


[image: cover image for The Accidental Theorist]







[image: Penguin Brand Logo]









Paul Krugman





THE ACCIDENTAL THEORIST

And Other Dispatches from the Dismal Science


[image: Penguin logo]










Contents

Introduction

Part 1: Jobs, Jobs, Jobs

The Accidental Theorist

Downsizing Downsizing

Vulgar Keynesians

Unmitigated Gauls: Liberté, Egalité, Inanité

Part 2: Right-Wing Wrongs

The Virus Strikes Again

Supply-Side’s Silly Season


An Unequal Exchange

The Lost Fig Leaf: Why the Conservative Revolution Failed

Gold Bug Variations: Understanding the Right-Wing Gilt Trip

Part 3: Globalization and Globaloney

We Are Not the World

In Praise of Cheap Labor: Bad Jobs at Bad Wages Are Better than No Jobs at All

The East Is in the Red: A Balanced View of China’s Trade

Part 4: Delusions of Growth

Technology’s Wonders: Not So Wondrous

Four Percent Follies

A Good Word for Inflation

What Is Wrong with Japan?

Seeking the Rule of the Waves

Part 5: The Speculator’s Ball

How Copper Came a Cropper

The Tequila Effect

Bahtulism: Who Poisoned Asia’s Currency Markets?

Making the World Safe for George Soros

Part 6: Beyond the Market

Earth in the Balance Sheet: Economists Go for the Green

Taxes and Traffic Jams

Rat Democracy

A Medical Dilemma

The CPI and the Rat Race

Looking Backward

Follow Penguin







PENGUIN BOOKS

THE ACCIDENTAL THEORIST

Paul Krugman was proclaimed by the Economist as ‘the most celebrated economist of his generation’, a judgement confirmed in 1991 when the American Economic Association presented him with the John Bates Clark Medal, a prize given every two years to the best American economist under the age of forty. In addition to his research, Krugman writes extensively for general audiences. His book, Peddling Prosperity, was hailed by Newsweek as ‘the best primer around on recent US economic history’. His book The Return of Depression Economics was recently published in hardback by Allen Lane The Penguin Press.








Introduction

Economists are supposed to be boring. And the reputation is justified: Most of us really are quite boring, at least when we talk about our work. But then so are most other people, from scientists to supermodels. Why do economists get singled out?

The answer, I believe, is unrequited longing. Economics matters to people—it is, as John Maynard Keynes put it, “dangerous for good or evil” in a way that, say, literary studies or even history are not. People come to economists in search of emotional or political satisfaction. They are therefore dismayed to find a discipline that seems to be all equations, diagrams, and impenetrable jargon.


There are some excuses for that impenetrability. Economics, Keynes wrote elsewhere, is “a difficult and technical subject, but nobody will believe it.” The central ideas of economic theory are very simple: They boil down to little more than the proposition that people will usually take advantage of opportunities, plus the observation that my opportunities often depend on your actions and vice versa. But applying these ideas to particular cases—to the effects of technological progress on employment, of international trade on wages, of the money supply on economic growth—requires some close, hard thinking, thinking in which a bit of math and some specialized jargon can often help you stay on track. This is not to deny that much of what modern economists (or academics of any type) do is pointless technical showboating, using fancy math to say things that could just as well have been expressed in plain English—or for that matter to say things that would be obviously silly if their meaning were not obscured by the math. But not all of the technicality of modern economics is obscurantism; sometimes it is actually a way to make things clearer and simpler.

Still, there should be a lot more accessible, interesting, even exciting writing about economics than there is. Astronomy is a difficult, technical subject, too; yet where is the economics equivalent of the late Carl Sagan? (Did you know that U.S. consumers spend trillions and trillions … never mind.) On many issues, including some of those where passions run highest, economics offers startlingly illuminating insights, insights that could with a little effort (all right, with a lot of effort) be explained without the jargon. Yet that explanation is usually not forthcoming. We are a profession without popularizers.

But wait—aren’t there some very influential economic gurus, men whose books routinely grace the best-seller lists? Yes, there are, but they are not popularizers in the proper sense of the word. Sagan was a popularizer: He found a way to make serious astronomy—the discoveries and theories of professional astronomers—comprehensible and exciting to a wide audience. Our popular economics writers, however, are not in the business of giving their readers a ringside seat on the research action; with no exception I can think of, they use their books to do an end run around the normal structure of scholarship, to preach ideas that few serious economists share. Often, these ideas are not just at odds with the professional consensus; they are demonstrably wrong, and sometimes terminally silly. But they sound good to the unwary reader. In fact, as far as most people know—including people who regard themselves as well-informed, who watch public TV and read intellectual magazines—that is what economics sounds like.

