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Episode 1,990: The Dreadful State of Economics, and How to Fix It

Guest: Peter Klein

WOODS: Peter, I know you have a million credentials. You have your PhD from the University of California at Berkeley. But at Baylor University, what is your specific title and are you teaching not just economics but entrepreneurship? Are you in the business school? Give us the details.

KLEIN: Yeah, Tom. I am an economist by training but at Baylor University, I am in the business school. We have a Department of Entrepreneurship and Corporate Innovation, and that's where I'm housed. We have a major in Entrepreneurship. We also have a minor. We have a graduate program. You can get a PhD in entrepreneurship. So we have a lot of economists in the department, but also people trained in Psychology, Sociology, and Management as well.

WOODS: Okay, great. You're one of the shining lights, honestly, of the Austrian School right now. It's not just your credentials. But your scholarly output, your articles, your books, the work you've done with Hayek is very, very impressive. And so you're one of the most significant academics, we have.

KLEIN: Well, thank you, that's very kind, Tom. I appreciate it. And I do want to say, I'm really honored to be on show 1990. I wish you would invite me for nine shows down the road so we could party like it's 1999.

WOODS: Like It's 1999, everybody is saying that to me. You know, the thing is that once you get to 1900 then every numerologist in the world wants you to talk about the significance of 1900 and X and I'm just not doing it. There are so many – I could have talked about the end of World War Two in 1945. I could talk about World War I. But once I start that then everybody expects it forever and I refuse to do it. I'm gonna do it on my own schedule and in my own time.

So, first of all, let me point out, as you know Peter because we're recording this in the evening, I'm spending a few days in Savannah, Georgia before I return back to Orlando for the 2000th episode of the Tom Woods Show, which I'm recording live as a big event in Orlando. And I've never been to Savannah before, and I absolutely love it. It's a beautiful place, but we just returned from a very, very good meal at a place called Noble Fare.

We had the tasting menu with the wine pairing and I'll just put it this way: There were probably seven or eight courses in this meal. It was unbelievable. Fantastic. Wonderful. But if there's a wine pairing you realize, there's wine every single time. So that means ol' Woods here is a little bit – let's just say, on the impaired side compared to other episodes he's done over the course of the years.

So if Woods gets through this episode still appearing to be intelligent and informed and articulate, then I think anybody who is not currently contributing to the Tom Woods Show suddenly becomes obligated to do so because I have done the impossible. So if I do this and it's a great conversation, then you head over to supportinglisteners.com because you owe me.

And actually, I don't even know why they owe me. I just made this up, but it just feels like if I do that – I've never done this before. I feel like I deserve something. I don't know. I deserve something for this. All right, let's talk.

KLEIN: I am going to try my hardest to be a guest worthy of an impaired Tom Woods.

WOODS: I have no idea what that means, but it sounds like it's going to be great. So we're talking specifically about David Card and I actually don't know what his academic credentials are or what institution he’s associated with, but I do know – and maybe you can fill us in on that – he's the person we're going to be talking about. What he is associated with is the famous Card-Krueger study from about 1994 involving the minimum wage.

And what I want to talk to you about today is not so much the details of that particular study. Bob Murphy has actually done really good work on that. I mean, he really has scoured the literature on the minimum wage and on the critiques of the Card-Krueger study and so I'll link to some of his material at tomwoods.com/1990. 

Obviously if you know some of that I'm delighted to talk about it, but I really want to take this opportunity to talk more about maybe a big picture of what this means for economics as a discipline because I actually think the awarding of the prize to David Card is catastrophic for economics. I'd love to hear your thoughts about it, but let's start off by talking about who is David Card, first of all?

KLEIN: David card is a very well-known empirical labor economist. He got his PhD at Princeton. He taught at a number of universities. He was at Princeton, I believe, when he published this paper, that became quite well known, with Alan Krueger that you mentioned. He's now at UC Berkeley as a distinguished professor and one of the leaders in this sort of new way of doing empirical microeconomics.

I think your comment is quite insightful that he's relatively well-known for an academic economist to the general public for having been the co-author of this famous Card and Krueger study, which got a lot of attention in the media and has been used (really misused) by people who want to make an argument either about the minimum wage or about how conventional economics is broken because it assumes that markets work and so forth.

