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Introduction

The Austrian School of economics has received renewed
attention in the past few decades as its free-market policy
conclusions and association with libertarianism have played
a growing role in academic and public debate. This atten-
tion became even greater during the housing crisis and the
Great Recession, as Austrian ideas were frequently invoked
to explain that boom-and-bust cycle. In addition, Ron Paul’s
campaigns for president in 2008 and 2012 made some of the
school’s ideas part of the popular political discourse. During
the past decade, more young people have been studying the
Austrian School as part of their formal college educations,
because more economists with PhDs have been trained in

that tradition and are themselves teaching at colleges and
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universities and contributing as public intellectuals to various
media outlets.

The increasing public presence of the ideas of the Austrian
School might suggest that this approach to economics
is something new. However, the truth is otherwise. The
Austrian School dates back to the revolution in economic
thinking of the 1870s that created the modern approach to
economics. At the turn of the 20th century, and for the next
few decades, the Austrian School was one of the dominant
schools of thought in economics. Its influence was dimin-
ished in the 1930s by two developments. First, the Keynesian
revolution in macroeconomics that emerged out of the Great
Depression pushed Austrian ideas aside. Around the same
time, microeconomics was becoming increasingly expressed
in formal mathematical terms, with economic problems
being seen as special types of engineering problems. Both
of these changes in the way economics was done were at
odds with the Austrian approach. As a result, the Austrian
School all but disappeared from around World War II until
the early 1970s.

A second confluence of events, this time in the early 1970s,
produced the conditions that led to a revival in the school’s
intellectual activity and reputation. The combination of high

unemployment and high inflation in the early 1970s was not
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supposed to be possible according to the (broadly) Keynesian
economic models in vogue at the time. The failure of main-
stream macroeconomics to explain what was happening
opened the door to alternative approaches. Two events in
1974, specifically, helped bring the Austrians back into the
conversation. First was the awarding of the Nobel Prize in
Economics to Friedrich August Hayek for his work on mon-
etary theory and macroeconomics, as well as for his contri-
butions to understanding the informational properties of the
price system. All of this work was in the Austrian tradition.
Also that year, the Harvard philosopher Robert Nozick pub-
lished his National Book Award-winning Anarchy, State, and
Utopia, a defense of libertarian political philosophy informed
by ideas from the Austrian School.! Hayek’s Nobel and
Nozick’s book put discussions of Austrian economics back on
the agenda of scholars in a variety of disciplines, in addition
to informing public debate.

These events, along with the publication of Israel Kirzner’s
Competition and Entrepreneurship the year before, marked the
beginning of a revival of the Austrian School that has contin-
ued since, accelerating in the past decade thanks to the inabil-
ity of the economics discipline to predict and explain the
Great Recession.? Since the 1970s, the Austrian School has

slowly elbowed its way into conversations in the mainstream
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of economics and is now informing policy analysis and public
debate in ways it has not before. Although no reliable data
exist, it is almost certain that there have never been more
professional economists working in the Austrian tradition
than there are today.

The Austrian School’s roots are in the “Marginal
Revolution” in economics that took place in the 1870s.
That revolution fundamentally changed the way economists
understood the concept of value, which had major conse-
quences for the subject matter and methods of the discipline.
Before the 1870s, the value of a good or service was most
often explained with reference to the cost of producing it,
especially the labor involved in doing so. The “labor theory
of value” was, in one form or another, accepted by almost all
major economic thinkers, from Adam Smith to Karl Marx.
The theory has a number of obvious problems, including how
to reduce different qualities of labor to a single measure and
how to explain the value of things that are discovered ser-
endipitously. Early economists worked hard to try to explain
their way around these puzzles, much like Ptolemy resorted
to inelegant mathematical contrivances to make his geocen-
tric model of the solar system predictively accurate. The ad
hoc nature of those explanations created the opportunity for

a new systematic explanation of value, which arrived in the
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form of the Marginal Revolution, the economic equivalent of
the Copernican Revolution in astronomy.

In the early 1870s, three thinkers changed the way
economics was done by making clear that the value of a good
or service was the result of the subjective perceptions of the
usefulness to the consumer of the specific amount required for
the use at hand (what is known as the “marginal” amount).
Goods did not have intrinsic value, nor were their values
determined by the amount of labor or other inputs that had
gone into producing them. Instead, goods had value because
people thought they were useful, and the specific amount of
value they had depended on the particular quantity that was
needed to satisfy the user’s specific want.

"Two of those three revolutionaries, William Stanley Jevons
in England and Léon Walras in Switzerland, employed a
mathematical approach, applying the concept of “marginality”
to model their new conception of utility in terms of simple
calculus. By contrast, the third of the three revolutionaries
laid out a different understanding of this way of seeing value,
stressing more than the other two the subjectivity of eco-
nomic value and that the “margin” of choice was determined
by the minds of those making choices rather than being an
abstract mathematical concept. That third revolutionary

was Carl Menger, a professor at the University of Vienna,
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and the approach to economics he laid out in his Principles of
Economics in 1871 became the foundation of what was later
termed the “Austrian School.” In addition to his emphasis on
the subjective nature of value, at the center of Menger’s eco-
nomics was human knowledge and the way in which its limits
mean that we must constantly deal with uncertainty. For
Menger, economics was the study of how humans possessing
limited knowledge and facing an uncertain future attempted
to improve their well-being by figuring out what they wanted
and how best to get it. Menger’s vision of economics was very
much a human-centered one: “man, with his needs and his
command of the means to satistfy them, is himself the point
at which human economic life both begins and ends.” This
conception of economics remains at the core of the modern
Austrian School.

Menger’s other great contribution was to expand and
extend the “invisible hand” concept of Adam Smith. Both in
his Principles of Economics and in his later book Investigations
into the Methods of the Social Sciences (1883), Menger offered
explanations of social phenomena that began with the choices
of individuals and showed how the outcome of those choices
was often a result that none of the individuals had planned
or intended. In his Principles, he explained the emergence of

money using this sort of strategy, and in the Investigations, he
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generalized that strategy and asked what is sometimes called

the “Mengerian question”

How can it be that institutions which serve the
common welfare and are extremely significant for its
development come into being without a common will

directed toward establishing them?*

This explanatory strategy, later termed “spontaneous order
theory,” is also at the heart of modern Austrian economics.
Understanding how social phenomena are the unintended
outcomes of human choice filtered through various social
institutions is the analytical technique Austrians use to do
economics and social science. Spontaneous order explanations
rest on the concepts of subjectivism and limited knowledge
noted earlier. It is precisely because our knowledge is par-
tial and local that we rely on social institutions, rather than
the intelligent design and control of experts, to coordinate
our behavior. This claim has broad implications for issues in
political economy as well as for the nature of economics as a
discipline.

In what follows, I will explore the ideas of the Austrian
School of economics, with an emphasis on how its analysis
differs from the standard textbook presentation of economics.

My approach will be broadly historical, in that I will discuss
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specific ideas in roughly the historical order in which they
became a focus of the school’s attention. I will also not dwell
on particular thinkers or books, but instead proceed top-
ically and make note of important contributors as they are
relevant to the ideas under consideration. Compared to the
mainstream economics of today, the Austrian emphasis on
subjectivism, uncertainty, and the importance of knowledge,
as well as the school’s conception of the market as a sponta-
neously ordered process of discovery, offers a different and
more realistic explanation of economic phenomena, from the
most basic to the most complex. As economics has become
more abstract and more dependent on unrealistic assumptions
about what humans know and how they choose, an approach
that addresses those issues will find a receptive audience, as

the revival of the Austrian School demonstrates.



Carl Menger and the
Microeconomics of the

Austrian School

In addition to the problems with the labor theory of value, the
economists of the 18th century could not explain away what
was known as the water-diamond paradox: water, which was
essential for human life, was very cheap, but diamonds, which
were a frivolous luxury, were very expensive. If it was admit-
ted that the utility of goods somehow mattered for their value,
then how was it possible that diamonds were more valuable
than water, given how important water is for human survival?
It was this puzzle that the Marginal Revolution solved. What

mattered for value was not the fofal utility of a good (i.e., how
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much it is valued compared to its complete absence) but rather
its marginal utility, or the value of the particular portion of
the whole supply of the good that was consumed at any time.
The value of a gallon of water is small because most peo-
ple don’t have a pressing need for one additional gallon. By
contrast, a carat of diamonds has a high value, because the
marginal unit is in high demand. This idea that the marginal
unit determines the value of a good not only resolved the
water-diamond paradox but also provided a new path forward
for economics to understand value and price.

Unlike Jevons and Walras, in whose hands the distinction
between total and marginal utility was quickly translated into
mathematical terms, Menger combined the idea of “value
on the margin” with his emphasis on subjectivism to offer
a different approach to understanding economic processes.
Menger started by noting that individuals want to satisfy
particular ends (or “needs,” as he referred to them). To do
so, we require means at our disposal that are capable of satis-
tying those ends. This insight led Menger to define “goods”
as things that have the capacity to satisfy some human want.
That capacity is a good’s uzility. More specifically, he defined
“economic goods” as those things capable of satisfying some
end for which the quantity available is not sufficient to fulfill
all the ends to which people might put them. “Non-economic

10
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goods,” by contrast, are abundant enough that there is more
than enough to satisfy all possible wants. Air, for example,
satisfies our need to breathe, yet there is more than enough air
for all of us to satisty all of our breathing needs, unlike other
products of nature or humanity, for which our wants exceed
the quantity available.

At the center of Menger’s theory of value was subjectivism.
What gave a good its value was nothing inherent or intrinsic
in the good itself, but rather the perception by humans that the
good could be used to satisty a want. My belief that I require a
hammer to help build a house is sufficient to give that hammer
value. (Whether there are more or fewer hammers available
than wants they can satisfy will determine whether hammers
are economic or non-economic goods.) The ultimate source
of value is the human mind. Because our perceptions of what
we require to satisfy our wants will be based on the specific
quantity of the good we require, Menger’s subjectivism was
able to incorporate the idea of the margin. Whenever we eval-
uate the usefulness of a means to satisfy a want, we are think-
ing in terms of the particular, concrete amount of that good
we wish to obtain.

Modern Austrian economics likes to stress one particular
implication of Menger’s framework. Too often, the idea of

“utility” is explained as a kind of feeling we get from satisfying
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wants—when we make a sandwich for lunch and eat it, we
get utility from the sandwich because it makes us feel good
to satisfy that want. Aside from the fairly obvious point that
something like dental work might satisfy a want but not “feel
good,” there is a deeper problem with this standard explana-
tion. The Austrian conception of utility is not about a feeling
people get. In the language of psychology, it is not “hedonic.”
Instead, it is the capacity of a good to satisfy a want. The
“utility” of that sandwich is not the feeling it gives you but the
fact that you believe it can address your desire to reduce your
hunger. From this perspective, the marginal utility of a good
is the ability of a specific, concrete amount of a good to satisfy
the next most important unsatisfied want.

We can illustrate a number of Austrian insights with the
following scenario. Imagine I have four wants I'd like to sat-
isfy, each of which requires a gallon of water. Menger argued
that people try to satisfy their most urgent wants first, fol-
lowed by the less urgent wants in order of priority. What he
called “economizing” was our attempt to take the means at our
disposal and allocate them to the most urgent wants possible.
Therefore, I will rank my four wants from most important to
least and satisfy the most urgent want with the first gallon of
water I can obtain, the next most urgent with the second, and

so forth. If I can only obtain three gallons, the least urgent
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want will go unsatisfied. Let’s see how this example can illus-
trate some key concepts.

First, water in general has utility because I believe it will help
me satisfy those wants. My selection of which wants to satisty,
my ordering of their importance, and my decision to use gal-
lons of water to satisfy them are all aspects of the subjectivism
of Austrian economics. The fact that each want requires a
specific amount of water to be satisfied lets us see the impor-
tance of the margin. My determination of how much value
water has for me will depend on how I evaluate the impor-
tance of the gallon I am currently considering obtaining. And
the importance of that gallon of water will in turn depend
on the importance I attach to the want it will satisfy. That
importance is not happiness or any other hedonic feeling—it
is just the importance I associate with satisfying that want.
Thus, the value of any good to an individual depends on the
importance she attaches to the want that the marginal unit
of that good will satisfy. If the gallon of water in front of
me allows me to wash my car, then the value of that water is
linked to the importance I place on my car being clean.

This example also lets us see how Austrians understand the
core economic concepts of “opportunity cost” and “dimin-
ishing marginal utility.” Opportunity cost is conventionally

defined as the next best alternative given up when making a
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choice. We face scarcity, and choosing one thing means we
give up the next best thing we could have chosen. Our gal-
lons of water example illustrates this idea nicely. If we have
three gallons of water, what is our opportunity cost of using
up all three gallons? It’s the want that goes unsatisfied after
we do so.

Suppose the third most valued use was to water the garden
and the fourth was to wash windows. Conventional econom-
ics would say that the opportunity cost of watering the garden
is washing the windows. True enough, but the Austrian per-
spective adds two important elements: First, that opportunity
cost is subjective. Only the chooser knows exactly the impor-
tance she attaches to watering the garden versus washing the
windows. In this way, her opportunity cost cannot be objec-
tively measured. Second, but more fundamentally, opportu-
nity cost is never actually experienced, because it is the choice
we did not make. Opportunity cost is ultimately her expecta-
tion of the importance of the sacrificed option. The very fact
that she chose to water the garden means she never did wash
the windows and thus never experienced just how important
satisfying that want would actually be. When we choose, we
choose among the subjective expected utilities of our different
options. The option we evaluate to be the most important

of those not chosen is not experienced. If I choose to order
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lobster macaroni and cheese rather than fish tacos, my oppor-
tunity cost is the subjectively expected utility I thought fish
tacos would bring. I can never know with certainty what my
opportunity cost was ex post, because I never experience the
choice I didn’t make.

The idea of diminishing marginal utility looks different
from this perspective as well. Normally, this concept is pre-
sented as the idea that the more you consume of a good, the
less “good feeling” you get from it. So, while the first piece
of cake might taste great, eventually successive pieces will
taste worse and worse. But this explanation treats utility as
hedonic, not as the capacity to satisfy a want. In our gallons of
water example, the marginal utility of water is the importance
attached to each gallon in relationship to its ability to satisty
a specific want. The first gallon enables us to wash the car,
which is our most important want. The next gallon might
be for drinking, our next most important want, followed by
watering the garden and washing the windows. The mar-
ginal utility of each gallon is less than that of the previous
one, because the importance we attach to the want it satisfies
declines. Although we can say that marginal utility always
declines as we obtain successive units of a good, we cannot
put a number on that utility, because it remains subjective and

expected.
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Menger extended his discussion of goods, utility, and value
to the process of production. According to the labor theory
of value, it was the value of the inputs into a production pro-
cess that determined how valuable the output of that process
would be. The more labor that went into making a good,
either directly or in the form of previously produced goods,
the more valuable the good was. Menger turned that argu-
ment on its head and so completed the economics version of
the Copernican Revolution. He first distinguished what he
called “lower order” goods from “higher order” goods. The
former are consumer goods, or things close to them: for
example, the breakfast cereal on the shelf is a “first order”
good. Higher order goods are the inputs that go into making
lower order goods, such as the grains and sugar that go into
making the cereal. Menger noted that what made a specific
good higher or lower order was not any intrinsic property of
the good but rather how that good fit into the plans of pro-
ducers and consumers. For example, flour is a higher order
good in the production of the cookies I buy at the store. But
flour is a lower order good when it sits on the supermarket
shelf for me to buy it to bake cookies at home. This concep-
tual framework allowed Menger, and the Austrian School in
the years since, to talk about the “structure of capital” that

produces the goods consumers buy.®
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What Menger then argued was that value flowed not from
the inputs to the outputs but from the outputs to the inputs.
It was because those outputs were valued by consumers that
the inputs that went into making them had value. So, because
consumers like Big Macs, the two all-beef patties, special
sauce, cheese, etc., and the labor of the employees who make
them, have value. If people stopped eating beef, all of the
factors of production that go into making Big Macs would
lose some value. It is not labor that makes goods valuable,
but rather people’s belief that certain goods will satisfy their
wants that gives value to the labor and materials that go into
producing them. The ultimate source of value remains the
subjective preferences and knowledge of each of us as con-
sumers. Notice too that this transference of value from out-
puts to inputs is not automatic. Someone has to figure out
(a) that people value some goods and not others and (b) which
inputs are the best ones to make the outputs people value.
That is the role of the entrepreneur, which we will discuss in
more detail in Chapter 9.

