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1. Introduction

The Neo-Austrian business cycle theory rests on two other Austrian
theories. In fact, one of its main characteristics 1is the Ilinkage
between the Austrian theory of money and the Austrian theory of capi-
tal. In order to appreciate the business cycle theory, these underlying
theories must be discussed first., Furthermore, HNeo-Austrians refer to
some equilibrium situation. This equilibrium serves as a benchmark in
their analysis and must be studied in order to comprehend their

business cyecle theory,

2. The theory of money

One of the two underlying theories is the theory of money, which aims
at explaining the existence of money and the function it plays in the
econemy. It explains the value of money in terms of its demand and
supply. This makees eclear why changes in the demand and supply
conditions of money have disturbing effects. As will be shown later,

it is these disturbances that set the business cycle in motien.

2.1, Monev and its value

Mises’s theory of money applies the marginal principle to money.
According to Mises, the sole function of money is to be exchanged.!
Money as a means of exchange enables individuals to cope with the
dispersion of knowledge in an uncertain and changing world.? As money
is scarce, it must be considered an economic good and like all
economic goods it has a price.? This price will depend on demand for

and supply of it. These depend in turn on the individuals’ valuations.*

! Mises, 1949 (1963), p. 401.

? Yeager, 1989, p. 92.

* 0f course, in order to give this price any meaning, one has to
choose a numéraire other than money itself. It is c¢lear that money has

as many prices as there are other goods.

4 Mises, 1912 (1924), pp. 85 - 6.
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In discussing the theory of momey, I shall concentrate on the demand
for money, because the Neo-Ausatrians regard the money supply as largely
determined by the monetary authorities (i.e., the government and the

central bank) and the private banks.

Money dces not satisfy wants directly, it merely facilitates exchange.
If one type of money is more readily accepted by the individuals than
another, they will demand more of that type.’® According to Mises the
utility individuals derive from using money is equal to the expected
utility derived from using the goods bought by it.® A problem now
arises. If money does not ‘'yield® wutility by its own, how deo the
individuals determine the amount of it thet they are willing to
sacrifice in exchange? In order to solve this problem an individual
needs to know what quantities of other goods one unit of money may buy,
i.e. its purchasing power. This purchasing power forms a bridge between
the utility derived from consumption on the one hand, and the *inutile’
money, on the other.’ However, there is a problem with regard to measu-
ring the purchasing power. For if the demand for money depends on its
quality as a medium of exchange, and if this quality depends on its
purchasing power, how can we determine the latter? Or, in other words,
if the demand for money depends on its price, and if the price of money

depends on its demand, how can we determine both? According to Mises,

> In fact, this desirability of money as a means of exchange is-
the very cause of its existence. According to Menger in his Grundsitze
(1871 (1968), pp. 250 - 60), money is an evolved social institution in
the same sense as language is. In a barter economy individuals consider
it advantageous to exchange their supply of goods against more easily
exchangeable goods. As an uynintended consequence of such human action,
money comes into existence. (In a footnote of almost one page, Menger
even gave some etymological views on the origin of the words used in
different languages to denote the medium of exchange)

§ Mises (1912 (1924), p. 85): "Nun ist aber ... der subjektive
Gebrauchswert des Geldes, der mit seinem subjektiven Tauschwert
zusammenfillt, nichts anderes als der antizipierte Gebrauchswert der
fiir das Geld anzuschaffenden Dinge; seine Grdpfe ist zu bemessen am
Grenznutzen der fiir das Geld einzutauschenden Giiter."

7 Mises (1912 (1924), pp. 85 - 6): "Da dem Geld als solchem jede
direkte Beziehung 2zu einem menschlichen Bediirfnis £fehlt, kann das
Individuum sich eine Vorstellung von seinem RNutzen und mithin wvon
seinem Werte nicht anders bilden, als indem es wvon einer bestimmten
Kaufkraft ausgeht.”
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there was a problem of circularity in his theory of money.? He tackles
this problem by referring to the mnotion of time. Individuals determine
their demand for money on the basis of its value as determined in the
market yesterday. Obviously this Jleads to .a problem of dinfinite
regress. The question then remains what determined the objective value
of money at first. Mises solves this problem by indicating that a geod
can only become money if it already possesses exchange wvalue based on
some other productive or consumptive function it performs.® Thus Mises
explains the wvalue of money by referring to the non-monetary purposes
which the money good used to have in the past. Money must be or must
have been useful for productive or consumptive purposes other than as

medium of exchange.

Of course, the demend for money is just one side of the coin. The other
side is constituted by its supply. As already stated, Neo-Austrians
regard this as largely determined by the monetary authorities
(notably, the government). However, this does mnot mean that these
authorities can manipulate the money supply as they Iike without
causing damage to the economy. This may be explained by the Austrian
view that money is not ’neutralt, i.e., that monetary changes have
effects on real variables. The reasons for this nonneutrality of money

will be considered mnext.

8 Butler, 1988, p. 267. However, Yeager {1989) argues that Patin-
kin (1956) has shown that this circularity problem is only apparent.
According to Moss (1976, p. 27), Mises confused ’the utility of (hol-
ding) money’ and *the utility of services provided by money’. Patinkin
(1956, p. 63}, on the other hand, clearly distinguishes these different
utilities and incorporated real balances directly into the individual’s
utility function by counting real cash balances as & part of the
individual’s wealth. Unfortunately, in Patinkin'’s economy any good can
perforn the function of money (by assumption it is the n-th goed}.
According to Hahn (1965), Patinkin’s model does not do justice to the
fundamentel role played by monay in a money economy. This means that it
does not do justice to the difference between a barter and a money
economy. Such difference may be obtained by incorporating money's
productive contributions in exchange.

° Mises (1912 (1924), p. 87): "Aus der Tatsache, dap der objektive
Tauschwert des Geldes stets einer Ankniipfung an ein auf dem Markte
zwischen dem Geld und den {ibrigen wirtschaftlichen Giitern bereits
bestehendes Austauschverhidltnis bedarf, da das wirtschaftende
Individuum anders nicht in der Lage wire, ein Werturteil {iber das Geld
abzugeben, folgt weiter, daf als Geld nur ein Objekt in Verwendung
genommen werden kann, das in dem Augenblick des Beginnes seiner
Tauschmittelfunktion bereits auf Grund anderweitiger Verwendung
objektiven Tauschwert besessen hat.™



2.2. The nonneutrality of money

One of the basic tenets of 'mechanical versions® of the quantity theory
of money is that, whenever the supply of money changes, the purchasing
power of money changes proportionally, given the demand for it. Money
only influences the absolute level of prices but does not change
relative prices. Monetary changes are therefore presumed to leave real
variables unaffected. One of the major contestants of this view was
R.G. Hawtrey. In his opinion changes in the supply of money were the
root cause of business cyecles by altering the rate of interest.
Because he assumed that this rate largely determined buginess
inventories, the latter would alsc change. In turn this led to a
business cycle.!®

Neo-Austrians also argue that monetary changes cause business cyceles.
But in their view cycles are constituted by real phenomena. Therefore
they criticize the mechanical version of the guantity theory of money
for different reasons than Hawtrey did. They hold that the supply of
money cannot be altered simultanecusly and uniformly for all
individuals.!! As a result the additional money will not be spent in
the same manner as the money which already existed. The real effects
caused by a change in the nominal supply of money will alter relative
prices and the distribution of income and wealth in the economy.!?
These changes cannot be studied by wusing a price index, because
different individuals in fact purchase different baskets of goods and
so may face different degrees of change in the purchasing power of

their income when relative prices change.!® With regard to policy, this

10 ¢cf., Hawtrey, 1913 (1970), pp. 61 - 3. Hawtrey's business cycle
theory is a purely monetary one, in the sense that changes in the
supply of meney and in the market rate of interest do not influence the
structure of production. In Schumpeter’s (1954 (1982), p. 1121)
opinion, Hawtrey held that ... fluctuations in the flow of money
income, themselves caused by exclusively monetary factors, are the only
cause of general cyelical fluctuations in trade and employment."

