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Introduction It Didn’t Have to Be This Way



This book is an effort to tell the story of the modern economic condition, which began about 150 years ago. Like most good stories, it will be almost completely new to most readers. It has fascinating plots and subplots, heroes and antiheroes, bizarre and unforeseen crises, wars, poverty and prosperity, virtue and vice, ideas and expectations.


As the story rolls on, there are amazing turning points—often unforeseen and apparent only in retrospect—that present opportunities for new thoughts and theories that open new vistas, new policies, new life (or death) for many. New leaders arrive on the scene and change the course of events. Sometimes their contributions are remembered for generations; sometimes, despite their awesome power, they are not even historical footnotes. Does anyone know who came up with the formula that determined how many soybeans millions of American farmers were allowed to plant, for decades, with far-reaching consequences for the hungry in far-distant lands? Or who came up with the idea that it was best not to give federal money to poor families when the father lived in the same home as his wife and children?


Political upheaval and revolution are part of the drama, as ideologies too often replace religion, resulting, like adoration of false gods, in tremendous distress. As the story unfolds, we see that the differing perspectives of a socialist or a free-market political leader can shape the lives of tens of millions of people for decades.


The global economic meltdown that began in 2007 has brought suffering to countless millions. We have all witnessed—and in many cases experienced—the devastation: The bursting of the housing bubble. Foreclosures. The collapse of whole industries. The worst unemployment in a quarter century. Life savings wiped out as mutual funds, pension funds, and 401(k)s plummeted in value. The litany of woes goes on and on.


But it didn’t have to be this way. This kind of financial devastation has been predicted again and again—decade after decade—by proponents of the Austrian School of economics. Ludwig von Mises, one of the most prominent Austrian economists, summed up the perennial crisis in the title of one of his many books, Planned Chaos (1947). Mises, especially in The Theory of Money and Credit (1912) and Human Action (1949), maintained that the boom-and-bust cycle that has afflicted modern economies is both unnatural and unnecessary. It worsens living conditions for just about everyone. Since the publication of his books, abundant scholarly studies have validated the Austrian view. Yet few people—even among those teaching economics in colleges and universities worldwide—know or understand the Austrian School. This book is an effort to solve that problem.


If there is a bright spot in the recent economic crisis, it is this: people everywhere are giving much more serious thought to foundational questions about the economy. What caused our woes, and more important, how can we prevent future calamities?


To answer those questions, we need to understand the Austrian School of economics. I have intended to write this book, or something like it, for well over twenty years. I feel particularly able to tell the story because, in my forty years as both a professional economist and businessman, I have been fortunate to have a front-row seat to watch the development of modern American economics, banking, and business. For me, economics is not an abstraction or the “dismal science,” as it is so often dismissed. Rather, it is a vibrant and fascinating process of unleashing human potential and thereby liberating whole nations from misery, poverty, and war, and ushering them into prosperity and peace.


My earliest exposure to economics came when I was a young child. My father lived through the Great Depression, served three years in the U.S. Navy during World War II, and participated in the invasions of North Africa, Sicily, Anzio, and Normandy, winning three Bronze Stars for bravery. He then founded a tool and die shop in suburban Detroit that supplied the auto industry for a half century. I worked in that shop in my youth, watching it become a direct supplier for General Motors. Eventually, in 1978, my brothers and I took over the business. At the company’s height we had nearly sixty employees and two locations, one in Texas and one near Detroit, and we embarked on a joint venture with a German firm.


In addition to teaching me how to run a manufacturing facility, my father taught me much more. For decades at family gatherings, the men would gather around and talk about the Great Depression. Some of them suffered the worst of it as child laborers, while their parents were unable to find work. My father believed he was caught in a maelstrom that he did not understand, and none of them had a sophisticated understanding of what happened. These conversations sparked my intellectual curiosity. I wondered how the international economic order could fall apart so badly that even in a land as great as the United States, children were forced to work while their parents were destitute.


My curiosity about the Great Depression, the Great War, and the interplay between financial affairs and international relations led me to major in economics as an undergraduate at the University of Detroit in the 1960s. There I came under the influence of a much-learned professor, H. Theodore Hoffman, who introduced me to the Austrian School. For the past three decades I have had a richly rewarding career teaching economics—first at Northwood University (then Institute); then Walsh College, where I was chairman of the Economics and Finance Department for two decades; and now at the University of Detroit Mercy.


From these two vantage points—as a businessman and as an academic—I have had the unique opportunity both to see how economics operates in the real world and to study its theory and practice from the ivory tower. Over the course of my career it became clear that my father was not alone in failing to understand the forces that cause economic crisis. In fact, much of the economics establishment badly misreads the situation.


The crisis that began in 2007 should be seen not as an isolated incident but as part of a continuing drama that has its origins in U.S. government manipulation of markets and currency. It is merely part of the cycle that has been the scourge of the West since 1913—which gets us back to the story of our modern condition.


The two major and intertwining plots in the story are (1) the development of economic theory and (2) the events that shaped global history, especially in the early twentieth century. Economic theory has always had a tremendous influence on government action and policy. Before World War I, governments based public policy on so-called classical economic theories about money and trade. Almost all economic theory was committed to free markets and private property. Governments did not exert much energy in regulating commerce. The U.S. Constitution, for instance, includes provisions establishing free markets and specie-based money systems. Needless to say, things changed following World War I, as monarchies and traditions were smashed and new theories came into play. The troubles of the 1920s and 1930s encouraged economists to rework the classical theory to explain why things happened as they did and what should be done as a result. These new theories—however well meaning—have had profound and often devastating consequences around the world.


Economics is not—or does not have to be—a mysterious science. Quite simply, it is the study of reconciling the unlimited wants of man with limited resources. Distilled further, it is the study of human action. In this book, I aim to demonstrate that economics involves certain immutable laws of human behavior. Further, I hope to show that the Austrian School has most clearly and effectively discovered those laws. The world has needlessly suffered unspeakable misery as a result of theories and policies that ignore these principles.


It didn’t have to be this way—not in the recent economic crisis, or in the crushing stagflation of the 1970s and early 1980s, or in the Depression of the 1930s that plagued my father’s generation. More important, it doesn’t have to be this way in the future. The world’s economies can get back on track and return to prosperity, which can lead to more peaceful relations among nations.


To be more precise, the Austrians were right all along. In the early 1930s, two professors in England looked at the worldwide economic catastrophe and came up with very different solutions. John Maynard Keynes at the University of Cambridge created the notion of spending one’s way out of recession, while Friedrich A. Hayek of the London School of Economics took the classical stance, calling for sound money and the traditional virtues of saving, prudent investing, and balanced budgets. Keynesianism became the byword of the developed world and has profoundly influenced the response of governments in the most recent crisis. Meanwhile, governments largely ignored Hayek, one of the great Austrian economists. We have all paid the price since.