This framework also helps us understand the distinctive twist
Austrian economics puts on traditional supply and demand. In
our discussion above, we left out money and exchange and just
assumed that people either had, or would somehow acquire,

goods like the gallons of water. In reality, of course, the choice
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facing consumers is whether to spend their money on one
thing or another. In deciding whether to buy a gallon of water
for $2, the consumer is really choosing between the expected
subjective utility of using that gallon of water for the next most
important want it could satisfy and the expected subjective
utility of the most urgent unsatisfied want that the $2 could
satisfy through the purchase of some other good. The ability
to use money to buy any good means that we implicitly rank
the expected subjective utilities of all of the alternative wants
we might satisfy with a given amount of money. As we will
see later, the existence of prices helps us navigate what would
otherwise be an incredibly complex set of choices.

We can use this money-enhanced framework to offer an
Austrian explanation for why people increase their quantity
demanded of a good as its price falls. Consider our gallons of
water example.” Your willingness to purchase more or fewer
gallons of water to satisfy some or all of those four wants will
depend on your comparison of the price for a gallon of water
with the importance you attach to getting each of the wants
satisfied. For example, you might be willing to pay $3 for a
gallon to wash your car, but not to satisfy your thirst. If the
price were $2.50, you'd still be willing to pay that price for a
gallon to wash your car, and perhaps you'd also be willing to

pay that price to satisfy your thirst. As the price falls further,

18



CARL MENGER AND THE MICROECONOMICS OF THE AUSTRIAN SCHOOL

your third- and fourth-ranked wants might become worth
satisfying. The lower the price, the more willing people are
to satisfy lower-ranked wants, because we have to give up less
to do so. And if the price rose to $4, you might decide it’s not
worth it to wash your car, or satisfy any of the lesser-ranked
ends, at that price. The demand curve is a reflection of
diminishing marginal utility: the declining importance of the
additional wants we have implies that what we are willing to
sacrifice to satisfy those wants must be progressively less as we
satisfy the less important ones. At higher prices, we will look
for more important wants to satisfy. When prices fall, we are
more willing to satisfy lower-ranked ends because we give up
less to do so. Thus, we get downward-sloping demand curves:
as prices fall, people wish to buy more units of a good, and as
prices rise, they wish to buy fewer.

The same argument applies in reverse for supply curves.
Suppose I have four gallons of water. To convince me to part
with one of them will not take much, because that gallon is
being used for the least important want, washing the win-
dows. Since I don’t value that end very highly, it won’t take
much to get me to give it up. But if you want me also to give
up watering my garden by selling you two gallons of water,
the price will have to be higher, because the importance of the

next (marginal) want I would be unable to satisfy is greater.
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So as the price of a good rises, people will increase the quan-
tity of the good they supply, because at progressively higher
prices they are more likely to be willing to give up satisfy-
ing more important wants by parting with that good. Higher
prices mean a greater quantity supplied, and lower prices
mean a lesser quantity supplied.

Finally, notice that supply here is just demand in disguise.
I am more willing to part with additional gallons of water
as I am offered more money in return, money I can use to
satisfy more important wants than the water-related want I'm
giving up. The amount of money I can get for my water is in
turn determined by other people’s demand for water—they
are saying that their unsatisfied wants that require water are
important enough for them to try to bid water away from me.
The more important those ends are to them, the more they
will be willing to pay to fulfill them. Humans attempting to
acquire the means they believe will satisfy the wants they

perceive to be important is where all of economics begins.
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Spontaneous Order

The other foundational part of Menger’s work was his con-
ception of the market as a process and the related concept
that is now termed “spontaneous order.” As noted earlier, the
other two marginal revolutionaries, Jevons and Walras, for-
mulated their versions of the theory in mathematical terms.
Their work lent itself to seeing the task of economics as solv-
ing a static mathematical problem of how to allocate resources
optimally. Marginalism became a way to set up the optimi-
zation problem, and economics became focused on describ-
ing those optimal equilibrium states and how changes to the
system would change the resulting equilibrium. Often called

“comparative statics,” this approach to economics was like
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examining the differences between two still pictures of the
economy. Menger, by contrast, offered something more like a
moving picture, with the task of economics being to explain
the processes by which economic change took place.

One way to see this different emphasis is in the organiza-
tion of Menger’s Principles. He begins with the definition of
a “good” and his explanation of subjective value, then moves
on to talk about the nature of exchange, then eventually gives
his analysis of how prices come about. The structure indicates
that prices are the emergent outcome of all of those under-
lying processes of subjective evaluation and exchange. By
contrast, the Jevonian and Walrasian approaches, and their
modern-day descendants of “partial equilibrium” and “gen-
eral equilibrium” theory, respectively, begin with prices and
then see what actors wish to demand or supply based on those
prices. The goal of those approaches is to find the set of prices
and quantities at which everyone is able to maximize their
utility and profit, given the choices of others. Menger was
more interested in explaining how the purposive actions of
individuals would interact with each other through an ongo-
ing process in real time to produce the particular prices and
quantities we see at any given moment. Those need not be
equilibrium prices and quantities, nor did Menger believe

that the only interesting results to look for were those that
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involved maximization of utility and profits across the board.
In fact, he did not even use the mathematical language of
“maximization,” because he recognized that humans were
imperfect choosers acting on the basis of /imited knowledge.®
This difference between process and equilibrium is at the
heart of the modern Austrian School. Most economists today
spend their time describing the properties of various equilib-
rium states and comparing the efficiency of those results. The
economy is modeled as a system in equilibrium. The assump-
tions required for a real-world economy to be in equilibrium
are very stringent. Equilibrium models in mainstream eco-
nomics must assume, for example, that everyone possesses
perfect relevant information, that no one can affect the price
the market gives for a particular good, and that all goods of a
certain type (e.g., breakfast cereals) are identical. Of course,
the real world is one of imperfect information and uncer-
tainty, where some sellers and buyers have more influence
than others, and where products are differentiated along any
number of dimensions. Austrians see the market as a process
by which partially informed people learn from each other and
discover what it is that others want and how best to produce it.
The key to this learning process is the entrepreneur. We will
explore the role of the entrepreneur in more depth in a later

chapter, but for now, it suffices to say that the entrepreneur is
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the one who pushes forward the learning process of the market
by being alert to opportunities that current market participants
have overlooked. If apples are selling for $2 per pound on one
side of the street and $3 per pound on the other, some buyers
have overlooked cheaper apples and some sellers have over-
looked a better selling opportunity. This disequilibrium reflects
the limited knowledge of buyers and sellers. An entrepreneur
who spots this situation can buy up the apples on the one side
for, say, $2.25 per pound and sell them on the other side for
somewhere between $2.25 per pound and $3 per pound. This
entrepreneurial act informs both groups of their errors and helps
correct them by reducing or eliminating the price discrepancy.
When entrepreneurs do this, they benefit all parties. The peo-
ple selling at $2 per pound get a higher price, the people buying
at $3 per pound get a lower price, and the entrepreneur profits.
Viewed in isolation, entrepreneurship also brings the market
closer to the hypothesized equilibrium by narrowing the range
of prices available until, in the limit, the market has just one
price for apples and the number of apples offered at that price
exactly equals the number people desire to purchase.

The Austrian concern with the market process enables us to
recognize that the limit point never comes, because the fac-
tors that define the point of equilibrium never stay constant.

People’s preferences change, the cost of producing goods
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changes, or the available substitutes might change, any of
which changes the optimum point. Austrians are interested
in how those changes take place and how actors, especially
entrepreneurs, learn from and respond to them. One impli-
cation of this perspective is that it is very difficult to look
at a market at any one point in time and know how well it
is performing. Any snapshot fails to realize that markets are
always in a state of transition as human knowledge changes.
The effectiveness of a market is not about how it compares
to an ideal at any point in time but how easily people can
learn from their mistakes and have incentives to correct them.
Because real-world markets never actually settle into a final
equilibrium, we are always evaluating the performance of the
market in terms of the way in which disequilibrium prices
serve to provide the knowledge and incentives people need to
better coordinate their plans. We will examine this argument
in more detail later when we discuss the role of prices. Under-
standing this point requires the emphasis on the market pro-
cess that began with Menger.

Menger’s work also gave Austrian economics a second part of
its distinct identity. As Chapter 1 noted, both in his Principles
and then in his Investigations, Menger sought to explain how
social outcomes emerged without human beings intentionally

designing them. In the Principles, the major example of this
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type of process was Menger’s famous explanation of the origin
of money.” He argued that no one invented money; instead, it
emerged unplanned out of people’s attempts to improve their
want-satisfaction through exchange.

Imagine a barter economy, in which the only way trade can
happen is if someone else both has what you want and wants
what you have. The need to find this “double coincidence of
wants” makes only a few exchanges possible.

However, some goods will be more sought after in exchange.
Menger notes that which goods these will be would depend
on the various subjective evaluations of consumers. Some
traders will notice that those goods are more popular and
will attempt to acquire stocks of those goods—not because
they value the goods for direct consumption, but because they
believe the goods can be easily exchanged for other goods
they do wish to consume. This is the process of “indirect
exchange.” All of those intermediary goods can be called
“mediums of exchange,” but they are not yet money. Menger
argued that other traders would observe the ease with which
users of those intermediary goods could make exchanges and
would start to imitate them. This, of course, would make
the intermediary goods even more in demand and therefore
more valuable as media of exchange. Eventually, some very

small number of goods win out as the most easily exchanged,
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usually just one or two. These goods are truly money, because
they are generally accepted mediums of exchange. For something
to be a money, it has to be more than just something used
as a medium of exchange. People have to believe, correctly,
that it will be accepted routinely, in a way they need not
think about. Once money exists, exchanges become much
easier, and people can more easily increase their wealth and
want-satisfaction.

Menger’s theory of money’s origin is the quintessential
example of what Hayek and others would later term a
“spontaneous order.” None of the actors making exchanges
is intending to create a new social institution. Each is simply
trying to improve his or her own situation by exchanging to
better satisfy their wants. Nonetheless, they unintentionally
bring about a highly beneficial outcome by causing the emer-
gence of money. The 18th-century Scottish moral philosopher
Adam Ferguson offered a short definition of spontaneous
orders (such as money), calling them “the results of human
action, but not of human design.”*® This idea of spontaneous
order is a core analytical concept for the Austrian School.
Ferguson was a contemporary of Adam Smith, and one way
to view Menger’s contributions to social analysis is that he was
developing and expanding on Smith’s concept of the “invisi-

ble hand.” Smith is usually credited as being the first modern
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economist, because he recognized the way in which market
economies exhibited order without design. He understood
that the right set of social institutions could harness broadly
self-interested behavior to unintentionally serve the needs of
others. When we are “led by an invisible hand to promote
an end which was no part of [our] intention,” it is because
institutions provide us with the information and incentives
we need to know how best to create value for others.* In 7he
Wealth of Nations, Smith was the first to articulate this idea in
a clear way and then apply it to economic activity.

Menger’s theory of money and his broader elucidation of
the idea of spontaneous order in his Investigations into the
Methods of the Social Sciences advanced Smith’s work by more
carefully identifying the process by which social institutions
emerged without design and by placing that process at the
center of the social sciences. By combining spontaneous
order with marginalism and subjectivism, Menger provided
a more solid microeconomic foundation for Smith’s insight.
In arguing that prices were themselves an example of order
without design that had emerged from the subjective and
marginal evaluations of traders, Menger opened the door to
the Austrian conception of prices as knowledge surrogates
that would become more prominent in Hayek’s work in the

20th century. From explaining how particular prices emerge,
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to the more general patterns of economic outcomes, to the
emergence and function of large-scale social institutions,
Austrians start with the perceptions and actions of individ-
uals and show how they interact to produce outcomes that
none of them intended or designed. Understanding that much
of the world around us is not something humans consciously
created has numerous implications for particular aspects of
economics, as we will see in later chapters.

Spontaneous order theory has also pointed Austrians
toward the importance of social institutions in ensuring that
self-interested action leads to social benefits. What makes
the invisible hand work, or puts the “order” in spontaneous
order, is having the right set of social and economic insti-
tutions to provide the feedback and incentives necessary to
properly channel self-interest toward benefiting others. For
example, where property rights are clearly defined and well
enforced, production and exchange are more likely, and mar-
ket prices will be better reflectors of value. The search for
profit will lead entrepreneurs to provide the goods and ser-
vices that others want. Where property rights are not as clear,
or where public policy distorts the costs facing entrepreneurs,
the self-interested search for profit will not produce the same
level of benefits to the public. The invisible hand generates

good outcomes when the rules of the game are able to provide
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the needed feedback and incentives. The efficacy of economic
processes is not, according to the Austrians, the result of the
behavior of individuals nearly as much as it is of having the
right institutions for those individuals to act under. Economic
progress comes not from the pursuit of self-interest or from
rational choice, per se, but from having the right structure in
which to take those actions. Providing Smith’s invisible hand
insight with a clearer foundation in economics broadened our
understanding of spontaneous orders and gave the Austrians
an important analytical tool for understanding economic and

social processes.?
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Austrian Fconomics

Menger’s theory of the origin of money and his broader work
on spontaneous order also offer a template for the way eco-
nomics as a discipline should proceed. The Austrian School
economist Ludwig von Mises wrote in Human Action that, in
developing his theory of money, Menger “also recognized the
import of his theory for the elucidation of fundamental princi-
ples of praxeology and its methods of research.”® Mises elab-
orates by using the theory as an example of methodological
individualism and of how historical contingencies will affect
the precise way in which economic processes unfold without

contradicting the core laws of economics. What Mises called
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“praxeology” in Human Action in the mid-20th century was
another name for what he saw as the way good economics
had always been done: studying human action and its conse-
quences, both intended and unintended. For Mises, there was
a core of economic theory that was both irrefutable and nec-
essary for any sort of applied, empirical, or historical research.
The claim that economics must include a deductive compo-
nent that provides the theory through which we then look at
the world is a claim that goes back to Menger and the origins
of Austrian economics.