11 Mises, 1912 (1924), pp. 119 - 120; Hayek, 1929 (1976), p. 16.

12 Cantillon (1775 (1931), especially pp. 158 - 99) azlready
studies these real effects. According to Cantillen they may change the
velocity of eireulation, which leads him to conclude "... that by
doubling the quantity of money in & State the prices of products and
metrchandise are not always doubled" (p. 177). The effect that a change
in the money supply may change the velocity of eirculation, is called
the 'Cantillon effect'. See also Schumpeter, 1954 (1982), p. 317,

13 Mises, 1912 (1924), pp. 172 - 7.
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means that "[m)onetary policy, ... does not affect everyone to the same
degree."'* The proposition that changes in the demand for and the
supply of money affect relative prices is called the ’nonneutrality? of

15

money., It will prove to be indispensable for Neo-Austrizn business

cyele theory.

The nonneutrality has important implications for monetary policy. It
implies that governments and central banks cannot ensure that the
demand for real capital is equal to its supply, while at the same time
stabilising the price level.!® This leads Hayek to reject the
stabilization of the price level as a poliecy aim. In his view the
monetary authorities must refrain from credit expansion in order to
make the equalization of demand for and supply of real capital

possible.

As already argued, there are two theories underlying the Neo-Austrian
business cycle theory. The theory of money has been expounded above,
because money is considered the cause of the business cycle. It was
already at the Neo-Austrian position that the phenomena which
constitute the business cycle are real phenomena, which concern the
structure of production. Before expounding the business cycle theory.

itself some attention must be paid to the meaning of this structure.

14 Butler, 1988, p. 283.

15 Visser (1971, pp. 409, 429, 432 -~ 3) argues that pre-war
economists defined neutrality of money in terms of the maintenance of
monetary equilibrium. By contrast, post-war economists study the
restoration of this equilibrium, following a monetary disturbance. For
a list of preconditions for neutrality of money in the post-war sense,
cf. Aschheim and Hsieh, 1969, pp. 213 - 5.

16 Hayek, 1931 (1935), p. 27. Suppose a specific firm is broken up
inte two firms, i.e, differentiation takes place. Then, the volume of
trade (T in Fisher’s Equation of Exchange MV = PT) increases. Suppose
now that the government (or central bank) wants to stabilize the price
level P. Then, it must increase the money supply M, given the velocity
of money V. This will lead to changes in real wvariables, due to the
nonneutrality of woney. In fact, the accompanying distribution (or
Cantillon) effects will distort the so-called ’structure of preduction’
(ef. section 3 and 5). Conversely, suppose the government or the
central bank wants to equate the demand for and the supply of real
capital. It will then maintain monetary eguilibrium despite the change
in T, 1.e., MV is held constant and does not influence PT. As Fisher’s
Equation of Exchange always holds, prices will £all in the situation
under consideration because of the rise in T.



3. (Heo-)Austrian capital theory

The Austrian theory is one of the most elaborated capital theories in
economics. It emphasizes the ’capital structure® (or ’structure of
production’), the *'raisons d’étre’ for a positive rate of interest, and
the distinetion between the natural and the market rate of interest.

These three central issues will be addressed successively.

3.1. The capital structure
Austrians consider *capital’ as a set of heterogeneous, highly specific

goods, TIn their opinion i1t i1s possible to categorize these
heterogeneous capital goods according to their remoteness from
consumption. Consumer goods are called 'goods of the first order’.
Capital goods which are used in the production of these first-order
goods are called second-order goods; capital goods which produce
second-order goods are called third-order goods, and so forth. It is
then possible to distinguish stages of production which can be
categorized in a manner similar to that of capital goods, and which use
capital goods of the same order. Taken together, these stages form the
‘capital structure’. The capital goods used in a particular stage are
assumed to be highly specific.!’” Furthermore, once capital goods have
been produced, bought and installed, the investment is irreversible.
This irreversibility of investments has as a corollary that during the
business cycle the adjustment of the capital structure to its
equilibrium position is hampered. The readjustment process will take a
fairly long time and will involve great losses. This irreversibiliry is
one of the factors which make the business cyecle a phenomenon with

undesired consequences.

The capital structure is determined by the market rate of interest. To
some extent Austrians differ among each other with regard to the
reasons why there must be a2 rate of interest and why this rate must be

positive,.

3.2. The 'raisons d’atre’ of interest
Austrian views with regard to rates of interest may be divided into two

currents, namely a 'subjectivistic?® and a ’productivistic’ one. Whereas

17 0*Driscoll, 1977, p. 197.
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the former stresses the importance of time-preference, the latter also
emphasizes the productivity of capital. Eugen von BShm-Bawerk distin-
guished three reasons for a positive rate of interest: (1) people
overestimate the future satisfaction of their wants (or rather, their
future means to satisfy their future wants), (2) people systematically
underestimate their future wants, and (3) capital is productive. BBhm-
Bawerk was criticized by Carl Menger for not adhering to a purely
subjectivistie approach and for making concessions to the ’producti-

13 Menger’s directions as to the content of the ‘correct’,

vists’.
subjectivistic theory of capital were elaborated by Mises.!? Mises
considered the B&hm-Bawerkian explanation of interest as wrong.2? He
argued that "([i]t was a blunder to explain interest as an income

derived from the productivity of capital.r?!

Time-preference was the
sole reason for the existence of a positive rate of interest, as "... a
categorical requisite of human action."?? Human action would not be

possible without time-preference.?3

By contrast Hayek seems to agree much more with Bdhm-Bawerk, allowing
for productivity to be a ‘raison d’étre’ for a positive rate of
interest.?% However, later he also seems to have changed his mind
somewhat by putting more emphasis on time-preference: "... so long as
we consider solely an evenly progressing economy, the marginal
productivity of investment will depend almost exclusively on the

investment demand schedule with the supply of capital adapting itself

18 ¢f, Zuidema, 1989, pp. 69 - 70.

19 In the first edition of his Theorie des Geldes und der Umlaufs-
mittel (1912) Mises confined himself te a representation of the Bdhm-
Bawerkian theory. By 1924 he had, however, turned away from this. As
Zuidema (1989, p. 70 - 1} argues, much of Misesian capital theory "...
mway be considered an articulation of what had already been said in

Menger*s Zur Theorie des Kapitals".

20 Mises, 1949 (1963), p. 526.
21 Mises, 1949 (1963), p. 263.
22 Mises, 1949 (1963), p. 484,
23 If there were no time-preference, people would not be able to

act, because they could not decide when to act. Rational human action
is an expression of time-preference.

24 Hayek, 1936a, p. 53.
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to the newly comstant rate of productivity. But as socon as this even
progress is held up, and the supply of capital turns out tc be less
than had been expected, 'time-preference*® takes charge - ...."2?% Thus,
Hayek argues that productivity is the main reason for the existence of
a positive rate of interest in an evenly rotating economy, while time-

preference is the principal reason in a disequilibrium situation.

In conclusion, Neo-Austrian capital theory distinguishes two reasons
why there should be a positive rate of interest, namely, time-
preference and productivity (although the latter takes a less prominent
place). This positive rate determines the capital structure. According
to the Neo-Austrians this structure can be distorted, which implies
that there must be a ‘’ecorrect’® capital structure. This ‘correct'’
structure is also determined by & rate of interest, to wit, the natural
rate of interest. Thus, Austrian capital theory distinguishes between

two rates of interest.

3.3. Twp rates of interest

In 1898 Knut Wicksell defined the natural rate of interest as "Jene
Rate des Darlehenszinses, bei welcher dieser sich gegeniiber den
Giiternpreisen durchaus neutral verhdlt und sie weder zu erhhen moch zu
erniedrigen die Tendenz hat, kann nun keine andere sein als eben
diejenige, welche durch Angebot und HNachfrage festgestellt werden
wiirde, falls man sich iiberhaupt keiner Geldtransaktionen bediente,
sondern die Realkapitalien in natura dargeliehen wiirden - oder was etwa
auf dasselbe hinauskommt, =als der jeweilige Stand des natiirlichen
Rapitalzinses."?® Like Wicksell, Mises considers the natural rate of
interest (or, in his own terminclogy, the *originary’ trate of interest)
as determined by the valuation of present to future goods.2’ The
natural rate measures the time-preference of individuals. It expressas
the rate at whiech individuals are prepared to exchange present-period
consumption for consumption in future periods. The natural rate of
interest is not determined or the loan market: it i1is a ’mental

construct’. Apart from this rate there also exists a rate of interest

?5 Hayek, 1945, pp. 24 - 5.
26 Wicksell, 1898, p. 93 (italics in original).