One of the greatest failings of mainstream economic thinking, seen clearly in the lead-up to the financial crisis, has been to view economics as a science on the order of physics, one that can be reduced to numbers, quantities, and mathematical formulas. The Austrian School, understanding economics as a science of individual human action, makes a crucial contribution with its distrust of mathematical modeling or “financial engineering” of the type that helped cause the subprime mortgage collapse. It is a warning that must be heeded today.


Of the many contributions the Austrian School has made to economic thought, the other most relevant to our situation today is the explanation of the insidious effects of expanding the money supply. The modern Federal Reserve, which seems intent on pumping new money into the system, clearly violates this Austrian tenet.


In recent times a number of internationally acclaimed experts in economics who are not part of the Austrian School have validated Austrian tenets. Two causes of the economic crisis, many scholars and practitioners now recognize, were the Fed’s artificial lowering of interest rates and the use of mathematical equations in a futile attempt to lessen risk. These people are coming to conclusions that the Austrians reached decades ago.


For years now, we have endured a barrage of bad news: businesses going belly-up, people losing their jobs and homes, government debt soaring. It didn’t have to be this way. The Austrian School presents the most coherent explication of the economic relations among men and—more so than any other system today—lays out economic guidelines that offer real prospects for prosperity worldwide.









Part I Warnings Ignored










1 A Science of Human Action





An economist is someone who sees something happen in practice and wonders if it would work in theory.


—Ronald Reagan





Does economics have any real value?


That blunt question has been voiced with greater frequency in recent years. After all, mainstream economics, with its cherished theories and complex mathematical models, failed to predict or to prescribe adequate remedies for the economic meltdown that began in 2007. These failures led liberal columnist Paul Krugman, the 2008 winner of the Nobel Prize in Economics, to call the previous thirty years of macroeconomics “spectacularly useless at best, and positively harmful at worst.” Similarly, Willem Buiter of the London School of Economics described the past three decades of macroeconomics training at American and British universities as a “costly waste of time.”1


It’s not just macroeconomics that has been called into question. Financial economics was another key culprit in the crisis. The Economist observed: “Convenience, not conviction, often dictates the choices economists make. Convenience, however, is addictive. Economists can become seduced by their models, fooling themselves that what the model leaves out does not matter.” Wall Street fell in love with “the quants” the math whizzes who devised new investment technologies to slice, dice, and repackage all sorts of different asset classes.2 Wedded to its mathematical models, The Economist continued, mainstream economics became “a poor guide to the origins of the financial crisis, and left its followers unprepared for the symptoms.”3


Investment wizard Warren Buffett put it succinctly: “Beware of geeks bearing formulas.”4


Claes Ryn, a professor of politics at the Catholic University of America, explains how the embrace of models and formulas led to a decline in morality: “In finance, rationalism and mathematicization inspired trends towards ever-more abstract, amoral operations. It assisted the progressive fiscalization of the economy. Not only equities but also the creation of intricate new fiscal instruments, such as derivatives and, most recently, ‘credit default swaps,’ created opportunities for shifting assets and control to financiers far removed from the people actually running the business or lending money.”5


But the practitioners of strictly mathematical economics had the utmost faith in the wisdom of their approach. Several years ago a dean at one of the schools at which I taught economics and finance criticized our department for its lack of “rigor.” He advocated a heavily mathematical approach (he used phrases such as “mezzanine financing” and “subordinated debt”) and challenged us to teach something called financial engineering. Asked what financial engineering was, he said that it gave one the ability to transform what might be called dodgy debt into AAA bonds by the use of sophisticated statistical tools. When I replied that I thought this method would simply cheat a lot of little old ladies out of their money, he became incensed and told me that he had letters from companies who would not hire our graduates because they were not sufficiently trained in this alchemy.


That was 2005. Today many of those companies are gone, and they left a lot of empty retirement funds. The ladies were cheated out of their money as the world economy suffered a multitrillion-dollar meltdown.


Although the technologies that allowed the proliferation of mathematical models were new, the attitude underlying them was anything but. For centuries, economists have tried to imitate methods from the physical sciences. More important, they have tried to put economics on par with the hard sciences, to afford themselves the lofty status of scientists. F. A. Hayek, one of the leading members of the Austrian School, explained how this process played out in the first half of the nineteenth century:




The term “science” came more and more to be confined to the physical and biological disciplines which at the same time began to claim for themselves a special rigorousness and certainty which distinguished them from all others. Their success was such that they soon began to exercise an extraordinary fascination on those working in other fields, who rapidly began to imitate their teaching and vocabulary. Thus the tyranny commenced which the methods and techniques of the Sciences in the narrow sense of the term have ever since exercised over the other subjects. These became increasingly concerned to vindicate their equal status by showing that their methods were the same as those of their brilliantly successful sisters rather than adapting their methods more and more to their own particular problems.6





Therein lies the flaw that has led so many commentators to question the value of economics. The problem lies not in economics per se but rather in a distorted understanding of its role and ambitions. Economics is not like physics or chemistry. One of the fundamental contributions of Austrian economics is to remind us that economics is a science of human action. As Hayek put it, the vigorous attempts to mimic the methods of the physical sciences have “contributed scarcely anything to our understanding of social phenomena.”7 The failure to predict or solve the economic crisis is only the latest and most dramatic example of the lack of understanding that the modern economic approach yields. Mainstream economics has adopted the wrong ambitions and the wrong methods.


To get the economy back on the right path requires a proper understanding of the role of economics.




Economics as a Science: Two Paths


When Hayek refers to “the Sciences in the narrow sense of the term,” he reminds us that the sciences have traditionally been understood more broadly than they are today.


Writing more than two thousand years ago, Aristotle divided the sciences into three categories: speculative, practical, and productive. Speculative science is pure or theoretical science that seeks truth for truth’s sake, such as mathematics, physics, chemistry, biology, and astronomy. Practical science seeks general principles to obtain the goals—and understand the actions—of human beings; ethics, politics, and economics are the most important of the practical sciences. Productive science explores how things are to be made; architecture, for example, is a productive science.8


In modern times, we generally distinguish between the physical sciences and the social sciences. Both types share certain characteristics that qualify them as scientific: they deal with universal principles; they are logically organized; and they are tested against the real so as to have a degree of predictability.


Universal principles are essential. When a medical student examines a body in anatomy class, he is studying not just that particular body but the general principles that apply to every human body. The same holds for social sciences as well as physical sciences. When Aristotle presents his case for the achievement of human happiness in Nicomachean Ethics, for instance, he is laying out principles that apply to every human person. Likewise, certain general principles of economic action apply to every person, as Carl Menger, the founder of the Austrian School, demonstrated.


