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Austrian School of Economics 
by Peter J. Boettke 

 

The Austrian school of economics was founded in 1871 with the publication of Carl 

Menger’s Principles of Economics. MENGER, along with WILLIAM STANLEY JEVONS and LEON 

WALRAS, developed the marginalist revolution in economic analysis. Menger 

dedicated Principles of Economics to his German colleague William Roscher, the leading 

figure in the German historical school, which dominated economic thinking in German-

language countries. In his book, Menger argued that economic analysis is universally 

applicable and that the appropriate unit of analysis is man and his choices. These choices, 

he wrote, are determined by individual subjective preferences and the margin on which 

decisions are made (see MARGINALISM). The logic of choice, he believed, is the essential 

building block to the development of a universally valid economic theory. 

The historical school, on the other hand, had argued that economic science is incapable of 

generating universal principles and that scientific research should instead be focused on 

detailed historical examination. The historical school thought the English classical 

economists mistaken in believing in economic laws that transcended time and national 

boundaries. Menger’s Principles of Economics restated the classical political economy view of 

universal laws and did so using marginal analysis. Roscher’s students, especially Gustav 

Schmoller, took great exception to Menger’s defense of “theory” and gave the work of 

Menger and his followers, EUGEN BÖHM-BAWERK and Friedrich Wieser, the derogatory name 

“Austrian school” because of their faculty positions at the University of Vienna. The term 

stuck. 

Since the 1930s, no economists from the University of Vienna or any other Austrian 

university have become leading figures in the so-called Austrian school of economics. In the 

1930s and 1940s, the Austrian school moved to Britain and the United States, and scholars 

associated with this approach to economic science were located primarily at the London 

School of Economics (1931–1950), New York University (1944–), Auburn University (1983), 

and George Mason University (1981–). Many of the ideas of the leading mid-twentieth-
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century Austrian economists, such as LUDWIG VON MISES and F. A. HAYEK, are rooted in the 

ideas of classical economists such as ADAM SMITH and DAVID HUME, or early-twentieth-

century figures such as KNUT WICKSELL, as well as Menger, Böhm-Bawerk, and Friedrich von 

Wieser. This diverse mix of intellectual traditions in economic science is even more obvious 

in contemporary Austrian school economists, who have been influenced by modern figures 

in economics. These include ARMEN ALCHIAN, JAMES BUCHANAN, RONALD COASE, Harold 

Demsetz, Axel Leijonhufvud, DOUGLASS NORTH, Mancur Olson, VERNON SMITH, Gordon 

Tullock, Leland Yeager, and Oliver Williamson, as well as Israel Kirzner and Murray 

Rothbard. While one could argue that a unique Austrian school of economics operates within 

the economic profession today, one could also sensibly argue that the label “Austrian” no 

longer possesses any substantive meaning. In this article I concentrate on the main 

propositions about economics that so-called Austrians believe. 

The Science of Economics 

Proposition 1: Only individuals choose. 

Man, with his purposes and plans, is the beginning of all economic analysis. Only individuals 

make choices; collective entities do not choose. The primary task of economic analysis is to 

make economic phenomena intelligible by basing it on individual purposes and plans; the 

secondary task of economic analysis is to trace out the UNINTENDED CONSEQUENCES of 

individual choices. 

Proposition 2: The study of the market order is fundamentally about exchange 

behavior and the institutions within which exchanges take place. 

The price system and the market economy are best understood as a “catallaxy,” and thus 

the science that studies the market order falls under the domain of “catallactics.” These 

terms derive from the original Greek meanings of the word “katallaxy”—exchange and 

bringing a stranger into friendship through exchange. Catallactics focuses analytical 

attention on the exchange relationships that emerge in the market, the bargaining that 

characterizes the exchange process, and the institutions within which exchange takes place. 

Proposition 3: The “facts” of the social sciences are what people believe and think. 

Unlike the physical sciences, the human sciences begin with the purposes and plans of 

individuals. Where the purging of purposes and plans in the physical sciences led to 

advances by overcoming the problem of anthropomorphism, in the human sciences, the 
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elimination of purposes and plans results in purging the science of human action of its 

subject matter. In the human sciences, the “facts” of the world are what the actors think 

and believe. 

The meaning that individuals place on things, practices, places, and people determines how 

they will orient themselves in making decisions. The goal of the sciences of human action is 

intelligibility, not prediction. The human sciences can achieve this goal because we are what 

we study, or because we possess knowledge from within, whereas the natural sciences 

cannot pursue a goal of intelligibility because they rely on knowledge from without. We can 

understand purposes and plans of other human actors because we ourselves are human 

actors. 

The classic thought experiment invoked to convey this essential difference between the 

sciences of human action and the physical sciences is a Martian observing the “data” at 

Grand Central Station in New York. Our Martian could observe that when the little hand on 

the clock points to eight, there is a bustle of movement as bodies leave these boxes, and 

that when the little hand hits five, there is a bustle of movement as bodies reenter the 

boxes and leave. The Martian may even develop a prediction about the little hand and the 

movement of bodies and boxes. But unless the Martian comes to understand the purposes 

and plans (the commuting to and from work), his “scientific” understanding of the data from 

Grand Central Station would be limited. The sciences of human action are different from the 

natural sciences, and we impoverish the human sciences when we try to force them into the 

philosophical/scientific mold of the natural sciences. 

Microeconomics 

Proposition 4: Utility and costs are subjective. 