That's a little bit unfair to Card himself, but he's really best known among economists for being one of the pioneers of this particular technique of doing empirical research. That's really what the Nobel Prize committee recognized in giving the prize to Card, but also to to econometricians who are who are not well known at all to the general public, but who specialize in technical issues related to this particular approach – the so-called "natural experiments" approach to economics.

WOODS: Now, that study, which apparently concluded that increases in the minimum wage do not necessarily lead to increases in unemployment, has been touted over and over again over the past 25 years now, by politicians who want to believe that this is the case. 

There are many critiques that one could make of this. Many critiques have been made of that paper and maybe the least significant of them is simply the fact that they're not talking about what's being discussed today, which is basically, frankly, a doubling of the minimum wage.

People who are talking about $15 an hour are talking in practice about, if not a doubling of the minimum wage, then something awfully close to that. That's not what Card and Krueger were talking about. So it's not clear that that would have no effect. 

But the thing is, there are reasons to believe, based on the basics of economic theory, that if you increase the price of labor, less labor will be demanded. In the same way, if the price of steel doubled all of a sudden, there would be some firms in some industries that would go looking for substitutes for steel that may not be indistinguishable from steel from a scientific point of view, but in terms of fulfilling the needs of that business and that firm, are essentially indistinguishable and they would start using those.

So we have no problem acknowledging that in the case of steel – that if the price goes up people will demand less. But for some reason, there's some weird superstition about labor that if the price of labor goes up, nobody cares. The business just goes on as before, employment goes on as before, and they apparently performed this study and they said: Well, look at what we found. But without pausing to say: Look, every bit of common sense the human race has, says this can't possibly be right.

KLEIN: Yeah, you're exactly right Tom. I mean, look, there's several different layers to unpack here. Some of the technical details of the study, they almost certainly got wrong. The data collection effort was very sloppy. They hired students to call fast food restaurants and ask them questions about how many people they employed. They really didn't ask the right questions. They didn't measure labor the right way.

But that's sort of a minor point. I mean the more general point, the one that you're hinting at is: Look, most people except for a few nerds like you and me and probably a lot of your listeners, are not all that interested in economic theory. People only pay attention to economists when people – politicians policymakers journalists and so forth – they pay attention to the economists just like they pay attention to any scientists: Only when it's sort of politically convenient to do so.

So, of course, you have the whole sort of mainstream kind of left-leaning thinkers and thought leaders and journalists and policymakers and so forth. They don't like markets of course. They don't think that markets work very well. They think that markets are plagued with these so-called failures that the steady and wise hand of government is needed to repair and to mediate.

So, the standard economic analysis that says the government cannot force the economy to work in a different way than the way it works when people are voluntarily interacting and exchanging and so forth, that if you force the price to be above or below the price that would emerge on the free market, there are going to be consequences. There are going to be misallocations of resources: surpluses and shortages and so forth. We all know that, right? And it's just as true in the labor market as it is any market.

But look, Tom. Economists, traditionally, were not popular with politicians because economists, especially economists in the Misesian tradition were always saying: Look, there are these fundamental economic laws that you the policymaker, you the journalist, you the philosophy professor, you can't just wave a magic wand and make those laws go away, anymore than you can do that for the laws of gravity or the principles of engineering or physics and so forth.

Of course, politicians don't like that because it's a way of telling them: No, your stupid Build Back Better or whatever you call it – running the printing press a little bit faster – that is not going to have the effects that you promised people – your constituents, your readers, and so forth, it would have.

Economists were always the ones saying: No, that won't work. No, that's going to have these negative consequences and so forth. So nobody liked economists. But when economists every once in a while say something that the media, the politicians, the philosophy professors, like, of course, then they glom onto it and say: Aha, if you do the economics correctly, it proves that of course the government can fix things.It proves that employers really are exploiting workers – are paying the workers to little. If we force them to pay the workers more, the workers will just be better off but there won't be any harmful consequences and nobody will be unemployed or whatever. 

