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Dean Baker

The Wrongest
Profession

How economists have botched the promise of
widely distributed prosperity—and why they have
no intention of stopping now

OVER THE PAST TWO DECADES, the economics profession has compiled an impres-
sive track record of getting almost all the big calls wrong. In the mid-1990s, all the
great minds in the field agreed that the unemployment rate could not fall much below
6 percent without triggering spiraling inflation. It turns out that the unemployment
rate could fall to 4 percent as a year-round average in 2000, with no visible uptick in
the inflation rate.

As the stock bubble that drove the late 1990s boom was already collapsing,
leading lights in Washington were debating whether we risked paying off the national
debt too quickly. The recession following the collapse of the stock bubble took care
of this problem, as the gigantic projected surpluses quickly turned to deficits. The
labor market pain from the collapse of this bubble was both unpredicted and largely
overlooked, even in retrospect. While the recession officially ended in November 2001,
we didn’t start creating jobs again until the fall of 2003. And we didn’t get back the
jobs we lost in the downturn until January 2005. At the time, it was the longest period
without net job creation since the Great Depression.

When the labor market did finally begin to recover, it was on the back of the housing
bubble. Even though the evidence of a bubble in the housing sector was plainly visible,
as were the junk loans that fueled it, folks like me who warned of an impending housing
collapse were laughed at for not appreciating the wonders of modern finance. After the
bubble burst and the financial crisis shook the banking system to its foundations, the
great minds of the profession were near unanimous in predicting a robust recovery.
Stimulus was at best an accelerant for the impatient, most mainstream economists
agreed—not an essential ingredient of a lasting recovery.

While the banks got all manner of subsidies in the form of loans and guarantees at
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below-market interest rates, all in the name of avoiding a second Great Depression,
underwater homeowners were treated no better than the workers waiting for a labor
market recovery. The Obama administration felt it was important for homeowners,
unlike the bankers, to suffer the consequences of their actions. In fact, white-collar
criminals got a holiday in honor of the financial crisis; on the watch of the Obama
Justice Department, only a piddling number of bankers would face prosecution for
criminal actions connected with the bubble.

There was a similar story outside the United States, as the International Mone-
tary Fund, along with the European Central Bank and the European Union, imposed
austerity when stimulus was clearly needed. As a result, southern Europe is still far
from recovery. Even after another decade on their current course, many southern Euro-
pean countries will fall short of their 2007 levels of income. The situation looks even
worse for the bottom half of the income distribution in Greece, Spain, and Portugal.

Even the great progress for the world’s poor touted in the famous “elephant graph”
turns out to be largely illusory. If China is removed from the sample, the performance
of the rest of the developing world since 1988 looks rather mediocre. While the pain
of working people in wealthy countries is acute, they are not alone. Outside of China,
people in the developing world have little to show for the economic growth of the last
three and a half decades. As for China itself, the gains of its huge population are real, but
the country certainly did not follow Washington’s model of deficit-slashing, bubble-
driven policies for developing countries.

In this economic climate, it’s not surprising that a racist, xenophobic, misogynist
demagogue like Donald Trump could succeed in politics, as right-wing populists have
throughout the wealthy world. While his platform may be incoherent, Trump at least
promised the return of good-paying jobs. Insofar as Clinton and other Democrats
offered an agenda for economic progress for American workers, hardly anyone heard
it. And to those who did, it sounded like more of the same.

The Call of the Hawks

To get a clearer fix on how deeply our economics establishment is entrenched within
its own counter-empirical worldview, let’s home in on what is undoubtedly the most
consequential article of faith in its catechism: the gospel of the deficit hawk.

Here’s one handy way to break down the real-world costs of deficit hawkery. The
cries for fiscal prudence that come from folks like Timothy Geithner and Paul Ryan,
which are echoed in the media by the Washington Post and other major outlets, are
costing us almost $2 trillion a year in annual output. This amount comes to more than
$6,000 per person per year or $24,000 for an average family of four. These deficit
hawks are ensuring that our children and grandchildren will live in poverty.