Every science must be logical as well. That is, it must tell a straight story about some aspect of reality. When facts appear that contradict the accepted explanation, the theory must be reworked to explain the new facts in a consistent way. Consider physics: Einstein and other scientists were faced with facts that Newtonian physics seemingly could not explain; they had to adjust the theory to account for these facts. In economics, the classical school had to confront inconsistencies in its explanation of value—namely, how could the prices of goods in the marketplace be so much more or so much less than the cost of the labor needed to produce those goods? A consistent explanation of value requires close observation of actual market participants.


Finally, because the value of any science lies in its ability to describe or explain an aspect of reality, it should be able to predict certain outcomes. For example, an engineer constructing a bridge must be able to predict accurately the load that the building materials will be able to carry once assembled. Such, predictions rely on knowledge of the nature of physical things.


In the modern understanding of science, this element of predictive ability has become enormously important. Note the distinction between the following definitions of science, the first reflecting a traditional view and the second reflecting a modern view. The Dictionary of Scholastic Philosophy defines a science as “the certain intellectual knowledge of something in its causes; universal, demonstrated, organized knowledge of facts and truths and the reasons or causes of these.” The New Merriam-Webster Dictionary explains that science is “knowledge covering general truths or the operation of general laws especially as obtained and tested through the scientific method.”9 The latter’s emphasis on the scientific method—precise experimentation to test hypotheses and measure exact physical outcomes, usually using statistical methods to assemble data—reflects the narrowing of which Hayek wrote. In The Philosophy of Science, Fulton J. Sheen sums up the matter well when he writes that in “the traditional view… science meant knowledge,” but “it means experiment and observation for the modern mind.”10


Economics has taken to emphasizing the testing of hypotheses to try to ensure its predictive ability. In a famous essay entitled “The Methodology of Positive Economics” (1953), the eminent twentieth-century economist Milton Friedman lays out a framework for economics as science. By itself, the essay’s title suggests the scientific rigor Friedman is aiming at. The “methodology” he attempts to establish borrows from the scientific method of the hard sciences. Meanwhile, he uses the term positive economics to explain how economics can be an objective science. In the essay he notes that positive economics explains “what is” and is thus distinct from normative economics, which concerns itself with judgments about “what ought to be.”


Friedman makes his goal explicit when he writes, “In short, positive economics is, or can be, an ‘objective’ science, in precisely the same sense as any of the physical sciences.”


How can economics claim the mantle of the hard sciences? By taking an empirical approach that makes prediction the central test of its worthiness. The performance of positive economics, Friedman explains, “is to be judged by the precision, scope, and conformity with experience of the predictions it yields.” He expands on this point with a broader statement about the role of theory in the sciences:




Viewed as a body of substantive hypotheses, theory is to be judged by its predictive power for the class of phenomena which it is intended to “explain.” Only factual evidence can show whether it is “right” or “wrong” or, better, tentatively “accepted” as valid or “rejected.”… The only relevant test of the validity of a hypothesis is comparison of its predictions with experience. The hypothesis is rejected if its predictions are contradicted (“frequently” or more often than predictions from an alternative hypothesis); it is accepted if its predictions are not contradicted; great confidence is attached to it if it has survived many opportunities for contradiction.11





Friedman was one of the most influential economists of the twentieth century. Not surprisingly, then, these arguments have had a lasting impact. As Cambridge University Press noted in a 2009 book dedicated to assessing “the impact and contemporary significance of Friedman’s seminal work,” the 1953 essay “has shaped the image of economics as a scientific discipline, both within and outside of the academy.”12 Those who took up Friedman’s charge tried to match the hard sciences in methodological rigor. That meant establishing mathematical rigor, and it was a major reason we have seen the headlong push toward strictly mathematical economics. Friedman himself was not a proponent of some of the complex mathematical systems that became so prevalent. As Johan Van Overtveldt writes in his study of the Chicago School of economics, of which Friedman was a leading member, Friedman was “suspicious of econometric forecasts based on multiple regressions and statistical mathematical economic models.”13 But many who followed Friedman took his call to put economics on par with the physical sciences as a mandate for precisely the sorts of models and formulas of which he was suspicious.


Milton Friedman was not alone in casting economics in the mold of physical sciences. Another proponent, at least early on, was Joseph Schumpeter. As a student at the University of Vienna and later a distinguished economist teaching at Harvard University, Schumpeter argued that by using mathematics and the physical sciences as a model, economics could claim objectivity. He later reconsidered the accuracy of this approach, but not before the line of thought helped lay the foundation for so many present-day problems.


Those problems resulted despite—or more precisely because of—the widespread conviction that the economy could be carefully planned and that mathematics could be used as a reliable guide to government and private-sector policy. The U.S. Federal Reserve System, the American central bank, thought it could use sophisticated mathematical models to influence the economy through monetary policy. The private sector thought that it could minimize or even eliminate risk doing the same thing. Following the positivist approach, most schools and universities became highly mathematical in their presentation of economics and finance.


This is the path that led to the loss of jobs, homes, and trillions of dollars. Even by its own measure—that of exact prediction—the attempt to force economics into the realm of the physical sciences has been an abject failure. The economic meltdown that began in 2007—which the “rigorous” methodologies of modern economics failed to predict—clearly reveals the problems associated with going down that path. The economic collapse prompted the blunt questions we considered at the opening of this chapter. Again, however, the problems lie not with economics properly understood but rather with the path down which modern economics has traveled.


There was a second path that modern economics could have taken. It is the path economics should have taken earlier, and the one we need to take now if we hope to avoid another economic disaster in the future.







The Second Path


The second path represents a road back—back to the traditional, position of economics among the sciences of human action. Striving to match the methodologies of the physical sciences has only pulled economics away from its core competencies and led to economic catastrophe.


Aristotle pointed out the fatal flaw in trying to force economics into the realm of the speculative sciences. Although in mathematical sciences we can operate with a great deal of precision, in matters of human action, he wrote, “we must be satisfied to indicate the truth with a rough and general sketch: when the subject and the basis of a discussion consist of matters that hold good only as a general rule, but not always, the conclusions reached must be of the same order.”14


Economics is, as Aristotle knew, most certainly a science of human action. In fact, the term economics comes to us from the ancient Greek oikonomia, which refers to the management of a household, that core element of human life. From the management of the family and the home, economics expanded outward.15


For nearly 150 years the Austrian School of economics has argued for taking the second path. Austrian economists have repeatedly denounced efforts to emulate the methods and ambitions of the hard sciences, calling attention to the dangers of ignoring crucial social contexts.