27 Mises, 1949 (1963), p. 526.
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which is deterwined on the loan market. This *market’ rate of interest
(or, in Mises's words, the *gross money rate of interest’)2® is the
rate at which the supply of loanable funds equals the demand for loans.

It is a price, namely the price to be paid for loans.

The market rate of interest need not equal the natural rate. In the
Austrian terminology the market rate of interest may be *distorted’. In
that case the market rate does net reflect the individual time
preferences. This is what the natural rate does, so we might expect
that this rate governs the individuals®' decisions concerning present
and future consumption, and therefore their actions on the loan market.
This means that we might expect a tendency towards the equalization of
the market rate and the natural rate of interest. As Wicksell already
observed, this tendency does not imply that such equalization will in
fact occur.?® It will depend on the time it takes for the market rate
to adjust and on the number and severity of the distertions which

caused the divergence in the first place.

One of the main characteristics of equilibrium (in this case the
situation in which the capital structure is not distorted) is that the
marketlrate of interest equals the natural rate.?’ As seen above, the
latter determines which capital structure is in accordance with the
desires of dindividuals concerning their consuming and saving
activities. The natural rate is determined by the length of time
individuals are willing to postpone consumption. By contrast, the
market rate of interest reflects the actual length of time in which
individuals will indeed abstain from consumption. Whereas the natural
rate determines how long the period of production of consumer goods
should be in order to agree with the preferences of individuals, the

market rate reflects how long this period in fact is.

28 Mises, 1949 (1963), p. 538.

29 Wicksell (1898, p. 108): "[m)lan kann ... mit Sicherheit
erwarten, dass der Bankzins oder, algemeiner gesprochen, der Geldzins
sich schliesslich immer dem Stande des natiirlichen Kapitalzinses
anschliessen wird oder wvielmehr - da ja mneue Verdnderungen des
natiirlichen Zinsfusses unterdessen eingetreten sein kdnnen - immer die
Tendenz hat, sich demselben anzuschliessen. 0b aber dies auch mit
hinreichender Schnelligkeit geschieht ... erscheint von vornherein sehr
fraglich." (italics in original)

30 Mises, 1949 (1963), p. 538.
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3.4, Linking the theory of money with the theory of capital
Mises’s contribution to the Austrian theory of the business cycle is

that he linked the Austrian capital theory with their theory of money.
In his opinion, the demand for (and supply of) capital makes itself
felt in the demand for (and supply of) money.3®! Entrepreneurs must have
money in order to buy the capital goods required for preoduction. They
may either use their own money or they can borrow it on the loan
market. In either case the market rate of interest determines how much
money the entrepreneurs will jnvest in capital goods, and, therefore,
the length of the period of production.®? This period need not be the
same as the length of time for which individuals are prepared to
postpone their consumption. & business cycle comes into being if both
periods differ in length. Before comnsidering the Neo-Austrian business
eycle theory in more detail, we must first consider its point of

reference.

4. The Austrian business cyecle theory: static or dynamiec, exogenous or

endogenous?

Both Mises and Hayek refer to some sort of eguilibrium situation as a
kind of benchmark. However, their respective benchmarks differ. Whereas
Mises referred to a statie concept which he called the ’evenly rotating
economy’, Hayek defined a dynamic equilibrium concept in which change

is possible.

4,1, The benchmarks: stetic or dynamic equilibrium?

Mises*s theory of the business cycle identifies a situation which he
termed the ‘evenly rotating econemy.' It is a statie equilibrium

situation as it implies that all actions of all individuals remain the

31 Mises (1912 (1924), p. 348): "Die Kapitalsnachfrage tritt in
der Form der Geldnachfrage auf; der Kapitalbedarf ist scheinbar ein
Geldbedarf. Das darf uns iiber das Wesen der Erscheinung nicht tauschen.
Das, was man Geldiberflup und Geldknappheit zu nennen pflegt, ist in
Wahrheit Kapitaliiberflug und Kapitalknappheit.®

32 The 'length of the period of production® reflects the ’capital
intensity’ of the production processes used. The same applies to the
so-called 'roundaboutness® of production. In faect, 'roundaboutness’,
’length of the period of production’, and ’*capital intensity’ may be
regarded as synonyms. Thus, when the period of production is
lengthened, production becomes more roundabout, i.e., more cepital-
intengive.
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same in each period. However, Mises stresses that this is a highly
unrealistic condition.®3 It "... is merely a tool for our thinking."3%
In Mises’s view, we must analyze the tendency towards such an ’evenly
rotating economy’ and not this situation itself, because it can never
be reached.?® Thus, Mises’s analysis is dynamic in nature, although his
point of reference is a static one.

In contrast, Hayek explicitly says that his monetary business cycle
theory must be placed in a Walrasian general equilibrium framework.3®
This benchmark means that the theory must use the logic of comparative-
statiec general equilibrium theories. Then the business ecycle theory can
only demomstrate disturbances to be exogenous: the system will always
react by creating a new equilibrium.?’ The exogenous disturbance(s)
mist return time after time in order to explain the recurrence of the
cyelical movement. Hayek argued that this is a unsatisfactory feature
of such theories. In his view, business cycles must be explained by

33 In order to render such an explanation

endogenous disturbances,
posesible, one must introduce time. This urged Hayek to expand his

framework. Therefore, he defined a dynamic general equilibrium.

4,2, Individual and general equilibrium: the coordination problem

According to the Hayek, the actions of individuals are based on plans.
Individuals are said to be in equilibrium when they cannot improve
their actions, given their knowledge. Thus, in equilibrium, individual
actions are optimal (with regard to the plan upon which they are

based). This optimality is called individual equilibrium. On the other

hand, one cannot distinguish a plan for society as a whole. Therefore,

33 Mises, 1949 {1963), p. 247.
34 Mises, 1949 (1963), p. 248,

35 Mises (1949 (1963), p. 248): "It (i.e., the ’evenly rotating
economy’, RvZ) is not the deseription of a possible and realizable
state of affairs.”

36 Hayek, 1933a (1976), p. 42n.
37 Hayek, 1933a (1976}, pp. 42 - 43.

38 1 shall use the term ’endogenous’ in the Schumpeterian sense.
Schumpeter {1954 (1982), p. 745) considere ’endogenous’ business cyele
theories to imply that "... each phase of the cyclical process is
induced by the conditions prevailing in the preceding one.” ’Exogenous’
means then that each 'eycle’ is caused by a disturbance from outside
the system. '



12

general equilibrium must refer to individual plans, or rather, to the
multitude of individual equilibria.?® Optimality for the system as a
whole is characterized by optimality for all individuals. Such a
general equilibrium presupposes that no individual plan is frustrated,
j.e,, that they are all coordinated. Then there is no coordination
problem.®® In contrast, disequilibrium implies that this problem does
exist: some individuals® plans are frustrated. These individuals will

face unexpected consequences®! of their actions and will have to adapt

their actions in order to avoid further frustratioms in future
periods. This brings us to the intertemporal characteristic of Hayek’s

equilibrium concept.

4.3. Intertemporal equilibrium
Suppose that at the end of period 1 individual A changes his

preferences, and that all other data remain unchanged. If all other
individuals {say B and C) recognize this change immediately (that is,
before period 2 has begun and they already have acted), they will
change their actions (compared with period 1). If individual A’s new
actions already anticipate the new actions of B and C, none of our
three individuals will be disappointed.*? General dynamic equilibrium
in the Hayekian sense implies that individuals must have perfect
foresight, because they would otherwise be confronted with unexpected
cirecumstances, leading to the frustration of the fulfilment of their
plans.%® Hayek’'s general dynamic equilibrium concept implies that all
individuals act optimal, and that the changes in their actions are
optimal as well. A precondition then is that all individuals know how
to change their actions. For equilibrium to be maintained, all

individuals must know the external data and how the other individuals

3% Butos, 1986, p. 334,
49 0'Driscoll, 1977, pp. 26 - 8.

