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Is economics at fault for 08? 
Wrong question — and in some cases humble brag 

The battle over how much blame (macro) “economics” gets for the Global Financial Crisis has heated up 
again. In the latest skirmish, Fareed Zakaria asks readers of Foreign Policy magazine: Might this be The 
End of Economics?   The rhetorical question is harsh. He is not talking about wrapping up a successful 
research program upon consilience. 

Apparently, the problem with the entire discipline is that it became far too arrogant during the serene 
years of the Great Moderation, that it is too enamored of mathematical models and the simplistic 
assumptions required to allow them to solve, and that these weakness were revealed by The Crisis, for 
which economics is at least partly responsible.  

His piece relies heavily on some citations from Paul Krugman, who shows up in what strike me as the 
money passage: 

Things started to change during the 2008 global financial crisis, which had a far greater impact on 
the discipline of economics than is commonly understood. 

… For Krugman, the reason was clear: Economists had mistaken “beauty, clad in impressive-
looking mathematics, for truth.” In other words, they’d fallen in love with the supposed rigor that 
derives from the assumption that markets function perfectly. But the world had turned out to be 
more complex and unpredictable than the equations. 

Summers is the worst 

To be sure that his points are tangible, Zakaria identifies former Treasury Secretary Larry Summers as the 
embodiment of the misplaced arrogance that prevailed at the turn of the century.  Summers, in particular, 
it seems, does not understand that people are complicated, in part because “they think.”  Nor is he aware 
of Kant’s warning that out of the crooked timer of humanity, no straight thing was ever made.  

Such complaints about economics long predate The Crisis, and are by now pretty familiar.  More than 30 
years ago when I was considering a career in economics, a college professor suggested to me that if I 
wanted to study math then I should probably do it in a math department where at least they understood 
the subject.  Zing.   

And somewhat predictably, this latest jab has brought a response from Larry Summers via the 
Washington Post. Has economics failed us? Hardly.  Summers makes an effort to be polite when referring 
to his “friend” but he wastes no time getting to the main point: 

Fareed ignores large bodies of economic thought, fails to recognize that economists have been 
the sources of most critiques of previous economic thinking, tilts at straw men and offers little 
alternative to economic approaches to public policy. 
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Summers also reminds us that one of the key insights of theoretical finance is that market “breaks” are 
impossible to predict, on efficient market grounds.  And he mentions that it is a bit rich to rely so heavily 
on Paul Krugman in this broad-brush attack on economics, given that Krugman has had some predictive 
success over the years and is adamant that he has achieved that on the basis of textbook economics.  If 
economics is useless, somebody forgot to tell Krugman.  This provoked Krugman to say, good point, I 
was not attacking economics, just some bad economists.  

 The rest is equally familiar. 

But I told you we didn’t know 

Being merely a business economist without a PhD, I lack the credentials to weigh in on the technical 
aspects of this debate.  Zakaria need not be judged for his own drive by.  Economists have no more right 
to be insulated from outside criticism than, say, theologists do.  It is just that the more interesting 
criticisms seem to come from those who have mastered the subject, appreciate other approaches, and 
can give a more informed criticism.  I do not count myself in that elite group. 

But I would like to weigh in on two points, the first of which is a minor aside just for fun and the second of 
which is actually the main purpose of this note.  For fun, it is striking to see an academic such as 
Summers defend (macro) economics on the grounds that the discipline itself insists that events such as 
2008 are not predictable.   

Obviously, it is unfair to ask economists to do what they insist is impossible  — and not being able to 
achieve the impossible is hardly a flaw.  On the other hand, this might be something to give economists 
pause and encourage humility.  Just because they insist they are useless on really important things does 
not mean they are not.  It is as much about tone as substance. 

If understand the policy-related academics correctly, their point seems to be that their discipline allows 
them to study the causes of market “breaks”, to predict when the risks are rising, and to advise on how 
those risks might be reduced with policy reform.  Summers alludes to this in his own piece. 

That seems fair, although also comfortably non-falsifiable.  And Summers will himself have trouble living 
down that time in 2005 when he told the Fed’s Jackson Hole conference that Raghuram Rajan’s warnings 
about the dangers of derivatives were premised on a “luddite” understanding of financial technology.  As 
of 2005, Summers was at least arguably pushing econogenic outcomes, and not achieving what even the 
mainstream theorists might recognize as the bare minimum. 

The second and much more substantial point arises in part from my own experience as a business 
economist doing macro analysis at a hedge fund between 2004 and 2015.  Yes, even a (mostly) long-
short equity fund might have an economist, along with macro PMs and analysts who both bet on and 
weigh in on macro issues.   

