Kirzner: During the inflationary boom the
seeds of the later disaster are planted.

Grinder: Recessions are necessary after
a bout of overinvestment in capital.

"

Rothbard: Governments are inherently
inflationary because they create money.
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The Austrian School's advice: 'Hands off!'
In economics as in the churches, a time
of troubles is likely to bring a revival of
"the old-time religion," the fundamentalism of an earlier, less sophisticated
age. With forecasts going awry, inflation running out of control, and the
Administration swinging toward strict
budgetary restraints, an increasing
number of today's economists are taking another look at the theories of the
"Austrian School," the most fundamentalist of all modern economic disciplines.
The U. S. branch of the Austrian
School traces its origins to Friedrich
Von Hayek and the late Ludwig Von
Mises, both highly articulate preachers
of laissez-faire principles. Their disciples' beliefs include:
• The only moral, as well as practical,
system of political economy is strict
laissez-faire capitalism.
• The cause of both inflation and periodic depressions is government tinkering with the monetary system. The
only solution is to abolish central banking and return to a pure gold standard.
• A depression can be a wholesome
cleansing of the economy, more like a
necessary medicine than a social disaster.
• It is impossible for monopoly problems to arise in a free market, so the
antitrust laws are unnecessary and
mischievous.
All this may sound hopelessly unrealistic and ideological to businessmen
used to a generation of intensely practical economists who manipulate statistics and build massive mathematical
40

BUSINESS WEEK: August 3 , 1974

models. The Austrians follow the European tradition of pure theorizing, relying on logic rather than on evidence to
make their case. But at least part of
their thinking has ·round its way into
practice.
Alan Greenspan, the recently appointed chairman of the President's ·
Council of Economic Advisers, has been
influenced by some Austrian views.
Says Greenspan: "I wouldn't call myself an Austrian economist, since I'm
suspicious of all economic labels, but

The government should
stay out of the economy and
let it adjust itself
there is a lot that I agree with in Austrianism." He singles out the Austrian
emphasis on laissez-faire economic policy, which is not surprising, given his
esteem for philosopher-novelist Ayn
Rand, who is an admirer of Von Mises.
According to Greenspan, "One of Von
Mises' greatest achievements was his
perceptive demonstration of the incapability of rational economic planning under socialism."
Last June, in the little town of South
Royalton, N. H., some 60 economists
and graduate students held a weeklong conference in an attempt to revive
the century-old Austrian tradition. The
leaders of the conference, Murray N.
Rothbard of the New York Polytechnic Institute, Israel M. Kirzner of
New York University, and Ludwig M.
Lachmann of the University of the
Witwatersrand, South Africa, regard

