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In normal times, an arithmetic mistake in an economics paper would be a complete
nonevent as far as the wider world was concerned. But in April 2013, the
discovery of such a mistake—actually, a coding error in a spreadsheet, coupled
with several other flaws in the analysis—not only became the talk of the
economics profession, but made headlines. Looking back, we might even conclude
that it changed the course of policy.

Why? Because the paper in question, “Growth in a Time of Debt,” by the Harvard
economists Carmen Reinhart and Kenneth Rogoff, had acquired touchstone status
in the debate over economic policy. Ever since the paper was first circulated,
austerians—advocates of fiscal austerity, of immediate sharp cuts in government
spending—nhad cited its alleged findings to defend their position and attack their
critics. Again and again, suggestions that, as John Maynard Keynes once argued,
“the boom, not the slump, is the right time for austerity”—that cuts should wait
until economies were stronger—were met with declarations that Reinhart and
Rogoff had shown that waiting would be disastrous, that economies fall off a cliff
once government debt exceeds 90 percent of GDP.

Indeed, Reinhart-Rogoff may have had more immediate influence on public
debate than any previous paper in the history of economics. The 90 percent claim
was cited as the decisive argument for austerity by figures ranging from Paul
Ryan, the former vice-presidential candidate who chairs the House budget
committee, to Olli Rehn, the top economic official at the European Commission,
to the editorial board of The Washington Post. So the revelation that the supposed
90 percent threshold was an artifact of programming mistakes, data omissions, and
peculiar statistical techniques suddenly made a remarkable number of prominent
people look foolish.



The real mystery, however, was why Reinhart-Rogoff was ever taken seriously, let
alone canonized, in the first place. Right from the beginning, critics raised strong
concerns about the paper’s methodology and conclusions, concerns that should
have been enough to give everyone pause. Moreover, Reinhart-Rogoff was
actually the second example of a paper seized on as decisive evidence in favor of
austerity economics, only to fall apart on careful scrutiny. Much the same thing
happened, albeit less spectacularly, after austerians became infatuated with a paper
by Alberto Alesina and Silvia Ardagna purporting to show that slashing
government spending would have little adverse impact on economic growth and
might even be expansionary. Surely that experience should have inspired some
caution.

So why wasn’t there more caution? The answer, as documented by some of the
books reviewed here and unintentionally illustrated by others, lies in both politics
and psychology: the case for austerity was and is one that many powerful people
want to believe, leading them to seize on anything that looks like a justification.
I’ll talk about that will to believe later in this article. First, however, it’s useful to
trace the recent history of austerity both as a doctrine and as a policy experiment.

1.

In the beginning was the bubble. There have been many, many books about the
excesses of the boom years—in fact, too many books. For as we’ll see, the urge to
dwell on the lurid details of the boom, rather than trying to understand the
dynamics of the slump, is a recurrent problem for economics and economic policy.
For now, suffice it to say that by the beginning of 2008 both America and Europe
were poised for a fall. They had become excessively dependent on an overheated
housing market, their households were too deep in debt, their financial sectors
were undercapitalized and overextended.

All that was needed to collapse these houses of cards was some kind of adverse
shock, and in the end the implosion of US subprime-based securities did the deed.
By the fall of 2008 the housing bubbles on both sides of the Atlantic had burst,
and the whole North Atlantic economy was caught up in “deleveraging,” a process
in which many debtors try—or are forced—to pay down their debts at the same
time.

Why is this a problem? Because of interdependence: your spending is my income,
and my spending is your income. If both of us try to reduce our debt by slashing



spending, both of our incomes plunge—and plunging incomes can actually make
our indebtedness worse even as they also produce mass unemployment.

Students of economic history watched the process unfolding in 2008 and 2009
with a cold shiver of recognition, because it was very obviously the same kind of
process that brought on the Great Depression. Indeed, early in 2009 the economic
historians Barry Eichengreen and Kevin O’Rourke produced shocking charts
showing that the first year of the 2008-2009 slump in trade and industrial
production was fully comparable to the first year of the great global slump from
1929 to 1933.

So was a second Great Depression about to unfold? The good news was that we
had, or thought we had, several big advantages over our grandfathers, helping to
limit the damage. Some of these advantages were, you might say, structural, built
into the way modern economies operate, and requiring no special action on the
part of policymakers. Others were intellectual: surely we had learned something
since the 1930s, and would not repeat our grandfathers’ policy mistakes.