All economic phenomena are filtered through the human mind. Since the 1870s, economists 

have agreed that value is subjective, but, following ALFRED MARSHALL, many argued that the 

cost side of the equation is determined by objective conditions. Marshall insisted that just as 

both blades of a scissors cut a piece of paper, so subjective value and objective costs 

determine price. But Marshall failed to appreciate that costs are also subjective because 

they are themselves determined by the value of alternative uses of scarce resources. Both 

blades of the scissors do indeed cut the paper, but the blade of SUPPLY is determined by 

individuals’ subjective valuations. 
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In deciding courses of action, one must choose; that is, one must pursue one path and not 

others. The focus on alternatives in choices leads to one of the defining concepts of the 

economic way of thinking: opportunity costs. The cost of any action is the value of the 

highest-valued alternative forgone in taking that action. Since the forgone action is, by 

definition, never taken, when one decides, one weighs the expected benefits of an activity 

against the expected benefits of alternative activities. 

Proposition 5: The price system economizes on the information that people need 

to process in making their decisions. 

Prices summarize the terms of exchange on the market. The price system signals to market 

participants the relevant INFORMATION, helping them realize mutual gains from exchange. In 

Hayek’s famous example, when people notice that the price of tin has risen, they do not 

need to know whether the cause was an increase in DEMAND for tin or a decrease in supply. 

Either way, the increase in the price of tin leads them to economize on its use. Market 

prices change quickly when underlying conditions change, which leads people to adjust 

quickly. 

Proposition 6: Private property in the means of production is a necessary condition 

for rational economic calculation. 

Economists and social thinkers had long recognized that private ownership provides 

powerful incentives for the efficient allocation of scarce resources. But those sympathetic 

to SOCIALISM believed that socialism could transcend these incentive problems by changing 

human nature. Ludwig von Mises demonstrated that even if the assumed change in human 

nature took place, socialism would fail because of economic planners’ inability to rationally 

calculate the alternative use of resources. Without private ownership in the means of 

production, Mises reasoned, there would be no market for the means of production, and 

therefore no money prices for the means of production. And without money prices reflecting 

the relative scarcities of the means of production, economic planners would be unable to 

rationally calculate the alternative use of the means of production. 

Proposition 7: The competitive market is a process of entrepreneurial discovery. 

Many economists see COMPETITION as a state of affairs. But the term “competition” invokes 

an activity. If competition were a state of affairs, the entrepreneur would have no role. But 
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because competition is an activity, the entrepreneur has a huge role as the agent of change 

who prods and pulls markets in new directions. 

The entrepreneur is alert to unrecognized opportunities for mutual gain. By recognizing 

opportunities, the entrepreneur earns a profit. The mutual learning from the discovery of 

gains from exchange moves the market system to a more efficient allocation of resources. 

Entrepreneurial discovery ensures that a FREE MARKET moves toward the most efficient use 

of resources. In addition, the lure of profit continually prods entrepreneurs to seek 

innovations that increase productive capacity. For the entrepreneur who recognizes the 

opportunity, today’s imperfections represent tomorrow’s profit.1 The price system and the 

market economy are learning devices that guide individuals to discover mutual gains and 

use scarce resources efficiently. 

Macroeconomics 

Proposition 8: Money is nonneutral. 

Money is defined as the commonly accepted medium of exchange. If government policy 

distorts the monetary unit, exchange is distorted as well. The goal of MONETARY 

POLICY should be to minimize these distortions. Any increase in the MONEY SUPPLY not offset 

by an increase in money demand will lead to an increase in prices. But prices do not adjust 

instantaneously throughout the economy. Some price adjustments occur faster than others, 

which means that relative prices change. Each of these changes exerts its influence on the 

pattern of exchange and production. Money, by its nature, thus cannot be neutral. 

This proposition’s importance becomes evident in discussing the costs of INFLATION. The 

quantity theory of money stated, correctly, that printing money does not increase wealth. 

Thus, if the government doubles the money supply, money holders’ apparent gain in ability 

to buy goods is prevented by the doubling of prices. But while the quantity theory of money 

represented an important advance in economic thinking, a mechanical interpretation of the 

quantity theory underestimated the costs of inflationary policy. If prices simply doubled 

when the government doubled the money supply, then economic actors would anticipate 

this price adjustment by closely following money supply figures and would adjust their 

behavior accordingly. The cost of inflation would thus be minimal. 

But inflation is socially destructive on several levels. First, even anticipated inflation 

breaches a basic trust between the government and its citizens because government is 
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using inflation to confiscate people’s wealth. Second, unanticipated inflation is redistributive 

as debtors gain at the expense of creditors. Third, because people cannot perfectly 

anticipate inflation and because the money is added somewhere in the system—say, 

through government purchase of BONDS—some prices (the price of bonds, for example) 

adjust before other prices, which means that inflation distorts the pattern of exchange and 

production. 

Since money is the link for almost all transactions in a modern economy, monetary 

distortions affect those transactions. The goal of monetary policy, therefore, should be to 

minimize these monetary distortions, precisely because money is nonneutral.2 

Proposition 9: The capital structure consists of heterogeneous goods that have 

multispecific uses that must be aligned. 

Right now, people in Detroit, Stuttgart, and Tokyo City are designing cars that will not be 

purchased for a decade. How do they know how to allocate resources to meet that goal? 

Production is always for an uncertain future demand, and the production process requires 

different stages of INVESTMENT ranging from the most remote (mining iron ore) to the most 

immediate (the car dealership). The values of all producer goods at every stage of 

production derive from the value consumers place on the product being produced. The 

production plan aligns various goods into a capital structure that produces the final goods 

in, ideally, the most efficient manner. If capital goods were homogeneous, they could be 

used in producing all the final products consumers desired. If mistakes were made, the 

resources would be reallocated quickly, and with minimal cost, toward producing the more 

desired final product. But capital goods are heterogeneous and multispecific; an auto plant 

can make cars, but not computer chips. The intricate alignment of capital to produce various 

consumer goods is governed by price signals and the careful economic calculations of 

investors. If the price system is distorted, investors will make mistakes in aligning their 

capital goods. Once the error is revealed, economic actors will reshuffle their investments, 

but in the meantime resources will be lost.3 

Proposition 10: Social institutions often are the result of human action, but not of 

human design. 