Decades before F. A. Hayek wrote of the “tyranny” of the physical sciences, Austrian School pioneer Friedrich von Wieser observed: “None of the great truths of economic theory, none of their important moral and political applications, has been justified by mathematical means.… If we succeed in presenting convincingly the meaning of the economy and, concurrently, the significance of the method of economic computation, we shall have accomplished far more toward understanding quantitative economic relations than the most far-reaching employment of the mathematical method could ever achieve.”16


In the mid-twentieth century, another economist of the Austrian School, Wilhelm Röpke, deplored macroeconomics for treating the economic process “as an objective and mechanical movement of aggregate quantities, a movement being quantitatively determined and eventually predicted by appropriate mathematical and statistical methods.” Röpke also condemned “the mechanistic and centrist approach in economic forecasting,” declaring that its failures “are so numerous and blatant that it is astonishing that the underlying theory seems to digest these failures without losing prestige. It is even more astonishing that the protagonists of this approach are so utterly unrepentant.”17


Several years later, Ludwig von Mises, among the most influential Austrian economists, said that “hosts of authors” were “deluded by the idea that the sciences of human action must ape the technique of the natural sciences.” Trying to “imitate chemistry,” these thinkers “fail to realize that in the field of human action statistics is always history and that the alleged ‘correlations’ and ‘functions’ do not describe anything else than what happened at a definite instant of time in a definite geographical area as the outcome of the actions of a definite number of people. As a method of economic analysis econometrics is a childish play with figures that does not contribute anything to the elucidation of the problems of economic reality.”18


The idea that there is a major difference between human beings and the physical world was fundamental to Mises’s approach. He used the term methodological dualism to refer to the distinction between the realm of the material, which can be studied by the methods, of the physical sciences, and the “realm of human thought and action.”19 Drawing on Aristotle’s concept of the final cause—that is, the ultimate purpose for which something is done—Mises wrote: “What distinguishes the field of human action from the field of external events as investigated by the natural sciences is the category of finality. We do not know of any final causes operating in what we call nature. But we know that man aims at definite goals chosen. In the natural sciences we search after constant relations among various events. In dealing with human action we search after the ends the actor wants or wanted to attain and after the result that his action brought about or will bring about.”20


The Austrian School has proved remarkably consistent on the question of the place of economics among the sciences. To the Austrians, economics is an objective but practical science, necessarily different from the physical sciences.


The Austrian School also has been proved right in its warnings about attempts to force economics into the strictures of the physical sciences. The economic chaos that began in 2007 demonstrated the prescience of the Austrian critique of the financial and economics establishment. Suddenly the models and formulas that had seemed like magic were revealed to be the source of so much disarray in the financial sector and the broader economy.


But we shouldn’t have had to wait until disaster struck to see the flaws in the modern approach to economics and finance. Plenty of failures occurred earlier that should have at least slowed the rush down the path toward strictly mathematical economics. To take just one example, the spectacular collapse of Long-Term Capital Management in 1998 revealed that not even the most sophisticated statistical models can eliminate risk, regardless of what celebrated financial minds would like to think. Long-Term Capital Management was a hedge-fund management firm boasting some of the best mathematicians, economists (including two Nobel Prize winners), and bond traders on Wall Street. This dream team of professors and practitioners developed complex mathematical models to guide the firm’s investing. The rule of thumb in finance and economics is that risk and return are twins: the more the risk, the greater the return. But the minds at Long-Term Capital Management tried to eliminate the risks of investing while generating extremely high returns.


For a while, the game worked. For four years in the mid-1990s, Long-Term Capital Management generated annual returns of more than 40 percent.21 But then, in quick succession, financial crisis struck the Far East and the Russian government defaulted on its debt. Long-Term Capital Management’s intricate equations and computerized models could not keep pace with the unexpected changes. Everything fell apart.


Although Long-Term was just one of many firms, its collapse threatened to bring down the entire financial sector. It had borrowed billions of dollars in assets from the major investment banks. Moreover, as financial journalist Roger Lowenstein notes in his account of Long-Term’s rise and fall, “the firm had entered into thousands of derivative contracts, which had endlessly intertwined it with every bank on Wall Street.” At one point Long-Term’s exposure totaled more than $1 trillion.22 Fearing that the firm would bring down the entire financial sector and even the global economy, the Federal Reserve finally stepped in to bail out Long-Term Capital Management. Virtually all the top Wall Street banks contributed to the multibillion-dollar bailout.


The fall of Long-Term Capital Management should have been a warning to the entire financial community about the dangers of embracing strictly mathematical economics. But the lessons were quickly forgotten. A decade later many of the same factors behind Long-Term’s collapse—the belief that mathematical models could eliminate risk, the spread of risky derivative contracts throughout the financial system, overleveraged banks—led to a far more extensive and damaging collapse.


With our most recent disaster, the Austrian School of economics was proved right once again. The wisdom of the Austrian counsel not to force economics into the realm of hard sciences should have been obvious. Many noted thinkers have echoed these warnings over the centuries.


Aristotle, as we have seen, laid out the traditional understanding of the sciences. Like Aristotle, the great eighteenth-century British statesman Edmund Burke understood politics, ethics, and economics to be sciences of human action. Burke expert Peter Stanlis summarizes: “According to Burke the chief strength of mathematics and of logical disquisitions consisted in considering one thing at a time, but the best judgments and results in moral and political problems came from having in one view the greatest number and variety of circumstances.”23


Countless non-Austrian economists have sounded the same refrain: economics is a human discipline that cannot be reduced to mathematical formulas or scientific theories. In the early nineteenth century, Jean-Baptiste Say observed: “The values with which political economy is concerned, admitting of the application to them of the terms plus and minus, are within the range of mathematical inquiry; but being at the same time subject to the influence of the faculties, the wants and the desires of mankind, they are not susceptible of any rigorous appreciation, and cannot, therefore, furnish any data for absolute calculations.”24


In the early twentieth century, Alfred Marshall offered another economist this advice: “(1) Use mathematics as a shorthand language, rather than as an engine of inquiry. (2) Keep to them till you have done. (3) Translate into English. (4) Then illustrate by examples that are important in real life. (5) Burn the mathematics.”25


After initially calling for economics to use the physical sciences as a model, Joseph Schumpeter concluded, in the words of biographer Thomas McCraw, “that exact economics can no more be achieved than exact history, because no human story with the foreordained plot can be anything but fiction.… The best mathematics in the world cannot produce a satisfactory economic proof wholly comparable to those in physics or pure mathematics. There are too many variables, because indeterminate human behavior is always involved.”26 Schumpeter, as we will see, studied with the Austrian economists, and his work reflects their influence.


John Kenneth Galbraith neatly summed up the shortcomings of a heavily mathematical approach: “The only function of economic forecasting is to make astrology respectable.”27


Keynesian “fine-tuning” of the economy in the mid-twentieth century became the most obvious example of the conviction that economics could be a hard science. As Jane Jacobs wrote, Keynesian economists “concentrated on creating a science of fiscal intervention—a real science, like chemistry and physics, in which one can count on precise, quantifiable interventions yielding predictable, quantifiable results.”28 Consequently, the movement to treat economics as a physical science has often been attributed to John Maynard Keynes.