So the Card-Krueger paper, which was really a pretty minor contribution to a huge literature on labor markets and minimum wage, was seized upon by all the pundits and policymakers – this was back during the Clinton Administration. And the Clinton people, they grabbed it and said: Aha! This justifies a bunch of policies that we were going to enact anyway. Now we have some sort of scientific rigor or scientific backing for them.

So there was really an opportunistic use of this one particular study, which was really not that great a study to begin with.

WOODS: Listening to you right now, Peter, reminds me of a Thomas Sowell book called A Conflict of Visions. Did you ever read that?

KLEIN: Yeah!

WOODS: Okay, so in that book, he talks about the constrained vision and the unconstrained vision and there are two ways of looking at the world. The constrained vision is one that views the human condition as fundamentally tragic: That although there is obviously much good in human life, we cannot accomplish all the things that we dream of because there are natural constraints upon our actions.

We can't just wish for things and they automatically come true. We can't pass a law that brings about the creation of wealth. The creation of wealth comes about through investment and hard work and entrepreneurial foresight. There's no law you can pass for this. That would be incredibly juvenile to think that.

But there are people who believe in the so-called unconstrained vision, who think that the only thing standing between us and Utopia is wise planning and the will of the politicians to carry their program through, come what may. That's just the opposite of the constrained vision, which understands the problems with economic planning and with Utopian schemes.

So there are these two different visions that are at odds with each other and up until somewhat recently, I always associated economics – not just Austrian economics but economics as a field – as being part of the constrained vision – as being people who say to the powers-that-be: You cannot accomplish this.

Now, maybe the powers-that-be ignore them, but they're there to say there are limits to what the human will alone can accomplish. There are economic laws that stand in defiance of your political desires. 

I feel like in recent years, but particularly with the awarding of the Nobel Prize in part to David Card, that this is a strike at the heart of economics in the sense that it makes economics no longer part of that constrained vision, but rather it makes it part of that vision of: Well, if we wish hard enough, we can get whatever we want.

Now, maybe I'm exaggerating, but do you understand what I'm driving at?

KLEIN: I do, and I think you're onto something. I think your application of the Sowell framework is quite apt in this case. But you know, Tom, one thing you and I have talked about a few other times on the show and that I've written about a little bit is how the economics profession over the last 10 to 20 years really has changed quite a lot.

Even within the mainstream of the profession, there's been a de-emphasis on theory, on this idea that economics does provide us with these sort of general laws. I mean, most economists who are not disciples of the Austrian School of Ludwig von Mises would not put it quite as strongly as we would, but there are these immutable relationships and laws of economics that even the typical mainstream economists believe: that demand curves slope down; if the government mandates a price that's higher than the market clearing price, that's going to have some consequences. 

How do you know that? Well, we can derive that from a few basic principles – just sort of thinking through the problem; what is now often derided, especially by people who have been commenting and celebrating the Nobel Prize announced, they call this so-called "blackboard economics" or Paul Krugman calls it "101" He means like econ 101. It's like sort of the intro basic Principles of Economics course, which of course was the heart of the discipline and had been for decades if not centuries. Now it's sort of denigrated as too primitive, not sufficiently sophisticated, too theoretical, not empirical.

What the contemporary approach in economics – and by contemporary I mean the last 10 or 20 years – what that approach holds is that: No, there really aren't any economic laws. There really aren't any basic principles. There's very little that we can say about an economic problem, merely by thinking it through logically and consistently and applying the sort of theories (or models if you like) that, we've been using for generation. Rather, we have to start with a blank slate and do this completely atheoretical, experimental, empirical approach. All we want to know is: If the government increases the corporate tax rate, what impact is that going to have on business behavior? 

So an Austrian economist – or really even a neoclassical economist prior to a couple of decades ago, would say: Look, if you increase the corporate tax rate that is going to reduce the incentives of companies to make the investments and engage in the activities that generate profit because a larger share of that corporate income will be going to the State. A smaller share will be retained by the firm to be paid out in dividends, capital gains, to be reinvested, and so forth.