4l Notice that unexpected consequences of actions is not a synonym
for unintended consequences. Unexpected consequences may be intended,
and unintended consequences may be expected,

42 1f A did not anticipate the change in actions of B and C, he
will be disappointed in period 2. He will then start the process of
revising actions all over again.

43 Hayek, 1933¢ (1939), pp. 139 - 4l. Hayek elaborated the
relation between equilibrium and knowledge further in his 1937-article
'Economics and EKnowledge’.
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will (re)act. Perfect knowledge is therefore a defining characteristic

of the Hayekian general dynamic equilibrium.

4.4, The business cycle as a disequilibrium phenomenon

It may be possible that the plans and actions of the individuals are
discoordinated. In this situation knowledge cannot be perfect, for if
it were, nobody’s plans would have been frustrated. Hayek considers
knowledge in fact to be dispersed among all the individuals. This means
that the economy will not be in general equilibrium., He interprets the
business cycle as a discoordination (and therefere disequilibrium)
phenomenon in which individuals are confronted with unexpected outcomes

of their actions.

During a business cycle individuals are faced with unexpected outcomes.
In other words, they make expectational errors. But more importantly,
they do not make these errors randomly. Empirical evidence shows thaf
these errors are similar across the various markets. This means that
many individuals maeke similar mistakes. Hayek must therefore explain
why individuals make expectational errors and, moreover, why different
individuals make similar mistakes.** According to him, there are two
reasons why individuals, and more specifically entrepreneurs, should
make similar expectational errors. The £irst and exogenocus reaseon
refers to some psychological state of mind (e.g., Pareto’s ’waves of
optimism or pessimism", Keynes’s ‘’animal spirits’). However, Hayek
considers it more likely that the entrepreneurs are misled by
following guides and symptoms which as a rule prove reliable. One of
these rules (and undoubtedly the most important one) is the price
system: "... it may be that the prices existing when they (i.e., the
entrepreneurs, RvZ) made their decisions and on which they had to base
their views about the future have created expectations which must
necessarily be disappointed.™ > The prices (including the market rate
of interest) on which entrepreneurs base their actions may be
distorted. This causes expectational errors on the part of the

entrepreneurs, which leads to the creation of a business cycle.

44 Hayek, 1933c¢ (1939), p. 14l.

45 Hayek, 1933c (1939), p. 14l.
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5. Neo-Austrian business cycle theory

The causes: credit expansion expectational errors

Bec-Austrian business cycle theory starts by adopting a Wicksellian
framework, in which - for analytical purposes - one may distinguish
between the natural rate of interest (the ‘originary rate’) and the
market rate of interest.®® This framework attaches much importance to
the monetary side of the economy. In fact, the Neo-Austriens think the

cause of business eycles to be of 2 monetary nature. On the other hand,

the phenomena which constitute the business cycle, are not monetary but

real.4?

As already stated, the demand for and supply of capital manifest
themselves in the demand for and supply of money on the loan market.
Suppose that the demand for loans remains constant whilst an expansion
of ecredit, whether caused by the government or by the private banks,
increases the supply of loanable funds on the loan market.%® Mises
assumes ’for the sake of simplicity’ that the additional money "...
flows into the loan market and reaches the rest of the market only via
the loans granted."%® Given the unchanged demand for loans, the market
rate of interest will be lowered, if the entrepreneurs expeset that "...
the supply of capital (and thus the market rate of interest, RvZ) will
for some time continue at the present level. The entrepreneurs regard

the present supply of capital and the present rate of interest as a

46 Mises, 1949 (1963), p. 538; Hayek, 1931 (1935), p. 27.

47 Hayek’s Geldtheorie wund _Konjunkturtheorie (1929, English

‘translation Monetary Theory and the Trade Cyele (1933a)) may be
regarded as an account of the monetary causes of the business cycle,
while Prices and Production {(1931) deals with the real phenomena which
constitute it (cf. Hayek, 1931, p. xiii, note l; Machlup, 1977, p. 23).
Profits, Interest and Investment (1939) is a refinement and an
elaboration of Prices and_ Production (ef. Hayek, 1939, p. vii; Machlup,
1977, p. 28).

4% As Butler (1988, pp. 289 - 290) pointed out, "[clhanges in both
the supply of money and in the demand for it might initiate roughly
similar disturbances ..., but Mises's main attention goes on changes in
supply, which he suggests are more pronounced. Whatever its origin, the
point is that changes in the money relation, that is, the interplay
between the supply of money and the demand for it, bring about changes
in prices and wages."

49 Mises, 1949 (1963), p. 551.
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gignal that approximately the same situation will continue to exist for
some time, It is only some such assumption that will justify the
employment of additional capital to start new roundabout methods of
production which, if they are to be completed, will require continued
investment over a further period of time."?? Note that the *distorted’
narket rate of interest leads the entrepreneurs to make expectational
errors. {The absence of these errors {or the absence of the distortion
in the market rate of interest) would mean that the entrepreneurs have
petfect knowledge, which was the defining characteristic of general
equilibrium. The entrepreneurs must have imperfect knowledge and make

expectational errors for a business cycle to get under way.

The natural rate of interest (as determined by the time-preferences of
individuals) will however not be altered directly by the credit

51 This means that the market rate becomes lower than the

expansion.
natural rate, and that plaoned savings are not large encugh to cover

planned investments.

5.2. The boom

0’Driscoll and Rizzo have elaborated the onset of the boom by

distinguishing three effects, namely (1) a discount effect, (2)
derived-demand effects, and (3) cost effects.’? Consider the following
standard present value (PV) formula®®:

PV =8, [ (l4x) + 8, [ (1+r)2 + ... + 8 [ (L+r)",

with 8, = expected stream of quasi-rents in perioed i,

and = market rate of interest.

The three effect may now be explained in the following manner:

>% Hayek, 1933c (1939), p. l42,

51 Mises admits, however, that some indirect influence will exist.
Because of the nonneutrality of momey, the credit expansion changes the
distribution of dincome and wealth among the individuals who have
different time-preferences. Therefore, the distributional changes lead
to a change in the natural rate of interest. Note that this reasoning
may iead to the same result as the 'Lucas’ critique’. If the monetary
authorities want to egquate the natural and the market rate of interest
by expanding credit, the natural rate will be altered indirectly
because of the distributional effects caused by the nonneutrality of
money. The policy aim will then not be attained.

52 O'Driscoll and Rizzo, 1985, p. 205.

>3 0’Driscoll and Rizzo, 1985, p. 205.
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(1) The discount effect arises because the market rate of interest is
used by entrepreneurs as a discount rate. A fall in this rate raises
the present value of the expected stream of quasi-rents, making it more
profitable to invest more.

(2) The cost effects may be explained by observing that the market rate
of interest is also the price to be paid for loans. Thus borrowing
money becomes cheaper, which makes some hitherto-unprofitable projects
profitable, given the present value of the quasi-rents. Both the
discount and the cost effects will increase the profitabilicy of
investment in all capital goods.

(3) The derived-demand effect, by contrast, makes investment in some
capital goods more profitable, while at the same time reducing the
profitability of investment in others. Suppose that there are twoe types
of capital goods: capital goods of type 1, yielding consumption output
in the more distant future, and type 2, yielding consumption goods in
the present. The demand for type 2 capital goods will depend mere on
the current demand for consumption goods than that of type 1. If the
market rate of interest falls, entrepreneurs are inclined to assume
that the individuals are prepared to postpone their consumption longer.
Producers of capital goods of type 1 will hire production factors
currently employed in the production of consumption goods and capital
goods of type 2. Consumption will be replaced by investment and will
become available in the more distant future. The period of production
is lengthened, i.e. the production processes have become more capital-

intensive.