Many of the most important institutions and practices are not the result of direct design but 

are the by-product of actions taken to achieve other goals. A student in the Midwest in 

January trying to get to class quickly while avoiding the cold may cut across the quad rather 



7 

 

than walk the long way around. Cutting across the quad in the snow leaves footprints; as 

other students follow these, they make the path bigger. Although their goal is merely to get 

to class quickly and avoid the cold weather, in the process they create a path in the snow 

that actually helps students who come later to achieve this goal more easily. The “path in 

the snow” story is a simple example of a “product of human action, but not of human 

design” (Hayek 1948, p. 7). 

The market economy and its price system are examples of a similar process. People do not 

intend to create the complex array of exchanges and price signals that constitute a market 

economy. Their intention is simply to improve their own lot in life, but their behavior results 

in the market system. Money, law, language, science, and so on are all social phenomena 

that can trace their origins not to human design, but rather to people striving to achieve 

their own betterment, and in the process producing an outcome that benefits the public.4 

The implications of these ten propositions are rather radical. If they hold true, economic 

theory would be grounded in verbal logic and empirical work focused on 

historical narratives. With regard to public policy, severe doubt would be raised about the 

ability of government officials to intervene optimally within the economic system, let alone 

to rationally manage the economy. 

Perhaps economists should adopt the doctors’ creed: “First do no harm.” The market 

economy develops out of people’s natural inclination to better their situation and, in so 

doing, to discover the mutually beneficial exchanges that will accomplish that goal. Adam 

Smith first systematized this message in The Wealth of Nations. In the twentieth century, 

economists of the Austrian school of economics were the most uncompromising proponents 

of this message, not because of a prior ideological commitment, but because of the logic of 

their arguments. 

 

Footnotes 

1. Entrepreneurship can be characterized by three distinct moments: serendipity (discovery), search (conscious 

deliberation), and seizing the opportunity for profit. 

2. The search for solutions to this elusive goal generated some of the most innovative work of the Austrian 

economists and led to the development in the 1970s and 1980s of the literature on free banking by F. A. Hayek, 

Lawrence White, George Selgin, Kevin Dowd, Kurt Schuler, and Steven Horwitz. 
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3. Propositions 8 and 9 form the core of the Austrian theory of the BUSINESS CYCLE, which explains how credit 

expansion by the government generates a malinvestment in the capital structure during the boom period that must 

be corrected in the bust phase. In contemporary economics, Roger Garrison is the leading expositor of this theory. 

4. Not all spontaneous orders are beneficial and, thus, this proposition should not be read as an example of a 

Panglossian fallacy. Whether individuals pursuing their own self-interest generate public benefits depends on the 

institutional conditions within which they pursue their interests. Both the invisible hand of market efficiency and 

the TRAGEDY OF THE COMMONS are results of individuals striving to pursue their individual interests; but in one social 

setting this generates social benefits, whereas in the other it generates losses. New institutional economics has 

refocused professional attention on how sensitive social outcomes are to the institutional setting within which 

individuals interact. It is important, however, to realize that classical political economists and the early neoclassical 

economists all recognized the basic point of new institutional economists, and that it was only the mid-twentieth-

century fascination with formal proofs of general competitive equilibrium, on the one hand, and 

the KEYNESIAN preoccupation with aggregate variables, on the other, that tended to cloud the institutional 

preconditions required for social cooperation. 
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In Defense of “Extreme Apriorism” 
By Murray N. Rothbard ∗ 

 
 
 The stimulating methodological controversy between Professors 
Machlup and Hutchison proves that there are sometimes more than two sides 
to every question.1 In many ways, the two are debating at cross-purposes: 
Professor Hutchison is primarily tilting against the methodological (and 
political) views of Professor Ludwig von Mises; his most serious charge is 
that Professor Machlup’s entire position is, at bottom, an attempt to cloak 
the Misesian heresy in the garments of epistemological respectability. 
Professor Machlup’s reply, quite properly, barely mentions Mises; for, in 
fact, their methodological views are poles apart. (Machlup’s position is close 
to the central “positivist” tradition of economic methodology.) But, in the 
meanwhile, we find that Professor Mises and “extreme apriorism” go 
undefended in the debate. Perhaps an extreme apriorist’s contribution to this 
discussion may prove helpful.  
 
 First, it should be made clear that neither Professor Machlup nor 
Professor Hutchison is what Mises calls a praxeologist, that is, neither 
believes (a) that the fundamental axioms and premises of economics are 
absolutely true; (b) that the theorems and conclusions deduced by the laws 
of logic from these postulates are therefore absolutely true; (c) that there is 
consequently no need for empirical “testing,” either of the premises or the 
conclusions; and (d) that the deduced theorems could not be tested even if it 
were desirable.2 Both disputants are eager to test economic laws empirically. 
                     
∗ Murray Rothbard (1926-1995) wrote this piece in 1956. It originally appeared in the 
Southern Economic Journal, January 1957, pp. 314-320, and was reprinted in Murray 
Rothbard, The Logic of Action One (Edward Elgar, 1997, p. 100-108. This online edition is 
published with the permission of the Rothbard Estate, Copyright © 2002 The Mises Institute.   
 