And of course, you could work through that analysis in as much detail as you want, but there's kind of a basic insight that a little bit of economic theory gives you and that little bit of economic theory traditionally has gone a long way. Now what the mainstream economists say is: What will be the impact of an increase in the corporate tax rate on R&D or investment? We have absolutely no idea. All we can do is perform a randomized, controlled trial, or look for an opportunity to engage in a natural experiment and we will measure the impact of that variable X (the change in the corporate tax rate) on some outcome variable of interest Y. We don't have any prior theory or analysis or beliefs that we bring to the table. We're just engaged in a completely atheoretical measurement exercise.

I'm slightly exaggerating but that's what the new trend in empirical economics is and I find it very troublesome.

WOODS: What does this mean for economics as a whole? Is this where the discipline seems to be going? Are there people who are standing up against it?

KLEIN: There are a few who are pushing back a little bit. what most sensible mainstream economists (as well as Austrians) say is: Look, if one is going to do empirical analysis (what we Austrians would call historical analysis, looking at prices, and other phenomena of the immediate past), there are a variety of approaches, techniques, methods that we can use. We can collect quantitative data. We can use them the way Rothbard did in America's Great Depression – the way great historians like Robert Higgs have done. We can collect data. We can do some statistical analysis of trends. We can also do interviews. We can do in-depth case studies. We can employ a variety of methods of historical or empirical analysis. Each one provides some insight, but has some potential weaknesses, and we sort of assess the entire body of evidence using our judgment as scholars to try to tease out what we think is really going on.

Now, you have this view that: No, the only thing that is valid is these natural experiments or randomized, controlled trials. That's what the Nobel Prize two years ago, went to – the people who do these so-called RCTs in developing countries. Some economists have said: Come on, that's one way to do it, but that's not the only way. But I think there's a lot of momentum behind this newer approach.

And Tom, one thing that is related to this and that I hinted at with what I was saying before, the kinds of economic questions that are being asked are really not even economic questions. It's almost like economics is just a branch of applied statistics. For example, a lot of this literature, and another area that the three economists who won the Nobel Prize this week worked in and were credited for, is finding clever ways to analyze the additional earnings that people get over their working lives from having more education.

They developed these clever techniques for figuring out whether a little bit of extra schooling generates a little bit of extra income on average and it's sort of an interesting literature, but at the end of the day, the research question they're asking is: If you have more education, can you get a better job?

I mean, there's really not any economic analysis in that. To put it another way, you don't need to have a PhD in economics, in fact, you don't need to have ever taken an economics course of any kind, or listen to a single episode of Tom Woods Show, to be able to run that experiment. You just have to be somebody who knows how to collect data on years of education and to collect data on earnings over a person's career, and you run it through the computer.

There's really no economics in it at all. It's just a sort of isolated, potentially interesting, empirical question that's not really connected to any other theoretical or empirical issues. It doesn't involve any kind of analysis of human behavior or incentives or how we approach trade-offs. Again, there's really not any economics in it. It's just kind of applied statistics.

WOODS: Well, let's suppose there was a case where we were observing the price of lumber. Let's say, for whatever reason, the price of lumber went up by three times. And as soon as it went up by three times, the quantity demanded of lumber just skyrocketed. We wouldn't say: Well, I guess people want more lumber the more expensive it is.

You would not say that. We would look at it and say there must be multiple things going on simultaneously that then complicate the ultimate result. We're going to have to tease out what these multiple things are. So in other words, you cannot just look at a bunch of numbers abstracted from reality – just look at a bunch of numbers and say, well, the numbers tell the story, The numbers absolutely, resolutely, do not tell the story unless there is some theoretical framework in which we can place them.

Any more so than you could do history by just recording a bunch of facts. If you were a historian and all you did was record "facts", you'd be recording every single breakfast George Washington ever had. Every single breakfast! And you'd record every step he took with his feet and whatever – unless you had some theoretical background, you wouldn't know what was even worth recording, what affects what, what the cause and effect relationships are.

And it seems like, unfortunately, this is the direction economics is going. You would think economics has to be, at its root theoretical, and then when you look at empirical examples, you apply the theory to the empirical examples in order to understand the empirical examples. The numbers alone don't tell you anything.

