VHAT ECONOM STS DO

Economi sts have an inmage of practicality and worldliness not shared by
physicists and poets. Sone economnists have earned this image. Qhers--
nysel f and many of ny colleagues here at Chicago--have not. ['m not sure
whet her you will take this as a confession or a boast, but we are basically
story-tellers, creators of nmake-believe econom c systens. Rat her than try
to explain what this story-telling activity is about and why | think it is a
useful--even an essential--activity, | thought I would just tell you a story
and let you nake of it what you Iike.

My story has a point: | want to understand the connection between
changes in the noney supply and economi ¢ depressions. One way to
denonstrate that | understand this connection--1 think the only really
convincing way--would be for nme to engineer a depression in the United
States by manipulating the U S. noney supply. I think I know how to do
this, though I'm not absolutely sure, but a real virtue of the denocratic
systemis that we do not | ook kindly on people who want to use our |ives as
a laboratory. So | wll try to make ny depression somewhere el se.

The location | have in mind is an ol d-fashi oned anusenment park--roller
coasters, fun house, hot dogs, the works. I am thinking of Kennywood Park
in Pittsburgh, where | lived when ny children were at the optinal age as
amusenent park conpanions - a beautiful, turn-of-the-century place on a
bl uff overl ooking the Mnongahela River. If you have not seen this
particular park, substitute one with which you are familiar, as | want you
to try to visualize how the experinent | goi ng to describe would actually

work in practice.



Kennywood Park is auseful location for my purposes because it is an
entirely independent nonetary system One cannot spend U. S. dollars inside
the park. At the gate, visitors use U S. dollars to purchase tickets and
then enter the park and spend the tickets. Rides inside are priced at so
many tickets per ride. R de operators collect these tickets, and at the end
of each day they are cashed in for dollars, like chips in a casino

For obvioua reasons, business in park fluctuates: Sundays are big
days, July 4 is even bigger. On npbst concessions--| inmagine each ride in
the park to be independently operated--there is sone flexibility: an extra
person can be called in to help take tickets or to speed people getting on
and off the ride, on short-notice if the day is unexpectedly big or with
advanced notice if it is predictable. |f business is disappointingly slow,
an operator will let sone of his help |eave early. So "GNP" in the park
(total tickets spent) and enployment (the nunber of man hours worked) will
fluctuate fromone day to the next due to fluctuations in demand. Do we
want to call a slow day--a Mnday or a Tuesday, say--a depression? Surely
not. By an economi c depression we nmean sonething that ought not to happen
sonet hing pathol ogical, not normal seasonal or daily ups and downs.

This, | imagine, is how the park works. (I say "imagine" because | am
just making nmost of this up as | go along.) Technically, Kennywood Park is
a fixed exchange rate system since its central bank--the cashier's office
at the gate-- stands ready to exchange local currency--tickets--for foreign
currency--US dollars--at a fixed rate

In this econonmy, there is an obvious sense in which the number of
tickets in circulation is economcally irrelevant. No- one- - cust oner or
concessioner --really cares about the number of tickets per ride except

insofar as these prices reflect U S. dollars per ride. If the nunmber of



tickets per U S. dollar were doubled from10 to 20, and if the prices of al
rides were doubled in ternms of tickets--6 tickets per roller coaster ride
instead of 3--and if everyone understood that these changes had occurred, it
just would not make any inportant difference. Such a doubling of the noney
supply and of prices would amunt to a 100 percent inflation in terms of

| ocal currency, but so what?

Yet | want to show you that changes in the quantity of nmoney--in the
nunber of tickets in circulation--have the capacity to i nduce depressions or
boonms in this econony (just as | think they do in reality). To do so, |
want to inmagi ne subjecting Kennywood Park to an entirely operationa
experi ment. Think of renting the park fromits owners for one Sunday, for
suitabl e conpensation, and taking over the functions of the cashier's
office Neither the operators of concessions nor the custoners are to.be
inforned of this. Then, with no advance warning to anyone inside the park
and no conmmunication to themas to what is going on, the cashiers are
instructed for this one day to give 8 tickets per dollar instead of 10
What will happen?