Yes, I'm inverting the traditional alarms raised by deficit hawks about the calami-
ties of intergenerational indebtedness and throwing them in their faces, precisely so we
can catalog the ways in which they’ve been spreading nonsense to push bad economic
policies for decades. These bad policies have steep and lasting costs, especially
following the collapse of the housing bubble and the Great Recession. The constant
fear-mongering of the deficit hawks prevented the government from spending the
money required to push the economy back to full employment. There was nothing to
replace the construction and consumption spending that had been driven by the bubble.

As aresult, the economy has operated well below its potential level of output since
the recession began almost ten years ago. Not only has this meant needless unem-
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ployment, causing hardships for families with one or more unemployed worker; it has
also produced long-term damage to the economy. Millions of workers have dropped
out of the labor force. Some will never work again. In addition, when companies see
weak demand, they invest less than they would have otherwise. The drop in investment
slows the rate of productivity growth.

The combined impact of fewer workers and lower productivity is enormous. In
2008, before the true extent of the recession was known, the Congressional Budget
Office (CBO) projected that by 2017 the economy’s potential would be 29 percent
larger than it had been in 2007. In its most recent report, the CBO puts the economy’s

potential for 2017 at just 16 percent more
than its 2007 level. This difference of 13

The practice of expressing percentage points translates into more
budget numbers in dollar than $2 trillion a year in today’s economy.
. It’s also well worth noting that this lost
terms that vn'tually noone output is income that disproportionately
understands is inexcusable. would have gone to those at the middle

and bottom of the income ladder. The

people who don’t get employed in a weak
economy are overwhelmingly African Americans, Hispanics, and workers with less
education. Furthermore, in a weak labor market, workers at the middle and bottom
of the wage ladder aren’t well positioned to get wage increases. The weakness of the
labor market in the Great Recession and the anemic recovery that followed were both
associated with a large shift in national income from wages to profits. In short, this was
a hard punch to the belly for large segments of the working population.

Is it fair to blame the severity of the recession and the weakness of the recovery
on the deficit hawks? Yes. Suppose that the government had been free to spend
without constraint in the years after the collapse of the housing bubble. There’s no
reason to believe that with a large enough stimulus, say two or three times the actual
one, we would not have quickly moved the economy back to something close to full
employment. This is the story of the massive spending associated with World War II
that finally got the economy out of the Great Depression.

Of course, there is enormous uncertainty about how the economy would have
responded following an event as traumatic as the collapse of the housing bubble. But
even if just half the lost potential can be laid at the doorstep of the deficit hawks, the
impact is still enormous. The $1 trillion in lost annual output is considerably larger
than the amount raised each year through Social Security taxes. Even cutting the loss
in potential GDP in half, the cost to the population is equivalent to an increase in the
Social Security payroll tax of 14 percentage points.

Keep this 14 percentage point hike in the payroll tax in mind. The deficit hawks
would scream bloody murder over a proposal to phase in a Social Security tax increase
of 2 percentage points over two decades. The deficit hawks are not much concerned
about consistency.

The Big-Numbers Cudgel

They have even less interest in clarity. Some of us stubbornly continue to think that
those engaged in policy debates bear a minimum responsibility to inform Americans.
But the deficit hawks seem to believe their greatest civic obligation is to scare people.
We continually hear, from political demagogues and their policy enablers alike, about
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the $20 trillion national debt that we are passing on to our children. As House Speaker
Paul Ryan recently put it, the need to “tackle the nearly $20 trillion national debt” is at
the top of the country’s priority list.

This line surely scores big in focus groups, where politicians test the best ways to
alarm their audiences. However, it would fail if the point were to convey information.
Few Americans have any idea how big the federal budget or the economy is. That means
they have no way of assessing the meaning of a $20 trillion national debt. Sure, it’s huge.
But the debt would also be huge if it were $2 trillion or $200 trillion. Presenting a huge
number like the $20 trillion national debt, without any context, tells audiences nothing.