1 Terence W. Hutchison, “Professor Machlup on Verification in Economics,” Southern 
Economic Journal (April 1956): 476-83; Fritz Machlup, “Rejoinder to a Reluctant Ultra-
Empiricist,” ibid., pp. 483-93. 
 
2 The praxeological tradition, though named only recently, has a long and honored place in the 
history of economic thought. In the first great methodological controversy in our science, John 
Stuart Mill was the positivist and Nassau Senior the praxeologist, with J.E. Cairnes wavering 
between the two positions. Later on, the praxeologic method was further developed by the 
early Austrians, by Wicksteed, and by Richard Strigl, reaching its full culmination in the works 
of Ludwig von Mises. Mises’s views may be found in Human Action (New Haven, Conn: Yale 
University Press, 1949), and in his earlier Grundprobleme der Nationalökonomie [translated 
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The crucial difference is that Professor Machlup adheres to the orthodox 
positivist position that the assumptions need not be verified so long as their 
deduced consequents may be proven true--essentially the position of 
Professor Milton Friedman--while Professor Hutchison, wary of shaky 
assumptions takes the more empirical--or institutionalist--approach that the 
assumptions had better be verified as well.  
 
 Strange as it may seem for an ultra-apriorist, Hutchison’s position 
strikes me as the better of the two. If one must choose between two brands 
of empiricism, it seems like folly to put one’s trust in procedures for testing 
only conclusions by fact. Far better to make sure that the assumptions also 
are correct. Here I must salute Professor Hutchison’s charge that the 
positivists rest their case on misleading analogies from the epistemology of 
physics.  
 
 This is precisely the nub of the issue. All the positivist procedures are 
based on the physical sciences.3 It is physics that knows or can know its 
“facts” and can test its conclusions against these facts, while being 
completely ignorant of its ultimate assumptions. In the sciences of human 
action, on the other hand, it is impossible to test conclusions. There is no 
laboratory where facts can be isolated and controlled; the “facts” of human 
history are complex ones, resultants of many causes. These causes can only 
be isolated by theory, theory that is necessarily a priori to these historical 
(including statistical) facts. Of course, Professor Hutchison would not go 
this far in rejecting empirical testing of theorems; but, being commendably 
skeptical of the possibilities of testing (though not of its desirability), he 
insists that the assumptions be verified as well.  
 
 In physics, the ultimate assumptions cannot be verified directly, 
because we know nothing directly of the explanatory laws or causal factors. 
Hence the good sense of not attempting to do so, of using false assumptions 
such as the absence of friction, and so on. But false assumptions are the 
                                                           
into English as Epistemological Problems of Economics (Princeton, N.J.: D. Van Nostrand, 
1960]. On the similarity between Senior and Mises, see Marian Bowley, Nassau Senior and 
Classical Economics (New York: Augustus M. Kelley, 1949), chap. 1, esp. pp. 64-65. Lionel 
Robbin’s Essay on the Nature and Significance of Economic Science was emphatically 
praxeologic, although it did not delve into the more complex methodological problems.  
 
3 On the differences between the methodologies of praxeology and physics, see Murray N. 
Rothbard, “Toward a Reconstruction of Utility and Welfare Economics,” in On Freedom and 
Free Enterprise: Essays in Honor of Ludwig von Mises, Mary Sennholz, ed., (Princeton, 
N.J.: D. Van Nostrand, 1956), pp. 226ff)  
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reverse of appropriate in economics. For human action is not like physics; 
here, the ultimate assumptions are what is clearly known, and it is precisely 
from these given axioms that the corpus of economic science is deduced. 
False or dubious assumptions in economics wreak havoc, while often 
proving useful in physics.4 
  
 Hence, Professor Hutchison is correct in wishing to establish the 
assumptions themselves. But these premises do not have to be (indeed, 
cannot be) verified by appeal to statistical fact. They are established, in 
praxeology, on a far more certain and permanent basis as definitely true. 
How, then, are these postulates obtained? Actually, despite the “extreme a 
priori” label, praxeology contains one Fundamental Axiom--the axiom of  
action--which may be called a priori, and a few subsidiary postulates which 
are actually empirical. Incredible as it may seem to those versed in the 
positivist tradition, from this tiny handful of premises the whole of 
economics is deduced--and deduced as absolutely true. Setting aside the 
Fundamental Axiom for a moment, the empirical postulates are: (a) small in 
number, and (b) so broadly based as to be hardly “empirical” in the 
empiricist sense of the term. To put it differently, they are so generally true as 
to be self-evident, as to be seen by all to be obviously true once they are 
stated, and hence they are not in practice empirically falsifiable and therefore 
not “operationally meaningful.” What are these propositions? We may 
consider them in decreasing order of their generality: (1) the most 
fundamental--variety of resources, both natural and human. From this follows 
directly the division of labor, the market, etc.; (2) less important, that leisure 
is a consumer good. These are actually the only postulates needed. Two 
other postulates simply introduce limiting subdivisions into the analysis. 
Thus, economics can deductively elaborate from the Fundamental Axiom 
and Postulates (1) and (2) (actually, only Postulate 1 is necessary) an analysis 
of Crusoe economics, of barter, and of a monetary economy. All these 
elaborated laws are absolutely true. They are only applicable in concrete 
cases, however, where the particular limiting conditions apply. There is 
                     
4 This holds also for Professor Machlup’s “heuristic principoles” which area allegedly 
“empirically meaningful” without being verifiable as true.  
 I do not wish to deny that false assumptions are useful in economic theory, but only 
when they are used as auxiliary constructs, not as premises from which empirical theories can 
be deduced. The most important such construct is the evenly-rotating economy, or 
“equilibrium.” It is not intended that this state be considered as real, either actual or potential. 
On the contrary, the empirically impossible ERE is constructed precisely in order to analyze 
theoretically a state of no-change. Only by analyzing a fictive changeless state can we arrive at a 
proper analysis of the changing real economic world. However, this is not a “false” assumption 
in the sense used by the positivists, because it is an absolutely true theory of a changeless state, 
if such a state could exist. 
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nothing, of course, remarkable about this; we can enunciate as a law that an 
apple, unsupported, will drop to the ground. But the law is applicable only in 
those cases where an apple is actually dropped. Thus, the economics of 
Crusoe, of barter, and of a monetary economy are applicable when these 
conditions obtain. It is the task of the historian, or “applied economist,” to 
decide which conditions apply in the specific situations to be analyzed. It is 
obvious that making these particular identifications is simplicity itself. 
 