On the structural side, probably the biggest advantage over the 1930s was the way
taxes and social insurance programs—both much bigger than they were in 1929—
acted as “automatic stabilizers.” Wages might fall, but overall income didn’t fall in
proportion, both because tax collections plunged and because government checks
continued to flow for Social Security, Medicare, unemployment benefits, and
more. In effect, the existence of the modern welfare state put a floor on total
spending, and therefore prevented the economy’s downward spiral from going too
far.

On the intellectual side, modern policymakers knew the history of the Great
Depression as a cautionary tale; some, including Ben Bernanke, had actually been
major Depression scholars in their previous lives. They had learned from Milton
Friedman the folly of letting bank runs collapse the financial system and the
desirability of flooding the economy with money in times of panic. They had
learned from John Maynard Keynes that under depression conditions government
spending can be an effective way to create jobs. They had learned from FDR’s
disastrous turn toward austerity in 1937 that abandoning monetary and fiscal
stimulus too soon can be a very big mistake.

As a result, where the onset of the Great Depression was accompanied by policies
that intensified the slump—interest rate hikes in an attempt to hold on to gold
reserves, spending cuts in an attempt to balance budgets—2008 and 2009 were
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characterized by expansionary monetary and fiscal policies, especially in the
United States, where the Federal Reserve not only slashed interest rates, but
stepped into the markets to buy everything from commercial paper to long-term
government debt, while the Obama administration pushed through an $800 billion
program of tax cuts and spending increases. European actions were less
dramatic—but on the other hand, Europe’s stronger welfare states arguably
reduced the need for deliberate stimulus.

Now, some economists (myself included) warned from the beginning that these
monetary and fiscal actions, although welcome, were too small given the severity
of the economic shock. Indeed, by the end of 2009 it was clear that although the
situation had stabilized, the economic crisis was deeper than policymakers had
acknowledged, and likely to prove more persistent than they had imagined. So one
might have expected a second round of stimulus to deal with the economic
shortfall.

What actually happened, however, was a sudden reversal.

2.

Neil Irwin’s The Alchemists gives us a time and a place at which the major
advanced countries abruptly pivoted from stimulus to austerity. The time was early
February 2010; the place, somewhat bizarrely, was the remote Canadian Arctic
settlement of Iqgaluit, where the Group of Seven finance ministers held one of their
regularly scheduled summits. Sometimes (often) such summits are little more than
ceremonial occasions, and there was plenty of ceremony at this one too, including
raw seal meat served at the last dinner (the foreign visitors all declined). But this
time something substantive happened. “In the isolation of the Canadian
wilderness,” Irwin writes, “the leaders of the world economy collectively agreed
that their great challenge had shifted. The economy seemed to be healing; it was
time for them to turn their attention away from boosting growth. No more
stimulus.”
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How decisive was the turn in policy? Figure 1, which is taken from the IMF’s most
recent World Economic Outlook, shows how real government spending behaved
in this crisis compared with previous recessions; in the figure, year zero is the year
before global recession (2007 in the current slump), and spending is compared
with its level in that base year. What you see is that the widespread belief that we
are experiencing runaway government spending is false—on the contrary, after a
brief surge in 2009, government spending began falling in both Europe and the
United States, and is now well below its normal trend. The turn to austerity was
very real, and quite large.

On the face of it, this was a very strange turn for policy to take. Standard textbook
economics says that slashing government spending reduces overall demand, which
leads in turn to reduced output and employment. This may be a desirable thing if
the economy is overheating and inflation is rising; alternatively, the adverse
effects of reduced government spending can be offset. Central banks (the Fed, the
European Central Bank, or their counterparts elsewhere) can cut interest rates,
inducing more private spending. However, neither of these conditions applied in
early 2010, or for that matter apply now. The major advanced economies were and
are deeply depressed, with no hint of inflationary pressure. Meanwhile, short-term
interest rates, which are more or less under the central bank’s control, are near
zero, leaving little room for monetary policy to offset reduced government
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spending. So Economics 101 would seem to say that all the austerity we’ve seen is
very premature, that it should wait until the economy is stronger.

The question, then, is why economic leaders were so ready to throw the textbook
out the window.