This sort of game-playing happens with budget numbers all the time. If I wanted to
convince readers that we were spending a huge amount trying to help the poor, I could
say that we are spending more than $17 billion a year on Temporary Assistance for Needy
Families (TANF), the program created by the 1996 welfare reform law. I might convince
readers of our generosity to the world’s poor by noting that we spend $31 billion a year on
foreign aid. But people would probably be far less impressed if they were told that TANF

spending was just over 0.4 percent of the
total budget and foreign aid was equal to 0.8

The path s clear for percent of federal spending.

demagogic politicians to The practice of expressing budget
. . numbers in dollar terms that virtually no

scare the publlc with one understands is inexcusable. I have

misleading claims about harangued reporters on this point for
the bu dge t and the deficit. decades. No journalist has ever tried to tell

me that most of their readers understand

numbers expressed in billions or trillions.
Yet they refuse to make any effort to put these huge numbers in a context that could
make them intelligible to readers, even when they acknowledge the need to do so.
When she was the public editor of the New York Times, Margaret Sullivan urged the
paper to address this problem, with strong agreement from David Leonhardt, then
the Washington Bureau chief. Unfortunately, not much has changed in the Times’
budget reporting or anyone else’s.

That leaves us with a standard format for budget reporting that almost everyone
agrees is deceptive, or at least uninformative. In this context, the path is clear for
demagogic politicians to scare the public with misleading claims about the budget and
the deficit. This is why we can count on endless tirades about the huge budget deficit
and debt: it sells.

Threat Mis-Assessment

We can count on politicians and the groups funded by private-equity billionaire Peter
Peterson to yell about large deficits and debt. The political fallout from deficits and
debt is clear enough, but the more salient policy question is one you never see blaring
across your news feeds and cable chyrons: What are the actual economic problems that
we should expect to see from large deficits?

The standard story is that high budget deficits lead to high interest rates. Borrowing
by the government increases the overall demand for borrowing in the economy. With
more demand, interest rates rise. Higher interest rates will then discourage people
from buying homes or cars, both of which are typically bought on credit. They will also
discourage companies from investing in new plants and equipment. And to round out
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this supposedly vicious circle, higher interest rates will lead more foreign investors to
buy financial assets in the United States. This pushes up the value of the dollar and leads
to a larger trade deficit.

The budget deficit is bad news, we’re told, because it means that we are investing
less today than would otherwise be the case. Less investment translates into slower
productivity growth, which means we will be poorer in future years. In addition,
because we are borrowing from abroad, a larger share of what we do produce in the
future will go to foreigners rather than domestic use. This is the basic story of why high
deficits today are supposed to make things worse for our children and grandchildren.

High interest rates are at the center of this story, which then raises an obvious
problem for the deficit hawks: interest rates are very low. While the key interest rate on
10-year Treasury bonds has risen since Donald Trump won the election, presumably
on the expectation of larger budget deficits, it is still very low by historical standards,
even at the early January level of 2.5 percent. In the low-deficit years at the end of the
1990s, the 10-year Treasury rate was generally in a range between § and 6 percent.

Even if interest rates were cooperating with the large budget deficit story, we would
still be hard pressed to make the case that the deficit is poised to bankrupt our kids.
Investment is actually not very responsive to interest rates. Using standard economic
analyses, even large movements in budget deficits have relatively little impact on GDP.