But Keynes himself expressed doubts that the methods of the physical sciences could capture “the complexity, and reflexive nature, of social life.” Keynes biographer Robert Skidelsky notes that “Keynes’s skepticism about the use of mathematics in economics grew rather than diminished with age.” The great economist conveyed this skepticism as early as the 1920s, writing that mathematical economics breaks down because “we are faced at every turn with problems of Organic Unity, of Discreteness, of Discontinuity—the whole is not equal to the sum of the parts, comparisons of quantity fail us, small changes produce large effects, the assumptions of a uniform and homogeneous continuum are not satisfied.”29


Although Keynes’s most influential adherents did not follower this advice, the Austrian School of economics has always recognized that discreteness, that heterogeneity. Indeed, the very foundation of the Austrian theoretical approach is the concept that economics is a precise analysis of individual human action. The Austrians’ contributions—and warnings about the. mainstream approach—have been underappreciated for too long. Perhaps this most recent economic catastrophe will cause the establishment to recognize the Austrians’ contributions and heed their warnings at last.












2 Looking at Today and Dreading Tomorrow



How did this happen?


That’s been the question on everyone’s mind since vast sectors of the worldwide economy began collapsing in 2007. Although there has been no shortage of answers offered, most accounts by economists, politicians, and pundits have failed to explain fully how the global economy fell into its most precarious state since the 1930s.


On the macroeconomic level—looking at things on a large scale, rather than at individual people or companies—the economy has entered the last leg of what the Austrian School of economics calls the business cycle (or trade cycle). This occurs when large parts of the economy have fallen apart and businesses have to come to grips with the consequences of “malinvestment”—bad business decisions—financed with loans made at interest rates that the government keeps artificially low. In other words, it follows a period of false prosperity created by government intervention in the economy. The typical down leg is accompanied by bank failures, deflation, and high unemployment—all of which have been evident in recent years.


The simplest answer to the question “How did this happen?” is that the housing bubble burst. The biggest run-up of housing prices in history ended in a cataclysmic crash that left the American economy and many other economies in chaos. The carnage was extensive. Hundreds of thousands of people lost their homes, and housing prices declined nationwide by as much as 50 percent in less than two years. The Dow Jones Industrial Average plummeted by 30 percent almost overnight in September 2008. Just about everyone who had a pension or 401(k) fund lost 30 to 50 percent of his assets. Several of the nation’s largest brokerage houses went bust, including Lehman Brothers.


Like nearly all bubbles of recent memory, this one resulted from four financial curses that now beset the American economy:




	Artificial prosperity created by the federal government through credit expansion.


	Mathematical modeling by banks and traders.1



	The extraordinary budget deficits run by federal, state, and local governments.2



	The notion that time-tested, venerable market principles going back to antiquity have been replaced by new technology, government regulation, or a more enlightened humanity. (When a government official says something like, “We are in a new economic paradigm,” or “The traditional concept of the business cycle is outdated,” odds are that financial troubles are near.)







False Prosperity


In the case of the housing bubble, the U.S. Federal Reserve fueled false prosperity. It did so by suppressing interest rates to artificially low levels beginning in 2002. This was certainly not the first time that the Fed’s manipulations led to economic dysfunction.


Congress—working with a group of New York bankers—created the Federal Reserve System in 1913, ostensibly to stabilize the currency and prevent runs on banks and the “panics” that sometimes accompanied them.3 Over time the Fed’s mission expanded from merely stabilizing the currency to overseeing the national economy through the manipulation of the money supply to find just the “right mix” of inflation (too much money) and unemployment. (The so-called Phillips curve, a staple of mainstream economics for decades, held that there was an inverse relationship between inflation and unemployment—if unemployment drops, inflation will go up, and vice versa. The high unemployment and inflation of the 1970s “stagflation,” which befuddled the economics mainstream, exposed the error of this thinking.) An important step in the expansion of the Federal Reserve’s mandate came in 1946, when Congress passed the Full Employment Act, empowering the Fed to expand and contract the nation’s money supply to maintain employment. This mandate was based on a principle preached by John Maynard Keynes, whose thinking dominated the economics establishment. Keynes held that the federal government can “spend itself out of a recession” by lowering interest rates (increasing the money supply) or raising federal spending (stimulus) to create new demand throughout the economy.


In the decades since, politicians, mainstream economists, and the media have conditioned most people to think that it’s perfectly normal for the Fed—an unelected body—continually to inflate the currency, effectively controlling the throttle on the economy. According to the media, the Fed lowers the interest rate in an effort to “fine-tune” or “jump-start” the economy. Sometimes it adjusts rates in an effort at “belt tightening” or to “cool down” the economy.


But what tamping down interest rates really does is produce “easy money,” which eventually comes due at a monstrous price. With easy money comes malinvestment, since many people and businesses are tempted to borrow money and spend it in ways they never would if forced to pay the actual market-based value of the loan. This has been proved time and again.


Before the housing bubble burst, the previous crisis was the dot-com bubble, which exploded in 2000. People who had no understanding of the Internet were led to believe that companies associated with it were the “new IBMs” of the world. Companies that had nothing more than a paper prospectus raised tens of millions of dollars in stock offerings. The stock market has yet to recover from this fiasco: the NASDAQ eclipsed 5,000 in the year 2000 but never came close to that again over the next dozen years, settling at around 3,000.


After the stock market collapsed from the dot-com bubble, there was a minor recession. To “jump-start” the economy, the Fed dropped interest rates dramatically, from 6.5 to 3.5 percent within a few months.


But that Fed reaction was nothing compared with what came just a year later, following September 11. The Federal Reserve slashed the federal funds target rate, which is a key driver as the rate at which private banks lend to one another, to a mere 1 percent. Adjusted for inflation, the short-term interest rate was actually negative for two and a half years. What did this mean in real terms? “For bankers, in other words, money was free,” as author Charles R. Morris sums it up in his book on the housing bubble, The Two Trillion Dollar Meltdown.4 To keep rates so low, the Fed increased the money supply at a staggering rate. Thomas E. Woods Jr. reports in his bestselling book Meltdown that “more dollars [were] created between 2000 and 2007 than in the rest of the republic’s history.”5


All this easy money flooded the housing market. Interest rates remained low, and loans were easy to come by. The federal government used regulations to push banks into making imprudent loans and mortgages to expand home ownership and stimulate the building industry. The Federal Reserve also encouraged the Federal Housing Authority, plus quasi-governmental agencies like Fannie Mae and Freddie Mac, to borrow and lend heavily.6 All these factors lured many people to buy houses they could not afford.