One answer is that many of them never believed in that textbook stuff in the first
place. The German political and intellectual establishment has never had much use
for Keynesian economics; neither has much of the Republican Party in the United
States. In the heat of an acute economic crisis—as in the autumn of 2008 and the
winter of 2009—these dissenting voices could to some extent be shouted down;
but once things had calmed they began pushing back hard.

A larger answer is the one we’ll get to later: the underlying political and
psychological reasons why many influential figures hate the notions of deficit
spending and easy money. Again, once the crisis became less acute, there was
more room to indulge in these sentiments.

In addition to these underlying factors, however, were two more contingent
aspects of the situation in early 2010: the new crisis in Greece, and the appearance
of seemingly rigorous, high-quality economic research that supported the austerian
position.

The Greek crisis came as a shock to almost everyone, not least the new Greek
government that took office in October 2009. The incoming leadership knew it
faced a budget deficit—but it was only after arriving that it learned that the
previous government had been cooking the books, and that both the deficit and the
accumulated stock of debt were far higher than anyone imagined. As the news
sank in with investors, first Greece, then much of Europe, found itself in a new
kind of crisis—one not of failing banks but of failing governments, unable to
borrow on world markets.

It’s an ill wind that blows nobody good, and the Greek crisis was a godsend for
anti-Keynesians. They had been warning about the dangers of deficit spending; the
Greek debacle seemed to show just how dangerous fiscal profligacy can be. To
this day, anyone arguing against fiscal austerity, let alone suggesting that we need
another round of stimulus, can expect to be attacked as someone who will turn
America (or Britain, as the case may be) into another Greece.

If Greece provided the obvious real-world cautionary tale, Reinhart and Rogoff

seemed to provide the math. Their paper seemed to show not just that debt hurts
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growth, but that there is a “threshold,” a sort of trigger point, when debt crosses 90
percent of GDP. Go beyond that point, their numbers suggested, and economic
growth stalls. Greece, of course, already had debt greater than the magic number.
More to the point, major advanced countries, the United States included, were
running large budget deficits and closing in on the threshold. Put Greece and
Reinhart-Rogoff together, and there seemed to be a compelling case for a sharp,
Immediate turn toward austerity.

But wouldn’t such a turn toward austerity in an economy still depressed by private
deleveraging have an immediate negative impact? Not to worry, said another
remarkably influential academic paper, “Large Changes in Fiscal Policy: Taxes
Versus Spending,” by Alberto Alesina and Silvia Ardagna.

One of the especially good things in Mark Blyth’s Austerity: The History of a
Dangerous Idea is the way he traces the rise and fall of the idea of “expansionary
austerity,” the proposition that cutting spending would actually lead to higher
output. As he shows, this is very much a proposition associated with a group of
Italian economists (whom he dubs “the Bocconi boys”) who made their case with
a series of papers that grew more strident and less qualified over time, culminating
in the 2009 analysis by Alesina and Ardagna.

In essence, Alesina and Ardagna made a full frontal assault on the Keynesian
proposition that cutting spending in a weak economy produces further weakness.
Like Reinhart and Rogoff, they marshaled historical evidence to make their case.
According to Alesina and Ardagna, large spending cuts in advanced countries
were, on average, followed by expansion rather than contraction. The reason, they
suggested, was that decisive fiscal austerity created confidence in the private
sector, and this increased confidence more than offset any direct drag from smaller
government outlays.

As Mark Blyth documents, this idea spread like wildfire. Alesina and Ardagna
made a special presentation in April 2010 to the Economic and Financial Affairs
Council of the European Council of Ministers; the analysis quickly made its way
into official pronouncements from the European Commission and the European
Central Bank. Thus in June 2010 Jean-Claude Trichet, the then president of the
ECB, dismissed concerns that austerity might hurt growth:

As regards the economy, the idea that austerity measures could trigger stagnation
Is incorrect.... In fact, in these circumstances, everything that helps to increase the
confidence of households, firms and investors in the sustainability of public
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finances is good for the consolidation of growth and job creation. | firmly believe
that in the current circumstances confidence-inspiring policies will foster and not
hamper economic recovery, because confidence is the key factor today.

This was straight Alesina-Ardagna.

