employment over the long run.

Sixth, such a program could be executed througtigpabsemi-public bodies. Job
creation is done by the community as a whole, ooy both the private and public sectors. But
as Keynes pointed out, it really wasn't the bussnefshe private sector to guarantee full
employment “any more than it is their businessrtavjgle for the unemployed by private
charity.” (Keynes 1982: 151). It was the responrisibof the public sector to figure out how to
employ those who were left behind. And employimgnh could be done in cooperation with the

private sector in public-private partnerships thatild manage this long-term program.
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Seventh, this very policy would have the exact samoeme, cash flow, and balance
sheet effects that traditional aggregate demandgeanent has, except that spending by the
program would be targeted directly to householdis. & genuine bottom-up approach to
economic recovery. It is a program that stabiliresincomes and purchasing power of
individuals at the bottom of the income distribatibat trickles up and stabilizes the rest of
economic activity. Strong and stable demand meosgand stable profit expectations. A
program which stabilizes employment and purchagower is a program which stabilizes cash
flows and earnings. Stable incomes through empémyralso mean stable repayments of debts

and greater overall balance sheet stability.

Finally, Keynes firmly objected to using unemployrhas an inflation-fighting measure.
If inflationary pressures developed near full emyptent, the public sector should retard new
projects where possible and redirect its job cogatifforts to particularly distressed areas in the
periphery of economic activity. But by no meanswgtiat discontinue public works, because that
is precisely the time when “private enterprisetggpping from overcapacity and is therefore not
in a position to expand” (Keynes 1982: 13@jlation, for Keynes, was to be addressed through

various programs that would either defer paymenencourage thrift, but would not slash jobs.

These are the key features of a permanent prografalf employment which is
consistent with the Keynesian message and polioggsals. But to design such a program, a
bold and imaginative approach is required, whicksviéscal policy to the goal of full
employment. Not only has aggregate demand manadédaied to do so over the last several
decades but the current ARRA program is particyladak on imagination, considering the

formidable labor market challenges today.
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Final Considerations of Some Conventional Objedion

This program is not a panacea for all labor mapkeblems. It is a solution to the
problem of unemployment over the business cycledtabilizes the floor to aggregate demand
more effectively than conventional pump primingipels. Neither is this a program a substitute
for all other meaningful fiscal policies. It israluntary safety-net for all of the unemployed who
wish to work. There will, nevertheless, remain aegrisegments of the population who will
require income assistance such the young, ther ithe elderly and they need to be supported
through programs like universal child credits, Mdle, or social security. At the same time,
governments will continue to be responsible fotisgttax policies in a way to affect the income
distribution and promote or discourage certain sypieprivate sector activities that advance or

harm the public interest.

Governments can use these tax policies to settimeses or consumption on a more
sustainable path if they are deemed to be wastgiakulative, or destabilizing to overall
economic activity. Nothing precludes governmentsifinstituting important structural changes
that would spur private domestic employment. Thés/imclude providing support to specific
industries that the government may want to encasagg. tax benefits and investment
subsidies for green energy production. These a@eaconomic structural policies that may be
warranted on their own merits, but these are nbitips forfull employment. The private sector
has its own considerations which may conflict with objective of hiring all individuals who
wish to work. Therefore, wedding industrial polityat aims to spur private sector activity with

the objective of generatirgivate sectofull employment may neither be possible nor déd&ra
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Instead, there must be a public program that wetaddd ready to absorb all of the remaining
unemployed individuals who have not found employmehese new industry ventures. In
other words, there has to be a policy that takekeve as they are and that tailors the jobs to
these workers in order to help them enhance tk#is,sgain the necessary work experience, and
start climbing the economic ladder. By contrastgheate sector is in the business of looking for
specific people with specific skills to fit specifiobs requirements. It is not in the business of
providing jobs for all. But if the private sectiaces a shortage of skilled workers, the public
sector can work to prepare and upgrade the sKitlseoformerly unemployed public sector
workers for the needs of modern private sectoryetdn. This visible public sector pool of

labor will give firms a very clear idea of the weskperience, training, and education these

workers have acquired and their suitability fovpte sector employment.