The government’s interventions stimulated an artificial boom. Housing prices skyrocketed, and in turn the construction of new houses took off.7 As people saw supposed profits pile up from merely owning a home, many decided to become “flippers,” buying houses for the sole purpose of reselling them in short order. By 2005, 40 percent of all home purchases were either for investment or as second homes.8 And as Morris reports, “Merrill Lynch estimated that about half of all American GDP growth in the first half of 2005 was housing-related, either directly through home-building and housing-related purchases, like new furniture, or indirectly by spending refinancing cash flows.”9


Looking back in 2008, President George W. Bush tried to explain the causes of the housing bubble and the broader economic crisis by saying, “Wall Street got drunk.”10 What Bush didn’t say was that the U.S. government knowingly distributed the noxious alcohol that brought down Wall Street—and millions of naive Americans.


Congress and the White House did this by dramatically changing the way mortgages were issued in the United States. For decades, arguing that home ownership was a “right,” many politicians had fought to extend it among the population. The Community Reinvestment Act, originally passed during Jimmy Carter’s presidency, applied pressure on banks to loosen lending standards so that even low-income borrowers could buy homes. The Clinton administration increased the pressure on banks in the 1990s. Fearing lawsuits alleging discriminatory lending practices, banks complied. Thomas Woods highlights a revealing statement by Bill Clinton’s secretary of Housing and Urban Development (HUD), Andrew Cuomo, that reflects the attitude of many politicians on this matter. Announcing the settlement of a discrimination complaint with one mortgage lender, Cuomo acknowledged that the lender would “take a greater risk on these mortgagees, yes,” and would give mortgages to families who “would not have qualified but for this affirmative action on the part of the bank, yes.” He even admitted, “I am sure there will be a higher default rate on those mortgages than on the rest of the portfolio.” Never mind that the mortgages in question totaled $2.1 billion.11


Tragically, both the Federal Reserve and Congress encouraged bankers to seduce people into buying houses they could never possibly afford, at no money down, and with adjustable-rate mortgages that insidiously used “teaser rates.” The interest rate on a mortgage could quickly reset to double or triple the initial teaser rate. The new monthly payments frequently were higher than the borrower’s total income. Rather than urging caution, Federal Reserve chairman Alan Greenspan “cheered it on,” as Morris notes. In 2004, Greenspan said that families were losing “tens of thousands of dollars” by failing to take advantage of adjustable-rate mortgages that boasted teaser rates of 3.25 percent. The rate for long-term fixed mortgages was only 5.5 percent at the time. Morris writes: “In any scrapbook of bad advice from economic gurus, that should be near the top of the list.”12


In part because the government was so strongly encouraging mortgage lending, banks—dozens of banks—got away with making obviously bogus loans totaling hundreds of billions of dollars. Some unscrupulous brokers made money in the housing bubble, but millions of trusting souls were badly damaged, even destroyed, financially.


Austrian economists have for decades pointed out that one cannot fool the market for very long. Eventually the piper gets his due.







Economic Modeling


The financial crisis also exposed a complete breakdown of mainstream economic analysis. Austrian economists have long criticized the overreliance on mathematics and econometrics, and because of that the academy frequently derides the Austrian School for a nonmathematical approach. But in the wake of the recent collapse, significant figures in the world of finance and economics have recognized the failures of mathematical modeling. Basing banking and economic decisions purely on mathematics has had disastrous consequences.


For example, many economists and analysts have observed how financial institutions became convinced that they could eliminate the risk of loss in investments by using mathematical formulas. In 2000 a talented actuary devised a new formula that supposedly allowed massively complex risks to be modeled easily and accurately. As Wired magazine reported, “everybody from bond investors and Wall Street banks to ratings agencies and regulators” soon began using this formula. It became the basis for tens of thousands of faulty “subprime” mortgages nationwide.13 Relying on the formula, rating agencies such as Standard & Poor’s, Fitch, and Moody’s assigned AAA ratings to what we might call dodgy debt.14 This formula and similar models dramatically oversimplified correlations and the complex workings of markets. But many in the financial community embraced the promise of such formulas—even if they didn’t understand the math involved. British economic historian Robert Skidelsky, acclaimed biographer of John Maynard Keynes, points out: “Few of the bank executives and boards who were supposed to manage risk understood the mathematics of risk-management models. This did not prevent them selling [the models] to the public—or themselves.”15


According to Nobel Prize-winning economist Joseph Stiglitz, the problem was not confined to Wall Street. Stiglitz argues that the markets depend too much on the concept of efficiency and calls for an entirely new economic approach:




Bad models lead to bad policy: central banks, for instance, focused on the small economic inefficiencies arising from inflation, to the exclusion of the far, far greater inefficiencies arising from dysfunctional financial markets and asset price bubbles. After all, their models said that financial markets were always efficient. Remarkably, standard macroeconomic models did not even incorporate adequate analyses of banks. No wonder former Federal Reserve chairman Alan Greenspan, in his famous mea culpa, could express his surprise that banks did not do a better job at risk management. The real surprise was his surprise: even a cursory look at the perverse incentives confronting banks and their managers would have predicted short-sighted behaviour with excessive risk-taking.16





This statement could easily have been made by an economist of the Austrian School. As we saw in the previous chapter, many figures are now realizing that something is terribly wrong with the teaching of economics. Their criticisms, whether they realize it or not, run parallel with the warnings of the Austrians, who have always held that the quantitative approach to economics is seriously flawed. This call for a new approach in understanding the economy should lead to a reconsideration of the teachings of the Austrian School.







The Federal Budget


The third major factor in the bursting of the bubble was runaway government debt, which reflected rapidly increasing spending. Government deficits are one of the major indicators of economic distress. State and local governments have reached a crisis stage, as their economies haven’t generated sufficient tax revenues to cover spending. As for the federal government, the explosion in spending is well documented. Even in its most optimistic forecasts, the Obama administration estimated adding another $4 trillion to the national debt by 2015. The federal government is borrowing $40 of every $140 it spends.17


The federal budget can be most easily understood by dividing it into two constituent parts: mandatory and discretionary expenditures. Mandatory expenditures—which include deposit insurance, federal retirement, means-tested entitlements, Medicaid, Medicare, Social Security, and unemployment insurance, as well as interest paid on the national debt—involve “programs that do not come up for annual review or decision by either Congress or the President,” in the words of The Budget of the United States Government. Because these outlays do not require an annual appropriation, they become a permanent part of federal expenditures, and each succeeding administration must carry the burden. President Ronald Reagan may have disagreed with entitlement programs enacted during the New Deal and the Great Society, but he was still held responsible for raising revenue to continue them. There is no way to rein in the spending on most of these programs, because the government is required to pay out entitlements to any eligible recipient who applies. The Budget concludes: “Sometimes referred to as uncontrollable, these programs are clearly out of control.”18


Discretionary outlays, by contrast, are those the president proposes and Congress votes on. These include expenditures for programs administered by the various cabinet departments—Defense, Commerce, State, Justice, Treasury, Interior, Energy, Education, and so on. It is in these areas that budgetary restraint can take place, because the administration can change these outlays, with the cooperation of Congress. Obviously, the larger the proportion of discretionary expenditures, the easier it is to control the budget. When John F. Kennedy became president in 1961, fully 77 percent of the federal budget was discretionary; by the time Bill Clinton took office in 1993, the percentage had fallen to 63 percent; by 2009, when Barack Obama entered the White House, it had plummeted to about 30 percent.