By the summer of 2010, then, a full-fledged austerity orthodoxy had taken shape,
becoming dominant in European policy circles and influential on this side of the
Atlantic. So how have things gone in the almost three years that have passed
since?

3.

Clear evidence on the effects of economic policy is usually hard to come by.
Governments generally change policies reluctantly, and it’s hard to distinguish the
effects of the half-measures they undertake from all the other things going on in
the world. The Obama stimulus, for example, was both temporary and fairly small
compared with the size of the US economy, never amounting to much more than 2
percent of GDP, and it took effect in an economy whipsawed by the biggest
financial crisis in three generations. How much of what took place in 2009-2011,
good or bad, can be attributed to the stimulus? Nobody really knows.

The turn to austerity after 2010, however, was so drastic, particularly in European
debtor nations, that the usual cautions lose most of their force. Greece imposed
spending cuts and tax increases amounting to 15 percent of GDP; Ireland and
Portugal rang in with around 6 percent; and unlike the half-hearted efforts at
stimulus, these cuts were sustained and indeed intensified year after year. So how
did austerity actually work?
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The answer is that the results were disastrous—just about as one would have
predicted from textbook macroeconomics. Figure 2, for example, shows what
happened to a selection of European nations (each represented by a diamond-
shaped symbol). The horizontal axis shows austerity measures—spending cuts and
tax increases—as a share of GDP, as estimated by the International Monetary
Fund. The vertical axis shows the actual percentage change in real GDP. As you
can see, the countries forced into severe austerity experienced very severe
downturns, and the downturns were more or less proportional to the degree of
austerity.

There have been some attempts to explain away these results, notably at the
European Commission. But the IMF, looking hard at the data, has not only
concluded that austerity has had major adverse economic effects, it has issued
what amounts to a mea culpa for having underestimated these adverse effects’,

But is there any alternative to austerity? What about the risks of excessive debt?

In early 2010, with the Greek disaster fresh in everyone’s mind, the risks of
excessive debt seemed obvious; those risks seemed even greater by 2011, as
Ireland, Spain, Portugal, and Italy joined the ranks of nations having to pay large
interest rate premiums. But a funny thing happened to other countries with high

! See Olivier Blanchard and Daniel Leigh, “Growth Forecast Errors and Fiscal Multipliers,” IMP Working Paper,
January 2013.



debt levels, including Japan, the United States, and Britain: despite large deficits
and rapidly rising debt, their borrowing costs remained very low. The crucial
difference, as the Belgian economist Paul DeGrauwe pointed out, seemed to be
whether countries had their own currencies, and borrowed in those currencies.
Such countries can’t run out of money because they can print it if needed, and
absent the risk of a cash squeeze, advanced nations are evidently able to carry
quite high levels of debt without crisis.

Three years after the turn to austerity, then, both the hopes and the fears of the
austerians appear to have been misplaced. Austerity did not lead to a surge in
confidence; deficits did not lead to crisis. But wasn’t the austerity movement
grounded in serious economic research? Actually, it turned out that it wasn’t—the
research the austerians cited was deeply flawed.

First to go down was the notion of expansionary austerity. Even before the results
of Europe’s austerity experiment were in, the Alesina-Ardagna paper was falling
apart under scrutiny. Researchers at the Roosevelt Institute pointed out that none
of the alleged examples of austerity leading to expansion of the economy actually
took place in the midst of an economic slump; researchers at the IMF found that
the Alesina-Ardagna measure of fiscal policy bore little relationship to actual
policy changes. “By the middle of 2011,” Blyth writes, “empirical and theoretical
support for expansionary austerity was slipping away.” Slowly, with little fanfare,
the whole notion that austerity might actually boost economies slunk off the public
stage.

Reinhart-Rogoff lasted longer, even though serious questions about their work
were raised early on. As early as July 2010 Josh Bivens and John Irons of the
Economic Policy Institute had identified both a clear mistake—a misinterpretation
of US data immediately after World War Il—and a severe conceptual problem.
Reinhart and Rogoff, as they pointed out, offered no evidence that the correlation
ran from high debt to low growth rather than the other way around, and other
evidence suggested that the latter was more likely. But such criticisms had little
Impact; for austerians, one might say, Reinhart-Rogoff was a story too good to
check.