 When we analyze the economics of indirect exchange, therefore, we 
make the simple and obvious limiting condition (Postulate 3) that indirect 
exchanges are being made. It should be clear that by making this simple 
identification we are not “testing the theory”; we are simply choosing that 
theory which applies to the reality we wish to explain. 
 
 The fourth--and by far the least fundamental--postulate for a theory of 
the market is the one which Professors Hutchison and Machlup consider 
crucial--that firms always aim at maximization of their money profits. As will 
become clearer when I treat the Fundamental Axiom below, this assumption 
is by no means a necessary part of economic theory. From our Axiom is 
derived this absolute truth: that every firm aims always at maximizing its 
psychic profit. This may or may not involve maximizing its money profit. 
Often it may not, and no praxeologist would deny this fact. When an 
entrepreneur deliberately accepts lower money profits in order to give a good 
job to a ne’er-do-well nephew, the praxeologist is not confounded. The 
entrepreneur simply has chosen to take a certain cut in monetary profit in 
order to satisfy his consumption--satisfaction of seeing his nephew well 
provided. The assumption that firms aim at maximizing their money profits is 
simply a convenience of analysis; it permits the elaboration of a framework of 
catallactics (economics of the market) which could not otherwise be 
developed. The praxeologist always has in mind the proviso that where this 
subsidiary postulate does not apply--as in the case of the ne’er-do-well--his 
deduced theories will not be applicable. He simply believes that enough 
entrepreneurs follow monetary aims enough of the time to make his theory 
highly useful in explaining the real market.5 

                     
5 I do not mean to endorse here the recent strictures that have been made against the monetary-
profit maximization assumption—most of which ignore long-run as opposed to short-run 
maximization. 
 The curious idea that failure to pursue monetary goals is “irrational,” or refutes 
economics, is similar to the old notion that consumers were being irrational, or “uneconomic,” 
when they preferred to pay higher prices in stores nearer to them, or with a more congenial 
atmosphere. 
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 We turn now to the Fundamental Axiom (the nub of praxeology): the 
existence of human action. From this absolutely true axiom can be spun 
almost the whole fabric of economic theory. Some of the immediate logical 
implications that flow from this premise are: the means-ends relationship, the 
time-structure of production, time-preference, the law of diminishing marginal 
utility, the law of optimum returns, etc. It is this crucial axiom that separates 
praxeology from the other methodological viewpoints--and it is this axiom 
that supplies the critical “a priori” element in economics. 
 
 First, it must be emphasized that whatever role “rationality” may play 
in Professor Machlup’s theory, it plays no role whatever for Professor 
Mises. Hutchison charges that Mises claims  “all economic action was (or 
must be) >rational.’“6 This is flatly incorrect. Mises assumes nothing whatever 
about the rationality of human action (in fact, Mises does not use the concept 
at all). He assumes nothing about the wisdom of man’s ends or about the 
correctness of his means. He “assumes” only that men act, that is, that they 
have some ends, and use some means to try to attain them. This is Mises’s 
Fundamental Axiom, and it is this axiom that gives the whole praxeological 
structure of economic theory built upon it its absolute and apodictic 
certainty. 
 
 Now the crucial question arises: how have we obtained the truth of this 
axiom? Is our knowledge a priori or empirical, “synthetic” or “analytic”? In a 
sense, such questions are a waste of time, because the all-important fact is 
that the axiom is self-evidently true, self-evident to a far greater and broader 
extent than the other postulates. For this Axiom is true for all human beings, 
everywhere, at any time, and could not even conceivably be violated. In 
short, we may conceive of a world where resources are not varied, but not of 
one where human beings exist but do not act. We have seen that the other 
postulates, while “empirical,” are so obvious and acceptable that they can 
hardly be called “falsifiable” in the usual empiricist sense. How much more is 
this true of the Axiom, which is not even conceivably falsifiable! 
 
 Postivists of all shades boggle at self-evident propositions. And yet, 
what is the vaunted “evidence” of the empiricists but the bringing of a 
hitherto obscure proposition into evident view? But some propositions need 
only to be stated to become at once evident to the self, and the action axiom 
is just such a proposition. 
 