The essays in this volume represent attempts to do something about that. For most of my professional life I did what most academics do: I taught my classes, wrote papers for professional journals, and in general talked mainly with other academics. As far as I was concerned, getting at the truth and convincing a select audience of cognoscenti that I was right was all that mattered; it was somebody else’s job to communicate that truth to the world at large. To be honest, I would go back to those innocent days if I could; in a way I feel that I have been expelled from Eden. But there is no going back, for I have become all too aware that the truth does not, in fact, always prevail—that plausible charlatans can often convince even the great and good that they are men of wisdom, that economic ideas of (it seems to me) self-evident silliness often sound profound to the untrained ear. And I cannot count on somebody else to make the case for the kind of economics I believe in; if I want that case made, I’ll have to do it myself.

Luckily, though it’s a tough job, it’s not impossible. If you work at it hard enough you can often find a way—a parable, a metaphor, a particular angle of approach—that makes a seemingly abstruse piece of economics easily accessible. And there is also a lot of pleasure, of sheer fun in the craft of writing clear English about a technical subject.

And so a few years ago I found myself launched on a sort of second career, writing the sort of pieces that are collected in this book. Often I write articles that use some current issue as their starting point; I also often try either to explode some plausible-sounding idea that happens to be false or to promote some implausible, disturbing idea that happens to be true. But I always have the additional purpose of demonstrating what it means to think, really think, about economics.

This second career has not always made me popular. Many people have strong ideas about economics, partly because our daily experience of getting and spending gives us a (sometimes false) sense of understanding the larger picture, partly because it is so easy to become convinced by economic doctrines that suit our political prejudices. How do people with such strong ideas react when an economist tells them that some things they thought were obviously true are actually quite false, as false as the folk medicine that says that people get ulcers because they worry too much;11 and that some ideas that they find distasteful are equally unambiguously true, as true as the theory of evolution by natural selection? Perhaps they should be grateful to be thus enlightened; but for some reason they usually aren’t. Moreover, some influential writers and speakers on economics have spent most of their careers, well, faking it: misrepresenting or even inventing facts, using clever rhetoric to cover gaping logical holes. Neither they nor the people who have been taken in by them are particularly happy to see this pointed out. And some people are simply outraged by the suggestion that economics is even potentially a subject in which hard thinking might force them to question their preconceptions—that is, wrote one angry op-ed author, an unforgiveable “accusation of illiteracy.” This was the attitude Keynes was referring to when he wrote that while economics is a difficult and technical subject, “nobody will believe it.”

I may as well bring up one particular issue while I am on this topic. I sometimes find it necessary to name names—to illustrate a particular bad idea by citing an actual example of a prominent person who espouses that idea. This may look like malice—why get personal?—but I actually have a serious purpose. All too often, I have found, the peddlers of economic nonsense play a game of bait and switch—drawing their audience in with the promise of sophisticated analysis, then providing instead crudely simplistic stories. Worse yet, when somebody like me tries to argue against those simplistic stories, the usual response is “But nobody believes that,” followed almost instantly by a reiteration of the same idea, slightly restated. What’s a polemicist to do? Well, it turns out to be helpful to catch them with their hand in the cookie jar. Partly this is because I need to prove that real, important people do indeed hold the views I am criticizing—that I am not attacking straw men. But I also find that by showing how easy it is to be misled—to be convinced by an appealing, serious-sounding argument that can be shown to be nonsense pure and simple—I can convince my readers that they really do need to listen to what I have to say. Either that, or send me an abusive letter, an option that quite a few seem to prefer.

But while I have not always made friends in my second career, I like to think that I have at least now and then influenced people.

The pieces collected here are adapted from essays written between the fall of 1995 and the summer of 1997. It was an eventful period (but then aren’t they all?), and a fertile time for nonsense both right and left. The earliest piece in the collection was written in response to the mean-spirited nonsense spouted by America’s newly elected Republican House majority leader; one of the latest in response to the warm-hearted but unfortunately equally silly ideas of France’s newly elected Socialist prime minister. But anyway, left and right are not adequate categories: On most of the issues touched on in this collection, the orthodoxy of both liberals and conservatives is simply wrong, and in many cases the truth is something nobody wants to hear.