Menger’s Principles of Economics was dedicated to Wilhelm
Roscher, the leading thinker of the German Historical
School. That school of thought held that the proper method
of economics was to do historical studies and understand par-
ticular economies in their own contexts. They were skeptical
of the sort of universal theory espoused by the classical econ-
omists. Menger learned this tradition, and he saw his book as
a contribution to it because he believed his theoretical frame-
work would enhance historical understanding. One can see
his explanation of money’s origin as an example of what he
thought could be done. He was not rejecting the doing of his-
tory as an important task for economists—he simply thought
it could be done much better with an explicit theory of the

sort he was developing.
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Because of the criticism of the Principles by the German
Historical School, Menger proceeded to expand on these
themes in 1883 in his Investigations. There he distinguishes
between “exact laws” and “realist-empirical generalizations.”
The former are the sorts of “if-then” statements that we usu-
ally associate with economic theory today. For example, “if
all else is held equal, then an increase in the price of a good
will lower its quantity demanded.” The latter are statements
of empirical regularities, such as the argument that the boom
of a business cycle usually involves an increase in lending to
producers rather than consumers. These sorts of statements
are not necessary truths, just frequently observed empirical
tendencies. Menger’s distinction fairly closely corresponds to
the way Mises would later distinguish theory from history.
In particular, Menger is clear to say that “exact laws” are not
tested by history, although he, like Mises, distinguishes the
validity of a particular piece of theory from the question of
whether it applies in any specific historical circumstance.™

Menger’s defense of the existence and importance of
pure theory, and his argument that one could not engage in
effective historical work without it, threw down the gaunt-
let in front of the German Historical School. The leader of
the younger generation of that school, Gustav Schmoller,

responded by sharply accusing Menger of merely extending
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the arid theory-building of the classical economists, with
little interest in understanding the real world. The original
exchange between Schmoller and Menger began what is now
known as the methodenstreit, or “battle of methods,” between
the two schools. Several further exchanges took place as
Menger attempted to defend the role of theory and Schmoller
and his colleagues continued to argue for a historically-based
economics. Modern economists largely see this debate as a
waste of time, because they generally agree that there is an
important role for theory but that theory has to be tested
against the real world. They see the Austrians and the His-
torical School as talking past each other and not realizing that
the truth was elsewhere.”

The Austrians, however, continued to insist on an under-
standing of theory that strongly differentiated it from his-
tory and that saw the core of economic theory as being
known a priori and therefore untestable empirically.’® In the
20th century, Ludwig von Mises expanded on this idea by
distinguishing between the a priori truths of the core of eco-
nomic theory and what we learn about particular events when
we apply those economic laws along with contingent facts
about particular institutions and policies. Modern Austrians
today see economic theory as a pair of eyeglasses that are

necessary to understand cause and effect in the economic
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and social world. This leads many Austrian School econo-
mists to see only limited value in econometric studies, par-
ticularly if such studies suggest their empirical findings can
be universalized as if they were theory. Modern Austrians
have tried to expand the range of empirical evidence that
economists might rely on by including not just statistical data
but also qualitative evidence such as interviews, surveys, and
primary historical documents.

Mises spent an entire chapter of Human Action on “the
scope and method of catallactics.” Catallactics is Mises’s
term for the study of market exchange, what we today would
broadly identify as economics. He saw catallactics as a subcat-
egory of the overarching science of all human action, which
he termed “praxeology.” Humans engage in a variety of pur-
posive actions that are not about exchange on the marketplace
(e.g., the management of a household, including the raising
of children, or the conduct of war, or the playing of games).
Those actions are excluded from catallactics, or economics in
the more narrow sense, but are still part of the broader cate-
gory of praxeology.

In that chapter, Mises wrote that “the specific method of
economics is the method of imaginary constructions.” He
went on to explain how each of these constructions is “a con-

ceptual image of a sequence of events logically evolved from
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the elements of action employed in its formation.” One can
see this method at work in the way Austrian economists use
supply and demand curves and the concept of equilibrium.
These imaginary constructions are the products of logical
deductions that start with the basic idea of purposive action,
that humans seck to remove the “felt uneasiness” of unsat-
isfied ends by finding means effective for satisfying them.
Mises argues that it is irrefutable that we act purposively and
further argues that purposive action logically implies some
important observations about human action that are just as
“apodictically certain” as the claim that people act.”

There is much debate among Austrians about how exten-
sive that logically-consequent set of apodictically certain
claims is. Some Austrians argue as if one can deduce all of
economics from one’s armchair, but Mises was pretty clear
that this core of economics is fairly limited. He points out
that even the notion that labor is unpleasant is not part of
that core, but rather an auxiliary assumption we make based
on observation. So too is the existence of things like money.
When the economist goes to analyze the world, the core
toolkit that comes only from reflection on action is a rather
small set of basic propositions. Most of the interesting work
in economics is institutionally contingent. Moving from what

Menger called “exact laws,” or pure theory, to applied theory
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requires including the human beliefs and social institutions of
the empirical world. Going from applied theory to economic
history, including contemporary analyses, economists need to
dig into the actual empirical record of what people did and
thought as well as the relevant economic data.

This point is also related to what Mises means by saying
economics is an a priori science. He is not claiming that
Austrians reject any form of empirical analysis and believe
that one can, for example, reach policy conclusions by just
sitting in one’s armchair. Instead, Mises is making a philo-
sophical claim about the human mind and the way in which
minds are similarly structured across humans. We all have a
set of mental tools for grasping reality that comes to us from
our evolutionary heritage. Any being with equivalent tools
would be able to engage in reflection on the nature of human
action and develop that core of economics as a set of necessary
insights about how humans act. This core economic knowl-
edge is not in any sense contingent; rather, it is part of the
very structure of certain sorts of minds, including those of
humans as we have evolved on Earth.

Mises did argue that these core claims of economics (e.g.,
that people act purposively, that we prefer more to less and
now to later, the idea of diminishing marginal utility, and

perhaps the basic idea behind demand and supply curves) are
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not open to empirical proof because they are the very orga-
nizing principles of our attempts to understand the world.
However, beyond that, and especially if we are to include any
claims about policy, economic arguments depend on contin-
gent claims about human behavior and preferences, the appli-
cability of our assumptions, and the accuracy of our chains of
argument. Good economics for Austrians means sound argu-
ments, not just valid ones. Too much of modern economics
is valid reasoning from false premises about human action.
The accuracy of those premises matters greatly for Austrians,
and their accuracy can be a matter of empirical fact when we
examine specific historical episodes.

Despite the pretensions of many mainstream economists,
their empirical studies, including newer work in experimen-
tal economics, do not have quite the same scientific power
as experiments in the natural sciences do. Stephen Ziliak
and Deirdre McCloskey’s cautions about the importance
of statistical significance are on target but often ignored by
economists. As they argue, what we want is economic sig-
nificance, not just statistical significance.’® Austrians would
agree. For Austrians, the goal is to provide economic analyses
that use empirical evidence that is economically significant.
Achieving the goal of rendering human action intelligible

means telling better stories about what happened and why.
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Economic theory provides the framework for organizing the
plot, and the richness of the human experience—whether in
the form of primary sources, interview and survey data, eco-
nomic statistics, or econometric correlations—provides the
particulars that make for a complete and empirically-relevant
story. Basing it all on realistic and empirically relevant
assumptions about human knowledge and choice makes it
not just valid but sound economic reasoning.

Modern Austrian economists recognize the importance of
illustrating the power of economic theory by applying it to
historical events, both recent and deeper in the past. Although
this work in economic history does not “test” Austrian the-
ory, it does show how the theory can help us better under-
stand history, and it forces Austrians to clarify which parts
of their theories are in that untestable core and which parts
are institutionally or historically contingent. For example, the
housing boom and financial crisis of the early 2000s can be
made intelligible using the Austrian theory of the business
cycle, but only if one recognizes that the theory proper cannot
explain why the excess supply of credit was diverted to housing
specifically. Understanding why this particular cyclical boom
manifested in rising housing prices requires additional empir-
ical facts that were contingent features of government policy

over the past few decades. The theory helps us understand
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the history, and the history forces us to be more precise about
what is actually part of the theory.

Over a century after the methodenstreit, Austrians have
refined their understanding of the relationship between the-
ory and history, but their major claims—that there is a core of
economic theory that is a priori and untestable, that history
cannot be done without such theory, and that history cannot

give us definitive laws—remain central to the school’s work.
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Capital and Calculation

Modern Austrian economics conceives of the market as a
competitive discovery process driven by monetary calcula-
tion. In market economies, producers must solve two prob-
lems: what is it that people wish to buy and how best to make
those things such that the output is worth more than the
inputs (if doing so is even possible). Solving these two prob-
lems involves the process of monetary calculation, which is the
tallying up of past and prospective profit and loss.”” For the
Austrian School, monetary calculation is necessary to solve
a problem that arises because of the flexible nature of capital
goods. Austrians believe their theory of capital is indispens-
able for correctly understanding the way economic production

can satisfy people’s wants and needs.
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For the moment, we can put aside the problem of figuring
out what it is that consumers wish to buy. Even if we are able
to know that information in the absence of market prices and
profit and loss signals, we still must figure out how best to
produce those goods. This aspect of the problem of economic
calculation is often overlooked by people skeptical of mar-
kets. To the extent they realize that obtaining the knowledge
necessary for production is a challenge for producers, they
seem to think the relevant knowledge is just about consumer
preferences. Such critics are often inclined to think that this
problem could be solved through some sort of combination
of survey instruments and networked computers. It can’t, as
we'll see in the next chapter. But even if it could, the second,
and perhaps more difficult, problem of how best to produce
those goods and services remains.

Any given output can be produced by a whole variety of
methods and combinations of inputs. Which ones should
producers choose? Suppose you could produce men’s ath-
letic shoes with several different materials, from leather to
canvas to some form of plastic. Suppose further that there
were various amounts of labor, and combinations of labor and
inputs, that could be used to produce the shoes. Or suppose
you knew people wanted leather shoes. How much of which

kind of leather would you use? How much labor versus how
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many machines would you use? Answering these questions of
how best to produce goods, even when you know more or less
what people would like to buy, requires the ability to compare
alternative production processes through monetary calcula-
tion with market prices.

Or consider the reverse: any given input can be used to make
some number of outputs, which outputs should you make
with it? You have a pile of 2X4 pieces of wood in front of you.
They can contribute to a large number of possible outputs.
Which production process should they be devoted to? How
would you go about answering that question in the absence of
market prices by which to compare the alternatives? The fun-
damental problem facing producers is that each output can be
made with a large number of alternative production processes
and that each input can be used to produce some number of
alternative outputs. How to figure out which inputs to use
to make which outputs is the challenge of production in any
economy.

At the center of this problem is the nature of capital. All
economists understand that capital is an input into the pro-
duction process, along with labor, and modern economics even
refers to labor (or, more specifically, the skills, knowledge,
and experience of workers) as “human capital.” However,

when mainstream economists model production, they treat
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capital as an undifferentiated aggregate. Standard production
models simply have a K (for capital) and an L (for labor) and
are framed in terms of how much of each aggregate is needed
to produce a particular output. By contrast, Austrians start
by thinking of capital in terms of specific capital goods or
specific human beings with particular skills. Specific capital
goods can be used for more than one use, but not for any use.

It is this “multiple specificity” of capital that creates the
need for monetary calculation.?® If each capital good had one
and only one use, the problem of how to use that good would
be nonexistent. If capital goods were infinitely malleable and
could be used to produce anything, which is essentially what
mainstream models assume by treating capital as an aggregate
K, then here too the problem of which production process
gets which capital good essentially disappears. The problem
of which inputs to use for which outputs matters because
capital goods have this specificity. Once capital is viewed
this way, the problem of production becomes not a problem
of how much capital to use, as if capital could be ladled out
like soup, but rather which capital to use such that the capital
goods and human capital fit together in the right way to make
the desired output. Rather than ladles of soup, Austrians see
capital as being like pieces of a jigsaw puzzle.? Only certain

pieces will fit together with other pieces in the right way to
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make the desired pattern. The goal is not to just use more
pieces but to use the right pieces. Figuring out which pieces
are the right ones and whether they fit together requires eco-
nomic calculation.

This view of capital has been dominant in the Austrian
School since Menger. Unlike the classical economists’
cost-of-production theories of value, in which the value of the
input determined the value of the output, subjectivism and
marginalism show us that the reverse is true. The value of
inputs derives from the value consumers place on the ouzputs
they produce. Capital and labor and land have value because
consumers value the goods those particular inputs help to
produce. Resources flow from raw materials and other inputs
to consumer goods, but value flows from consumer demands
to inputs. Menger also recognized that capital goods can be
described in terms of their proximity to the ultimate output.?
So, for example, the bread that is part of the sandwich I buy
at the deli is a first-order capital good, because it directly
contributes to a consumer good. The wheat that goes into
making that bread is a second-order capital good for making
that sandwich, because it is an input into the first-order good.
Note too that the very same physical good can be a first-order
or a second-order good depending on the output in question.

A bakery can buy flour to make bread that it sells to the deli to
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make sandwiches the deli will sell, or the bakery can use that
same flour to bake a cake that it sells to a consumer. Flour
is a second-order capital good for the sandwich but a first-
order capital good for the cake. And if a consumer buys that
same flour to use at home, it’s a consumer good and not a
capital good at all. What makes something capital in the first
place is not its physical qualities but its role in the process of
production.

Given all of these complexities, some way to sort out the
alternatives is required. Here is where monetary calculation
comes in. The fundamental fact of market economies is the
exchange of money for goods and services. If we imagine
a barter economy, in which people trade goods directly for
goods, we can see one of the problems it would have: instead
of a single price denominated in money, each good would
have millions of different prices—one for each and every
other good it trades for. Apples would have prices in terms of
oranges, bananas, horses, automobiles, and everything else.
If such a world were even possible, any attempt to compare
the values of alternative combinations of inputs would get
impossibly complex very quickly.

The use of money gives us a universal set of prices reckoned
in terms of just one good. Now each good has a price, and all of

those prices are in terms of the same good. Observing a price
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in money doesn't tell us a good’s value in the way that observ-
ing a thermometer reading tells us something’s temperature,
but because money prices are causally related to the subjective
valuations of goods by economic agents, money prices are an
indispensable tool of comparison. With money prices, we can
much more easily compare alternative combinations of inputs
than we could by comparing everything in kind.

When we trade money for goods and services, we are part
of the supply and demand process from which those prices
emerge. In this way, those prices reflect our preferences and
subjective costs as well as those of all the other consumers
and producers participating in the market. Those prices then
feed into the decisionmaking process of firms as they figure
out what people want and how best to produce it. By reduc-
ing all exchange ratios to a common denominator, monetary
exchange allows prices to be consistent reflections of prefer-
ences and costs, and it thereby enables us to make calculations
of profits and losses and to form budgets.

Budgets are the first step in this process of monetary calcu-
lation. Firms make their best guesses as to what their inputs
will cost and how much revenue they can obtain for the final
product. After the period being budgeted for has passed, the
firm will know its profits or losses. Budgeting uses monetary

calculations to try to make the best decisions possible before
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the fact about how to allocate inputs, and profits and losses
tell producers after the fact just how good or bad their deci-
sions were. Profits signal that value has been created; losses
signal the destruction of value. What the process of monetary
calculation does is enable us to determine which, among the
various technologically possible ways of producing a good, is
the most economically efficient—that is, which one creates
the most value, as indicated by profit and loss.