For example, the CBO has projected that reductions in annual deficits even on
the order of 3 percent of our GDP (approximately $570 billion in the 2017 economy,
or more than $6.5 trillion over the next decade) would boost our GDP by less than a
percentage point. Note that this is not a change in growth rates, but rather a cumu-
lative change in output. In other words, if we were to trim annual spending by $570
billion next year, and maintain the lower level of spending for a decade, we would
be rewarded in 2027 with a GDP just 1 percent larger than it would have been had we
continued to maintain our current deficits.
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The Never-Ending Backup Story

This is not the sort of projection that is likely to motivate people to slash government
spending, so instead we get a far less honest and infinitely more alarmist account of
the problem of deficits. We're told that because of interest payments on the debt and
commitments to Social Security and Medicare, programs that primarily benefit the
elderly, we will have little money to spend in other areas in five or ten years. In this
story, we are screwing our children. We won’t have the money to pay for education,
infrastructure, research and development, and all sorts of other good things because
all available cash will be devoted to retirees and to servicing the debt stoked by past
entitlement spending.

There is so much in this scare story that is obviously wrong that it’s hard to know
where to begin. First, the scenario of an abrupt rise in interest payments posits that
interest rates will rise to pre-recession levels, thereby causing interest payments to
jump. This is possible, but it is a prediction that has consistently been proven wrong
over the last six years. Perhaps if tax cuts and spending increases in the Trump admin-
istration goose demand, we’ll begin to see the higher interest rates currently projected
by the CBO. But that’s an unlikely outcome if we go by the recent past.

Those who want to cut Social Security and Medicare, which certainly seems to be
the core agenda of most deficit hawks, push forward without answering the obvious
question of what alternative mechanism might secure retirement income and health
care for seniors. The fact is, these public systems are immensely more efficient than
their private-sector counterparts. Relying on the private sector will almost certainly
lead to more waste in the economy—and, perhaps not coincidentally, more money for
the financial industry.

We're also told that the well-off elderly don’t need these benefits. There are two
problems with this argument. The first is that the well-off elderly paid for these benefits
just like everyone else. The richest elderly don’t need the interest they get on govern-
ment bonds, but no one would think of taking that away from them. The other problem
is that there are not enough of them to make much of a difference. Just as Ronald
Reagan promoted the urban legend of the system-gaming “welfare queen” in order to
delegitimize income supports for poor mothers and children, the image of the heedless
elderly millionaire feathering his or her nest with monthly Social Security payments is
largely a self-interested social myth. Peter Peterson is fond of telling audiences that he
doesn’t need his Social Security. While that is surely true, there are not very many Peter
Petersons among the over-sixty-five set. Even though we can get lots of money from
taxing this small group of rich people, we couldn’t get very much from taking away
their benefits, primarily because Peter Peterson’s Social Security check is not much
larger than anyone else’s. If we hope to save serious money by taking away benefits, we
would have to be cutting benefits for retirees with incomes around $40,000 a year—
not an income level ordinarily thought to make someone rich.

Getting Dovish with Deficits

If we don’t follow the deficit hawks’ advice and eviscerate Social Security and Medicare,
how do we deal with the likelihood that spending on these programs will rise as a share
of the federal budget? First, we need a clear and detailed picture of when the deficit
poses a limit. Again, the classic deficit-hawk story is that the deficit is a problem when

it pushes up interest rates. Since interest rates are still at extraordinarily low levels, the
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status quo should support a good deal of optimism about additional deficit spending.
Of course, we should take some mitigating factors into account. The current low
level of interest rates stems at least in part from the Federal Reserve Board’s decision
to buy a vast number of government bonds. Analysts sometimes exaggerate the impact
of this decision, but there’s little doubt that it has reduced long-term rates by between
0.5 to 1.0 percentage points. In fact, since the rate on government debt is low, and since
much of the interest is paid to the Fed and then refunded to the Treasury, the interest
burden of the debt is actually near a post-war low when measured as a share of GDP.
For some reason, the deficit hawks forget to mention this fact.
Suppose that in five or ten years we were to see the deficit start to rise due to
the higher Social Security and Medicare spending associated with an aging popu-
lation. As a first answer, we could simply run larger budget deficits. And suppose,
in turn, that this increase started to send interest rates soaring as the deficit hawks
always warn. We could have the Federal
Reserve Board buy up the bonds to keep
The deficit hawks’ concern interest rates low—just as it did in the

for our children’s well-being ~ wake of the 2008 meltdown.
Having the Fed buy bonds is a

1S purely rhetorical. perfectly reasonable policy as long as the
economy is below its potential level of
output. However, if it is actually hitting
that level, putting more money into the economy to buy bonds would set up a classic
case of turning too much money loose to chase too few goods and services. In other
words, we would have serious problems with inflation. That’s a real possibility, but it’s
worth remembering that we have been faced with the opposite problem of an inflation
rate that is too low for almost a decade.