The explosive growth of the mandatory portion of the budget reflected the institution of massive entitlement programs, most notably those of Lyndon Johnson’s Great Society. LBJ’s programs, such as Medicare and Medicaid, proved far more expensive than anyone had imagined. And almost every administration since the 1960s has added to these entitlements.


Moreover, Social Security outlays have radically increased over time (and will continue to do so). When Social Security was established in 1936, life expectancy was much lower, and so the projected payout was relatively modest. Because so many people were paying into the program, the system ran large surpluses. These were promptly invested into government debt, which allowed politicians to spend the “extra” money on current projects and hide the real deficit. As the “surplus” accumulated, politicians began to make the system more attractive by adding survivor and disability benefits, as well as allowing people to retire at younger ages. In truth, Americans have really been forced to invest in the ability of present-day governments to tax the future earnings of later generations of Americans.


Today there is no longer even a so-called surplus. With life expectancy increasing and not enough younger people paying into the system, Social Security collections fell short of the benefits paid out in 2010—the first time that had happened since 1983.


It has been obvious for decades that entitlement programs such as Social Security are unsustainable in their current form. Still, any suggestion of paring down the payouts has been a nonstarter politically. These programs have been considered untouchable. The very term entitlement conveys that these payments are owed to citizens as a matter of right. This represents a substantial cultural shift even from the early days of Social Security. The Social Security program, after all, was constructed on the idea that participant contributions to the system would fund the benefits to be collected later. Most Americans thought the program was a way to save, and they were building a fund for their old age and disability. They would have bristled at the suggestion that their Social Security payments meant, in effect, that they were accepting welfare. Today, however, the spread of “entitlement” programs has eroded the sense of a relationship between contribution and benefit.


To meet expenses it cannot control, the government is left to scramble to find the necessary funding—through taxation, borrowing, inflation, or growing the economy, or any combination of the four. The cumulative effects of carrying entitlement programs for decade after decade, essentially untouched, have devastated the federal budget. Indeed, no sober analysis can come to any conclusion other than that America is in its worst financial shape ever.


And the United States is not alone. Greece has faced massive rioting as government workers lashed out against cuts in pay and benefits. The future of the European Union has come into question as member nations have debated whether to bail out countries wracked by debt and unemployment, such as Greece, Ireland, Spain, and Portugal. Other European nations face the implosion of their massive welfare states. The benefits they pay out—which dwarf those paid by the U.S. government—simply cannot be sustained as the birthrates of these countries continue to drop.







Ignoring the Warning Signs


If the fundamental question to emerge out of the economic crisis is “How did this happen?” a second question often follows: “Why didn’t we see this coming?”


It is true that the collapse stunned politicians, bureaucrats, pundits, and even economists and banking and financial authorities. But at least some economists did warn that the apparent boom times were masking fundamental problems in the economy. For years—decades, in fact—economists from the Austrian School had been calling attention to the curses bedeviling the modern economy. These warnings typically went unheeded.


If the Austrian School received attention from the mainstream at all, it was usually dismissed or mocked. Consider, for example, a blog post that a well-established economist, Tyler Cowen of George Mason University, wrote in January 2005.19 At the time, the housing market was soaring, economic growth was strong, unemployment was low—in short, everything looked great. To Cowen, then, the warnings of Austrian economists seemed utterly misguided. He mockingly titled his post “If I believed in Austrian business cycle theory,” and wrote the following:




	I would think that Asian central banks, by buying U.S. dollars, have been driving a massive distortion of real exchange and interest rates.

The financial press as well the mainstream media have widely reported on the distortion of the foreign exchange markets.20 Asian banks have aggressively bought U.S. dollars to keep the value of the dollar higher than the market would allow under normal conditions. This kept the prices for U.S.-produced goods high and thus depressed U.S. exports. It also kept the value of Asian currencies low, dropping the prices of their goods and thus favoring their exports. In the fall of 2010, the Fed prompted complaints from the Chinese when it lowered the value of the dollar, because this attempt to expand exports challenged the Asian banks’ own currency manipulations.21




	I would think that the U.S. economy is overinvested in non-export durables, most of all residential housing.

Even back in 2005 there were plenty of warnings that low interest rates were creating an unsustainable housing bubble. Yet Cowen—and many others—didn’t see this.




	I would think that we have piled on far too much debt, in both the private and public sectors.

In 2004 the U.S. government had racked up a deficit of $412.7 billion, just three years after running a surplus of $128.2 billion. The trend looked ominous even from the perspective of 2005, and of course in the years since, the federal government has piled additional trillions on the public debt.22 Household debt had been soaring as well—from about 90 percent of annual disposable income in 2000 on its way to a high of 130 percent in 2007.23




	I would think these trends cannot possibly continue. Asian central banks may come to their senses. Furthermore the U.S. would be like an addict who needs an ever-increasing dose of the monetary fix. This, of course, would eventually prove impossible.

Cowen may have noticed that these trends came to an abrupt halt in 2007–9, with the collapse of the housing market, the bankruptcy of Lehman Brothers, and the rest. Meanwhile, under Chairman Ben Bernanke, the Federal Reserve has provided the U.S. addict steady doses of the “monetary fix.”







Lest there was any doubt that Cowen was ridiculing the Austrian School, he concluded his post by writing, “Of course that is not me.”


So just what has the Austrian School said to earn such derision? And how have the Austrians been right all along, whereas their critics have been proved wrong? In the next chapter we’ll look at the thinkers who have developed the Austrian School of economics. As we’ll see, these include some very sharp minds steeped in the Western tradition. They have thought the problems through, in different times and circumstances.


Once we understand the contributions of the Austrian School, we will recognize that it is not at all absurd to believe that the world can live in peaceful prosperity.












3 A Short History of the Austrian School



Ideas have consequences. This is especially true in the world of economics, where good ideas can pull nations out of poverty and lead to prosperity—and where a single bad idea can wind up being a calamity for millions.


In the mid-nineteenth century, Karl Marx was an unemployed writer scribbling in the British Museum while his family starved. Several decades later his ideas on economics—which added a toxic mix of materialism, atheism, and class warfare to the classical school’s labor theory of value (the value of a product is determined by the labor that goes into it)—had come to dominate much of the world, embraced by tyrants in the Soviet Union, China, Cuba, and many other countries. Marxism led to tyrannical regimes that claimed more than one hundred million lives through political persecution, famine, warfare, purges, and much more.