This is also a process without end. Once profits or losses
are figured for the last period, those data must be interpreted
by the entrepreneur and a new budget must be formulated for
the next period, which will then be tested again by profit and
loss. In particular, the entrepreneur will have to decide what,
if any, changes are necessary to the combination of capital
goods and labor that was used in the most recent production
process. Losses indicate that those inputs did not fit together
as well as was expected, so pulling the combination apart
and substituting new inputs may be necessary. This con-
stant shuffling and reshuffling of capital combinations on the
basis of the profit and loss data emerging from competition
is the learning process of the market, made necessary by the
multiple specificity of capital and addressed by the existence
of prices, formed by monetary exchange, that enable us to

engage in monetary calculation.
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This Austrian perspective on capital and monetary calcu-
lation gives us a somewhat different take on profit and loss
than one would typically see in a mainstream economics
textbook. Most standard presentations focus on the incentive
effects of profit and loss—we also see this matter discussed as
the importance of the “profit motive.” It is certainly true that
profits (and losses) serve as an incentive or a motive for peo-
ple to make good decisions about how to allocate resources.
The lure of profit matters for getting people to think about
how best to create value. However, motivation alone is not
enough. Even if everyone deeply desired to create value for
others, that motivation could not answer the question of sow
such value should be created. Without knowledge of how well
or how poorly we are acting on our desires, our desires alone
cannot get us to the socially desirable result. The key func-
tion of profit and loss from an Austrian perspective is not
motivational but epistemic: profit and loss signals provide us
with knowledge that we would otherwise lack. Seeing profit
and loss this way also offers a different way of seeing poli-
cies like subsidies, bailouts, or confiscatory taxes on profit.
All of those policies short-circuit the profit-and-loss process
and thereby prevent it from sending accurate signals to (and
providing the correct incentives for) entrepreneurs. Profit and

loss are like the pleasure and pain signals sent by our nerve
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endings. If we didn’t feel the pain of our hand on a hot stove,
we wouldn’t know that we were burning ourselves. Policies
that distort the profit-and-loss process prevent us from know-
ing how well or how poorly we are making use of resources.
Without genuine profit and loss signals, producers are flying

blind, and consumers suffer as a result.
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The Socialist Calculation
Debate

The Austrian description of the way in which capital and
monetary calculation drive the market process discussed in
the previous chapter, was front and center in one of the most
important social scientific debates of the 20th century. Start-
ing with Karl Marx’s work in the middle of the 19th century,
numerous thinkers had developed arguments for the superi-
ority of socialism and the central planning of economies. By
the early 20th century, these arguments had combined with
a strong faith in rationalism and science, and the experiences
many countries had in centralizing their economies during
World War I, to create a vision of socialism as substituting

intentional, scientific economic management for the more
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haphazard learning process of capitalism. Socialism was to be
preferred to capitalism not only because it was more just, by
virtue of eliminating the exploitative capitalist class, but also
because it would be more rational and efficient since it sub-
stituted before-the-fact economic planning for the wasteful
learning-after-the-fact that characterized the profit and loss
system of capitalism. Economic planners could, the social-
ists argued, gather the information necessary to decide what
needed to be produced and how best to produce it—without
the use of money, markets, or prices. By doing so, the social-
ists believed planners could avoid the waste associated with
relying on competition to sort out the better and worse among
the diverse plans of entrepreneurs.

Into the midst of the rising tide of socialism and economic
planning stepped the Austrians, particularly Ludwig von
Mises. In 1920, Mises published his essay “Economic Cal-
culation in the Socialist Commonwealth,” which he followed
up with his book Socialism in 1922.% The central claim of
the 1920 essay, which was also at the core of the book, was
that socialist economic planning was impossible, in the sense
that there was no way such planners could know whether
any potential allocation of resources was more efficient than
any other, no way for them to assemble any sort of rational

plan. Therefore, socialism could 7oz outproduce capitalism.
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Mises’s argument was that the rational allocation of resources
requires some way of comparing the alternative processes of
production and the outputs they produce. Mises considered
and dismissed various methods of comparison on the basis
of the labor involved in producing goods that a socialist cen-
tral planner might employ, primarily because there was no
abstract unit of labor into which labor could be reduced. Then
Mises argued that only market prices can serve this purpose
adequately. Such prices may not be perfect reflections of value,
but they are sufficiently good to enable the relevant compari-
sons and are better than any alternative.

Mises did not stop there, however. He also argued that for
prices to do this work, they had to be actual market prices
that emerged from trading money for goods. It was the
exchange against money, meaning that each good was being
compared to the same single good (money), that produced
a universal unit of account and allowed people to perform
economic calculations. But for goods to trade against money,
there had to be market exchange. Market exchange, Mises
continued, required that there be private property. For Mises,
having prices that were sufficiently meaningful to enable the
required comparisons of value was only possible when such
prices emerged from the exchange of private property for

a commonly accepted medium of exchange in the market
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process. Mises emphasized that this was especially true of
capital goods. Even if we could imagine an economy in which
personal consumption goods were traded in markets or in
which planners could know exactly what sorts of such goods
people wanted, the question of how best to make those goods
would remain.

As the previous chapter discussed, the problem in any eco-
nomic system is how to determine both how to use goods
that can be inputs into multiple processes of production and
which of the many technologically feasible methods of mak-
ing a particular good is the most economically efficient. What
Mises pointed out in the early 1920s is that, whatever its
imperfections, there is no way to answer that question with-
out using market prices—assuming one cared about rational
resource allocation, as the early socialists did. This included
the need for market prices of capital goods. And if market
prices could only emerge through the exchange of private
property against money, then a world in which capital goods
were commonly owned, as the socialists proposed, would be
a world in which rational resource allocation was impossible.
An advanced, complex, prosperous economy characterized
by a high degree of social cooperation had to be a capitalist
one, in that it had to have private ownership of the means

of production. Mises claimed that his argument dealt a fatal
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blow to the claims of socialists that their system would be
more productive and efficient than capitalism. Furthermore,
the impossibility of socialist planning precluded any claim of
socialism being more just.

Mises’s challenge to the socialists was an application of the
Austrian ideas raised in the previous chapter. Not only did
the Austrian understandings of capital and monetary cal-
culation describe how markets worked, they described why
socialism couldn’t. The way in which markets enable people
to make use of the knowledge of others through the signals
of prices, profits, and losses has its imperfections, as Mises
noted in 1920, but there was no way, given the complexities
involved with capital goods with multiple uses, that we could
do without the “aids to the mind” that prices provided.** It
is true that market competition involves waste, as seen from
the present looking into the past, but that waste is a neces-
sary byproduct of the same process that helps us get resource
allocation as right as we often do. Learning after the fact
through the signals of profit and loss is the only way to know
whether we have created value, and so we cannot afford to
abolish those signals by eliminating the private ownership of
the means of production on which they rest. As desirable as it
might be to know with certainty before we produced whether

we were doing the right thing, this ability is not within the
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realm of human possibility, Mises argued. He believed this
argument was a decisive refutation of the possibility of ratio-
nal economic calculation under socialism.

During the 1920s and 1930s, several socialists and main-
stream economists responded to Mises’s argument, the most
famous of whom was the Polish economist Oskar Lange. In
1936, Lange argued that standard economic theory gave no
reason to think that state ownership of capital couldn’t pro-
duce the optimal outcomes that the same theory said markets
could.® More specifically, several of the so-called “market
socialists” like Lange offered versions of the argument that a
“Central Planning Board” (CPB) could use a trial-and-error
method to determine the optimal allocation of capital goods.
Mises, argued the market socialists, was mistaken to think
that prices must be generated by the exchange of private prop-
erty for money to be useful. The CPB could name a price
and see how much of that input producers would demand
and supply, then the CPB could reduce the price if there were
a surplus and raise the price if there were a shortage. Lange
and others believed that successive rounds of this process
could generate the equilibrium prices of inputs that were
necessary to assure efficient resource allocation. In their
view, the CPB was simply playing the role of “the market” by

providing prices as givens into the calculations of producers.
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Lange argued that the planners required the same knowledge
that was assumed by economists to be “given” when they used
equilibrium theory to explain how markets work. If so, and if
the trial and error method—which just mimicked the market
anyway, they thought—could work, then there was no reason
on theoretical grounds to think that planning and public own-
ership of the means of production could not produce rational
resource allocation.

F. A. Hayek picked up the Austrian side of the debate, argu-
ing that Lange and others had misunderstood the nature of
markets, especially the ways in which they created unplanned
order by enabling us to make use of each other’s knowledge
through monetary calculation and the price system.?® Hayek
suggested that economics had become too caught up in
abstract modeling of equilibrium outcomes, which assumed
away the key questions about knowledge that necessitated
the existence of markets and monetary calculation. These
equilibrium models gave economists the false belief that they
could plan the unplannable. Hayek’s alternative vision of the
economy was one in which the price system allowed individu-
als to share knowledge that would otherwise be unknown and
unusable—and thus impossible for economists or planners to
acquire and use in large-scale economic plans. Hayek returned

to Menger’s theme of spontaneous order, now deepened by a
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new understanding of the role of prices as knowledge surro-
gates in a process of social learning.?” (Chapter 8 has more on
this point.)

With the hindsight of more than 75 years, we know that the
Austrians had it right all along: socialist planning was impos-
sible. The nature of human knowledge and the complexity of
capital allocation make it impossible to manage economies
from the top down rather than relying on a distributed deci-
sionmaking process driven by the signals of prices and profits.
Governments that attempted to do so quickly found them-
selves unable to achieve their desired ends of prosperity and
greater economic equality. In country after country, rather
than admit failure, socialist and communist governments
turther consolidated power, impoverishing their citizenry
while political leaders enhanced their personal influence and
material wealth. Almost all of the nominally socialist regimes
collapsed by the end of the 20th century, vindicating Mises,
Hayek, and the Austrians.

However, that was not the verdict in the 1940s. The eco-
nomics profession generally sided with Lange and the market
socialists, at least to the extent that economists agreed that
there was no zheoretical reason to prefer markets to planning,
Lange showed, they argued, that theory could go either way

and that we had to make such determinations case by case,
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depending on the particulars. The claim made by Mises and
Hayek during the socialist calculation debate that socialist
planning was impossible was rejected.

The debate was thought to be settled until the mid-1980s,
when Don Lavoie published his book Rivalry and Central Plan-
ning, rekindling the debate and strengthening the Austrian
case against socialist planning.”® Lavoie reviewed the debate,
focusing on the exchanges between Hayek and Lange. He
argued that Lange, as well as the later economists who sided
with him, had misunderstood the Austrian argument because
he did not fully understand the Austrians’ dynamic view of
competition and their skepticism of equilibrium theory. Lavoie
was able to more clearly articulate the Austrian view, thanks
to decades of subsequent work in the Austrian tradition, and
to demonstrate that Mises and Hayek had made a different
and stronger argument than their critics had thought. Lavoie’s
timing was excellent, as by 1985, the failures of really-existing
socialism were becoming clear, so that the Austrian case
against planning was converging with the empirical evidence.
His book forced a rethinking of the case for socialist plan-
ning and a broader reconsideration of the arguments against
the Austrian School more broadly. Even Robert Heilbroner,
a well-known historian of economic thought who was also a

socialist, eventually conceded that “Mises was right.”*
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One of the ironies of the perception that the Austrians lost
the calculation debate is that it, along with a similar perception
of Hayek’s defeat in his debate with Keynes (see Chapter 7),
led Hayek to rethink his arguments for the market and try
to figure out why he wasn’t being understood. Before World
War II, neither Mises nor Hayek thought there was much
difference between their Austrian understanding of econom-
ics and that of the emerging neoclassical mainstream. The
common belief was that most of what was important about
the Austrian tradition had been incorporated into the main-
stream economic thought of the time. When Hayek saw
economists that he thought of as broadly sharing that under-
standing beginning to side with Lange (and with Keynes),
he must have been not just disappointed but puzzled. How
could all of these people who he thought saw economics like
he did suddenly take the views they were taking? Much of
Hayek’s work from the mid-1940s through the early 1950s
can be seen as him searching for the answer to this question.
We will explore some of this work in Chapter 8.

In his major contribution to the socialist calculation debate,
Lange joked that the market socialists should build a statue
of Mises in the halls of the planning board to thank him for
forcing them to figure out why he was wrong and why plan-

ning could work. As it turns out, Lange ended up playing
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exactly that role for the Austrians by forcing Hayek and
others to reconsider and deepen their understanding of how
markets worked and to understand why their arguments were
so poorly understood by the rest of the economics profession.
Lange’s work caused Austrians to clarify the uniqueness of
their perspective and how it really did differ from that of the
mainstream of the discipline. The growth of Austrian eco-
nomics in the 75 years since the conclusion of the socialist

calculation debate owes much to that rethinking process.
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Austrian Business
Cycle Theory and the
Hayek-Keynes Debate

While Hayek was debating the socialists, he was also engaged
in an equally important debate with the British economist
John Maynard Keynes. Hayek and others had built on Mises’s
early work on business cycles to develop, by the early 1930s,
a more complete theory of booms and busts that had become
one of the dominant theories in economics.*® Keynes offered
a very different vision of the “macroeconomy,” and his expla-
nations of why we had recessions and what to do about them
eventually won the day, dominating economics for decades.

As with the socialist calculation debate, Hayek was perceived
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to have lost the debate with Keynes in its immediate after-
math. However, later work has vindicated some of Hayek’s
criticisms of Keynes, although the verdict of the economics
profession on the Austrian theory of the business cycle is not
nearly as positive as its view of the Austrian position on eco-
nomic planning. Austrian economists continue to press the
case for their very different understanding of macroeconom-
ics. The Austrian view of macroeconomics is based on the
very same elements of the Austrian approach we have empha-
sized in earlier chapters.

The Austrian theory of the business cycle, which is some-
times known as the Mises-Hayek theory of the business cycle,
was first delineated in Mises’s 1912 book The Theory of Money
and Credit. In that book, he drew on a British tradition in
monetary theory, which he combined with the theory of capi-
tal from his Austrian predecessors and the work of the Swedish
economist Knut Wicksell on the role of the interest rate.

The business cycle started with inflation, which Mises
understood to mean a supply of money that was in excess of
the demand to hold money at the current price level. In 7%e
Theory of Money and Credit, Mises laid out the cash-balance
approach to the demand for money, arguing that the demand
for money was a demand to hold balances of real purchasing

power. What mattered was what one’s money could buy.

64



AUSTRIAN BUSINESS CYCLE THEORY AND THE HAYEK-KEYNES DEBATE

If the banking system created more money than the pur-
chasing power people wished to hold, they would spend the
excess, driving up prices; this increase in prices was the visible
manifestation of the excess supply of money.

Such inflations did not merely cause prices to rise. Mises
explained how inflationary expansions in the money supply
would lead to an unsustainable economic boom followed
by a recession. Specifically, he argued that excess supplies
of money, whether created by a central bank or by a poorly
designed private banking system, would lead individual
banks to lower the market rate of interest (i.e., the rate that
they charged borrowers) below what Wicksell called the
natural rate of interest, which was the rate that reflected the
actual time preferences of market actors.’ The challenge
for a banking system is that borrowers and lenders can-
not directly trade time but instead must trade time in the
form of money. A loan represents the movement of wealth
through time, from the future to the present for the bor-
rower and from the present to the future for the lender.
Austrians see the interest rate as a reflection of those time
preferences: how intensely we prefer the present to the
tuture, all other things equal, determines our time prefer-
ence, and our time preferences then determine the natural

interest rate.
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The market rate of interest is the result of the interaction
between the supply of loanable funds (gathered through pri-
vate saving) and the demand for such funds (for investment by
borrowers). In a well-functioning banking system, the market
rate of interest that banks charge is an accurate reflection of
those underlying time preferences. In other words, the inter-
est rate that producers pay to borrow funds to begin processes
of production is coordinated with the willingness of consum-
ers to sacrifice present consumption in order to obtain greater
future consumption.

Mises argued that when inflation is present, banks are able
to lend more and will bring in new borrowers by offering
them lower interest rates.** In modern central banking sys-
tems, expansions of the money supply take place when the
central bank buys up government-issued bonds either directly
from banks or from other bondholders.®? In either case, the
funds the central bank creates to pay for those bonds end up
in banks, where they serve as new reserves, most of which
can now be lent out to borrowers if the banks offer them a
slightly lower interest rate. When those borrowers spend the
funds, prices get driven up throughout the economy as a con-
sequence of the credit expansion.