Such a policy is not just an alternative to idlenéisis a policy that puts money in
households’ coffers through employment. It is agmlicy that fills the communities’ needs
gap. This brings us to the final common criticishpoblic works: namely, that they are
administratively difficult to run, prone to corrugb, and cannot provide enough useful projects
for the unemployed to do. The answer to the finsirge is that administrative complexity is
pervasive both in the private and public sectodstzas hardly stopped firms or governments
from undertaking important large-scale initiativebe they providing global financial services,
running military operations, or supporting medisaientific research. Neither are problems with
fraud and corruption somehow unique to public segperations. Pervasive fraud in the private
sector, as in the Savings and Loans crisis of @isg the Enron scandal of the 90s, or the

mortgage origination and securitization of the 2GMhould put those old arguments to rest.
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Fraud and corruption are a function of poor regoitatind enforcement and every going concern,

private or public, must have design features thaaace transparency and accountability.

The question of useful projects is perhaps the ifnequently evoked. One way to
answer this question is to note that even in thalthiest and most prosperous nations one can
always find rural or urban regions which are camdilly plagued by poverty and unemployment.
In the case of the U.S. there are whole citiessdats which have suffered from
deindustrialization or natural disasters and wihiatie seen little new economic activity to
replace long gone industry (think of Detroit or N®nleans). The revitalization of inner cities
and rural areas alone will take years of strongcj@ation and dedicated work in order to rebuild
those communities. The unemployed themselves wiiver that revitalization through a public
employment program similar to the New Deal of tB80s. But wealthier communities too have
unfilled needs and unemployed individuals who adfillfthem. These may include upgrades to
infrastructure, the construction of more publicagsa and the provision of public services. In
the U.S., many public programs and government sedvihave been underfunded and
understaffed for decades — at least since Nixoe®ldition of federal government programs. A
once strong public education system is on the byfrdollapse, environmental standards have
been eroded, the public health system is unfiteetthe needs of the U.S. population—these are
the challenges that can be met by fully utiliziagdr resources. There are jobs to be done at
every level of government and there are unemplaydigiduals with different levels of skills
and education to do them. The examples provideg, peimarily include the regular
maintenance and operation of public service jobsviuch the government is already
responsible. Other such examples would includengoiog program of reforestation, water

purification, and soil erosion improvements, whiall provide steady but flexible public sector
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employment for many semi-skilled and unskilled wesgkover the long run. The wholesale
upgrade of U.S. roads, rails, levies, and bridgesaiso be accomplished with a bold program of
direct job creation. At the same time, child- alakedy-care services are wholly inadequate in
this country. Homeless shelters are bursting aséfaens and a staggering 12% of Americans rely
on food banks for food assistance (Hunger Repd®@R0There are many jobs to be done and

there are many unemployed people to do them.

But the government can also undertake novel siaieijatives that can be
accomplished expediently only through a big-puslicp@f public works. The comprehensive
weatherization of alpublic buildings and the complete transformatiocwirent energy
production grids to ones relying on alternativerggerequire the kind of massive infrastructure
investment that only government can undertake. & bheg many more useful jobs one could
create if the will to implement such a program weee. Clearly no country is a finished
proposition. As countries grow, they face new @rales and develop new kinds of needs. The
public sector can stand ready through a progradire€t job creation to provide jobs for all who

wish to work in projects that satisfy those needs.

CONCLUSION

The Great Recession provided us with an importaachable moment’ to uncover the
drawbacks of the standard policy response andttitssal policy straight. It also provided policy
makers with an important moment for action, whiciyrhave unfortunately already passed.
Two years after the financial crisis, the publis lg@ne weary of massive government
expenditures which have delivered so little in teiwhjob creation and will likely not support

another large round of stimulus spending. What eamsto face ahead is stagnant growth, high

28



unemployment and income inequality, increasing wgpishment, and a continual squeeze of
the middle class. The aggregate demand stimulusati@y the U.S. economy to muddle
through the next ten years, but it would be aftctbet of great human suffering and worsening
labor market conditions. Worse yet, if the curregits for fiscal austerity translate into actual
laws, the future may be very grim indeed. We wdaddvise to remember Hoover’s and
Roosevelt’s early attempts to balance the budgetse midst of an economic downturn, which
only plunged the economy further into the Depresdiiois thus critically important that
economist and policy makers reconsider the modeiaafroeconomic stabilization and go to the

heart of this crucial problem of unemployment bgktang it directly.
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