During the expansion process entrepreneurs compete for the factors of
production. This will tend to raise their prices and those of producer
goods. Those individuals who see their incomes rise as a consequence of
the inecreases in factor prices (e.g. increases in their wage rates),
are able to exert a higher demand for consumer goods. But the supply
of these goods has declined, because production factors have been
transferred from the consumer to the producer goods industries. Then
the prices of the consumer goods will rise, forcing individuals who

have not experienced a rise in income to curb their consumption.®*

>4 Hayek (1931, p. 18) refers to this phenomenon as ’forced
saving’. (For a discussion of different views on the ’doctrine of
forced savings’, see Hayek, 1931, pp. 17 - 19, and 1932 {1939), pp. 183
- 97). It rather seems to be a forced reduction in real income.
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These price increases, combined with spreading optimism, will induce
entrepreneurs to continue to invest. However, in order to make these
increasing investments possible more credit is necessary, because of
the consequent rises in product and faector prices. "The boom can last
only as long as the credit expansion progresses at an ever-
accelerated pace."> For if the credit expansion ceases, the market

rate of interest will rise.

5.3, The crisis _

According to Mises, the boom comes to an end when the credit expansion
is insufficient to keep up with the accelerating demand for more
loanable funds. "The boom comes to an end as soon as additional
quantities of fiduciary media are no longer thrown upon the loan
market."® It then seems possible to avoid the crisis by continuing and
accelerating credit expansion. However, this will lead to ever-
accelerating (hyper-)inflation and ultimately to the collapse of the
monetary system.”’ As governments, monetary authorities and private
banks do not want such a breakdowm, they will sooner or later stop the
credit expansion. The demand for money will continue to rise for some
time (due to inflationary expectations) and the supply of money will
not. This results in a trise in the wmarket rate of interest. Borrowing
money becomes more expensive, which means that some of the projects
started during the boom will prove to be unprofitable. Entrepreneurs
will not be able to obtain the funds they need for continuing their
boom projects. Those investments which prove to be wrong must then be
liquidated. It turns out that toc many capital goods of type 1 have
been produced, and too little capital goods of type 2. We may therefore
speak of 'malinvestments'. The entrepreneurs retrench their activities:
the depression {(or contraction process) sets in, leaving unfinished

investment projects in its wake.

Hayek discerned another way in which the boom must end. In his article

'Profits, Interest and Investment’®®, he assumed the market rate of

®5 Mises, 1949 (1963), p. 555.
>6 Mises, 1949 (1963), p. 555.
37 For an empirical study of hyperinflation, cf. Cagan, 1956.

>8 Hayek, 1939 (1950), pp. 3 - 72.
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interest constant. Despite this, the end of the boom will also be
inevitable. In order to derive this conclusion, he made changes in the
rate of interest equivalent to changes in the rate of profit.*? Now,
changes in the level of profits cause the crisis.®®

Hayek assumes that during the first phase of the boom the real wage
rate (w) (defined as the nominal wage rate of particular labour divided
by the product which that labour produced) is high compared with the
market interest rate (r)., This means that the ratio r/w is low. This
leads entrepreneurs to switch to more capital-intensive production
processes. However, the prices of consumer goods as well as of
production factors rise during the boom. Hayek assumes that during the
first phase of the boom the real wage rate increases. Later, during the
second phase, this rate will decrease. This decrease will lead to a
rise in r/w. Employing labour then becomes relatively less expensive,
The entrepreneurs realize that they have invested in too capital-
intensive methods of production. They will start substituting labour
for capital, thereby reducing the demand for capital goods and causing
the depression. This ie called the ’Ricardo effect’. As the ratio r/w
changes over the cycle like an accordeon (or concertina) the effect is
alsc called the 'Concertina effect’., Central in the argument of the
'‘Ricardo effect’ is that at the beginning of the boom r/w is low,
whilst it is high at the end of this peried. Hayek never explains why
this must be so. As Blaug notes, "Hayek takes for granted that
commodity prices typically rise faster than money wages in the upswing
of the business cycle: real wages fall in the boom."®!

The Ricarde effect endogenizes the ecyele by wmaking its recurrence
dependent on the circumstances in the previous period. It reinforces
the depressing effect of cessation of the credit expansion. During the
process of recovery credit flows back to the banks, laying the

foundation for a new cycle.

5.4, The depression

The depression i1ie characterized by the reverse process as occurred

during the boom. According to Mises the economy returns to 1its

3% Machlup, 1977, p. 22.
60 Estey, 1956, p.220.

61 Blaug, 1962 (1977), p. 543.
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equilibrium position, which will be maintained if no further credit
expansion occurs. In Hayek’s view, however, credit flows back to the
banks and lays the foundation for a new boom. Furthermore, there will
be a reversed 'Ricarde effect', which will make the use of too labour-

intensive production processes profitable.

According to HNeo-Austrians the depression is a process which one
should not try to aveid. On the contrary, it "... dis in fact the
process of readjustment, of putting production activities anew in
agreement with the given state of the market data: the available supply
of factors of production, the evaluations of the consumers, and
particularly alsc the state of originary interest as manifested in the

né 2

. publie’s wvaluations, The depression is a necessary and inevitable

consequence of the boom., One should try to avoid starting a boom, not

the ensuing depression.

According to Mises the net result of the Dbusiness cyele is
impoverishment. In his wview some people have increased their wealth,
but "..,. the immense majority must foot the bill for the malinvestments
and the overconsumption of the boom episode."5? It must be noted that
when Mises speaks about impoverishment, he means a relative and not am
absolute impoverishment: the economy could have performed better in the
absence of the credit expansion and the consequent boom. Unfortunately,
the eriteria he used for this judgment are rather obscure.®®

Hayek, on the other hand, considers the business cyecle an inevitable
process. It is inherent to decentralized market economies. The 'Ricardo
effect? will make entrepreneurs use too capital-intensive production
processes during the boom, whereas they will be too labour-intensive
during the depression. One of the main reasons for this is the
dispersion of knowledge, which makes it impossible for entrepreneurs to

avoid expectational errors. These are inherent teo a capitalistic,

62 Mises, 1949 (1963), p. 563.
€3 Mises, 1949 (1963), p. 564.

64 Mises claims that an economy could have performed better if it
did not have experienced a business cycle. At the same time he admits
that some people are better off because of the cyecle, while the
position of others has become worse. Mises’s assessment then implies
that in his cpiniecn the loss of utility of the latter is larger than
the gain of wutility of the former. However, this presuppcses the
meaningfulness of interpersonal utility comparison. It might be better
to speak of 'potential impoverishment?®.
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decentralized market economy. Therefore, it is meaningless to speak of
the business c¢yecle as a relative impoverishment: the eyecle is

unavoidable.

5.5, The revival

Like the boom, .the depression will not last forever., The process of
credit contraction, which forms the essence of the depression, raises
the market rate of interest above the natural rate. Malinvestments are
eradicated and the market rate of interest will equal the mnatural rate
again. But just as the boom could not continue forever, the depression
will also come to 2 halt. During the eredit contraction process, credit
flows back to the private banks, which obtain a high liquidity.®3 This
makes them increase the supply of loaznable funds on the loan market.
This lowers the market rate of interest and a new boom gets under way.
Mises and Rothbard, on the other hand, do not think this is
unavoidable. In their wview the recurrence of the cycle must be
explained by recurring credit expansion by the government and the
central bank. These monetary authorities deliberately expand credit for
their own purposes, spurred by the call of some individuals for such an
expansion.®®

Analogous to the Ricardo effect at the end of the boom, Hayek discerns
a reverse effect at the end of the depression. The relation rfw has
fallen, which will induce investment in capital-intensive processes of
production. Entrepreneurs will substitute capital for labour. This

increases the demand for capital goods, triggering off a2 new boom.

6> ¢f. Hawtrey, 1913 (1970), pp. 189 - 203. Hawtrey's business
cycle theory is a purely monetary theory. He argued that credit
expansion by the banks is the main cause for the business cyele. During
the depression credit flows back to the banks, improving their
liquidity. This will enable the banks to expand eredit again, which
will lead to another business cycle.

66 Mises, 1949 (1963), p. 578: "People are the more discouraged
the greater their optimism was in the days of the upswing. They have
for the moment lost self-confidence and the spirit to enterprise to
such an extent that they even fail to take advantage of good
opportunities. But the worst is that people are incorrigible. After a
few years they embark anew upon credit expansion, and the old story
repeats itself." This explanation of the recurrence of the cycle is
rather psychologistic, leaving the changes in mental attitude
unexplained.
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5.6, The ’cure’ for the business cyecle

Considering the views expounded above, it will not come ss a surprise
that the Austriane reject policies of credit expansion. In their view
the best cure for the business cycle is to prevent it altogether. And

this can be done best by abstaining from credit expansiom.