The lower market rate that banks offer also makes it appear

as though people’s time preferences have changed and that
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people are saving more and are more willing to wait for future
production. The firms that borrow the new funds interpret
that signal to mean they can invest more in the early stages
of production, lengthening the time until consumable output
is produced but getting more of that output as a result. The
lower interest rate is taken to mean that longer-term projects
are now more profitable, all else equal. However, the public’s
willingness to wait longer for that greater output has not
actually changed. The result is a mismatch between producer
expectations and consumer preferences. This intertemporal
discoordination is the heart of the Austrian business cycle
theory and why the theory sees the boom as unsustainable.
As firms put the newly borrowed funds to work in things
like research and development or obtaining raw materials,
hiring increases in those industries, driving up wages and
the prices of complementary capital goods. This activity is
the “boom” part of the business cycle. Mises and Hayek both
knew that booms disproportionately affected these sorts of
capital goods and knew that any good theory of the business
cycle had to explain this phenomenon. The boom goes on
as long as the excess supply of money continues, and contin-
ues at an increasing rate. Eventually one of two things has
to happen: either the inflation stops, leading to the “bust”

part of the business cycle, or the inflation continues to ratchet
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up, leading to what Mises called the “crack-up boom,” or
the complete collapse of the monetary system due to exces-
sive inflation.** In the first scenario, the rise in prices of
early-stage factors of production combined with unexpectedly
high demand by consumers for consumption goods (resulting
from the false interest rate signal) eventually leads producers
to realize that their half-completed production processes are
no longer profitable. They begin to abandon those projects,
laying off workers and idling capital. The boom turns to bust,
and the recession begins.

One important note on this theory is that the problems take
place during the boom, and the bust is the necessary correc-
tive process. What recessions do is make clear the errors made
during the boom (what the Austrians call “malinvestment”)
and begin the process of reallocating resources to more valued
uses. One analogy here is to a hangover from drinking too
much alcohol. When you wake up feeling sick the next morn-
ing, it’s not because you made a bad decision that morning;
rather, it’s the consequence of the bad decisions you made the
night before. Your body feeling sick is its way of repairing the
harmful effects of the alcohol. You feel sick, but that feeling
is actually evidence that you are getting better as your body
eliminates the toxin. One implication of this point for the

Austrian understanding of the business cycle is that the right
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policy during a recession is to let the economy heal itself and
that the /asz thing governments should do is to try to generate
new inflation to fix the recession. That “fix” would simply
recreate the original problem.

As Mises and Hayek developed this theory during the
1920s, it became accepted by a fair number of economists and
was one of the major theories in contention to explain booms
and busts. While the Austrian theory emphasized the need
for interest rate signals generated in the context of a sound
banking system with saving leading to capital accumulation
and the expansion of output, the most widely accepted com-
peting theories focused on consumption and spending as the
keys to economic health. In his 1930 book A Treatise on Money,
Keynes systematized some of those ideas, also linking them
to Wicksell’s work in ways that partially overlapped with
the Austrian theory.*® Hayek reviewed the book in a lengthy
two-part essay in Economica, one of the major economics
journals.’® His review was critical, although also sympathetic
in certain ways, and focused on the way in which Keynes’s
use of aggregates to model key relationships among saving,
investment, employment, and output obscured important
issues. In particular, Hayek argued that Keynes’s book over-
looked the microeconomic adjustment processes that were at

the heart of a sound understanding of economic fluctuations
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and that characterized the Austrian theory. That point was
especially relevant in the context of understanding the role of
capital and the adjustments among the stages of production
that Mises and Hayek had described. Keynes’s book glossed
over the relationships among relative prices in his quest to
develop an aggregative “macroeconomics.”

In the years between the publication of Keynes’s 4 Treatise
on Money and his 1936 book The General Theory of Employ-
ment, Interest, and Money, Hayek and a number of his stu-
dents continued to press the case that the Austrian theory was
superior to the ideas Keynes was working on.’” One of the
problems the Austrians faced was that, as the Great Depres-
sion that had begun in 1929 worsened and spread globally,
the Austrian prescription of letting markets heal themselves
grew less and less politically tenable. Previous busts, even the
tairly severe one in the 1890s, had never been this deep—as
unemployment in the United States in early 1933 was almost
25 percent—and had never lasted this long—as the depres-
sion extended into the mid-1930s. Lacking a positive pro-
gram of policy reform, the Austrians were vulnerable as the
inevitable cries for government to “do something” arose in
countries around the world.

In the meantime, Keynes faced two options in the face of

Hayek’s extended criticisms of his 1930 book: he could take
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those criticisms into account and revise his thinking in a
way that incorporated them, or he could push forward in the
same direction that Hayek saw as mistaken. Keynes chose the
latter: The General Theory removed the Wicksellian elements
of the Treatise on Money and expanded the use of aggregates
disconnected from any true microeconomic foundations. In
its simplest formulation, Keynes argued that total expendi-
tures (Y) for a closed economy could be understood as the
sum of consumption spending (C), investment spending
(I), and government spending (G): Y= C + I + G. The
volume of expenditures was subsequently linked to the vol-
ume of employment, and declines in spending could get an
economy stuck in an “unemployment equilibrium.” Keynes
saw consumption as a fairly stable variable but argued that
investment was much less stable and that it depended on what
he called the “animal spirits,” or the expectations of entre-
preneurs. If entrepreneurial expectations turned negative,
causing I to drop, there was no built-in mechanism by which
a market economy would offset that decline in spending with
other forms of spending. The key to that claim, in Keynes’s
system, was his belief that there was no necessary connection
between investment and savings. Investment depended on
the animal spirits, while savings depended on total household

income.3®
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This was in dramatic contrast to the Austrian view—
which was also held by the Swedes (such as Wicksell) and
the British monetary theorists—that investment and savings
were connected by the interest rate. In their “loanable funds”
approach to the interest rate, market rates of interest, as noted
earlier, coordinated the time preferences of lenders and bor-
rowers. If the Austrians were right, a decline in entrepreneur-
ial expectations would decrease the demand to borrow. The
drop in demand would lower interest rates, and the lower
interest rates would discourage saving and thereby encourage
consumption. Similarly, if households decided to save more,
the Keynesians would see that change as causing a decline
in consumption spending that could not be offset, but the
Austrians argued that a higher supply of loanable funds would
cause the interest rate to fall, which would make it cheaper to
borrow, increasing investment spending to both match the
increased saving and offset the fall in consumption. In the
Austrian theory, the interest rate coordinated investment and
saving. In Keynes’s theory, no such coordination was possible,
leaving economies vulnerable to the whims of entrepreneurial
expectations.®

The policy implications of each view are straightforward.
In the simple Keynesian model, the decline in investment

spending will not be offset by rising consumption spending,
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but can be offset by an increase in government spending. Thus,
the Keynesians argued that to avoid recessions, governments
must compensate for changes in private spending by unbal-
ancing their budgets. As recessions appeared, governments
should spend more and tax less, using that deficit to “prime
the pump” of the private sector and restore full-employment
equilibrium. They also argued that in times of high growth,
governments should run surpluses to fund the deficits needed
in the bad times. It’s worth noting that such thinking has
led to decades of nearly constant deficits. Politicians have no
incentive to run the surpluses required to fund deficits because
it would mean taxing their constituents more and spending
less on them. That said, the Keynesian vision was one where
elected officials, with help from economists, could steer the
economy between the Scylla of inflationary overheating and
the Charybdis of recession. Economies, they argued, were not
self-correcting.

By contrast, the Austrian view was that markets were
self-correcting as long as they had a properly functioning banking
system and as long as other poor policy choices were not ham-
pering market processes. For the Austrians, it was possible for
markets to be self-correcting under the right set of institu-
tions and policies, whereas the Keynesian vision denied that

such self-correction was even possible. In the Keynesian view,
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it was only by sheer luck that an economy would end up at full
employment without government intervention.*

The core disagreement between these contrasting visions,
I would argue, is in how Hayek and Keynes understood the
role of capital and the related issue of economic calculation.*
Keynesian aggregation meant that the /in C + I+ G =Y
became a proxy for all the investment spending in the econ-
omy. At that level of aggregation, the Austrian view that
there is a structure of capital extending from the early stages
of research and development through the later stages near
consumption, and that the key to economic growth is allocat-
ing resources across this structure in a sustainable way, is not
part of the picture. For the Austrians, the role of economic
calculation is to enable entrepreneurs to make use of prices,
including the interest rate, to determine how resources should
be used across space and through time.

The interest rate can, from this perspective, be understood
as the differences in prices among the various stages of produc-
tion. When the interest rate changed, the Austrians understood
that this would signal entrepreneurs to adjust their spending
across the structure of production. Higher interest rates would
shorten production processes and encourage relatively more
spending closer to consumption. Lower rates would lengthen

production processes and encourage investment in the earlier
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stages of production. In other words, by disaggregating the I
of investment into multiple stages coordinated by the inter-
est rate, the Austrians’ conception of capital enabled them to
explain the self-correcting features of the market. Translated
into Keynesian terms, changes in I would be offset by oppo-
site movements in C, obviating the need for an increase in
G to prevent a recession. Without the Wicksellian focus on
interest rates and without a theory of capital, of course there
was no way for Keynes to theorize a self-correcting process to
offset declines in investment spending.

The debate between Hayek and Keynes in the 1930s, like the
socialist calculation debate taking place contemporaneously,
was really about the nature of a complex capital-using econ-
omy and the role of prices in enabling entrepreneurs to best
allocate resources using monetary calculation. One way
of understanding the Austrian theory of the business cycle
is that it is a story of prices sending out false signals due to
government mismanagement. As central banks inflated, they
pushed market rates of interest below natural rates, sending
out a wrong signal about household time preferences, leading
entrepreneurs to make systematic errors by overestimating
how much consumption spending would take place in the
future. Their attempts to plan for that future consumption

are the boom, and the eventual correction of their errors is

75



AUSTRIAN ECONOMICS

the bust. Just as Mises and Hayek had argued that market
prices are necessary for rational resource allocation in gen-
eral, so they argued in their business cycle theory that a
market-driven interest rate is necessary for rational resource
allocation through time. And like in the calculation debate,
the Austrian policy conclusion in the debate with Keynes was
that, under the right institutions (e.g., private property and
limits on government intervention), market prices would do
the job better than the alternatives.

The question, then, is why we had the Great Depres-
sion and why we continue to have the booms and busts of
the business cycle if markets are supposedly self-correcting.
The answer is that the self-correction processes will only
work effectively if the rules of the game are right. In the
case of the Great Depression, Austrians have argued that the
world of the 1920s (as well as the 1930s and 1940s) lacked
the right rules. During the 1920s, the Federal Reserve Sys-
tem created an excessive supply of money, which fueled an
Austrian-style artificial boom (much like it did in the housing
boom of the mid-2000s). Once the crash happened in 1929,
the federal government embarked on a number of policies
that prevented the bust from quickly correcting the errors of
the boom, as it had in previous recessions. The Fed didn’t

just stop inflating; it actually decreased the money supply by
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more than 30 percent between 1930 and 1933. Had prices and
wages been able to fall fairly rapidly in tandem, the recession
might not have been too severe. But the Hoover administra-
tion persuaded industry to keep wages high as prices fell, and
the protectionism of the Smoot-Hawley tariff also enabled
some industries to maintain higher wages. The combination
of falling prices and more slowly falling wages raised the real
cost of labor, leading to the high unemployment rates that
characterized the Great Depression. The various policies of
the New Deal under Roosevelt continued to prevent mar-
ket prices from properly adjusting and created a great deal of
uncertainty about the future of the market economy, which
made the recovery of private investment particularly slow.

The Great Depression is evidence not of the inherent insta-
bility of capitalism, nor of the market economy’s inability to
self-correct, but rather illustrates how bad institutions and
poor policy choices can both disrupt market coordination and
prevent markets from self-correcting. In doing so, those insti-
tutions and policies can set into motion artificial booms that
lead to long and deep busts with tremendous human costs.
Properly interpreted, the Great Depression largely vindicates
the Austrian approach.*

Unfortunately, the judgment of the economics profession, as

well as of the political class, was that Keynes won this debate.
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The Keynesian model quickly took over, more or less creat-
ing modern “macroeconomics.” By the 1940s, the Austrian
approach had been decisively rejected, with only a very small
group still believing it had explanatory power. To some degree,
that rejection was because the Austrians could not put forth
a positive vision of reform and recovery in the depths of the
Depression, while the Keynesians, however wrong they might
have been, could. In addition, Hayek decided not to write
a review of The General Theory. He offered multiple reasons
why over the years, and it’s not clear whether such a review
could have overcome both the desire to “do something” and
the ways in which Keynesianism flattered the pretensions of
politicians by giving them an illusion of control and a ratio-
nalization for abandoning the long-held wisdom of balanced
budgets. Hayek’s 1941 book The Pure Theory of Capital was an
attempt to restate the issues, and it did include a brief critique
of Keynes’s book toward the end, but Hayek’s book was too
dense and too late to capture the attention of economists or
policymakers.* A reenvisioning of the Austrian theory that
could talk in a meaningful way about institutional reform
would have to wait until the failures of the broadly Keynesian

model in the 1960s and 1970s opened up the opportunity.
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Hayek on Prices,
Knowledge, and the

Nature of Economics

As Hayek engaged in both the socialist calculation debate
and the debate with Keynes, he struggled to understand how
his fellow economists had come to such a different view of
both how markets work and the very nature of economics as a
discipline.* For both Mises and Hayek, any proper approach
to economics had to start with the perceptions and beliefs
of the actors, which meant that economics could not cre-
ate models that made strong assumptions about what those
actors know. Their approach also put the focus of economics

on understanding how markets and other institutions enable
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people to learn from each other despite the fact that knowl-
edge is contextual, hard to articulate, and dispersed.

As noted at the end of Chapter 6, one way of seeing Hayek’s
work from the mid-1930s until the early 1950s is as an attempt
to figure out why he was perceived as having lost both of those
debates. This process led to him rethinking the role that knowl-
edge played in the market economy and in how economists talked
about the market. More specifically, he began to reconceptualize
the function of prices, and he was forced to more clearly artic-
ulate just what the task of economics was. During the period in
which Hayek participated in those two debates, economics was
undergoing some fundamental changes. Those changes made it
harder for Hayek to communicate the essential Austrian insights
he derived from Menger, Mises, and others. With a new audi-
ence of economists who were trained to see the discipline in a
different way, Hayek had to offer a different formulation of the
Austrian perspective that would, he hoped, be more rhetorically
effective given the changes in how economics was done.

Early on, Hayek pinpointed the problem as being with the
centrality that the concept of equilibrium had taken on in
economics. Whereas the Austrians had, from Menger on,
focused on the market process and the dynamic properties of
the market, the economics profession in the 1920s and 1930s

had narrowed down the task of economics to describing the
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properties of economic equilibria. Rather than explain the
ways in which economies responded to change, the goal was
to see whether particular equilibrium outcomes—especially
ones with optimality properties—were possible and stable,
and to see how exogenous change would lead to a new equilib-
rium. These exercises in “comparative statics” contrasted with
the process-oriented dynamism of the Austrian approach.

In 1937, Hayek tried to clarify the conditions necessary
for economic equilibrium to hold and what those conditions
implied for economic analysis. In his paper “Economics and
Knowledge,” Hayek proceeded to define equilibrium in terms
of the knowledge of economic actors. He argued that what it

means for an economy to be in equilibrium is that

the foresight of the different members of the society
is in a special sense correct. It must be correct in the
sense that every person’s plan is based on the expec-
tation of just those actions of other people which
those other people intend to perform and that all
these plans are based on the expectation of the same
set of external facts, so that under certain conditions

nobody will have any reason to change his plans.*

Put differently, that correct foresight is not a “precondi-

tion” for equilibrium but rather “the defining characteristic
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of a state of equilibrium.” With this understanding of equi-
librium, Hayek put knowledge front and center in under-
standing the task of economics. If equilibrium was to be the
centerpiece of the discipline, then economists would have to
get serious about talking about knowledge. And if equilib-
rium was defined as “correct foresight,” and if it was to be
useful for explaining the real world, the fundamental ques-
tion became how it was possible for human beings to come to
possess correct expectations of the external facts and of each
other’s plans. Suddenly, economics becomes all about how
knowledge is acquired and used.