                     
6 Hutchison, “Professor Machlup on Verification in Economics,” p. 483. 
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 Whether we consider the Action Axiom “a priori” or “empirical” 
depends on our ultimate philosophical position. Professor Mises, in the neo-
Kantian tradition, considers this axiom a law of thought and therefore a 
categorical truth a priori to all experience. My own epistemological position 
rests on Aristotle and St. Thomas rather than Kant, and hence I would 
interpret the proposition differently. I would consider the axiom a law of 
reality rather than a law of thought, and hence “empirical” rather than “a 
priori.” But it should be obvious that this type of “empiricism” is so out of 
step with modern empiricism that I may just as well continue to call it a priori 
for present purposes. For (1) it is a law of reality that is not conceivably 
falsifiable, and yet is empirically meaningful and true; (2) it rests on universal 
inner experience, and not simply on external experience, that is, its evidence 
is reflective rather than physical7; and (3) it is clearly a priori to complex 
historical events.8 

 
 The epistemological pigeon-holing of self-evident propositions has 
always been a knotty problem. Thus, two such accomplished Thomists as 
Father Toohey and Father Copleston, while resting on the same philosophical 
position, differ on whether self-evident propositions should be classified as 
“a posteriori” or “a priori,” since they define the two categories differently.9 

 

                     
7 See Professor Knight’s critique of Hutchison’s Significance and Basic Postulates of Economic 
Theory. Frank H. Knight, “What is Truth in Economics?” Journal of Political Economy 
(February 1940): 1-32.  
 
8 Professor Hutchison may have had me in mind when he says that in recent years followers of 
Professor Mises try to defend him by saying he really meant “empirical” when saying “a priori.” 
Thus, see my “Praxeology, Replay to Mr. Schuller,” American Economic Review (December 
1951): 943-44. What I meant is that Mises’s fundamental axiom may be called “a priori” or 
“empirical” according to one’s philosophical position, but is in any case a priori for the practical 
purposes of economic methodology.   
 
9 Thus, Copleston calls self-evident principles “synthetic propositions a priori” (though not in the 
Kantian sense)—synthetic as conveying information about reality not contained logically in 
previous premises; and a priori as being necessary and universal. Toohey virtually obliterates 
the distinctions and terms self-evident propositions synthetic—a posteriori, because, while being 
necessary and universals, they are derived from experience. See F.C. Copleston, S.J., Aquinas 
(London: Penguin Books, 1955), pp. 28 and 19-41; John J.H. Toohey, S.J., Notes on 
Epistemology (Washington, D.C.: Georgetown University, 1952), pp. 46-55. All this raises the 
question of the usefulness of the whole “analytic-synthetic” dichotomy, despite the prominence 
implicitly given it in Hutchison’s Significance and Basic Postulates of Economic Theory. For 
a refreshing skepticism on its validity, and for a critique of its typical use of dispose of difficult-
to-refute theories as either disguised definitions or debatable hypotheses, see Hao Wang, Notes 
on the Analytic-Synthetic Distinction,” Theoria 21 (Parts 2-3, 1955): 158ff.  
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 From the Fundamental Axiom is derived the truth that everyone tries 
always to maximize his utility. Contrary to Professor Hutchison, this law is 
not a disguised definition--that they maximize what they maximize. It is true 
that utility has no concrete content, because economics is concerned not 
with the content of a man’s ends, but with the fact that he has ends. And this 
fact, being deduced directly from the Action Axiom, is absolutely true.10 

 
 We come finally to Mises’s ultimate heresy in the eyes of Professor 
Hutchison: his alleged logical deduction of “wholesale political conclusions” 
from the axioms of economic science. Such a charge is completely 
fallacious, particularly if we realize that Professor Mises is an 
uncompromising champion of “Wertfreiheit” not only in economics, but also 
for all the sciences. Even a careful reading of Hutchison’s selected 
quotations from Mises will reveal no such illegitimate deductions.11 Indeed, 
Mises’s economics is unrivalled for its avoidance of unanalyzed ad hoc value 
judgments, slipped into the corpus of economic analysis. 
 
 Dean Rappard has posed the question: how can Mises be at the same 
time a champion of “Wertfreiheit in economics and of laissez-faire” 
liberalism, a “dilemma” which leads Professor Hutchison to accuse Mises of 
making political deductions from economic  theory?12 

 
 The following passages from Mises give the clue to this puzzle: 
 

Liberalism is a political doctrine. . . . As a political doctrine liberalism 
(in contrast to economic science) is not neutral with regard to values 
and ultimate ends sought by action. It assumes that all men or at least 
the majority of people are intent upon attaining certain goals. It gives 

                     
10 See Hutchison, “Professor Machlup on Verification Economics,” P. 480. Alan Sweezy fell 
into the same error when he charged that Irving Fisher’s dictum: “each individual acts as he 
desires,” since not meant as a testable proposition in psychology, must reduce to the empty 
“each individual acts as he acts.” On the contrary, the dictum is deducible directly from the 
Action Axiom, and is therefore both empirically meaningful and apodictically true. See 
Rothbard, “Toward a Reconstruction of Utility and Welfare Economics,” pp. 225-28.  
 
11 Thus: “Liberalism starts from the pure sciences of political economy and sociology which 
within their systems make no valuations and say nothing about what ought to be or what is good 
or bad, but only ascertain what is and how it is” Quoted by Hutchison, “Professor Machlup on 
Verification Economics,” p. 483n.  
 
12 William E. Rappard, “On Reading von Mises,” in On Freedom and Free Enterprise, M. 
Sennholz, e., pp. 17-33. 
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them information about the means suitable to the realization of their 
plans. The champions of liberal doctrines are fully aware of the fact 
that their teachings are valid only for people who are committed to 
their valuational principles. While praxeology, and therefore economics 
too, uses the terms happiness and removal of uneasiness in a purely 
formal sense, liberalism attaches to them a concrete meaning. It 
presupposes that people prefer life to death, health to sickness . . . 
abundance to poverty. It teaches men how to act in accordance with 
these valuations.13 

 
 Economic science, in short, establishes existential laws, of the type: if 
A, then B. Mises demonstrates that this science asserts that laissez-faire 
policy leads to peace and higher standards of living for all, while statism 
leads to conflict and lower living standards. Then, Mises as a citizen chooses 
laissez-faire liberalism because he is interested in achieving these ends. The 
only sense in which Mises considers liberalism as “scientific” is to the extent 
that people unite on the goal of abundance and mutual benefit. Perhaps Mises 
is overly sanguine in judging the extent of such unity, but he never links the 
valuational and the scientific: when he says that a price control is “bad” he 
means bad not from his point of view as an economist, but from the point of 
view of those in society who desire abundance. Those who choose 
contrasting goals--who favor price controls, for example, as a route to 
bureaucratic power over their fellow men, or who, through envy, judge social 
equality as more worthwhile than general abundance or liberty--would 
certainly not accept liberalism, and Mises would certainly never say that 
economic science proves them wrong. He never goes beyond saying that 
economics furnishes men with the knowledge of the consequences of various 
political actions; and that it is the citizen’s province, knowing these 
consequences, to choose his political course. 
 