themselves as the present-day disciples
of Von Mises and Von Hayek. They see
the conference as the first step in setting up a graduate program where
their young students can study "Austrian alternatives to the stultified economic orthodoxy of the day."
The time problem. The Austrians see the
eoonomy as a process that unfolds over
time. They reject static equilibrium
models used by most other economists,
and they argue that in the changing
economy, the free market is the best
method of allocating resources. Not
only does Adam Smith's invisible hand
exist, contend the Austrians, but it is
sure-fingered and deft.
The basic cause of trouble, as they
see it, is governmental interference.
All attempts to "fine tune" the economy result in disaster. Especially damaging is the government's creation of
money that is completely unrelated to
market decisions. "Governments are
inherently inflationary because they
have been granted the function of
money creation, and it's only human
nature to make the most of this kind of
power," contends Rothbard.
In Austrian theory, creation of
money always leads to inflation as the
extra pieces of paper "chase" the constant supply of goods and services. But
in the first stages of credit expansion,
prices rise very slowly because people
tend to hold onto much of t he extra
money in the hope of cashing in when
prices return to a lower "normal" level.
Meanwhile, the government is encouraged, for its monetary expansion has
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netted it funds without, seemingly,
any bad results. But as the government
continues to pump money into the system, people come to expect inflation,
and instead of holding onto their
money, they begin to spend it before it
loses even more of its value. And then
inflation becomes explosive.
The pace of inflation becomes quicker
than the government's money creation.
It takes on a life of its own, independent of the government, as people flee
from money into goods-any goods.
The Austrian soluUon. Very few economists would go along with the Austrian
prescription to "go cold turkey" and
completely stop increasing the money
supply, not merely decrease the rate of
increase. Even fewer would buy their
monetary program: a resurrection of
the gold standard, a 100% gold-backed
dollar, repeal of legal tender laws, and
abolition of the Federal Reserve System and of all central banking.
But to the faithful, these prescriptions follow logically from a basic distrust of government and a firm belief
in the efficiency of a pure market economy. The Austrians see the gold standard not as some "relic from the past"
but as society's voluntary investment
in anti-inflation insurance, since it is
impossible for governments to inflate
gold as they do paper money. Says
Rothbard: "The Austrians are not willing to rely on government fiat currency
and central banking as a bar against
inflation. That would be like inviting
the fox in to guard the chicken coop."
Moreover, argue the Austrians, the
evil effects of government interference
with the money supply do not stop with
inflation. The creation of nonredeemable money is also responsible for the
business cycle. The key to this argument is the concept of a "real" rate of
interest, distinct from the market
rate.
In the absence of government intervention, the proper allocation of resources will depend upon people's time
preferences, translated roughly into
"impatience." If people are very impatient to enjoy present consumption,
that will show up as a high real rate of
interest, a strong consumer industry,
and a relatively weak capital goods sector. If they are less impatient, the real
interest rate will fall, and some investment will flow out of the consumer
goods industries and into a heavier
capital structure.
Overinvestment. The cause of the cycle
in the Austrian view, is that the government, through its expansionary
mon etary policy, artificially keeps the
real rate of interest lower than it
would otherwise have been . This leads
to a misallocation of resources that has
nothing at all to do with total expenditures. Explains Kirzner: "During the
artificial boom, there is overinvestment
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in the basic capital goods industries
and underinvestment in secondary capital and in consumer goods."
What happens then is a struggle between the government's expansionary
monetary policy, which is trying to
validate the overinvestment in heavy
capital and the people, who are ever
trying, through their saving and
spending decisions, to establish an allocation of resources more in line with
their time preferences: less capital and
more consumer goods. Eventually the
government comes to fear the inflation
its monetary policy has caused. It
"tightens up" and thus ceases to protect the irrational investments made in
heavy capital. Industrial and financial
bankruptcies ensue, ushering in the depression. But the Austrians are careful
to point out that it is not the tightening-up that causes the depressionthat had to occur ·e ventually or the
economy would be plunged into hyperinflation. It was rather the initial
expansionary ·monetary policy that
caused it.
Says Professor Walter Grinder of
Rutgers: "It's not that we look favorably upon depressions or recessions.
It's just that they are necessary after a
bout of antisocial overinvestment in
capital, engendered by expansionary
monetary policy."

Government aHempts to
cure a recession only
prolong It, say the Austrians
Since they regard a recession as a
healthy purgative, the Austrians believe that government should do nothing to moderate it. They prescribe a
complete laissez-faire, or do-nothing,
attitude. Businesses should be allowed
to fail and unemployment to rise, for,
...It is only through this painful medicine that the economy can be cured,"
says Grinder. The Austrians contend
that not only Roosevelt but also Hoover
ignored this advice and tried to prop up
bankrupt businesses with loans and
subsidies and to "cure" unemployment
with make-work projects. In their
view, this only dragged out the process
by which the economy was purged of
its previous bad investments.
·
Even economists who sympathize
with other aspects of Austrian theory
balk at the idea of letting the economy
go into a depression without making
any effort to stop the downward spiral.
But the past year has provided an attentive audience for anyone who offers
an alternative to the fumbling attempts at fine tuning. Kirzner points
to increasing interest in the Austrian
School among graduate students and
young faculty members. And Rothbard
predicts that the movement will pick
up speed. "Just wait," he says, "until
we establish a graduate school."
•
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