About half of these articles were published in the online magazine Slate, where I have a regular monthly column, “The Dismal Science”; most of the rest in such conventional print media as the Washington Monthly, Foreign Affairs, and the New York Times. A few of the pieces are new to print. Although many were written to some degree in response to current events, I am not a reporter; if I have anything to contribute to discussion of the news, it comes from putting that news in a longer-term context. Thus I hope that readers will find that the pieces have not dated too much, that all of them remain relevant.

Although my ultimate purpose was serious, I enjoyed writing these pieces—even though all the old cliches are absolutely true: It is not only harder but more time-consuming to write a 1,300-word, plain-English article for the general public than to write a 5,000-word, equation-laden paper for a professional journal. I hope some of that enjoyment shows through, that readers find the essays fun as well as enlightening. But try them out and see.
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Part 1



JOBS, JOBS, JOBS

At the heart of capitalism’s inhumanity—and no sensible person will deny that the market is an amoral and often cruelly capricious master—is the fact that it treats labor as a commodity. Economics textbooks may treat the exchange of labor for money as a transaction much like the sale of a bushel of apples, but we all know that in human terms there is a huge difference. A merchant may sell many things, but a worker usually has only one job, which supplies not only his livelihood but often much of his sense of identity. An unsold commodity is a nuisance, an unemployed worker a tragedy; it is terribly unjust that such tragedies are created every day by new technologies, changing tastes, and the ever-shifting flows of world trade. There would be no excuse for an economic system that treats people like objects except that, as Churchill said of democracy, capitalism is the worst system known except all those others that have been tried from time to time. At the end of the twentieth century almost nobody believes that there is any good alternative to a market economy; at best we can hope to cushion people from the worst of that economy’s brutalities.

But while almost everyone concedes that, like it or not, most jobs must be supplied by private, self-interested initiative, there is still much confusion about what that concession involves. Part of the problem is that many people are still unwilling to accept the idea that the labor market will not function well unless it is allowed to behave more or less like other markets. But this is not surprising—after all, not many people really understand the logic of markets in any case; they do not understand the process by which supply and demand often (not always) come into balance without any special encouragement. And there is also, I believe, a natural tendency to suppose that on those occasions when the market fails to provide jobs—when, for example, the economy plunges into a recession—the explanation must involve some deep flaw in the system. It is deeply implausible, even offensive, to suggest that the cause of so much suffering can be something as trivial, technical, and fixable as the failure to print enough money. Indeed, there would be no reason to believe such a silly story, except that it happens to be true.

As a result, muddled thinking about the subject of jobs flourishes, in some cases at the highest levels of government. Particularly depressing for anyone who would like to believe in intellectual progress is the reappearance of decades- or even centuries-old fallacies, stated as if they were profound and novel insights—as if those who propound them have transcended conventional views, when in fact they have merely failed to understand them.

The title essay in this collection was an effort to take on an old misunderstanding that has lately experienced a revival of popularity: the idea (sometimes referred to as the “lump of labor” fallacy) that there is only a limited amount of work to be done in the world, and that as productivity rises there is therefore a reduction in the number of jobs available. The idea has a surface plausibility from the experience of individual industries: It is indeed true, for example, that America’s railroads handle more freight now than they did in 1980, but employ barely a third as many workers. Doesn’t it follow that the same fate may await all jobs, that as workers become more productive the economy will need ever fewer of them? It is hard to explain that this involves a fallacy of composition, that the effect of a productivity increase in a given industry on the number of jobs in that industry is very different from the effect of a productivity increase in the economy as a whole on the total number of jobs. In the essay I tried to find a painless way of making that point—and along the way to give readers some idea of what it really means to think about economics, what economic theory really is.

The essay made some use of the fact that despite large productivity gains in some parts of the U.S. economy—and stagnant employment in manufacturing, mainly because of those productivity gains—America has, just as theory would predict, actually done quite well at employing its growing labor force. Yet there was a period in 1995 and 1996 when the headlines were dominated by stories of layoffs, to such an extent that it was hard to remember that despite the prevalence of such stories the U.S. economy was actually creating jobs at a near-record pace. In the second piece, “Downsizing Downsizing,” I tried to talk about this gap between perception and reality. (For the record: My remark about “emotionally satisfying fictions” was in the original version, written when Robert Reich was still Labor Secretary.)