Later in that essay, Hayek said that the claim that markets

tend toward equilibrium must be understood as saying

that, under certain conditions, the knowledge and
intentions of the different members of society are
supposed to come more and more into agreement or,
to put the same thing in less general and less exact
but more concrete terms, that the expectations of
the people and particularly of the entrepreneurs will

become more and more correct.*

This claim implies that in examining the effectiveness
of markets, or of any other set of economic institutions, we

should be exploring how well they enable people to learn from
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each other. If markets empirically tend toward equilibrium,
it must be because something about markets makes it pos-
sible for people to learn about what other people want and
how intensely they value things so that people’s expectations
can become increasingly correct. The questions, therefore,
are whether that happens, how it happens, and what sorts of
institutions are best at making it happen.

Hayek’s definitive statement about the answers to those
questions came a few years later, in 1945. In what is perhaps
his most well-known article and one of the most cited articles
in the history of economics, Hayek argued in “The Use of
Knowledge in Society” that what made it possible for peo-
ple to learn from each other in the marketplace was the price
system.” Prices serve as surrogates for the underlying knowl-
edge possessed by market actors and thereby enable people
to better coordinate their expectations and actions with each
other. Hayek framed the problem of social order as a matter
of overcoming a division of knowledge that is parallel to the
division of labor that has always been central to understand-
ing the market. He also argued that the key question is what
sort of economic system, or, more specifically, whether the
decentralized planning and competition of the market or the
centralized planning of socialism, will make “fuller use . . . of

the existing knowledge.™® He goes on to make clear that the
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knowledge in question is not just the sort that can be put into
words or numbers but also the knowledge of “the particular
circumstances of time and place,” which “cannot be conveyed
to any central authority in statistical form.™

The price system enables us to communicate this informa-
tion through the way prices change as actors decide to buy
or sell, or to not buy or not sell. More precisely, prices serve
as knowledge “surrogates.” They do not actually communi-
cate information, but they enable us to act as if we had that
information—the inarticulate knowledge of the billions of
people participating in global markets. No one knows every-
thing, but the price system enables our fields of vision to over-
lap such that we can make knowledge available for others to
use. Hayek also reminds us, in that article, that for prices to
perform this function to the best of their ability, they cannot
be too rigid. Price ceilings or floors, for example, weaken the
accuracy of the signal being sent by prices because they pre-
vent prices from reacting to changes in knowledge on either
side of the market. Similarly, when prices are too mercurial,
as a result of distortions from misguided policy, they are like
radio signals masked by static. Actors do not know which
changes are real and which are artifices of policy. Inflation
is perhaps the best example of a policy that increases the dif-

ficulty of determining what a particular price change means,
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thereby making it harder for entrepreneurs and consumers to
coordinate their expectations. And consider our discussion of
Austrian business cycle theory in Chapter 7: the way inflation
drives the market rate of interest below the natural rate is a
perfect example of prices providing a noisy signal as a result
of misguided policy. The errors that constitute the boom
of the cycle are consequences of prices not being free to tell
the truth.

Hayek’s argument that prices serve as knowledge surro-
gates can be seen as the obverse of Mises’s work on monetary
calculation that we discussed in Chapter 5.°° Whereas Hayek
focused on the role prices play interpersonally in making
knowledge usable by more people, Mises’s work on monetary
calculation stressed the role prices play for individual choosers
as they attempt to navigate an uncertain world. Put another
way, Mises’s work looked at the “of human action” part of
the definition of spontaneous order, and Hayek’s looked at
the “but not human design” part. In terms that Austrians
sometimes use, Mises was taking a praxeological approach
by showing how prices helped individual rational action,
whereas Hayek was looking at the catallaxy (or unintended
order created by exchange) that prices enabled to emerge.

The key point is that these two ways of looking at prices

and knowledge are all part of one process. Hayek’s papers
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on knowledge in this period did not say much about entre-
preneurship or monetary calculation or the role of profit and
loss. In turn, Mises’s work on monetary calculation in both the
socialist calculation debate and then later in Human Action did
not say a lot about these Hayekian arguments (although they
were noted). Each had their rhetorical focus, largely driven by
the audiences they were addressing in different contexts. But
together they offer a seamless understanding of the way prices
guide the behavior of individual actors by making our (often
private) knowledge accessible to others through the prices and
profit/loss signals of the marketplace. Prices inform our actions
before the fact, and profits and losses (which are the conse-
quences of a new set of prices emerging) tell us whether our
decisions created value. Those profit and loss figures, and the
new set of prices that produced them, inform the next round of
decisions. Putting Mises and Hayek together in this way pro-
vides the core of the Austrian understanding of the microeco-
nomic process, and it helps us understand why various forms
of socialism, and government planning in general, can never
replace or outperform the ability of market prices to make use
of the dispersed, contextual, and tacit knowledge that perme-
ates economic decisionmaking. Market prices help us overcome
the “knowledge problem” in a way nothing else can. They are

necessary, although not sufficient, for economic progress.
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As Hayek was rethinking the guts of economics, he was
also rethinking its place in the structure of knowledge. He
thought that the socialists and the Keynesians had misun-
derstood how markets work, but he also came to believe that
they had done so because they had also misunderstood the
nature and task of economics as a social science. In the late
1940s, Hayek tried to make the case for the subjectivism of
economics in a series of essays that became his 1952 book 7e
Counter-Revolution of Science™ The essence of his argument
was that a science of human action could not treat humans
the same way that the natural sciences treated the objects of
the physical world. Humans acted purposively on the basis
of their perceptions of reality. One could not really under-
stand human behavior if one only charted the physical move-
ments of humans. One had to understand what objects mean
to humans to understand their choices, and doing so required
that one begin any social science with the perceptions of the
actors.

Economics, like all other social sciences, had to begin
from the inside and work outward. How humans perceived
the world and how those perceptions led to their actions
was at the core of economics: “So far as human actions are
concerned the things are what the acting people think they

are.”” What makes an object a tool, or money, or valuable
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in general, is not physical properties of the object but the
purposes to which humans believe they can put that object.
The “data” from which economic theorizing begins, then, are
the ideas, thoughts, and perceptions that actors have. Those
“data” are not given to anyone in their entirety, and the task
of economics is to explain how actions based on subjective
perceptions produce patterns of orderly, but unintended, con-
sequences in the social world. Hayek offers a strong defense
of long-standing Austrian subjectivism, pointing explicitly to
Mises’s work as the exemplar of this approach. The failure
of the economics of Hayek’s time—and arguably also of the
economics of today—was that it wrongly attempted to apply
the methods of the natural sciences, which are appropriate for
objects of study that neither perceive nor choose, to the social
sciences, where perception, meaning, and intention are essen-
tial to the objects of study.

Rather than solving for deterministic equilibria, Hayek
argued for what he called the “compositive” method in eco-
nomics and the social sciences.”® By “compositive,” Hayek
meant that we should start with the simple phenomena of
individual choice and build from them an explanation of the
complex phenomena of society. Economics was not about
“explaining” individual choices, as that was the task of psy-

chology. Rather, it was about explaining how orderly patterns
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of outcomes would emerge, unplanned, from individual
choices. As we noted earlier, in Human Action, Mises points
to Menger’s theory of the origin of money as the archetype of
what Hayek is calling the compositive approach to econom-
ics. What both Mises and Hayek were doing was showing
how a subjectivist approach to economics could still generate
objective knowledge about the laws by which social interac-
tion proceeded, and about the consequences of ignoring them.

Understanding economics as a coordination problem means
that the task of the discipline is to explain how people with
subjective and partial knowledge nonetheless manage to
coordinate their knowledge and expectations with anony-
mous others through the institutions of the market, especially
prices. The compositive method enables Austrians to focus on
the process by which that (often less-than-full) coordination
takes place, rather than describing in detail the features of full
and complete coordination in equilibrium. By wrongly think-
ing that describing beautiful equilibria through the more
prestigious methods of the natural sciences could explain
how real markets operate, and by erroneously believing that
identifying the conditions that produced equilibrium was
the appropriate method of economics—rather than show-
ing how order emerges spontaneously under the right rules

and institutions—economists got off on a wrong track that
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rendered them susceptible to the errors of both socialism and
Keynesianism. Hayek’s work on knowledge, prices, and sub-
jectivism was central to the rebirth of Austrian economics in

the decades to follow.
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Competition,
FEntrepreneurship,
and the Discovery

Process of the Market

Hayek’s work in the 1940s and 1950s, along with Mises’s
Human Action, was largely ignored by the mainstream of
the profession. The general equilibrium paradigm had taken
over microeconomics, and Keynesianism quickly dominated
macroeconomics. The Austrians of the interwar period were
either dying off or abandoning that paradigm for one part or
another of the mainstream.>* Until around 1960, the Austrian

tradition was being kept alive only by Mises at New York
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University, Hayek at the Committee on Social Thought at
the University of Chicago, and Ludwig Lachmann at the
University of Witwatersrand in South Africa, with the help
of the Foundation for Economic Education in New York
City. However, by the early 1960s, the green shoots of what
eventually would become the Austrian revival were visible,
as Mises’s PhD student Israel Kirzner secured a position at
NYU and began his decades of contributions to Austrian
economics. In addition, Murray Rothbard, also in New York
City at the time, had joined Mises’s seminar at NYU while
finishing his PhD at Columbia University. Rothbard’s contri-
butions in the 1960s would also be an important part of the
Austrian revival. In this chapter, I look at how Kirzner’s work
reinvigorated Austrian market process theory, and in the next
chapter, I look at the revival of Austrian macroeconomics,
much of which was a continuation of, and critical response to,
some of Rothbard’s work in the 1960s.

By the 1960s, mainstream microeconomics was dominated
by general equilibrium theory—in particular, the model of
perfect competition. This approach had already started to
become part of the theoretical consensus between the world
wars, prompting Hayek to write “The Meaning of Compe-
tition” in 1946.% In the 1960s and early 1970s, that theoret-

ical consensus affected policymaking, including the way in
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which the courts and agencies like the Federal Trade Com-
mission thought about issues of competition, monopoly, and
antitrust. The model of perfect competition described the
conditions necessary for optimal resource allocation. Specif-
ically, it argued that if there were a large number of small
firms, each of which produced an identical product and took
market prices as given; if those firms had freedom of entry
and exit from the market; and if market actors had perfect,
relevant knowledge, the market would allocate all goods to
their highest-valued uses and produce the maximum value
possible. Neither firms nor households could do anything
different that made them better off without making someone
else worse off. If the conditions of perfect competition held
across all markets, the economy would be in general equi-
librium. Given the optimality properties of perfect competi-
tion, it was a short step for policymakers to try to make the
real world look like the model. The result was, for example,
a number of merger cases where even small firms were pro-
hibited from merging on the grounds that it would reduce
the number of firms and increase their size, thereby reducing
the “competitiveness” of the market.

In his 1946 lecture, Hayek pointed out the essence of the
problem with the perfect competition model: it mistook the

idea of competition as a static state of affairs for the more
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correct understanding of competition as a dynamic process.
That process, he argued, was one through which knowledge
was spread. The key assumption in the perfect competition
model was that actors had perfect knowledge. Hayek, as he
had done in the socialist calculation debate and the debate
with Keynes, noted that such an assumption assumed away
the key problem: “it is only through the process of compe-
tition that the facts will be discovered.”® He later added:
“The function of competition is here precisely to teach us who
will serve us well.”” By creating a model in which people are
assumed to know everything they need to know, mainstream
economics had obliterated what the Austrians saw as the key
function of competitive markets. Markets enable us, as we
discussed in the previous chapter, to overcome the limits of
our partial and inarticulate knowledge and to learn from oth-
ers in order to better coordinate with them. Descriptions of a
hypothetical perfectly coordinated market might have a cer-
tain aesthetic appeal, but they do little to explain how mar-
kets enable us to achieve the degree of coordination we are
capable of, imperfect as it may be.

Kirzner entered this discussion in full force with his 1973
book Competition and Entrepreneurship.>® Kirzner’s book was
a methodical walk through the various models of competi-

tion and monopoly used by economists of the time, critically
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assessing them in light of the Austrian emphasis on process
and learning as opposed to equilibrium. What Kirzner saw
as missing from those models was the entrepreneur. Kirzner’s
contribution in the book was to offer a Misesian solution (the
entrepreneur) to a Hayekian problem (how do competitive
markets help us learn?), and then to use that understand-
ing of the market to illustrate the weaknesses in the various
equilibrium-bound models of the mainstream. In laying out
a vision of the entrepreneurial market process and explic-
itly placing it in the context of both the questions and the
scholarship of mainstream economics, Kirzner’s book was the
work most significantly responsible for the revival of Austrian
economics that began in the late 1970s and has continued to
strengthen over the succeeding 40 years.

The entrepreneur, in Kirzner’s work, is the person who
sees opportunities to remove the mutual ignorance of market
actors. To return to our earlier example, imagine apples sell-
ing for $2 on one side of the street and $3 on the other. Sellers
of $2 apples are ignorant of their ability to perhaps fetch a
higher price, and buyers of $3 apples are ignorant of cheaper
apples across the street. Entrepreneurship, for Kirzner, is the
act of being alert to such opportunities. In their ignorance,
parties on both sides of the street might well be maximizing

utility and profits given their perception of their opportunities.

95



AUSTRIAN ECONOMICS

Within their perceived means-ends framework, they are
doing the best they can. And until the moment of recogni-
tion, the entrepreneur too is operating under the same means-
ends framework. However, when the entrepreneur recognizes
their mutual ignorance and sees an opportunity to profit by,
say, buying apples on one side of the street for $2.25 and sell-
ing them on the other for $2.75, she now has an entirely new
perception of the relevant means and ends. And when she
acts on that new perception, the apple-market actors on both
sides of the street see that their perceptions were erroneous as
well. All parties were utterly ignorant of an opportunity to be
better off, and for actions to be better coordinated, until the
entrepreneur was alert to it.

These acts of entrepreneurship are, for Kirzner, the essence
of competition. When our entrepreneur outbids other buyers
by offering $2.25 for apples, she is engaging in competitive
behavior, just as she is when she undersells the $3 apples by
offering them for $2.75. In Kirzner’s view, competition is
entrepreneurial, and entrepreneurship is competitive. What
competition and entrepreneurship do, in the view of Austrian
economists, is peel back the “sheer ignorance” of market
actors. This sheer ignorance is distinguished from other
forms of ignorance by the fact that we do not know what it

is we do not know. Kirzner distinguishes between “search”
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and “discovery.”” When we search for something, we know
what it is were looking for, and we begin a methodical pro-
cess of finding it. Searches are subject to maximization con-
siderations: at some point, the costs of searching might be
high enough to make further search unwarranted. When we
search, we are taking a particular means-ends framework as
given and are trying to maximize. For example, “How do I
find out the address of my friend in Cleveland?”