KLEIN: You know, I hate to bring the discussion back to Covid because we're all sick of talking about it, but you can see the parallel, right? So, people who don't really understand how medical science works – they don't really understand epidemiology or understand science at all – are the people who are asserting the most and with the most boldness and confidence and obnoxiousness on social media – you know: The science has spoken! Mask up, everybody! or: The science has spoken! Governor DeSantis of Florida has killed many thousands of people!

I think we all know that people who speak that way are obviously speaking out of ignorance or malice and so forth, but you can cherry pick numbers to justify whatever kind of ridiculous Covid claims you want to make. But one of the points that many of us (you are, of course, a great example), people who have been thoughtful analysts and critics of the Fauci-approach over the last 18 months has been: No, no, you really have to be more careful in what data you look at and how you interpret those data and how you frame the problem. It's simply not the case that the numbers speak for themselves on a complex, social, medical, economic issue.

So just as in looking at anything to do with so-called public health, it takes skilled and judicious and thoughtful interpretation to make sense of the numbers, exactly the same is true for economists. Exactly the same is true for historians – really for any social scientist – any political analyst who's trying to make sense of the world around them.

Maybe this is an extension Tom, of something that's been going on for more than a hundred years. As mainstream economics went more in the direction of trying to imitate the hard sciences. It's this idea that the more we copy what our friends in physics or chemistry do, the more scientific we are. 

And economics was always kind of in the middle. Mainstream economics, certainly since World War Two, has been dominated by mathematical formalism on the theory side and quantitative econometrics analysis on the empirical side. But it was always kind of a blend. There was still some basic theory. Most economists had some intuition about what the answer would be, and they brought that theoretical background, that interpretive frame, to the analysis at hand.

Even that seems to be going by the wayside. The trend now is all on trying to copy what so-called real scientists do the laboratory. I've made the joke Tom, because I follow economic discussions on social media and so forth, that in my day – of course we didn't have social media back then. But if we did, we would be arguing about things like Keynesianism versus Austrianism or what causes the business cycle. Can the government really stimulate economic growth? Those are the kinds of things we argued about in the student lounge and what we would have argued about on Twitter, if we'd had Twitter back in the day.

Do you know what PhD students in economics argue about now? The one issue about which most of them are the most passionate? It's coding. Which software package should you use to write your code and to run your analysis? That's the only thing that people care about and have these really impassioned debates and arguments about: Which statistics packages is better?

I mean, come on, is that why you get a PhD in economics? So that you can be a coder? You can make a lot more money coding in the business world if you're any good at it.

WOODS: Well, I don't remember the exact quotation, but Ludwig von Mises said somewhere (and maybe more than once) something along the lines this: That politicians can't stand economists. Now, of course, he means real economists. He means the economists of his day and in his tradition because they are skeptics of what mere political will can accomplish.

Every State of the Union speech has messianic overtones. The political world can solve your problems and can bring you salvation and the economists are the ones who are supposed to be there saying: No, you cannot accomplish that by political will. You can't wish these things into existence. You can't wish capital formation into existence. There are constraints and there are trade-offs.

That's what economists are constantly supposed to be reminding people of. There are constraints and trade-offs. You can say that we can accomplish this by passing a law. And yeah, it's true of you passed some law, maybe there will be a handful of people who earn a higher income as a result of that. I mean, with coercion and with force, presumably you can accomplish something. But at the same time, there'll be other results. There will be people who lose their jobs or who never get hired in the first place.

This is how a non-juvenile person looks at the world: That you can't just will what you desire into existence. You have to recognize there are trade-offs and there are constraints, and it seems to me, as somebody not in the field of economics, that economics is moving away from being outside the regime – as critics, as people issuing warnings – and rather, as people who desperately desire recognition and respect within the regime and are therefore telling the politicos: Yes, you can accomplish this as long as you follow my model and you use this equation, you can get what you wish and your wishes can be made reality.

Exactly the opposite of what economists used to do.

KLEIN: Yeah. That's exactly right. I think a lot of economists today view their role as engineers in service of the state. They would say their goal was to help the policymakers – help them design their "interventions" – is the word that's used today. Economics, they would say, is about helping design interventions that correct market failures. That's what a lot of young people, sad to say, understand economics to be, and yeah, it's a problem.

