:

I
THE FOUNDATION FOR ECONOMIC EDUCATION, INC.
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Dr. Israel Kirzner
Department of Economics
New York University
269 Mercer Street, 7th floor
New York, NY 1003-6687
Dear Israel:
I was very much interested your interview in the Mises Institute's Austian Economics Newsleller.
However, I disagree with your statement that the "Austrian theory of the business cycle is a
macro theory." As I understand Mises, he explains that large-scale economic fluctuations in one
direction or another stem from the fact that all participants in the market economy operate and
calculate under the umbrella-like influence of a single monetary system. Although their
monetary transactions may appear to be "macro," actually each and every market participant is
still acting as an individual, but under the influence of the same government intervention, its
monetary manipulation. Let me explain.
The market, as you know, is the product of what individuals do. Every entrepreneur, investor,
saver, buyer, seller, consumer, is always acting iin the light of his or her own best judgment,
given the circumstances. At every instant, the particular pattern of trade and production that
exists is the outcome of their separate actions, decisions, cooperation, competition,
arrangements, contracts, and so on. Thus, the configuration of goods and services at any
particular moment is the result of what countless individual market participants have done.
As you know, of course, conditions in the world are always changing. So are the ideas of the
many persons involved as to how best to cope. And the economy, as you say, is like a "halfbaked cake" {I like that metaphor) made up of goods and services, natural resources, produced
and semi-produced factors of production, which market participants seek to complete, convert to
other goods and services, and/or to divert to other uses. Generally speaking, in the absence of
outside interferences, they will transform one "half-baked cake" into a differently configured
collection of factors of production and goods and services, in effect another "half-baked cake,"
but hopefully one somewhat farther along on the road to satisfying consumers. Consumerdetermined market prices serve as guidelines, helping to direct production, seeing to it that
supplies tend to equal demands, and that miscalculations are kept to a minimum.
But I don't need to tell you all this.
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In this world entrepreneurs try to anticipate consumer wants. Except in rare cases, all market
participants--buyers, sellers, would-be buyers and would-be sellers--make their calculations in
terms of money. Now suppose the government manipulates the quantity of money and credit?
If people expect the government to inflate and/or expand credit, all market participants who had
such anticipations, barring none, would expect the purchasing power of the monetary unit to
decline generally. They might not all respond in the same way to this expectation. And their
expectation as to timing would vary. But the expection of inflation and/or credit expansion
would affect their calculations. And such a widespread expectation would tend to influence
persons throughout the economy to readjust their calculations in the same direction.
What Mises says, ifl understand him correctly, is that government manipulation with the
quantity of money that everyone uses is like an umbrella which affects the calculations of
everyone in the economy. The actual configuration of any particular business cycle will be
different. One may result in relative overproduction of railroads, another of airports, or
telecommunication facilities. But the common denominator, the "cause" of every "cycle" is the
government's monetary manipulation. The decisions of all market participants are affected.
In the absence of a credit expansion the market participants would have made different decisions.
In the absence of a credit expansion, the mistakes and miscalculations of some entrepreneurs
would have been counteracted by the successes of others. But with credit expansion influencing
everyone, the usual market checks and balances fail. All market participants tend to make
mistakes and miscalculations in the same direction. Thus the fluctuations may appear largescale and "macro," but they are in reality "micro." They are simply the outcome of the actions
and decisions of individuals, each acting in his/her own way under the overall, umbrella-like,
influence ofthe government's monetary manipulation.
Hope you don't mind my commenting in this way.
Sincerely,
I

Resident Scholar
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30 South Broadway
Irvington-on-Hudson, NY 10533

Dr. Israel Kirzner
New York University
Department of Economics
269 Mercer Street, 7th fl.
Ne w York, NY 10003-6687
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The Foundation for Economic Education
Irvington-on-Hudson, New York 10533
(914) 591 -7230 • Fax: (914) 591-8910

Bettina Bien Greaves
Resident Scholar

May 5 , 1 99 7

Dear Israel ,
Thanks for your le t ter of April 17 .
Sorry if I misread yo ur i nterview and
am glad to lear n that we are not in
disagreement .
Your March 1997 Journal of Economic Literature article , "Entrepreneur i al Dis c overy and the Competi t ive Market Proces~ ·· was most i n teresting ,
I marvel
a t how you "mine " a person ' s s t atement
so carefu lly as to ext ract its basic
importance , or to di s cover in it s ome
fundamental flaw . There a re several of
us who think you should receive Nobel
recognition some one of t hese days for
your work in entrep r eneurial discovery .
Best wishes!

New York Universitv
A private university in the public service

Faculty of Arts and Science
Department of Economics
269 Mercer Street, 7th Floor
New York, NY 10003-6687
Telephone: (212) 998-8900
FAX:
(212) 995-3932

April 17, 1997
Ms. Bettina Greaves,
Resident Scholar,
Foundation for Economic Education,
Irvington-on-Hudson, NY 10533
Dear Bettina:
Thank you for your letter. I have no disagreement with you. My comment
during the interview related (as should be obvious from the earlier questions,
and the end of the answer to which you refer) to the "Hayekian", rather than
to the 1912 Misesian, version of the so-called Austrian business cycle theory.
Although Hayek, too, would probably have agreed with your analysis, and would
probably have claimed his theory to have been "micro"-based, -- the truth is
that the "Hayekian-triangles" exposition which one encounters so frequently,
is macro. But you are quite correct (and certainly this emerges from Garrison's
paper on Time and Money as the universals,) in emphasizing that the cycle outcomes
are rooted in individual responses.
All good wishes,

Israel M. Kirzner
Encl.

