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For the applied economist, the confident and appar-
ently successful application of Keynesian principles
to economic policy which occurred in the United
States in the 1960s was an event of incomparable
significance and satisfaction. These principles led to
a set of simple, quantitative relationships between
fiscal policy and economic activity generally, the ba-
sic logic of which could be (and was) explained to the
general public and which could be applied to yield
improvements in economic performance benefitting
everyone. It seemed an economics as free of ideologi-
cal difficulties as, say, applied chemistry or physics,
promising a straightforward expansion in economic
possibilities. One might argue as to how this windfall
should be distributed, but it seemed a simple lapse of
logic to oppose the windfall itself. Understandably
and correctly, noneconomists met this promise with
skepticism at first; the smoothly growing prosperity
of the Kennedy-Johnson years did much to diminish
these doubts.

We dwell on these halcyon days of Keynesian
economics because without conscious effort they are
difficult to recall today. In the present decade. the
U.S. economy has undergone its first major depression
since the 1930s, to the accompaniment of inflation
rates in excess of 10 percent per annum. These events
have been transmitted (by consent of the govern-
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ments involved) to other advanced countries and in
many cases have been amplified. These events did
not arise from a reactionary reversion to outmoded,
“classical” principles of tight money and balanced
budgets. On the contrary, they were accompanied by
massive government budget deficits and high rates of
monetary expansion, policies which, although bear-
ing an admitted risk of inflation, promised according
to modern Keynesian doctrine rapid real growth and
low rates of unemployment.

That these predictions were wildly incorrect and
that the doctrine on which they were based is fun-
damentally flawed are now simple matters of facs,
involving no novelties in economic theory. The task
now facing contemporary students of the business
cycle is to sort through the wreckage, determining
which features of that remarkable intellectual event
called the Keynesian Revolution can be salvaged and
put to good use and which others must be discarded.
Though it is far from clear what the outcome of this
process will be, it is already evident that it will neces-
sarily involve the reopening of basic issues in mone-
tary economics which have been viewed since the
thirties as “closed™ and the reevaluation of every
aspect of the institutional framework within which
monetary and fiscal policy is formulated in the ad-
vanced countries.

This paper is an early progress report on this
process of reevaluation and reconstruction. We begin
by reviewing the econometric framework by means
of which Keynesian theory evolved from disconnect-
ed, qualitative talk about economic activity into a
system of equations which can be compared to data