                     
13 Mises, Human Action, pp. 153-54; also see pp. 879-81. 
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T H E  USE OF KNOWLEDGE I N  SOCIETY 


What is the problem we wish to solve when we try to construct a 
rational economic order? 

On certain familiar assumptions the answer is simple enough. If we 
possess all the relevant information, if we can start out from a given 
system of preferences and if we command complete knowledge of 
available means, the problem which remains is purely one of logic. 
That is, the answer to the question of what is the best use of the 
available means is inlplicit in our assumptions. The conditions which 
the solution of this optimum problem must satisfy have been fully 
worked out and can be stated best in mathematical form: put a t  their 
briefest, they are that the marginal rates of substitution between any 
two commodities or factors must be the same in all their different uses. 

This, however, is emphatically not the economic problem which 
society faces. And the economic calculus which we have developed to 
solve this logical problem, though an important step toward the solu- 
tion of the economic problem of society, does not yet provide an 
answer to it. The reason for this is that the ('data" from which the 
economic calculus starts are never for the whole society "given" to a 
single mind which could work out the implications, and can never be 
so given. 

The peculiar character of the problem of a rational economic order 
is determined precisely by the fact that the knowledge of the circum- 
stances of which we must make use never exists in concentrated or 
integrated form, but solely as the dispersed bits of incomplete and 
frequently contradictory knowledge which all the separate individuals 
possess. The economic problem of society is thus not merely a problem 

*The author is Tooke professor of political economy and statistics a t  the University 
of London (London School of Economics and Political Science). 
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of how to allocate "given" resources-if "given7' is taken to mean 
given to a single mind which deliberately solves the problem set by 
these "data." I t  is rather a problem of how to secure the best use of 
resources known to any of the members of society, for ends whose 
relative importance only these individuals know. Or, to put it briefly, 
it is a problem of the utilization of knowledge not given to anyone 
in its totality. 

This character of the fundamental problem has, I am afraid, been 
rather obscured than illuminated by many of the recent refinements 
of economic theory, particularly by many of the uses made of mathe- 
matics. Though the problem with which I want primarily to deal in 
this paper is the problem of a rational economic organization, I shall 
in its course be led again and again to point to its close connections 
with certain methodological questions. Many of the points I wish to 
make are indeed conclusions toward which diverse paths of reasoning 
have unexpectedly converged. But as I now see these problems, this is 
no accident. I t  seems to me that many of the current disputes with 
regard to both economic theory and economic policy have their common 
origin in a misconception about the nature of the economic problem 
of society. This misconception in turn is due to an erroneous transfer 
to social phenomena of the habits of thought we have developed in 
dealing with the phenomena of nature. 

In ordinary language we describe by the word "planning" the com- 
plex of interrelated decisions about the allocation of our available 
resources. All economic activity is in this sense planning; and in any 
society in which many people collaborate, this planning, whoever does 
it, will in some measure have to be based on knowledge which, in the 
first instance, is not given to the planner but to somebody else, 
which somehow will have to be conveyed to the planner. The various 
ways in which the knowledge on which people base their plans is 
communicated to them is the crucial problem for any theory explaining 
the economic process. And the problem of what is the best way of 
utilizing knowledge initially dispersed among all the people is a t  least 
one of the main problems of economic policy-or of designing an 
efficient economic system. 

The answer to this question is closely connected with that other 
question which arises here, that of who is to do the planning. I t  is 
about this question that all the dispute about "economic planning" 
centers. This is not a dispute about whether planning is to be done 
or not. I t  is a dispute as to whether planning is to be done centrally, 
by one authority for the whole economic system, or is to be divided 
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among many individuals. Planning in the specific sense in which the 
term is used in contemporary controversy necessarily means central 
planning-direction of the whole economic system according to one 
unified plan. Competition, on the other hand, means decentralized 
planning by many separate persons. The half-way house between the 
two, about which many people talk but which few like when they 
see it, is the delegation of planning to organized industries, or, in other 
words, monopoly. 

Which of these systems is likely to be more efficient depends mainly 
on the question under which of them we can expect that fuller use 
will be made of the existing knowledge. And this, in turn, depends on 
whether we are more likely to succeed in putting a t  the disposal of a 
single central authority all the knowledge which ought to be used but 
which is initially dispersed among many different individuals, or in 
conveying to the individuals such additional knowledge as they need 
in order to enable them to fit their plans in with those of others. 

I11 
I t  will a t  once be evident that on this point the position will be 

different with respect to different kinds of knowledge; and the answer 
to our question will therefore largely turn on the relative importance 
of the different kinds of knowledge; those more likely to be a t  the 
disposal of particular individuals and those which we should with 
greater confidence expect to find in the possession of an authority made 
up of suitably chosen experts. If it is today so widely assumed that 
the latter will be in a better position, this is because one kind of 
knowledge, namely, scientific knowledge, occupies now so prominent 
a place in public imagination that we tend to forget that it is not the 
only kind that is relevant. I t  may be admitted that, so far as scientific 
knowledge is concerned, a body of suitably chosen experts may be in 
the best position to command all the best knowledge available-though 
this is of course merely shifting the difficulty to the problem of selecting 
the experts. What I wish to point out is that, even assuming that this 
problem can be readily solved, it is only a small part of the wider 
problem. 