This experience was a bit different from that of a policy-related academic, in the sense that guessing 
outcomes was actually part of the job, which made it more falsifiable than the efforts of some of my 
betters.  And perhaps the cost of being wrong was a bit higher.  I was quite wrong on many occasions: 
ouch. But one tried to avoid it, and being wrong — like greed — cuts through and clarifies, to paraphrase 
the great financier. 
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Stick to your lane 
It seems obvious that the debate between economics and its critics over who is guilty for The Crisis is 
based largely on a false premise.  The premise is that economics is the only tool available to anticipate — 
or warn on risk of — a financial shock.  The economics that does that properly, so far as it can be done, is 
thus identified as good.  And the economics inclined to fail at such a task is bad.  
The problem with this approach is that it is excessively flattering to the idea of economics as the prism for 
all views.  Which raises a minor irony.  Even those academics who hold their head in shame over the 
“failures” of their discipline in 2008 to anticipate events, and promise to do better next time, are guilty of 
engaging in humble brag.  Their point of departure is that their own discipline is necessarily the one for 
this task.  The academics who trot out the efficient market hypothesis to defend their innocence adopt a 
slightly more humble pose.  But they too are assuming that what they can’t do can’t be done.  
In contrast, I point out that some people were right about 08 and for the right reasons and that the more 
widespread failure to get that episode right arose from complacency and lack of situational awareness.  
That complacency might be well predicted by some forms of economics (I am thinking of Kindleberger 
and behaviorism more generally), but it is not fundamentally caused by glomming onto the wrong theory. 
For the critics, it is simply false memory to claim that prior to 2008 there was a general agreement among 
economists that a major shock to the financial system would be irrelevant.  The potential destructive force 
of the trader’s option and of bank runs was a well-worn theme long before the last decade.  And 
conventional economists, such as Ben Bernanke, obviously knew about the financial accelerator.  In the 
Courage to Act, Bernanke mentions that he had placed Bagehot on the bookshelf in the chairman’s office 
at the Fed.  His emphasis on that may be post hoc, but  presumably it is true. 
The problem, rather, is that most economists – academic and practitioner alike -- did not identify the 
developing financial shock until it was too late. Those few who saw the CDO Tower of Doom and the 
banks’ excessive exposure to housing finance risk that was supposed to have been securitized away did 
so by looking, and certainly not by being better “economists.” 

Deep in thought, but not about economics  

Source: The Guardian 
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Right for the right reasons  
In the shop at which I worked, the most prescient PMs and analysts were those directly involved in 
trading banking system risk, along with those clever and open-minded enough to listen to them.  One 
such fellow placed the relevant research right into my hands, which showed empathy.  
In my view, this same point features prominently in Michael Lewis’s The Big Short, although all the main 
characters in that story happened to be in the right seats and to get it right.  They were not brilliant 
economists and (mostly) would not have had an opinion on Robert Lucas  or on Larry Summers’ faux pas 
in the  summer of 2005. But they were right for the right reason, in one case apparently because an 
autistic obsession happened to settle on the right subject.  They distinguished themselves from the 
innocent theorists and from several stopped-clock bears who just happened finally to get one right. 
Meanwhile on the sell side, Goldman’s economics department had a good Crisis. Jan Hatzius put himself 
in the way of success by focusing early on the importance of Mortgage Equity Withdrawal (MEW), as a 
key determinant of consumer spending and as a major headwind set to develop in response to the 
unfolding home price slowdown and collapse.    
Jan’s emphasis on MEW struck me at the time – and still does – as somewhat exaggerated.  But implicit 
in that emphasis were the notions of liquidity constraint and of widespread irrational behavior. Perhaps 
MEW played a bigger role in the initial spending slowdown than some of us recognized in real time.  But 
more to the point, the MEW thesis got Goldman economists focused on housing and into the behavioral 
side of existing macro, which surely worked impressively.  But Jan’s selection of the appropriate-to-
occasion macro was not about economic theory.  It was about Jan. 
When he retires maybe a journalist can ask him what role Goldman’s credit derivatives business played in 
his prescience and in his seamless transition from emphasizing MEW to worrying about the financial 
system. I doubt chatting with the derivatives desk hurt.   The right seat can be very helpful. 
An obvious retort to this perspective is that bad economic theory lulled the establishment into ignoring 
trouble that was brewing in the financial system and that could have been identified if people had looked.  
Zakaria, for example, mentions Greenspan’s famous presentation to Congress mid-Crisis in which he 
admits that his world view – basically efficient markets -- had failed him. 
There is something to that argument, that there was a widespread complacency and that it ended up 
being dangerous. Again, though, for a theoretical economist to make that point is probably humble brag. 
The best seat varies by cycle, and it should be no big deal for an economist to concede he is probably not 
ever in it. 
Assuming this is a valid perspective, the decent policy-related academic will want to incorporate it — or 
something that rhymes — into the policy analysis that seems more rightfully to be the purview of 
academics.   
An obvious implication would be that policy advisers should try to make the financial system more robust, 
so that we don’t need to identify or rely on these context-specific sages of the sort that Michael Lewis 
describes.  When academics chafe about having “missed” 2008, I think many of them have this point in 
mind, correctly in my view. Still, much of this discussion does seem to be based on a false premise, that 
economics might have seen 08.  That flatters economics, even if the point is made by a critic. And policy 
makers need to cast a wide net, which I think many have learned.  The current head of the Federal 
Reserve likes to insist on that.  

Gerard MacDonell 
gerard@frontharbor.com 
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