According to Mises the best way to prevent the occurrence of a busi-
ness eyele is to render expansionary c¢redit creation impossible. The
best institutional way to do this is the combination of the gold
standard with the system of free banking, in which every bank is
allowed to create its own currency and is free to compete with other
banks with regard to attracting lenders and borrowers. As Mises stated:
"... under free banking it would have been impossible for credit
expansion with all its inevitable consequences to have developed into a
regular - ... - feature of the economic system."®’ He even goes so far
as to claim that "[olnly free banking would have rendered the market
economy sSecure against crises and depressions."®® In his opinion the
government and the central bank, and not private enterprise, make the
fault of causing the business cycle. As Haberler observes, Mises
believes that without the suppert of the government and the central
bank, the commercial banks e¢an never produce a dangerous credit
expansion, because they would immediately lose cash and become
insolvent.®?

Hayek also advocated the free banking system. Already in 1937 he

O although his major work on the subject was

mentioned this idea,’
published in the 1970s. In his 1976-pamphlet ‘'Denaticnalization of
Money’ he concluded that "[tlhe abolition of the government monopoly of

money was conceived to prevent the bouts of acute inflation and

67 Mises, 1949 {1963), p. 443,
68 Mises, 1949 (1963), p. 443,

6% Haberler, 1937 (1946), p. 65. Mises himself speaks also about
insolvency (1949 (1963), p. 447). This seems rather strange, because 2
bank will only become insclvent if it gives money away, or if it lends
money to debtors who are mnot creditworthy. This is far £from in
agreement with general banking practice. Therefore, the word
’insolvent’ might better be replaced by *illiquid’. It leads to the
conelusion that banks will pot go bankrupt. Nevertheless, a check on
credit expansion under free banking will remain, because the government
will not act as 'lender of the last resort’.

7% Hayek, 1937b (1971), p. 77; see also Visser, 1989, p. 3.
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deflation which have plagued the world for the past 60 years. It proves
on examination to be also the much needed cure for a more deep-seated
disease: the recurrent waves of depression and unemployment that have
been represented as an inherent and deadly defect of capitalism.™’!
*Currency competition’ is seen as the best way to prevent credit
expansion and therefore business cycles.

Thus the conclusion seems to be justified that Neo-Austrianism

propounds free banking as a means to prevent business cyeles.

Although Neo-Austrians are highly sceptical towards stabilizatien
policies, some argue that certain types of depressions should be
prevented by taking policy measures. In Profits., Interest and
Investment Hayek makes an important distinction between an ordinary
mild depression and a ’secondary depression’.’? Whereas in the 1930s
his wviews on the poliecy measures to be taken against a secondary
depression are not easy to disentangle’?, in 1978 he stated that
"[sluch a 'secondary depression’ caused by an induced deflation should
of course be prevented by appropriate monetary counter-measures."’*
These measures must be directed against a further shortening of the
period of production. This leades Hayek to suggest that the new credit
must become available to the producers, because they will invest, stop
the shortening of the period of production and therefore end the
secondary depreésion.75 As knowledge is dispersed throughout the
economy, however, two problems arise’®: (1) it is difficult to
ascertain whether the market rate of interest in fact is equal to the
natural rate; (2) it seems almost impossible to know the extent to
which credit must be expanded.

Mises does not address the problem of a secondary depression. However,
one may expect him to oppose credit expansion in order to end such a

depression, given his vehement attacks on ’interventionism’.’’

71 Hayek, 1976, p. 99.

72 Hayek, 1939 (1950), pp. 176 - 7.

73 Barry, 1979, p. 165.

74 Hayek, 1978, p. 210.

75 Estey, 1956, p. 218,

6 Ccf., also Machlup, 1977, pp. 23 - 4.

77 Mises, 1949 (1963), especially Chapter XXXVI, pp. 855 - 61,
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Thus, Mises and Hayek differ in their views on the appropriate measures
against a secondary depression. Mises's recommendation may best be
interpreted as an extreme form of ’therapeutiec nihilism’®, whereas

Hayek's position in this respect is more moderate.’?®

6. Comments by latter-day Neo-Austrians

This section will be limited to the comments given by some of the most

important Neo-Austrians, notably Murray Rothbard and Ludwig Lachmann.’?®

6.1, Rothbard

Rothbard in principle adheres to Mises’s analysis. But whilst Mises
held that both changes in the demand for and the supply of money may
cause similar disturbances (although admittedly he emphasized the
latter), Rothbard neglects the changes in the demand for meney and
claims that "{tlhe Austrian wview holds that persistent inflation is
brought about by continuing and chronie incereases in the supply of
money, engineered by the federal government."®? Government directly or
indirectly causes inflation and therefore the boom. As the depression
is a necessary consequence of the boom, governments are responsible for
the relative impoverishment of the economy. The recurrence of the boom
"... stems from the fact that banks will always try to inflate credit
if they can, and government will almost always back them up and spur
them on,"®! The only way to prevent business cycles is to render credit

expansion impossible. This can be done by enacting a law against credit

78 The term ’therapeutic nihilism’ was used by William Johnston
(1972, p. 223) to typify the Neo-Austrian intellectual pesition which
concentrated on diagnosis to the neglect of therapy. However, Hayek is
clearly willing to prevent the secondary depression, although he argues
that such prevention must be carried out very carefully (cf. Hayek,
1978, pp. 210 - 1).

7% T would have liked to discuss Israel M. Kirzner'’s views on
business cycle theory, but (to the best of my knowledge) he has been
remarkably silent on this subject.

80 Rothbard, 1963 (1975), in Introduction to the third edition.

81 Rothbard, 1963 (1975), p. 37.
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expansion, i1i.e. against fractional-reserve banking.®* But a more
fundamental alternative is the establishment of a system of free
banking, combined with the return to a commodity standard.®® Therefore
Rothbard agrees with Mises and Hayek on free banking as the best

prevention of credit expansion.

There is another point of agreement between Mises and Rothbard. Az we
have seen, Mises was criticized by Hayek for not having developed an
endogenous theory of the business c¢ycle. Rothbard, as an
essentialist,®* denies the validity of this criticism by asserting that
"[plrocesses are either analyzed correctly or incorrectly; the only
test of any analysis dis its truth, not whether it is exogenous or
endogenous. If the process (of credit expansion, RvZ) is really
exogenous, then the analysis should reveal this fact; the same holds
true for endogenous processes. HNo particular wvirtue attaches to a
theory because it is one or the other."®> Again Rothbard agrees with
Mises and argues that credit expansion by the government ({or the

government-backed central bank) causes the business cycle.

With regard to secondary - depressions Rothbard’s position is quite
clear. In his view depressions in general constitute adjustment
processes which eradicate malinvestments. It is possible that in the
course of such an adjustment process this dismantling of malinvestments
overshoots the ’free-market equilibrium point’®. However, Rothbard does
not consider this to be serious, because a credit contraction cannot
create malinvestments, and therefore will not lead to another business

cycle.®® In the secondary depression the market rate of interest is

82 If fractional-reserve banking is abolished, private banks are
not able to increase their lending potential by lending teo each other.
Friedman (1948, p. 247} agrees with the Neo-Austrians on this point:
"The private creation of money can perhaps best be eliminated by
adopting the 100 per cent reserve proposal, thereby separating the
depositary from the lending function of the banking system."

83 Rothbard, 1963 (1975), pp. 3@ - 32.

84 Rothbard describes himself as an Aristotelian and neo-Thomist;
ef. Rothbard, in Dolan, 1976, p. 24. This Aristotelianism leads him to
claim that it is possible to understand the ’essences’ of the (social)
world around us.