Suppose inflation does start to accelerate. Well, one thing we could do is raise
taxes. We could raise taxes on the wealthy, but historically Social Security and Medi-
care have been financed through a payroll tax. The good news for any tax-raising
scenario is that polls have indicated a strong willingness to pay higher taxes to support
these hugely popular programs.

At this point, the deficit hawks typically start raising apocalyptic fears about
higher taxes impoverishing our children. I have three responses to this claim.

The first is that we are all paying much higher Social Security and Medicare taxes
than our parents and grandparents did. Are we therefore the victims of generational
inequity? What’s more, the main reason Social Security costs are rising is that our
kids will live longer lives than we will. In other words, the dire specter of a generously
subsidized cohort of older Americans is actually a sign of widespread social progress.
(High Medicare costs are due to an incredibly inefficient health care system, but that’s
another story—one that deficit hawks are also in the midst of monkey-wrenching in
order to delegitimize any state-supported solution.)

My second reply is that we should be worried about after-tax income, not the tax
rate. Recall that austerity policies favored by deficit hawks may have already cost us the
equivalent of an increase in the payroll tax of 14 percentage points. We’re supposed to get
hysterical over the prospect that our kids may pay 2 to 3 more percentage points in payroll
taxes, but be unconcerned about this huge and needless loss of before-tax income?

More generally, if we manage to reverse the wage stagnation of the past thirty-plus
years and see ordinary workers once more take a share of the gains of economic growth,
their before-tax pay will be 40 to 50 percent higher in three decades than it is today. If
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they have to give back some of these gains in higher payroll taxes in order to support a
longer retirement, it’s hard to see just what the problem would be. (The bigger question,
of course, is whether we can succeed in creating a political economy in which ordinary
workers will once again share in generalized economic growth.) And taxes are just one
way in which the government imposes costs on citizens. Donald Trump wants to have a
massive infrastructure program financed by the creation of toll roads. These tolls will be
paid to private companies and will not count as taxes. Feel better?

On a much larger scale, the government grants patent and copyright monopo-
lies as an incentive for research and creative work. In the case of prescription drugs
alone, these patent monopolies cost close to $350 billion a year (approximately 1.9
percent of GDP) over what the price of drugs would be in a truly free market. Even as
deficit hawks try to convince us that the government can’t afford to borrow another
$50 billion a year to finance the research done by the pharmaceutical industry, they
tell us not to worry about the extra $350 billion we pay for drugs because of govern-
ment-granted patent monopolies. This monomaniacal obsession with tax burdens,
to the exclusion of any reckoning with the burden of patent monopolies, shows yet
again that the deficit hawks’ oft-professed concern for our children’s well-being is
purely rhetorical, and in no way serious.

We should remember that we will pass down a whole society to our kids—
including the natural environment that underwrites the quality of life of future
generations. If the cost of ensuring that large numbers of children do not grow up in
poverty and that the planet is not destroyed by global warming is a somewhat higher
current or future tax burden, that hardly seems like a bad deal—especially if the burden
is apportioned fairly. Now suppose, by contrast, that we hand our kids a country in
which large segments of the population are unhealthy and uneducated and the
environment has been devastated by global warming, but we have managed to pay off
the national debt. That is, after all, the future that many in the mainstream of the
economics profession are prescribing for the country. Somehow, I don’t see future
generations thanking us. X
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