So the revelations in April 2013 of the errors of Reinhart and Rogoff came as a
shock. Despite their paper’s influence, Reinhart and Rogoff had not made their
data widely available—and researchers working with seemingly comparable data
hadn’t been able to reproduce their results. Finally, they made their spreadsheet
available to Thomas Herndon, a graduate student at the University of
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Massachusetts, Amherst—and he found it very odd indeed. There was one actual
coding error, although that made only a small contribution to their conclusions.
More important, their data set failed to include the experience of several Allied
nations—Canada, New Zealand, and Australia—that emerged from World War 1I
with high debt but nonetheless posted solid growth. And they had used an odd
weighting scheme in which each “episode” of high debt counted the same,
whether it occurred during one year of bad growth or seventeen years of good
growth.

Without these errors and oddities, there was still a negative correlation between
debt and growth—but this could be, and probably was, mostly a matter of low
growth leading to high debt, not the other way around. And the “threshold” at 90
percent vanished, undermining the scare stories being used to sell austerity.

Not surprisingly, Reinhart and Rogoff have tried to defend their work; but their
responses have been weak at best, evasive at worst. Notably, they continue to
write in a way that suggests, without stating outright, that debt at 90 percent of
GDP is some kind of threshold at which bad things happen. In reality, even if one
ignores the issue of causality—whether low growth causes high debt or the other
way around—the apparent effects on growth of debt rising from, say, 85 to 95
percent of GDP are fairly small, and don’t justify the debt panic that has been such
a powerful influence on policy.

At this point, then, austerity economics is in a very bad way. Its predictions have
proved utterly wrong; its founding academic documents haven’t just lost their
canonized status, they’ve become the objects of much ridicule. But as I’ve pointed
out, none of this (except that Excel error) should have come as a surprise: basic
macroeconomics should have told everyone to expect what did, in fact, happen,
and the papers that have now fallen into disrepute were obviously flawed from the
start.

This raises the obvious question: Why did austerity economics get such a powerful
grip on elite opinion in the first place?

4.

Everyone loves a morality play. “For the wages of sin is death” is a much more
satisfying message than “Shit happens.” We all want events to have meaning.

When applied to macroeconomics, this urge to find moral meaning creates in all of

us a predisposition toward believing stories that attribute the pain of a slump to the
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excesses of the boom that precedes it—and, perhaps, also makes it natural to see
the pain as necessary, part of an inevitable cleansing process. When Andrew
Mellon told Herbert Hoover to let the Depression run its course, so as to “purge
the rottenness” from the system, he was offering advice that, however bad it was
as economics, resonated psychologically with many people (and still does).

By contrast, Keynesian economics rests fundamentally on the proposition that
macroeconomics isn’t a morality play—that depressions are essentially a technical
malfunction. As the Great Depression deepened, Keynes famously declared that
“we have magneto trouble”—i.e., the economy’s troubles were like those of a car
with a small but critical problem in its electrical system, and the job of the
economist is to figure out how to repair that technical problem. Keynes’s
masterwork, The General Theory of Employment, Interest and Money, is
noteworthy—and revolutionary—for saying almost nothing about what happens in
economic booms. Pre-Keynesian business cycle theorists loved to dwell on the
lurid excesses that take place in good times, while having relatively little to say
about exactly why these give rise to bad times or what you should do when they
do. Keynes reversed this priority; almost all his focus was on how economies stay
depressed, and what can be done to make them less depressed.

I’d argue that Keynes was overwhelmingly right in his approach, but there’s no
question that it’s an approach many people find deeply unsatisfying as an
emotional matter. And so we shouldn’t find it surprising that many popular
interpretations of our current troubles return, whether the authors know it or not, to
the instinctive, pre-Keynesian style of dwelling on the excesses of the boom rather
than on the failures of the slump.

David Stockman’s The Great Deformation should be seen in this light. It’s an
immensely long rant against excesses of various kinds, all of which, in Stockman’s
vision, have culminated in our present crisis. History, to Stockman’s eyes, is a
series of “sprees”: a “spree of unsustainable borrowing,” a “spree of interest rate
repression,” a “spree of destructive financial engineering,” and, again and again, a
“money-printing spree.” For in Stockman’s world, all economic evil stems from
the original sin of leaving the gold standard. Any prosperity we may have thought
we had since 1971, when Nixon abandoned the last link to gold, or maybe even
since 1933, when FDR took us off gold for the first time, was an illusion doomed
to end in tears. And of course, any policies aimed at alleviating the current slump
will just make things worse.
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In itself, Stockman’s book isn’t important. Aside from a few swipes at
Republicans, it consists basically of standard goldbug bombast. But the attention
the book has garnered, the ways it has struck a chord with many people, including
even some liberals, suggest just how strong remains the urge to see economics as a
morality play, three generations after Keynes tried to show us that it is nothing of
the kind.