85 Rothbard, 1963 (1975), p. 36; emphasis in original.

86 Rothbard, 1962, p. 865; ¢f. also note 113 (p. 940).
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lower than the natural rate. Planned savings are larger than planned
investment. Therefore production does not take place in a sufficiently
capital-intensive manner. The production processes would be more
capital-intensive if the entrepreneurs would not make expectational
errors concerning the *trus' (natural) rate of interast. Rothbard does
not consider this insufficient capital-intensity a problem, because it
ie his firm belief that the market will correct the entrepreneurial
expectational errors rapidly.®’ However, just as the economy could have
performed better in the absence of a business cycle, one could argue
that the individuals in the economy under consideration could have had
higher standards of living if the overshooting had not occurred. This
may provide a reason for preventing the secondary depression, as Hayek
already indicated. Yet Rothbard would probably reject such a prevention
(1) because of the inability of the monetary authorities to determine
whether the £frec-market equilibrium point has been reached, and (2)
because {even if this point could be determined) it is impossible teo
stabilize the economy by credit expansion because of the nonneutrality
of money. It will be noticed that the rejection on grounds eof
principle (i.e. on the assumption that the market will correct the
overshooting rapidly) then has been replaced by a rejection for more

pragmatic reasons.

6.2, Lachmann
Lachmann starts from the proposition that there is no such thing as the
theory of business cycles.®® In his opinion the task of business cycle
theory is to list all their possible causes and therefore his approach
may be characterized as ‘eclecticist'.®® He believes that it is gquite
possible that business cycles are caused by other factors than credit
expansion. He regards malinvestment and underconsumption theories not
30

as mutually exclusive, but rather as complementary. Using Hicks’s

87 Rothbard, 1962, p. 865.

8% tachmann, 1978, p. 100, 113.

89 Lachmann, 1978, p. 101, 113,

°% Lachmann, 1978, pp. 100 - 1,
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°!l, he argues that "... an

distinction between weak and strong booms
underconsumption theory, which ﬁﬁght account for the end of a weak
boom, is not exactly a suitable instrument for analyzing strong booms.
And there is now good historical evidence to show that strong booms (as
explained by the Austrian theory, RvZ) were a more or less regular
feature of the expanding world economy in its ’normal’' conditions from
1870 to 1914."°2 In Lachmann’s opinion the Austrian theory is just one
explanation of the business cycle, explaining the more £requently

oceurring beooms.

The above shows that Lachmann is not uncritical towards the Austrian
theory. Egger even argues that Lachmann rejects the equilibrium

93 But we have seen that

approach of Hayek's Prices and Production.
Mises and Hayek used general equilibrium as a benchmark, not as the
starting point of their analysis. Moreover, Lachmann in fact also
implieitly recognises a general equilibrium, because he refers to the
interpersonal inconsistency’* of individual plans. This presupposes the
notion of interpersonal consistency, i.e. general equilibrium. On the
other hand, he has a different opinion concerning the existence of a
tendency towards equilibrium. Whereas Mises and Hayek are convinced
that such a tendency exists, Lachmann c¢laims that "... in process
analysis ... we need no such assumption."®® Therefore his position

- regarding a tendency towards general equilibrium is wmuch more sceptieal

than those of Mises, Hayek and Rothbard.

Lachmann argues that the Austrian business cycle theory is essentially
dynamic, by referring to non-reversibility of dinvestments. Static

equilibrium 4is timeless, whereas in the (Neo-)Austrian analysis

%1 Hicks (1950, p. 107) distinguishes between wesk booms "which
die of their own accord" and strong booms "which are killed by hitting
the ceiling". Or, again in his own words, "[t]lhe main reason for the
collapse of a weak boom is the insufficiency of its accelerator; the
main reason for the collapse of a strong boom is the insufficiency of
real resources to sustain it."(Hicks, 1950, p. 133).

°? Lachmann, 1978, p. ll3.
?3 Egger, 1986, p. 62.
%4 Lachmann, 1978, p. 40.

9% Lachmann, 1978, p. 40,
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historical time plays an important role. According to the HNeo-
Austrians, ’what’s done is done’, and needs time to be undone.®®
Moreover, Lachmann (like his fellow-Austrians) stresses that capital is
a set of heterogeneous goods.?’ This heterogeneity and the specificity
of capital goods reinforce the non-reversibility of investments, which

makes the ad justment process more time-consuming and more costly.

With regard to the secondary depression, Lachmann strongly defends the
need to avoid such a process, He even adheres to the view that the
prevention of such a depression "... must always be the primary aim of
monetary policy in a recession."®® This again shows his scepticism

towards (Neo-)Austrian theory.

Lachmann’s eclecticism not only becomes apparent when he argues that
underconsumptionist and malinvestment theories of the business cycle
are complementary, but also when he considers technological change as a
possible cause of the business cycle.’? Schumpeter had zlready
developed a Dbusiness cyele theory which treated technological
development as the most important cause of the cycle.!®? In this theory

the monetary system does not constitute the main disturbing factor of

9¢ Lachmann, 1978, p. 118.
°7 Lachmann, 1978, p. 102.
9% Lachmann, 1978, p. 120.

9% Lachmann’s fellow-Neo-Austrians did not consider technological
change in this respect, although Hayek did address the gquestion whether
a central planning authority could more adequately wuse the
opportunities for increasing ’general wealth’ made available by
technical development than individual entrepreneurs; cf. Hayek, 1936b
(1984).

100 Tn Schumpeter’s view, ’imnovation’ means combining factors of
production in new ways which were not known before (1939, p. 88), which
means that new knowledge has been ’created’. An innovation leads to
increased consumer and producer spending. Spreading through the economy
from the point where they originated, these inecreases create the boom,
However, this process will not go on indefinitely, because when
completely spread out, the effects of the innovation will cease. On the
other hand, according to Schumpeter, ",.. many people will act on the
assumption that the rates of change they observe will continue
indefinitely, and enter into tramsactions which will result in losses
as soon as facts fail to wverify that assumption" (1939, p. 145). This
will also apply to transactions on the loan market. As we have seen in
section 5.3., the credit expansion must come to an end, otherwise the
menetary system will ultimately collapse.
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the business eycle.!®! It nevertheless plays an important role during
the boom, because it enables it to start and to continue. Lachmann also
develops a business cycle theory which identifies technological change
as the main cause of the cycle. He assumes that labour is homogeneous,
that there is no labour mobility between industries and that there is
a fairly rapid intercyclical increase in labour productivity as a
result of technological progress.!®? Furthermore, he presumes that the
consumer goods industry, the ecapital goods industry, and the raw
materials industry are complementary; in the sense that an increase in
the demand for consumer (C-) goods will raise the demand for equipment
{(E-goods) and raw materials (R-goods).l19? The output of a Ffourth
sector, of the *dynamic key (K-) dindustry’® which is highly sensitive to
innevations, may be complementary to or competitive with the output of
C, E and R. This will depend on two effects, namely the ‘'Lundberg
effect® and the *Ricardo effect’. The former is a cost effect and
concerns the relationship between present costs and expected future
yields.l1?% It presupposes the market rate of interest as given. A rise
in costs will then lower the inducement to invest.!®” The Ricardo
effect, which is identical to that of Hayek, is a substitution effect.
It also applies when the market rate of interest is constant. It checks
the boom by raising the real wage, thereby inducing the substitution of
labour by capital goods. In this way it creates capital shortages and
thus checks the boom, even if the market rate of interest would be
constant.

Given these assumptions Lachmann shows that a business cycle may come

101 peijonhufvud (1984, pp. 187) created a taxonomy which defined
four types of business eyeles. These types are defined in terms of (1)
the nature of the cause of the cyele, and (2) the nature of the
phenomena which comstitute it. Both ’natures’ may be real (R) or
nominal (W) (although ‘’monetary' is perhaps a better term). This
approach leads to a two-way taxonomy: N/N, N/R, RfN, and R/R. The Neo-
Austrian theory belongs then te the N/R category while that of
Schumpeter and Lachmann may be characterized as R/R., Cf. also Garrison,
1989, p. 5.

102 YJachmann, 1977, p. 272.

103 tachmann, 1977, p. 273,

104 Erik Lundberg (1937, p. 230) related receipts to the rate of
interest. Lachmann argues that the theorem may be extended so as to

cover other costs than interest. Cf. Lachmann, 1977, note 6 on p. 285.