While the idea that capitalism suffers from being too productive mainly rests on a naive failure to think the matter through, some commentators who hold this view have managed to convince themselves that they are bold and forward-looking thinkers, drawing their inspiration from that great economist John Maynard Keynes—who must, as I argue in “Vulgar Keynesians,” be turning over in his grave.

Of course, some countries are having trouble creating jobs. I conclude this section with an essay about the sad case of France: a country in which fashionably muddled thinking has helped to create mass unemployment—and in which the political elite seems determined to draw the wrong lessons from that experience.








The Accidental Theorist


Originally published in Slate, January 23, 1997.



Imagine an economy that produces only two things: hot dogs and buns. Consumers in this economy insist that every hot dog come with a bun, and vice versa. And labor is the only input to production.

OK, time out. Before we go any further, I need to ask what you think of an essay that begins this way. Does it sound silly to you? Were you about to turn the page, figuring that this couldn’t be about anything important?

One of the points of this essay is to illustrate a paradox: You can’t do serious economics unless you are willing to be playful. Economic theory is not a collection of dictums laid down by pompous authority figures. Mainly, it is a menagerie of thought experiments—parables, if you like—that are intended to capture the logic of economic processes in a simplified way. In the end, of course, ideas must be tested against the facts. But even to know what facts are relevant, you must play with those ideas in hypothetical settings. And I use the word “play” advisedly: Innovative thinkers, in economics and other disciplines, often have a pronounced whimsical streak. It so happens that I am about to use my hot-dog-and-bun example to talk about technology, jobs, and the future of capitalism. And I plan to make some serious points about those subjects—the kind of points that can only be made if you are willing to play around with a thought experiment or two.

So let’s continue. Suppose that our economy initially employs 120 million workers, which corresponds more or less to full employment. It takes two person-days to produce either a hot dog or a bun. (Hey, realism is not the point here.) Assuming that the economy produces what consumers want, it must be producing 30 million hot dogs and 30 million buns each day; 60 million workers will be employed in each sector.

Now, suppose that improved technology allows a worker to produce a hot dog in one day rather than two. And suppose that the economy makes use of this increased productivity to increase consumption to 40 million hot dogs with buns a day. This requires some reallocation of labor, with only 40 million workers now producing hot dogs, 80 million producing buns.

Then a famous journalist arrives on the scene. He takes a look at recent history and declares that something terrible has happened: Twenty million hot-dog jobs have been destroyed. When he looks deeper into the matter, he discovers that the output of hot dogs has actually risen 33 percent, yet employment has declined 33 percent. He begins a two-year research project, touring the globe as he talks with executives, government officials, and labor leaders. The picture becomes increasingly clear to him: Supply is growing at a breakneck pace, and there just isn’t enough consumer demand to go around. True, jobs are still being created in the bun sector; but soon enough the technological revolution will destroy those jobs, too. Global capitalism, in short, is hurtling toward crisis. He writes up his alarming conclusions in a five-hundred-page book. It is full of startling facts about the changes underway in technology and the global market; larded with phrases in Japanese, German, Chinese, and even Malay; and punctuated with occasional barbed remarks about the blinkered vision of conventional economists. The book is widely acclaimed for its erudition and sophistication, and its author becomes a lion of the talk-show circuit.

Meanwhile, economists are a bit bemused, because they can’t quite understand his point. Yes, technological change has led to a shift in the industrial structure of employment. But there has been no net job loss; and there is no reason to expect such a loss in the future. After all, suppose that productivity were to double in buns as well as hot dogs. Why couldn’t the economy simply take advantage of that higher productivity to raise consumption to 60 million hot dogs with buns, employing 60 million workers in each sector?

Or, to put it a different way: Productivity growth in one sector can very easily reduce employment in that sector. But to suppose that productivity growth reduces employment in the economy as a whole is a very different matter. In our hypothetical economy it is—or should be—obvious that reducing the number of workers it takes to make a hot dog reduces the number of jobs in the hot-dog sector but creates an equal number in the bun sector, and vice versa. Of course, you would never learn that from talking to hot-dog producers, no matter how many countries you visit; you might not even learn it from talking to bun manufacturers. It is an insight that you can gain only by playing with hypothetical economies—by engaging in thought experiments.