We can inagine a variety of reactions. Sonme custoners, discouraged or
angry, Will turn around and go home. Others, coming to the park with a
dol I ar budget fixed by Mom w Il just buy 80 percent of the tickets they
woul d have bought ot herwi se. Still others will shell out 20 percent nore
dol I ars and behave as they woul d have in the absence of this change in
"exchange rates." | would have to know nmuch nore than | do about Kennywood
Park patrons to judge how nany would fall into each of these categories, but
it is pretty clear that no-one will be induced to take nore tickets than if
t he experinent had not taken place, nmany will buy fewer, and thus that the

total nunber of tickets in circulation--the "noney supply" of this anusenent



park econony--w |l take a drop below what it otherw se would have been on
this Sunday.

Now how does all of this look fromthe point of viewof the operator of
aride or the guy selling hot dogs? Again, there will be a variety of
reactions. In general, nost operators will notice that the park seenms kind
of enpty, for a Sunday, and that custoners don't seemto be spending |ike
they usually do. More tinme is being spent on 'freebies', the river view or
a wal k through the gardens. Many operators take this personally. Those who
were worried that their ride was becom ng passe' get additiona
confirmation. Those who thought they were just starting to becone popul ar
and had had t houghts of adding sone capacity, begin to wonder if they had
per haps becone over-optimstic. On many concessions, the extra enpl oyees
hired to deal with the expected Sunday crowd are sent hone early. A gl oony,
"depressed” nood settles in.

What | have done, in short, is to engineer a depression in the park.
The reduction in the quantity of noney has led to a reduction in real output
and enployment. And this depression is indeed a kind of pathol ogy.

Custonmers are arriving at the park, eager to spend and enjoy thensel ves
Concessioners are ready and waiting to serve them By introducing a glitch
into the park's nonetary system we have prevented (not physically, but
just as effectively) buyers and sellers fromgetting together to consunmate
nutual |y advant ageous trades.

That is the end of ny story. Rat her than of fer you sonme of ny opinions
about the nature and causes of depressions in the United States, | sinply
made a depression and let you watch it unfold. I hope you found it
convincing on its own terms--that what | said woul d happen in the park as

the result of ny manipulations would in fact happen. If so, then you will



agree that by increasing the number of tickets per dollar we could as easily
have engi neered a boomin the park. But we could not, clearly, engineer a
boom Sunday after Sunday by this method. Qur experinent worked only because
our nmani pul ations caught everyone by surprise. W could have avoided the
depression by leaving things alone, but we could not use nonetary
mani pul ati on to engi neer a permanently higher |evel of prosperity in the
park. The clarity with which these effects can be seen is the key advantage
of operating in sinplified, fictional worlds.

The disadvantage, it must be conceded, is that we are not really
interested in understanding and preventing depressions in hypothetica
anmusenent parks. W are interested in our own, vastly nore conplicated
society. To apply the know edge we have gai ned about depressions in
Kennywood Park, we must be willing to argue by anal ogy from what we know
about one situation to what we would |ike to know about another, quite
different situation. And, as we all know, the anal ogy that one person finds
persuasive, his neighbor may well find ridicul ous.

Vell, that is why honest people can disagree. | don't know what one
can do about it, except keep trying to tell better and better stories, to
provide the raw nmaterial for better and nore instructive anal ogi es. How
el se can we free ourselves fromthe limts of historical experience so as to
di scover ways in which our society can operate better than it has in the
past ?

In any case, that is what economists do. W are storytellers,
operating much of the time in worlds of nake believe. W do not find that
the real mof inmagination and ideas is an alternative to, or a retreat from
practical reality. On the contrary, it is the only way we have found to

think seriously about reality.



In a way, there is nothing nore to this method than maintaining the
conviction (which | know you have after four years at Chicago) that
i magi nation and ideas matter.. | hope you can do this in the years that
follow It is fun and interesting and, really, there is no practical

alternative.
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