105 Lachmenn, 1977, p. 273.
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about because of the introduction of an innovation. His theory may be
regarded as an extension of (or better, a supplement to) the Hayekian
theory. Moreover it incorporates Schumpeter’s analysis into the Neo-

Austrian framework.
7. An assessment

The criticism against the (Neo-Austrian) theory of money is twofold.
Firstly, as Moss pointed out, Migses dnsisted on the relative
unimportance of the speculative demand for money, thereby cutting short
a line of development in Austrian thought that could have proved useful

in explaining business cycles.'?®

Secondly, Mises implicitly assumes
that people when plenning the optimum size of their «ash holdings, form
expectations about future price behaviour on the basis of past price
experience. This, as Moss remarks, 4is a rather bold empirical
statement.!®? It seems very likely that other factors will also

influence price expectations.

The theory of capital plays an important role in the Neo-Austrian
business c¢ycle theory. Heterogeneous capital goods are arranged in
stages of production. These stages are vertically related to each
other. However, there are cross-linkages between the stages of
production which possibly render the (Neo-)Austrian scheme of thought

incapable of describing an economy’s capital structure adequately.

Apart from criticisms against the theories underlying the business
ecycle theory, the latter itself has also been eriticized. Four lines of
such eriticism may be distinguished.

Firstly, Mises treats credit expansion as an exogenous cause of the
cyele. It would completely disappear if the monetary authorities would
refrain from credit expansion. In his view the cyele is not a regular
and unaveidable phenomenon, but entirely due teo the distorting
influence of credit expansion. As Haberler concludes, the cause of its

recurrence is a politieal or ideological one.!%® Hayek explains the

108 Moss, 1976, p. l4. As already argued in section 2.1 (note 6),
Mises confused ’'the utility of (holding) money’ with ’the utility of
the services provided by money’.

107 Moss, 1976, p. 21.

108 Haberler, 1937 (1946), p. 65.
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cycle in a different way. He distinguishes between individual and
general equilibrium, and interprets the cycle as a discoordination
phenomenon, which 1s inherent in the market system as we know it.!?°
The ‘'Ricardo effect’ (or ‘'Concertina effect?’) endogenizes the
explanation of the business e¢yele. Moreover, Hayek treats the monetary
system endogenously, i.e. as part of the competitive system. The
depression remains the inevitable readjustment process, made necessary
by the boom.

Secondly, HNeo-Austrian business ceyecle theory attributes great
significance to changes in the market rate of interest. With regard to
investments, however, other influences (such as the expected prices of
output and input) may play a larger role. Again, Hayek tries to repair
this possible deficiency by holding the market rate of interest
constant. The role formerly played by this rate is then taken over by
the rate of profit. According to Hayek, even with a constant market
rate of interest the boom will come to an end because of the ’'Ricardo
effect’. The workings of this effect, however, depend on his assumption
that the ratio r/w is low at the beginning of the boom and high at the
end of this phase, It is not eclear if Hayek's assumption with regard to
the r/w-ratioc is correct.

Thirdly, the inevitability of an ‘ordinary’ depression does not lead to
the conclusion that a secondary depression is necessary as well. If
the readjustment process is completed, but pessimism and the effects of
a deceleration principle cause some ‘’overshooting’, it does not
necessarily follow that governments and central banks must abstain from
intervention to prevent a secondary depression. According to Rothbard
oen the other hand, secondary depressions do not cause malinvestments
and therefore cannot lead to another business cycle. Certain profit
opportunities will arise, which indicate that the economy has not
reached equilibrium., He does not consider this a problem and trusts
that the market will scon fulfil these opportunities. However, the
secondary depression does mean a relative impoverishment of the
economy, because the arising profit opportunities indicate a movement
away from general equilibrium. Furthermore, as overshooting means that
people consume more (save less) than they want to, secondary
depressions imply undesirabilities for the dindividuals. Hayek and

Lachmann therefore argue that there are reasons to expand credit, so as

109 Hayek, 1933a (1976}, pp. l43 - 4.
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to prevent a secondary depression. According to Estey Hayek’s position
is that "[i]f any credit is to be granted at all, it should be to the
producers, to encourage them to lengthen the process of production; and
this only because the effects of deflation have caused the structure of
production te shrink more than the voluntary distribution of saving and
spending will eventually justify. But a very precise knowledge of the
amount o¢f stimulus to be given and wvery careful arrangements to
withdraw the credit at the precise time necessary to avoid
overexpansion of producers’ goods, and so another boem and ecrisis,
would be needed."!!? Given their methodologically individualist and
subjectivist views, Neo-Austrians cannot but advise to refrain from, or

at least be very reserved concerning, intervention in the loan market.

Technological progress did not play an important part in the Austrian
theory of the trade cycle. Lachmenn introduced this subject by
combining Schumpeterian and Austrian business cyecle theories. Moreover,
he made clear that the Austrian business cyele theory supplies only one
of the possible explanations of the phenomenon of industrial
fluctuations, In his view the major theories are complementary, in the
sense that each explains a different type of business cyecle. This is of
course completely at odds with Rothbard’s opinion that the Austrian

theory is the only correct one.

8. Conclusions and final remarks

According to 0'Driscoll and Rizzo the main difference between schools
of thought lies in the questions they pose, and not so much in the
answers they give.!!! (Neo-)Austrians are individualists and
subjectivists. This implies that they will pay much attention to the
individual subjects and specifically to the dimperfect knowledge and
the plans of these individuals, PFurthermore, they will try to explain
‘macroeconomic’ (or 'aggregative') phenomena in terms of the plans of
individuals. Hayek’s distinction between individual and general

equilibrium is therefore of great importance as a benchmark.

Neo-Austrian business c¢ycle theory identifies unexpected meonetary

110 Estey, 1956, p. 218.

111 g'priscoll and Rizzo, 1985, p. 229,
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disturbances as causing the business c¢cycle. These disturbances may be
either exogenous (Mises, Rothbard) or endogenous (Hayek). The boom gets
under way because of the nonneutrality of money, the dispersion of
knowledge, entrepreneurial expectational errors, and the non-
reversibility of (mal)investments. The non-reversibility is caused by
the Neo-Austrian (historical) time concept and the heterogeneity and
specificity of capital goeds in their analysis. Although caused by
monetary disturbances, the boom itself is constituted by real

phenomena.

According to Neo-Sustrians a boom cannet be sustained by increasingly
expanding credit because this would lead to hyperinflation and the
cellapse of the monetary system. Furthermore, the dispersion of
knowledge (and therefore the incomplete knowledge on the part of the
policy-makers) and the nonneutrality of money render it impossible to
pursue a contra-cyclical monetary policy. The primary or ‘ordinary’
depression is a necessary consequence of the boom. This does not apply
to the secondary depression. But if this does ocecur, the Neo-Austrians
differ with regard to the policy measures to be taken. Rothbard and
presumably Mises would resist a credit expansion; Hayek and Lachmann,
on the other hand, propose to lend additional money to producers in
order to prevent a further shortening of the period of production, and
if necessary to lengthen it again. But they caution the policy-makers
not to overshoot the necessary credit expansion, as otherwise another
business cyele would occur. These two Neo-Austrian positions regarding
the policy measures to be taken in order to divert & secondary
depression may be considered two forms of ’therapeutic nihilism?, an

extreme and a moderate one.ll?

In conclusion, the main characteristics of the Neo-Austrian business
cyecle theory are: (1) some perfect-knowledge point of reference (or
benchmark), be it a static or dynamic onej (2) a dynamic disequilibrium
analyeis; (3) a monetary cause of the cycle (combined with the
nonneutrality of money, leading to real disturbances); (4) the

dispersion of knowledge (giving rise to entrepreneurial expectational

112 The notion of ’therapeutic nihilism’, of course, implies

radicalism with regard to policy. By the standards of the Heo-Classical
Synthesis it 1s in fact a very extreme position. This even applies to
its moderate wersion.
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errors and disequilibrium phenomena); {5} real disequilibrium
phenomena, notably non-reversible malinvestments, which constitute the
eycle; (6) some form of ’therapeutical nihilism’. Furthermore, the
theory explains business e¢ycles either exogenously or endogencusly

(with the help of the ’Ricardo effeect’},
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