To end on a happier note, I do think that the pendulum swings back and forth. I think that probably people are starting to recognize a little bit – and will recognize increasingly in the coming years that this sort of trendy new stuff has been sort of oversold.

Again, to use the analogy or to make the comparison with two years ago: the people who won two years ago were also atheoretical empiricists who do so-called field experiments. You go into some village in Bangladesh and you split the village into two, and give these people a red pill and the other people a blue pill and see what happens to economic outcomes or whatever. That was super, super trendy and fashionable.

But even with that, I've seen more criticism now of that kind of approach: Well, it has a lot of drawbacks and can't really be used to answer certain kinds of problems, and the results aren't really reliable. You can't generalize from one village to the next or to other contexts.

I suspect that the same will happen with the current emphasis on so-called natural experiments. That: Yeah, they're clever. And they can be used to address certain kinds of issues, but they're not the panacea. It's not the be-all and end-all of what economic analysis should be all about.

I just hope that there are enough younger scholars coming along who are interested in theory, and who really will cling to that traditional role of the economist the way you articulated it very well, as someone who explains to politicians among others, that: No, you can't just wish these things into existence anymore than you can wish an airplane to fly up into the sky.

Gravity works against you and we want people to say supply and demand works against you. Incentives and opportunity costs work against you. They won't allow you to do that thing that you want to do. Again, the trend is worrisome, but I'm hopeful that eventually people will come around and we'll go back to something that is a little bit of a more reasonable approach.

WOODS: Well, of course, for younger people listening to this, the key is to attend the Mises University program, which I attended as early as 1993, and it will ground you in real economics. And not to mention for that entire week that you're at The Mises Institute – and of course, get the details at mises.org /events – you'll have a great time getting to know the faculty and the other students. But honestly for me, I can say that as a college student, it was by far the best academic experience I have ever had, and I went to an elite University as an undergraduate.

But by far, the best intellectual experience I ever had, was at Mises University, and it's training people to think in the way that we've been describing here. And we hope will help to repair some of the damage done by by some of the economists we have to endure these days. 

So mises.org/events is where to go if you are a young person or you are the parent of a young person or you know a young person – and particularly a college student, then you should apply for that event and attend it. And you will learn an enormous amount. And be, as I say very, very well grounded in truly sound economics.

Well, Peter, I appreciate you coming on and I would say I handled this pretty well considering I'm a guy who just endured like maybe an eight-course meal with a consistent wine pairing throughout for every one of those courses. I would say if anything, I've sounded more intelligent than I have in the last thousand episodes of the Tom Woods Show.

KLEIN: You know, I was thinking the same thing. You're surprisingly eloquent tonight. I don't know if maybe those wine pairings would be a good idea before every show, but you should look into that.

WOODS: Peter, you know what I think it is? I think it's overcompensation because I feel like: Oh my gosh, I better not sound like a stupid idiot who's drunk. I'd better be super articulate and attentive and whatever. 

But I feel like you can do that for only so many drinks. And once you get past a certain number of drinks, if you were to chart it, the numbers would come way down in terms of your ability to accomplish what I did on episode 1990 here of the Tom Woods Show.

Now what you did, I can't tell you how much I appreciate you coming on and sharing your expertise with us. But I have to say, I'm particularly impressed with what I did, I, Tom Woods, the host of the show, after this unbelievable meal. You've got to give me a round of applause or something. 

So the deal was – now. I never officially made this deal with any single person listening to the show. However, the deal I made unilaterally was if I come through this episode having impressed you intellectually, then you have to go to supportinglisteners.com and support the Tom Woods Show, so go do that.

But also while you're thinking about that, support the Mises Institute, which is supporting really sound economics of the kind that the United States and the world truly needs to hear about and learn. So mises.org is your other important mission here. Peter is a Senior Fellow of The Mises Institute and he and I believe deeply in the mission of The Mises Institute, so I hope you'll support them.

Peter, thanks so much for being with me today. I appreciate it.

KLEIN: You're welcome, Tom. It's been fun. I look forward to talking to you next time.

image1.jpeg
THE