How different things would have been in China and Russia had the revolutionaries adopted the concepts of free markets and liberty. These ideas guided the Founding Fathers in the United States toward the end of the eighteenth century, and produced the freest, strongest, and most prosperous nation in history. More recently, in 1948, Germany’s economics minister, Ludwig Erhard, responded to economic distress by adopting free markets and sound money, bringing to the underclass a realistic hope of prosperity. The experiment succeeded. He could have chosen the same path as East Germany, which struggled.


John Maynard Keynes captured the extraordinary influence of economic ideas when he commented:




The ideas of economists and political philosophers, both when they are right and when they are wrong, are more powerful than is commonly understood. Indeed, the world is ruled by little else. Practical men, who believe themselves to be quite exempt from any intellectual influences, are usually the slaves of some defunct economist. Madmen in authority, who hear voices in the air, are distilling their frenzy from some academic scribbler of a few years back. I am sure that the power of vested interests is vastly exaggerated compared with the gradual encroachment of ideas.1





Keynes’s own career is a testament to this idea: no twentieth-century economist had as great an influence on the course of government economic policy as he did. And Keynes was quite right about the power of wrong ideas. Adding to the tragedy of Marxism is the fact that while Marx was conjuring up his faulty ideas, the Western world, which had seen warfare as far back as anyone could remember, was in the midst of a century of peace thanks to the premises of classical liberalism—simple economic ideas like the gold standard, free markets, and liberty.


By the 1970s, Keynes’s own ideas had produced a seemingly intractable economic dilemma. The United States and the rest of the developed world were wracked by inflation and economic stagnation. In late 1974, accepting the Nobel Prize in Economics, F. A. Hayek surveyed this scene and concluded that economists deserved blame: “We have indeed at the moment little cause for pride: as a profession we have made a mess of things.” Hayek noted that the ruinous inflation of the 1970s had been “brought about by policies which the majority of economists recommended and even urged governments to pursue.”2


The Austrian School was not part of the economics establishment that urged such misguided policies. It is important to understand the contributions of the many thinkers—including Hayek—who have developed the substantial teaching of the Austrian School over more than a century.




The Substantial Teaching of the Austrian School


The Austrian School’s influence is quite small in the American academy. Thus it may surprise the reader to discover that the Austrians’ essential ideas form the foundation of modern mainstream economics.


Ludwig von Mises, who is credited with bringing the Austrian School to the United States during World War II, made this point when describing the spread of Austrian thinking in the early twentieth century:




The number of foreign economists who applied themselves to the continuation of the work inaugurated by the “Austrians” was steadily increasing. At the beginning it sometimes happened that the endeavors of these British, American, and other non-Austrian economists met with opposition in their own countries and they were ironically called “Austrians” by their critics. But after some years all the essential ideas of the Austrian school were by and large accepted as an integral part of economic theory. [By the 1920s], one no longer distinguished between an Austrian school and other economics. The appellation “Austrian” school became the name given to an important chapter of the history of economic thought; it was no longer the name of a specific set with doctrines different from those held by other economists.3





But there are exceptions. The most important distinguishing characteristic of Austrian economics is its emphasis on the individual acting person. Whereas the other schools think in terms of aggregates, Austrians observe, individuals participating in the marketplace, what Mises calls “methodological individualism.”


Additionally, unlike the other schools, Austrians rarely speak of capital or labor as homogeneous units. It follows that Austrians don’t see mathematics as essential to economic thought; at best, math is a visual or conceptual aid. One will not see many equations or graphs in an Austrian treatise. Even Lord Keynes, often considered the nemesis of the Austrian School, now and then spoke harshly of math: “Too large a proportion of the recent ‘mathematical’ economics are mere concoctions, as imprecise as the initial assumptions they rest on, which allow the author to lose sight of the complexities and interdependencies of the real world into maze of pretentious and unhelpful symbols.”4


Still, many departments of economics that describe themselves as Keynesian insist on the substantial use of mathematics. Obviously, they have not read their master, or don’t take him seriously! For instance, the following formula is commonly used in macroeconomics classes at both the graduate and undergraduate levels: Y [GNP or output] = I [investment] + C [consumption] + G [government spending] + (X-M) [exports minus imports]. This equation assumes that all forms of investment or consumption or government are the same. To the Austrians, such a formula is woefully inadequate and misleading. In real life, each unit of investment is usually different: some are more productive than others; some are long-term, some short-term; each one has a different profitability. We are all taught in elementary algebra that you can’t add apples and oranges.


In the tradition of Aristotle and Thomas Aquinas, Austrians see economics as a practical science that deals with human nature and human choices. They believe that certain, very general laws of human action can be discerned by observation and deduction. The laws they deduce apply to human choice and nature in the face of scarcity.5


The Austrians are also fascinated with the division of labor as it has developed over time. They see the economy developing spontaneously and give great credit to entrepreneurs as the spark plugs of economic progress. Because of this observation, most Austrians are skeptical of government intervention. They tend to favor free markets and have been quite critical of socialism and planned economies. Since the Austrians hold that value begins with the individual acting person, the school comes into conflict with any objective theory of value such as those proposed by either the classical school or Marxism. There is a long history of intellectual debate between Marxists and Austrians, culminating in the predictions of Mises and Hayek that a socialist economic order was impossible and would collapse.


The best and easiest way to understand the Austrian School is to start with the contributions of its seminal thinker, Carl Menger, and trace the—development of the school through other prominent Austrians to the present day.6







The Founder: Carl Menger


The Austrian School began in 1871 with the publication of Carl Menger’s first book, Principles of Economics. Menger (1840–1921) ventured into economics in his mid-twenties as a newspaper reporter working at the Vienna stock exchange. He noticed that prices were not established anywhere except in the bidding contest among individuals out on the floor. This experience led to a major conclusion of Principles of Economics: value is determined by individual human judgment.


More specifically, Menger noted that if a person has a quantity of the same product, each unit of the product will be valued differently according to the individual’s needs. The more the person has of the good, the less he will be inclined to value additional units of it. If the individual has only a limited supply of the product, he will apply what he has to the most important uses first.


Consider water. In most parts of the country it seems abundant. Yet in the summer many cities must limit water usage, since demand is so high. Activities like the watering of lawns are restricted. The value of municipal water thus varies with time—depending on the seasons of the year, and even the particular hour of the day—and with usage. Similarly, on a hot summer day a street vendor can sell a twelve-ounce bottle of (tap) water for two dollars. On a winter day there are no vendors to be seen. So what’s the value of water? It depends on the individuals who want to sell it and buy it and their particular circumstances at any given time. There is no “objective” value of water. Menger’s concept, therefore, is known as the subjective theory of value.
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