Search behavior 7s part of the market, of course, but it is not
the same thing as discovery, which involves the removal of
sheer ignorance. Suppose, while finding that friend’s address,
I discover that another friend has moved to Cleveland unbe-
knownst to me. I could not have searched for that friend’s
new address, because 1 did not know that I did not know it.
This act of discovery, which involves realizing that I was not
aware of my own ignorance, is what characterizes entrepre-
neurship. Our apple sellers did not know that they did not
correctly perceive the opportunities in front of them. When
the entrepreneur perceives them, she has made a discovery,
and her subsequent action will make others in the market
aware of the new opportunities as well. This is the learning
process that Hayek identified in “Economics and Knowledge”
in 1937, and it is the entrepreneur, so central to Mises’s work,

especially in Human Action, whose alertness ignites the new
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learning and makes the resulting knowledge available to oth-
ers. In words Hayek used in a later essay, competition is a
“discovery procedure.” Entrepreneurial action is how we
overcome our mutual ignorance, and it constitutes the pro-
cess by which prices move to better serve as surrogates for our
ever-changing knowledge.

Kirzner’s focus was on a very precise point in economic
theory: explaining how it was possible that economies might
move from situations of sheer ignorance to ones with greater
degrees of coordination. In this way, he was attempting to
explain the operation of the invisible hand, or, in the language
of his contemporaries, how it was possible for an economy to
tend toward equilibrium. We can also reconcile Kirzner’s view
with our earlier discussion of capital and calculation. Once
entrepreneurs perceive an opportunity, they must then mar-
shal the resources to take advantage of it, which entails pull-
ing together complementary capital goods (including “human
capital”) and formulating a plan of action and a budget on
the basis of existing market prices. That entrepreneurial plan
is put to the market test, with the resulting profits or losses
informing entrepreneurs of the accuracy of their perceptions.
They then engage in another round of opportunity percep-
tion, planning, and budgeting and repeat the process. This is

the dynamic of the market process, driven by entrepreneurial
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perceptions of both what consumers want and how best to
produce it. Entrepreneurs are like scientists, proposing a
hypothesis in the form of a budget and production plan and
then testing it in a world of uncertainty against the wants of
consumers, with profit and loss being the guide to success.
This vision of competition and entrepreneurship is very dif-
ferent from the mainstream’s models of perfect competition
and of industrial organization more generally. The various
models employed by mainstream economists attempt to show
the social welfare implications of different types of market
structures. As noted, perfect competition delivers optimality,
and any deviation from that model will reduce the total gains
to producers and consumers. Monopoly power is defined by
mainstream economics as the failure of any of the assumptions
of perfect competition to hold, especially the assumptions
about the size of firms, their influence over prices, and the
homogeneity of their products. Larger firms, firms that have
influence over prices, or firms that differentiate their products
all disrupt the “perfection” of perfect competition. The result
of this approach has not only been that all real-world devia-
tions from perfect competition are seen as “market failures,”
but also that economists think they can know what the ideal
structure of an industry “should” be. This view informs fed-

eral regulation and antitrust legislation to this day.*"
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The problem from an Austrian perspective is that these
models suffer from a pretense of knowledge. There is no way
for anyone to know what the “right” structure for an industry
is. We cannot know ahead of time how many firms should
be competing or how big or small they should be. Figuring
that out is exactly what the competitive entrepreneurial mar-
ket process does. When firms merge, for example, they are
testing out an entrepreneurial hypothesis that a larger firm
will be better able to create value and profit than will two
small ones. The only test of that hypothesis is the profit-and-
loss test of a genuine market. Neither economists, nor judges,
nor bureaucrats possess the knowledge necessary to know the
ideal market structure, and there’s no reason to believe that
deviations from the perfectly competitive outcome are, in any
sense of the term, “failures.” Firms make use of all kinds of
competitive strategies to profit by better serving consumers.

Austrian economists, in contrast, are much more inter-
ested in what sort of institutional framework best enables
the process of entrepreneurial discovery to serve consumers.
Austrians do not pretend to know which market structure will
do so; rather, they want to make it possible for entrepreneurs
to figure out that structure through rivalrous competition.
In a competitive market, prices and other signals will provide

entrepreneurs with the incentives and knowledge necessary
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to more correctly anticipate what consumers want and to dis-
cover whether their views of the future are right.

Note the implications for our understanding of monopoly.
Rather than seeing evidence of monopoly in deviations from
the perfectly competitive ideal, such as a firm’s power over
price, large size, or differentiated products, Austrians see all
of these as ways in which firms engage in competition. Merg-
ers, as noted above, are a competitive maneuver, but so are
the various ways in which firms tinker with their products
to make them different from similar ones produced by other
firms. Adding a camera to a cellphone was not monopolistic
behavior—it was a form of competition, offering a potentially
more valuable product to consumers. Cars with backup cam-
eras are another example of competition by differentiation.
These are all attempts to discover, in the face of ignorance
and uncertainty, what goods consumers value, and how best
to make those goods, through competitive entrepreneurial
behavior.

True monopoly, by contrast, is when actual or potential
entrepreneurs are prevented from exercising their entrepre-
neurial judgment by legal barriers. The most obvious examples
of this phenomenon are when firms are required to have gov-
ernment licenses to provide specific goods and services—as are

the taxicab companies in many cities—making it impossible
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for entrepreneurs—such as Uber or Lyft drivers—to compete
with them. Legal barriers to entry (and exit) choke off the
discovery process of the market by preventing entrepreneurs
who perceive new opportunities, either for a closely compet-
ing product or for a way to provide a slightly differentiated
version of a current product, from putting their perceptions
into action. Firms with protection from such competition will
indeed, as the perfect competition model predicts, produce
less and/or lower-quality output while having room to charge
higher prices. But real monopoly power is about protection
from the new ideas of others. Real competition might be
called “permissionless innovation,” in the sense that competi-
tive markets serve as testing grounds for rivalrous conceptions
of how to best serve consumers.®? For Austrians, competition
policy is about allowing the discovery process of the market
to work unhindered by legally-imposed barriers to entry or
other protections for incumbents, calls for which often come
from the incumbents themselves. Freedom of entry and a
level playing field for all competitors will ensure that entre-
preneurial profit-seeking generates economic coordination

and the most value for consumers.
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Modern Austrian
Monetary Theory

and Macroeconomics

In the same way that Kirzner’s work in the 1960s and early
1970s laid the microeconomic foundations for the Austrian
revival, Murray Rothbard’s work, particularly his 1963 book
America’s Great Depression, was the inspiration for much of
the revival’s research in macroeconomics.®® Rothbard’s book
offered an updated version of the Austrian theory of the busi-
ness cycle in its opening section, followed by a discussion of
the monetary expansion of the 1920s that led to the crash in
1929, and it concluded with several chapters on the Hoover

years and the ways in which Hoover’s policies exacerbated the
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effects of the crash. Notably, the first chapter’s elaboration
of the cycle theory included a criticism of fractional reserve
banking and a defense of a 100 percent reserve gold-based
system as the only protection against inflation and business
cycles. That argument was controversial among younger
Austrians at the time, and their various attempts to offer
alternative frameworks for monetary theory and policy were
central in igniting several advances in Austrian macroeco-
nomics in the revival period.

One point to clarify off the top is that “Austrian macroeco-
nomics” is not a contradiction in terms. For many years, Aus-
trians, including Mises and Hayek, were scornful of the whole
idea of “macroeconomics,” and many Austrians still are. Their
main objection is that economics is of necessity all about rel-
ative prices and microeconomic coordination. The idea that
aggregate variables—such as consumption, investment, and
government spending in the Keynesian model—had causal
efficacy and could be understood in some way separate from
microeconomic choices was rejected, as we saw in Hayek’s
criticisms of Keynes. Those criticisms are reasonable, and
perhaps modern Austrian macroeconomics would be better
termed modern Austrian monetary economics, but there is still
value in the term “macroeconomics.” The Austrian approach

tries to answer many of the same central questions as modern
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macroeconomics, but it does so with a significantly differ-
ent approach. Once we realize that disturbances to the sup-
ply of money will have systematic distorting effects across
the entire set of relative money prices, “macroeconomics”
can be understood as the attempt to understand the causes
and consequences of those systematic, economy-wide pat-
terns of price distortions and microeconomic discoordina-
tion. Paraphrasing the Austrian economist Roger Garrison,
there might be macroeconomic questions, but there are only
microeconomic answers. Understanding why economies are
subject to aggregate fluctuations such as recessions and infla-
tion requires that we look for a systematic culprit for those
economy-wide “macroeconomic” problems. The explanations
will be found in the way that monetary mischief distorts the
microeconomic price-coordination process. This is the legiti-
mate domain of an Austrian macroeconomics.

The three major extensions of Austrian monetary theory
and macroeconomics during the revival era are the develop-
ment of the theory and history of free banking in the work
of Lawrence White and George Selgin, the use of monetary
equilibrium theory as the basis for monetary economics and
macroeconomics in both Selgin’s book and my own work, and
Roger Garrison’s various extensions of Austrian business cycle

theory, particularly his book 7ime and Money.** All of that
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work has subsequently been applied to a variety of issues, but
particularly to understanding the causes and consequences of
the financial crisis and Great Recession of the 2000s.

The first challenge to the Rothbardian framework in Aus-
trian macroeconomics came in 1984 with the publication of
Lawrence White’s Free Banking in Britain. White offered a
brief theoretical model that described how competitive, frac-
tional reserve banks (what he termed a “free banking” sys-
tem) would avoid inflation and therefore business cycles. He
used that framework to explore the history of the Scottish
banking system in the first half of the 19th century. White
argued that the mostly competitive fractional reserve system
of that era was quite effective at keeping inflation in check
and was subject to very few bank runs with very little in the
way of losses to depositors. He also offered a revised categori-
zation of the monetary thinkers of the time, enabling him to
identify a “Free Banking School” distinct from either side of
the long-standing Currency School versus Banking School
debate. White’s combination of theory and history offered an
alternative theoretical framework for Austrian monetary the-
ory as well as an alternative set of monetary institutions for
preventing inflation and the business cycle.

Four years later, George Selgin expanded White’s treat-

ment of the theoretical argument for why competitive,
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fractional-reserve banking could ensure that the supply of
money was linked to the demand to hold money. Maintaining
that relationship would ensure that the market rate of interest
was linked to the natural rate of interest, thereby avoiding
any booms and, therefore, any busts. Underlying that argu-
ment is the idea that money is half of every exchange and
that excesses or deficiencies in the supply of money will “spill
over” into real goods and services. As discussed in Chapter 7,
people’s demand for money is a demand to hold real balances,
or a particular amount of purchasing power. We demand
money (when we hold it) because it provides us the service
of being available for use whenever we might need it, which
is crucial in a world of uncertainty. Another key observation
is that money arrives in our balances in routine ways, such
as when we are paid for work or sell an asset. This makes it
possible for our actual holdings of money at any point in time
to differ from our desired holdings. When our actual hold-
ings of money equal our desired holdings, there is no impetus
to either spend excess balances or restrict our consumption
to let those balances build up. This situation is known as
monetary equilibrium. However, when we find ourselves
persistently holding more purchasing power than we wish,
we will engage in a portfolio swap by purchasing goods and

services, reducing our holdings of money and increasing our
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holdings of those other things. Conversely, if we find our-
selves persistently short on real purchasing power, we will do
the one thing totally within our control to remedy the situa-
tion, which is to restrict our consumption to allow our money
balances to build back up to where we want them.

When we spend excess money balances or reduce our con-
sumption to rebuild our money holdings, prices will rise
and fall, respectively (all else being equal). These changes
are monetary inflation and deflation as seen from a mone-
tary equilibrium perspective. Inflation is an excess supply
of money, and deflation is a deficient supply.®® Both can be
avoided if the monetary system is able to produce the quantity
of money that matches the demand for real money balances.
Selgin’s argument was that a free banking system in which
the money created by banks was backed fractionally by some
commodity was capable of maintaining monetary equilib-
rium and avoiding both inflation and deflation.

Under a free banking system, the demand for money in the
form of bank-issued liabilities, such as checking accounts or
currency, represents savings, in that when we allow our hold-
ings of those liabilities to rise, we are providing loanable funds
to the banking system. The supply of bank-issued money is
connected with the demand for loanable funds, or invest-

ment. When banks issue loans based on the savings/deposits
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of the holders of their checking account dollars, they are pro-
viding investment funds to entrepreneurs. Roughly speaking,
when a banking system maintains monetary equilibrium by
producing the quantity of money that people wish to hold,
it is also keeping investment equal to saving.®® That equality
is crucial, because it implies that the market rate of interest
is an accurate reflection of the underlying natural rate. If so,
then maintaining monetary equilibrium will avoid inflation,
deflation, and the business cycle.

In that book, and then in a later monograph, Selgin elabo-
rated on how the price level can be affected by both monetary
and real factors.”” The discussion above showed how price
inflation and deflation can result from disequilibria in the
money market. However, these are not the only factors that
can affect the overall price level. Changes in productivity can
do so as well. As economies get more productive, the prices
of goods and services should fall. What we would expect
to see in a healthy economy where monetary equilibrium is
being roughly maintained is a falling price level. The point
is that, from an Austrian perspective, one cannot simply look
at the price level and know if there is problematic inflation or
deflation. Price inflation or deflation that comes from mon-
etary disequilibrium will do damage, but price changes that

come from productivity changes are desirable, because those
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price movements reflect changes in underlying scarcities in
precisely the way Hayek and other Austrians have discussed.

One framework economists have historically used to under-
stand money’s effects on the economy is the equation of
exchange. If we let M stand for the money supply, 7 stand for
the velocity of money (or the number of times a given dollar
changes hands in a certain period of time, which is also the
inverse of the demand to hold money), Pbe the price level, and
Y mean real income, we know that A/ X V' must equal P X Y.
The MV = PY equation simply says that the total amount of
money that is spent (M times ¥, or the money supply times
its average turnover) must equal the nominal value of what is
sold (P times Y is simply nominal income). MV = PY is an
identity, in that it must be true by definition. Therefore, if one
variable changes, one or more other variables must change in
a way that maintains the identity.

What Selgin and other supporters of the monetary equi-
librium approach argue is that maintaining monetary equi-
librium is equivalent to maintaining a constant M X V] so
any changes in productivity that affect Y must also cause P to
move in the opposite direction.®® Thus, if we maintain mon-
etary equilibrium, economic growth (an increase in Y) will
lead to falling prices (a decline in P). Good monetary policy

does not try to create a stable price level. Instead, it should aim
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for monetary equilibrium, thereby allowing the price level to
move in response to changes from the real side. Attempting
to maintain price-level stability in an economy experiencing
productivity gains will lead to inflation, because the price
level should be falling. This monetary equilibrium perspec-
tive can help us understand a point that Rothbard and others
made about the 1920s: even though the price level was largely
stable, that stability was masking an underlying inflation-
ary boom, because productivity gains of the era should have
been driving prices down.® This point is crucial to under-
standing how Austrians might see both monetary policy and
economic history differently than other schools of thought,
including other largely free-market ones like the Monetarism
associated with Milton Friedman and other Chicago School
macroeconomists.

Another way to see these differences is through the
Austrian emphasis on relative price effects. Whereas much of
macroeconomics has seen the costs of inflation and deflation
coming from movements in the price level as a whole, the
Austrian monetary equilibrium perspective illustrates that
the real costs come from distortions of the microeconomic
price coordination process.”” When actors have actual money
holdings greater than what they desire and spend those excess

balances, they drive up prices. But there is no reason to think
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that those expenditures will be distributed evenly across the
economy. Instead, the effects on prices will be uneven in a
manner that depends on who has the excess supply of money
and what their preferences are. Some prices will go up by a
lot, some by a little. What matters for microeconomic coor-
dination is the price of one good compared to another. As
inflation has these uneven effects on prices, some goods rise
in relative value and some fall. Those shifting price signals
become part of the calculation processes of entrepreneurs and
consumers.