And powerful officials are by no means immune to that urge. In The Alchemists,
Neil Irwin analyzes the motives of Jean-Claude Trichet, the president of the
European Central Bank, in advocating harsh austerity policies:

Trichet embraced a view, especially common in Germany, that was rooted in a
sort of moralism. Greece had spent too much and taken on too much debt. It must
cut spending and reduce deficits. If it showed adequate courage and political
resolve, markets would reward it with lower borrowing costs. He put a great deal
of faith in the power of confidence....

Given this sort of predisposition, is it any wonder that Keynesian economics got
thrown out the window, while Alesina-Ardagna and Reinhart-Rogoff were
instantly canonized?

So is the austerian impulse all a matter of psychology? No, there’s also a fair bit of
self-interest involved. As many observers have noted, the turn away from fiscal
and monetary stimulus can be interpreted, if you like, as giving creditors priority
over workers. Inflation and low interest rates are bad for creditors even if they
promote job creation; slashing government deficits in the face of mass
unemployment may deepen a depression, but it increases the certainty of
bondholders that they’ll be repaid in full. I don’t think someone like Trichet was
consciously, cynically serving class interests at the expense of overall welfare; but
it certainly didn’t hurt that his sense of economic morality dovetailed so perfectly
with the priorities of creditors.

It’s also worth noting that while economic policy since the financial crisis looks
like a dismal failure by most measures, it hasn’t been so bad for the wealthy.
Profits have recovered strongly even as unprecedented long-term unemployment
persists; stock indices on both sides of the Atlantic have rebounded to pre-crisis
highs even as median income languishes. It might be too much to say that those in
the top 1 percent actually benefit from a continuing depression, but they certainly
aren’t feeling much pain, and that probably has something to do with
policymakers’ willingness to stay the austerity course.
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S.

How could this happen? That’s the question many people were asking four years
ago; it’s still the question many are asking today. But the “this” has changed.

Four years ago, the mystery was how such a terrible financial crisis could have
taken place, with so little forewarning. The harsh lessons we had to learn involved
the fragility of modern finance, the folly of trusting banks to regulate themselves,
and the dangers of assuming that fancy financial arrangements have eliminated or
even reduced the age-old problems of risk.

| would argue, however—self-serving as it may sound (I warned about the housing
bubble, but had no inkling of how widespread a collapse would follow when it
burst)—that the failure to anticipate the crisis was a relatively minor sin.
Economies are complicated, ever-changing entities; it was understandable that few
economists realized the extent to which short-term lending and securitization of
assets such as subprime mortgages had recreated the old risks that deposit
insurance and bank regulation were created to control.

I’d argue that what happened next—the way policymakers turned their back on
practically everything economists had learned about how to deal with depressions,
the way elite opinion seized on anything that could be used to justify austerity—
was a much greater sin. The financial crisis of 2008 was a surprise, and happened
very fast; but we’ve been stuck in a regime of slow growth and desperately high
unemployment for years now. And during all that time policymakers have been
ignoring the lessons of theory and history.

It’s a terrible story, mainly because of the immense suffering that has resulted
from these policy errors. It’s also deeply worrying for those who like to believe
that knowledge can make a positive difference in the world. To the extent that
policymakers and elite opinion in general have made use of economic analysis at
all, they have, as the saying goes, done so the way a drunkard uses a lamppost: for
support, not illumination. Papers and economists who told the elite what it wanted
to hear were celebrated, despite plenty of evidence that they were wrong; critics
were ignored, no matter how often they got it right.

The Reinhart-Rogoff debacle has raised some hopes among the critics that logic
and evidence are finally beginning to matter. But the truth is that it’s too soon to
tell whether the grip of austerity economics on policy will relax significantly in the
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face of these revelations. For now, the broader message of the past few years
remains just how little good comes from understanding.
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