The biggest battle of 2012: Keynes vs. Hayek

by Nicholas Wapshott

The dynamics of the 2012 campaign are already in motion — with President Barack Obama selling his American Jobs Act, while Republican candidates decry it on their reality show debates.

Whomever the GOP decides on, anyone who knows economic history recognizes that the election will offer a rare choice between the starkly conflicting ideas of British genius John Maynard Keynes, who transformed economics, and his nemesis, the free-market-loving Austrian thinker Friedrich Hayek.

On one side, the president is pressing for a Keynesian stimulus of nearly $500 billion to jump-start the economy, boost demand and put the unemployed back to work. On the other, the Republican candidates argue alongside Hayek that the government is too large and must step out of the way of free enterprise to allow the market to create lasting jobs.

This clear divide over how to address the depressed economy echoes a debate that began 80 years ago between Keynes and Hayek over what role government should play in healing a broken economy.

Despite the sharp lines of the clash, however, Obama knows as little about Keynes’s revolutionary ideas as the Republican contenders do about Hayek’s. Obama described his jobs bill as “a balanced plan that would reduce the deficit by making additional spending cuts” and “will not add to the deficit. It will be paid for.”

The key counterintuitive element that underpinned Keynes’s breakthrough in his 1936 book, “General Theory of Employment, Interest and Money,” is that an economy in recession needs more money pumped into the system — not a rearrangement of the money already in it. Keynes said that at the bottom of the business cycle, when people are thrown out of jobs because of the lack of demand for the goods they make and the services they provide, governments should spend, spend, spend to create new demand.

They should borrow if they don’t have cash on hand. There will be time enough to pay off the debt at the top of the cycle, Keynes argued, when everyone is back in a job.

Obama’s contention that a stimulus must be paid for “right now” contradicts the very essence of Keynesian logic. The president’s explanation that a national economy is just like a prudent family working out its budget, saving before spending, which he used to justify his deal with the Republicans over the debt limit and creating the congressional supercommittee, also runs counter to the Keynesian-inspired policies that pulled America out of the decade-long Great Depression 70 years ago.

For their part, the Republicans, too, have misunderstood many of the basic tenets of their ideological hero, Hayek. Even Ron Paul — like Hayek, a libertarian, not a conservative — fails to grasp the scope of Hayek’s ideas.

Hayek, in fact, did not deny that the troika of Keynesian stimulus remedies — making money cheap by lowering interest rates, slashing taxes across the board and funding public works — was likely to reduce unemployment. But he believed the new jobs would simply not last for long. Keynes’s famous riposte was that it was better to have jobs in the short term than no jobs at all — for “in the long run we’re all dead.”

The Republican candidates also ignore two important elements of Hayek’s vision of a prosperous economy fueled by the untrammeled market. In his 1944 book, “The Road to Serfdom,” Hayek declared that any civilized nation should guarantee minimum living standards for its citizens — including universal health care, pensions, relief for the poor and a roof over everyone’s head.

Reading Hayek’s book, Keynes leapt on this key concession. As Hayek conceded that government had an important role to play in improving people’s lives, Keynes pointed out to him that the apparently irreconcilable difference between them was merely one of degree: where exactly to draw the line when it came to government intervention.

Those who claim to represent Hayek’s views also prefer to ignore his belief in free trade and unrestricted immigration. Hayek thought that open borders would encourage global trade that would lead to prosperity for all. He believed free trade should not be reserved to goods and services but should include the free movement of labor, too — with no national limits on immigration.

Few presidents or presidential candidates have had an informed understanding of economics. Consider John F. Kennedy, who, despite being taught by the high priest of Keynesianism, John Kenneth Galbraith, was at first taken aback when told that Keynes recommended cutting taxes to allow people to spend their way out of a recession. He then recommended a Keynesian tax cut.

But in next November’s election, Americans will, for once, be offered a clear choice between one economic philosophy and its opposite. The people will be better served if Obama and his Republican challenger learn exactly what Keynes and Hayek said and wrote.

A little learning, for once, would not be a dangerous thing. 
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