This point is even more pronounced when we integrate
the Austrian theory of capital into the analysis. Here too
Austrians disaggregate the homogeneous “K” of mainstream
theory and can thereby better understand the effects of dis-
torted relative prices. If entrepreneurs are fooled by the new
set of relative prices caused by the inflation, it can lead them
to invest in capital goods they otherwise might not have.
Entrepreneurs might turn to whole new projects if they mis-
read inflation-ridden prices. If those prices turn out to be
artifacts of inflation, and firms realize the capital they pur-
chased wasn’t the right way to spend their money, they will be
unable to recoup the full value of that capital.

Recall that capital goods have a limited number of uses.

If interest rates are sending false signals about consumer time
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preferences, they may induce entrepreneurs to invest in capital
goods that they later discover were not the correct ones to have
used to meet consumer demands. At that point, those specific
goods will be worth less than what was paid for them, because
they can no longer produce the value they were expected to.
The entrepreneurs will have to sell them for a loss, and the
buyers will have to invest resources in refitting the capital
goods to serve some new, and suboptimal, purpose. Those
costs of refitting capital goods, or retraining human capital,
are social losses compared to a world without inflation. From
this perspective, the Austrian theory of the business cycle can
be understood as a particular application of this general story.
The boom is a specific pattern of malinvestment induced by
inflation having caused an artificially low market rate of inter-
est and intertemporal price distortions. In the end, all of the
costs of inflation (and deflation) can be understood as result-
ing from the relative price effects of monetary disequilibria.
This is the sense in which Austrians say there are macroeco-
nomic questions but only microeconomic answers.

Most economic analyses of the costs of inflation look at the
problems associated with movements in the price level as a
whole, especially unexpected ones. Historically, rising prices
were seen as problematic because they meant menus and

price tags had to be changed more often and because people
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might have to make more trips to the bank to get cash. Mod-
ern technology has minimized these costs, of course. More
recently, the emphasis from the mainstream has been on the
costs of anticipating inflation in things like contracts. But
here too, it is the changes in the aggregate price level that
are at issue. This approach misses the microeconomic effects
discussed above. To the degree that those relative price effects
cause waste at the microeconomic level and induce people to
expend resources to protect themselves against inflation’s
various effects, the costs of inflation are much larger than
normally believed. If that microeconomic discoordination
undermines confidence in markets, leading people to prefer
the political process as a way to enrich themselves, or allocate
resources, then the wastes of inflation will be even greater. To
the extent that high levels of inflation undermine the use of
money in exchange, hyperinflation can lead to the breakdown
of market economies. Because Austrians understand the rel-
ative price effects of inflation, they will have a much better
and broader accounting of the true costs of inflation and the
damage it can inflict. The mainstream’s focus on aggregates
obscures the real issues at stake.

The differences between the Austrian approach and that
of other schools of thought is nicely illustrated in Garrison’s

Time and Money. In that book, he develops what he calls
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“capital-based macroeconomics,” which he contrasts with the
“labor-based” macroeconomics of mainstream thought. From
Keynesianism’s focus on sticky wages through the Phillips
Curve tradeoff between inflation and unemployment that
defined both Monetarism and the New Classical economics,
modern macroeconomics has been focused on the labor mar-
ket as the link between microeconomics and macroeconomic
aggregates. The popular beliefs that inflation can reduce
unemployment and that lower unemployment can somehow
cause inflation are derived from a labor-based vision of mac-
roeconomics. Garrison contrasted these approaches with the
capital-based approach of the Austrians. As we've seen, the
heterogeneity of capital, the idea of a capital structure involv-
ing stages of production through time, and the need to rely
on market prices to engage in monetary calculation in order
to allocate that capital are the foundations of the Austrian
vision of the market process. The capital structure is also the
primary transmission mechanism of monetary disturbances
into fluctuations in real variables and the coordination fail-
ures they produce.

Garrison introduced a four-quadrant graphical structure
that provided a visual tool for explicating the Austrian
capital-based approach and contrasting it with other schools

of thought, particularly Keynes’s approach. By integrating
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the “Hayekian triangle” (representing the capital structure)
with the loanable funds market and a production possibili-
ties frontier that illustrated the tradeoff between consump-
tion and investment, Garrison could show how an increase in
savings would generate real economic growth and how excess
supplies of money would trigger the unsustainable boom of
the Austrian business cycle. He also made explicit the idea
of “stage-specific” labor markets, which enabled Austrians
to disaggregate “the” labor market and show how shifts in
the capital structure would affect wages in different stages of
production. The same graphics could be used to explore how
fiscal policy might affect the capital structure and growth,
which Austrians had not previously explored in any detail.
Garrison’s diagrams also provided an easy way to contrast the
Austrian approach with Keynes’s, as the assumptions about the
capital structure, the loanable funds market, and the tradeoff
between consumption and investment that differentiated the
Austrian approach were clearly on display. Other Austrians
have expanded Garrison’s diagrams and applied them to dif-
ferent macroeconomic problems, including deflation.”

In the past decade, Austrian macroeconomics has become
more central to the conversation in economics thanks to the
financial crisis and Great Recession of the 2000s. During

the housing boom, some Austrians had been warning that the
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economy had features of the boom portion of an Austrian-style
cycle. When the bust began in 2006 and 2007, many Austrians
quickly offered explanations of the situation using versions of
the cycle theory. The expansion of the money supply after
2001 was clearly evident in the drop in the nominal and real
federal funds rate, the latter of which was negative for around
two years in the middle of the decade. The distinct feature of
this cycle was the way in which the excess credit manifested
in the housing market rather than in commercial loans, as
the canonical Austrian story would suggest. Austrians, and
others, pointed out that various government regulations had
made housing artificially attractive for both sellers and buyers
of mortgages, making that market a major site for the excess
credit. Houses do share features with long-lived commercial
capital investments, so many of the same Austrian ideas could
be applied to housing. In addition, Austrians extended the
Rothbardian analysis of the Great Depression to show how
poor policy choices in the months and years after the 2008
crash deepened the recession and slowed recovery efforts.”
Although Austrians generally opposed the expansion of
the Fed’s powers and its use of quantitative easing, there has
been a healthy debate both among Austrians and between
Austrians and the so-called “market monetarists” about the

Fed’s actions in the fall of 2008, during the depths of the
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crisis. The market monetarists and most Austrians agree that
the Fed had an obligation to prevent a decline in the money
supply by making use of the Fed’s standard tool of open mar-
ket operations, as it also should have done but did not do
in the early 1930s. It is tempting to think that reducing the
money supply would cure the problem of too much money,
but once the inflation has happened and prices have adjusted,
a subsequent deflation would cause the same problems that
any other monetary deflation would cause, regardless of
whether it had been preceded by an inflation. The key going
forward is to maintain monetary equilibrium. Even though
they agree on that important point, the Austrians and the
“market monetarists” continue to have a healthy and produc-
tive debate about the details of how much the Fed should have
done and for how long.

The numerous elements of the crisis and Great Recession
that the Austrian theory of the business cycle could explain
have put the theory back on the map as an analytic tool within
macroeconomics.”

From the fairly simple story and narrow focus of the the-
ory of the business cycle that Mises and Hayek developed
between the wars, and that Rothbard elaborated in the 1960s,
modern Austrian economics now has a richer, more detailed,

and more powerful framework for explaining not just the
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boom and bust of the business cycle but a whole variety of
macroeconomic phenomena. These advances have been made
as part of an ongoing dialogue with mainstream macroeco-
nomics, with the hope of offering better analyses than do the
standard tools. There are still many fascinating phenomena
in monetary economics and macroeconomics, from a world of
near-zero interest rates to cryptocurrencies like Bitcoin, and

the Austrian approach is being applied to all of them.
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Austrian Economics

in the 21st Century

It has been almost 150 years since Menger’s Principles was
published, founding what became known as the Austrian
School of economics. Those 150 years have seen the school’s
fortunes rise, then fall, and then revive in the mid-1970s.
In the more than 40 years since the start of that revival, the
Austrian School has expanded in ways exceeding the heights
of its influence early in the 20th century. Austrian-influenced
economists have dozens of tenured professorships at a variety
of universities worldwide, including ones with PhD programs
that are producing the next generations of Austrians. These
academic Austrians are publishing their work in major main-

stream economics journals, writing books for major publishing
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houses, and generally engaging the rest of the discipline of
economics in the important research questions of the day.
Other Austrians, working from think tanks or government
offices, are using Austrian ideas to analyze current events and
put those analyses into the conversation in the world of pub-
lic policy. Although the Austrian School is still very much a
minority perspective, its adherents have been able to barge
their way into a variety of professional conversations by virtue
of the high quality of their work.

There are a number of reasons Austrian economists have
been more successful in recent years. The key has been the
way that modern Austrians have broadened both the set of
ideas they are deploying and the scope of the questions they
are trying to answer. Austrian economics in the 21st century
still rests on the foundation of Menger, Mises, and Hayek,
but Austrians have very intentionally found ways to incorpo-
rate complementary work from other traditions in economics.
The most obvious of these is public choice theory, especially
the work of James Buchanan, who won the Nobel Prize in
1986 for his contributions in this area. Buchanan had long
been interested in Austrian economics and saw his attempt to
explain politics as a form of exchange (which is the essence of
public choice) as in line with the catallactic approach of Mises

and Hayek. The Austrian and public choice approaches are
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both interested in the ways in which exchange takes place
under specific rules of the game and how likely those rules are
to produce desirable or undesirable unintended consequences.
This broader combined perspective has enabled younger
scholars to bring Austrian ideas to new conversations and has
strengthened the influence of Austrian ideas by showing their
explanatory power in combination with more widely accepted
frameworks.™

Even more recently, many younger Austrian scholars have
deployed the ideas associated with the Bloomington School
of Political Economy that grew out of the work of Vincent
and Elinor Ostrom.” The work of combining these two per-
spectives pre-dates Elinor Ostrom’s 2009 Nobel Prize, but
the increased visibility of her work since then has certainly
prompted more integration of the Ostroms’ scholarship with
modern Austrian insights. The Bloomington emphasis on
both the polycentric nature of political decisionmaking and
the ways in which communities can develop informal rules
and norms for solving many of the problems that interest econ-
omists makes that approach a natural partner for Austrians.
The Ostroms offer a way to think about how informal rules
within smaller, decentralized communities mimic the role of
formal property rights and other institutions within larger,

more anonymous social groups. Looking at informal norms
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as an alternative to the formal market process and the large-
scale political process gives Austrians a way to use their
ideas about decentralized knowledge and emergent orders to
address problems that mainstream economists might struggle
with. This framework has been especially fruitful in under-
standing the emergence of self-enforcing contracts and clubs
as alternatives to the formal political structure for penalizing
and reducing opportunistic behavior.

Finally, post-revival Austrian economists have used this
combination of perspectives to explore areas outside the tra-
ditional domain of economics. From pirates, to war, to prison
gangs, to the social institution of the family, to the large
research program that analyzed the recovery from Hurricane
Katrina, the modern Austrian School has engaged in what
might be termed social theory with economics at its center.”®
The universalizing aspirations of Menger’s Principles and
Mises’s Human Action have been combined with Hayek’s
work on the differences between intimate and anonymous
social orders to create an analytical framework for rendering
a whole variety of human social behavior intelligible. Con-
temporary Austrian economists are engaged in a project of
comparative political economy that offers “analytical nar-
ratives,” rooted in the microeconomics of Menger, Mises,

and Hayek, to explain the puzzles of modern economic and
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social life. Consistent with the subjectivism and sponta-
neous order theorizing that characterized Hayek’s descrip-
tion of social scientific methodology after World War II, this
modern Austrian work starts with the perceptions of actors
and explains the patterns of unintended consequences that
emerge from the choices individuals make on the basis of
their perceived means-ends frameworks and the constraints
imposed by both scarcity and the institutional environment.
Rather than relying solely on econometric techniques, these
analytical narratives embody a pluralistic approach that makes
use of a variety of empirical evidence, both qualitative and
quantitative, as is appropriate for explaining the particular
puzzle in question. Most important, contemporary Austrians
are publishing this work through major university and aca-
demic presses and in academic journals.

This approach to economics and social science more gen-
erally has made it possible for modern Austrians to engage
effectively with the disciplines of economics and political
science, among others, in areas such as antitrust, mone-
tary policy, business cycles, comparative economic systems,
inequality, economic history, and the effectiveness of alterna-
tive political institutions. Austrians and Austrian-influenced
scholars are making significant contributions in all of these

areas, as well as others, in ways that the school has not done
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since its zenith between the wars. With multiple PhD pro-
grams producing scholars trained in both Austrian economics
and the related traditions it is often combined with, the pros-
pects for continued expansion of both the range of Austrian
scholarship and its influence in contemporary social science
seem brighter than ever.

The Austrian School emerged out of the Marginal Revo-
lution that founded modern neoclassical economics. The first
few generations of Austrian economists made foundational
contributions that remain part of the field today. Even as their
influence was eclipsed by a combination of world events and
changes in the intellectual climate during the middle of the
20th century, their ideas survived. As the failures of both
socialism and Keynesianism became clear in the 1970s, many
of the Austrians’ ideas that had been rejected decades ear-
lier gained new life, especially in the wake of Hayek’s Nobel
Prize in 1974. The resilience of those ideas is suggestive of
their explanatory power, but in the decades that followed the
1970s, those ideas had to be refreshed, critically assessed, and
then presented in ways relevant to a discipline that was very
different from the one it was when the Austrian School was
at either its height or its depths. The evidence so far sug-
gests that the post-revival generation of Austrian economists

have undertaken that project successfully: modern Austrian
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economics is a substantively different, although still recog-
nizable, intellectual endeavor from what it used to be and
is showing numerous signs of growth and increasing influ-
ence. Studying the long history of Austrian economics is not
an exercise in historical curiosity. Rather, it is the founda-
tion necessary for grappling with the most important ideas
in contemporary political economy and then applying those
ideas to the pressing puzzles of economic and social life in

the modern world.
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Further Reading

Carl Menger, Principles of Economics, 1871. This is where it
all began, as Menger’s Principles was the founding text of what
became known as the Austrian School. It remains both read-
able to the nonspecialist and a continuing source of insights to
those who are decades deep in the tradition. One of the great
things about the revival in Austrian economics of the past few
decades is how much the tradition has recovered the insights
about knowledge, uncertainty, and disequilibrium processes

that Menger glimpsed at the start.

F. A. Hayek, Individualism and Economic Order, 1948.
This book and the Mises book that follows belong together.
They were published at almost the same time, and they were

the two books most responsible for the revival of Austrian
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economics that began in earnest 25 years later. The Hayek
book is a collection of his academic articles from the 1930s
and 1940s that includes not just the three papers on social-
ist calculation, but also the three papers on knowledge and
competition that provide the defining insights for the past
40 years of Austrian economics. These papers are at the core

of modern Austrian economics.

Ludwig von Mises, Human Action, 1949. Mises’s book, of
course, is the treatise and intellectual tour de force that has
become the near-encyclopedic touchstone for the modern
Austrian school. It offers everything from the philosophical
foundations of economics, to the place of economics in the
world of ideas, to coverage of the core principles of the dis-
cipline. While the Hayek book focused on more narrow, but
crucial, debates in economics, Mises’s book was written for
the ages as a statement about the nature of economics. In that

way, the Hayek and Mises books make an ideal pair.

Israel Kirzner, Competition and Entrepreneurship, 1973.
If the Hayek and Mises books set the stage for the revival,
Kirzner’s work—and this book in particular—showed how

the ideas in those volumes could be put to work in the context
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of modern economics. Not only is Kirzner’s book important
for developing the central roles of competition and entrepre-
neurship in the Austrian vision, it also demonstrated how
the Austrian theory differed from the then-current work on
the topics in the mainstream of the discipline. The book is a
model of scholarly engagement between Austrians and neo-
classical economics that enabled Austrian ideas to be taken

seriously by the broader profession.
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