Is this thought experiment too simple to tell us anything about the real world? No, not at all. For one thing, if for “hot dogs” you substitute “manufactures” and for “buns” you substitute “services,” my story actually looks quite a lot like the history of the U.S. economy over the past generation. Between 1970 and the present, the economy’s output of manufactures roughly doubled; but, because of increases in productivity, employment actually declined slightly. The production of services also roughly doubled—but there was little productivity improvement, and employment grew by 90 percent. Overall, the U.S. economy added more than 45 million jobs. So in the real economy, as in the parable, productivity growth in one sector seems to have led to job gains in the other.

There is also a deeper point: A simple story is not the same as a simplistic one. Even our little parable reveals possibilities that no amount of investigative reporting could uncover. It suggests, in particular, that what might seem to a naive commentator like a natural conclusion—if productivity growth in the steel industry reduces the number of jobs for steelworkers, then productivity growth in the economy as a whole reduces employment in the economy as a whole—may well involve a crucial fallacy of composition.

But wait—what entitles me to assume that consumer demand will rise enough to absorb all the additional production? One good answer is: Why not? If production were to double, and all that production were to be sold, then total income would double, too; so why wouldn’t consumption double? That is, why should there be a shortfall in consumption merely because the economy produces more?

Here again, however, there is a deeper answer. It is possible for economies to suffer from an overall inadequacy of demand—recessions do happen. However, such slumps are essentially monetary—they come about because people try in the aggregate to hold more cash than there actually is in circulation. (That insight is the essence of Keynesian economics.) And they can usually be cured by issuing more money—full stop, end of story. An overall excess of production capacity (compared to what?) has nothing at all to do with it.

Perhaps the biggest objection to my hot-dog parable is that final bit about the famous journalist. Surely, no respected figure would write a whole book on the world economy based on such a transparent fallacy. And even if he did, nobody would take him seriously. But while the hot-dog-and-bun economy is hypothetical, the journalist is not. The inspiration for this essay was Rolling Stone reporter William Greider’s widely heralded 1997 book, One World, Ready or Not: The Manic Logic of Global Capitalism. That book is exactly as I have described it: a massive, panoramic description of the world economy, which piles fact upon fact (some of the crucial facts turn out to be wrong, but that is another issue) in apparent demonstration of the thesis that global supply is outrunning global demand. Alas, all the facts are irrelevant to that thesis; for they amount to no more than the demonstration that there are many industries in which growing productivity and the entry of new producers has led to a loss of traditional jobs—that is, that hot-dog production is up, but hot-dog employment is down. Nobody, it seems, warned Greider that he needed to worry about fallacies of composition, that the logic of the economy as a whole is not the same as the logic of a single market.

I think I know what people like Greider would answer: that while I am talking mere theory, their arguments are based on the evidence. The fact, however, is that the U.S. economy has added forty-five million jobs over the past twenty-five years—far more jobs have been added in the service sector than have been lost in manufacturing. Greider’s view, if I understand it, is that this is just a reprieve—that any day now, the whole economy will start looking like the steel industry. But this is a purely theoretical prediction. And such theorizing is all the more speculative and simplistic because he is an accidental theorist, a theorist despite himself—because he and his unwary readers imagine that his conclusions simply emerge from the facts, unaware that they are driven by implicit assumptions that could not survive the light of day.

Of course, neither the general public, nor even most intellectuals, realized what a thoroughly silly book Greider had written. After all, it looked anything but silly—it seemed knowledgeable and encyclopedic, and was written in a tone of high seriousness. It strains credibility to assert the truth, which is that the main lesson one really learns from all those pages is how easy it is for an intelligent, earnest man to trip over his own intellectual shoelaces.

Why did it happen? Part of the answer is that Greider systematically cut himself off from the kind of advice and criticism that could have saved him from himself. His acknowledgments conspicuously did not include any competent economists—not a surprising thing, one supposes, for a man who describes economics as “not really a science so much as a value-laden form of prophecy.” But I also suspect that Greider was the victim of his own earnestness. He clearly took his subject (and himself) too seriously to play intellectual games. To test-drive an idea with seemingly trivial thought experiments, with hypothetical stories about simplified economies producing hot dogs and buns, would have been beneath his dignity. And it is precisely because he was so serious that his ideas were so foolish.
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