The Fallacy of Fiscal Stimulus; or, Cry “Uncle Sam, I Am”
The May 2010 unemployment rate in the US was 9.7%.  It is expected to increase in June.  Back in January 2009 (before the stimulus) the unemployment rate was only 7.6%.  If this is evidence that massive fiscal stimulus works, I would hate to see what constitutes failure.  As an economist who spoke out against the original stimulus package, I’m here to claim “I told you so”.

Now I like fairly tales as much as the next guy - which is why I like Dr. Seuss – but at least I know they aren’t real.  The idea that the government can borrow and spend its way to wealth may be a fun story to tell, but you would be a fool to believe it.

The idea that a government should pass a fiscal stimulus package during a recession is prefaced on three basic assumptions – all of which are wrong.. 
False Assumption #1: Markets won’t self-correct.
Interventionists insist that if left alone, markets won’t correct themselves.  Prices and real wages won’t fall – or worse yet, they will fall and that is counter to interventionists’ normative values.  To them, prices don’t provide information.  Interventionists insist that some prices are “too low” (wages, housing prices, commodity prices, etc.).  In reality, every voluntary transaction has both a buyer and a seller.  Relative prices work as market signals to arrange resources to maximize economic efficiency.  Government impediments to relative price changes damage economic production. 
The major causes of “sticky” wages are the size and power of public sector unions.  The higher the percentage of the economy getting their salary from the government, the longer and deeper recessions are going to be.  Adding more government workers via a stimulus package only makes matters worse.

False Assumption #2: Governments will create more wealth than they will destroy 
The interventionist story claims that aggregate demand is “too low” and can be increased with government spending.  Since money for government spending must come from somewhere (printing money, issuing debt, or raising taxes), any stimulative effect relies on “fooling” people.  
If printing money actually led to wealth, Zimbabwe would be rich.  If borrowing massive amounts of money stimulated an economy, Japan’s economy would have roared in the last decade.  Whether you tax now, or in the future to fund higher debt service, greater tax liability leads to larger tax wedges and increased dead weight loss.  Rational expectations indicate that people won’t be fooled, and fiscal policy is, at best, useless, and at worst, harmful.
Even if a recession proved to be a good time to build government infrastructure, it is unlikely that politicians would restrict the use of stimulus packages to productive infrastructure projects.  Federal infrastructure decisions are political not economic.  They are determined by seniority of committee chairs, not economic value.  By misdirecting resources to politician’s pet projects a whole new set of false economic signals are sent.
False Assumption #3: Redistribution creates wealth
People with money to spend aren’t doing so, interventionists contend, so we must take their money from them and give it to those who will do their civic duty by buying more stuff.  The vast majority of the last economic stimulus package consisted of transfer payments – just taking money from Peter (today’s rich or tomorrow’s taxpayer) and giving it to Paul (today’s consumer).  
Unemployment insurance was extended up to 99 weeks.  Once again we have learned, the more you pay people to not work, the fewer workers you will get.  In a dynamic world, government debt-financed consumption creates disincentives for work both today (subsidized slacking) and tomorrow (higher marginal tax rates on tomorrow’s earned income.) Redistribution of income reduces economic growth.
Our recent fiscal policy experiment not only did not improve the US economy, it made it worse off.  How many billions (or trillions) of wealth must we waste before Americans cry uncle?  After all, it isn’t the government’s money that’s being wasted – it’s ours. Uncle Sam, I am, and so are you.
Note: The Capitalism Today blog will resume in August (jury duty willing).  While Capitalism Today gets to take a vacation, let us remember that we never need a vacation from capitalism itself.