Today it is almost heresy to suggest that scientific knowledge is not 
the sum of all knowledge. But a little reflection will show that there 
is beyond question a body of very important but unorganized knowl- 
edge which cannot possibly be called scientific in the sense of knowl- 
edge of general rules: the knowledge of the particular circumstances 
of time and place. I t  is with respect to this that practically every 
individual has some advantage over all others in that he possesses 
unique information of which beneficial use might be made, but of 
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which use can be made only if the decisions depending on it are left 
to him or are made with his active cooperation. We need to remember 
only how much we have to learn in any occupation after we have 
completed our theoretical training, how big a part of our working life 
we spend learning particular jobs, and how valuable an asset in all 
walks of life is knowledge of people, of local conditions, and special 
circumstances. To  know of and put to use a machine not fully employed, 
or somebody's skill which could be better utilized, or to be aware of a 
surplus stock which can be drawn upon during an interruption of 
supplies, is socially quite as useful as the knowledge of better alterna- 
tive techniques. And the shipper who earns his living from using 
otherwise empty or half-filled journeys of tramp-steamers, or the 
estate agent whose whole knowledge is almost exclusively one of 
temporary opportunities, or the arbitrageur who gains from local 
differences of commodity prices, are all performing eminently useful 
functions based on special knowledge of circumstances of the fleeting 
moment not known to others. 

I t  is a curious fact that this sort of knowledge should today be 
generally regarded with a kind of contempt, and that anyone who by 
such knowledge gains an advantage over somebody better equipped 
with theoretical or technical knowledge is thought to have acted almost 
disreputably. To  gain an advantage from better knowledge of facilities 
of communication or transport is sometimes regarded as almost dis- 
honest, although it is quite as important that society make use of the 
best opportunities in this respect as in using the latest scientific 
discoveries. This prejudice has in a considerable measure affected the 
attitude toward commerce in general compared with that toward pro- 
duction. Even economists who regard themselves as definitely above 
the crude materialist fallacies of the past constantly commit the same 
mistake where activities directed toward the acquisition of such prac- 
tical knowledge are concerned-apparently because in their scheme of 
things all such knowledge is supposed to be "given." The common idea 
now seems to be that all such knowledge should as a matter of course 
be readily a t  the command of everybody, and the reproach of irra- 
tionality leveled against the existing economic order is frequently based 
on the fact that it is not so available. This view disregards the fact that 
the method by which such knowledge can be made as widely available 
as possible is precisely the problem to which we have to find an answer. 

IV 
If it is fashionable today to minimize the importance of the knowl- 

edge of the particular circumstances of time and place, this is closely 
connected with the smaller importance which is now attached to change 
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as such. Indeed, there are few points on which the assumptions made 
(usually only implicitly) by the "planners" differ from those of their 
opponents as much as with regard to the significance and frequency of 
changes which will make substantial alterations of production plans 
necessary. Of course, if detailed economic plans could be laid down 
for fairly long periods in advance and then closely adhered to, so that 
no further economic decisions of importance would be required, the 
task of drawing up a comprehensive plan governing all economic 
activity would appear much less formidable. 

I t  is, perhaps, worth stressing that economic problems arise always 
and only in consequence of change. So long as things continue as 
before, or at  least as they were expected to, there arise no new problems 
requiring a decision, no need to form a new plan. The belief that 
changes, or a t  least day-to-day adjustments, have become less im- 
portant in modern times implies the contention that economic problems 
also have become less important. This belief in the decreasing im- 
portance of change is, for that reason, usually held by the same people 
who argue that the importance of economic considerations has been 
driven into the background by the growing importance of technological 
knowledge. 

I s  it true that, with the elaborate apparatus of modern production, 
economic decisions are required only a t  long intervals, as when a new 
factory is to be erected or a new process to be introduced? Is  it true 
that, once a plant has been built, the rest is all more or less mechanical, 
determined by the character of the plant, and leaving little to be 
changed in adapting to the ever-changing circumstances of the moment? 

The fairly widespread belief in the affirmative is not, so far  as I 
can ascertain, borne out by the practical experience of the business 
man. In  a competitive industry a t  any rate-and such an industry 
alone can serve as a test-the task of keeping cost from rising requires 
constant struggle, absorbing a great part of the energy of the manager. 
How easy it is for an inefficient manager to dissipate the differentials 
on which profitability rests, and that it is possible, with the same 
technical facilities, to produce with a great variety of costs, are among 
the commonplaces of business experience which do not seem to be 
equally familiar in the study of the economist. The very strength of 
the desire, constantly voiced by producers and engineers, to be able 
to proceed untrammeled by considerations of money costs, is eloquent 
testimony to the extent to which these factors enter into their daily 
work. 

One reason why economists are increasingly apt to forget about the 
constant small changes which make up the whole economic picture is 
probably their growing preoccupation with statistical aggregates, which 
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show a very much greater stability than the movements of the detail. 
The comparative stability of the aggregates cannot, however, be ac- 
counted for-as the statisticians seem occasionally to be inclined to 
do-by the "law of large numbers" or the mutual compensation of 
random changes. The number of elements with which we have to deal 
is not large enough for such accidental forces to produce stability. The 
continuous flow of goods and services is maintained by constant de- 
liberate adjustments, by new dispositions made every day in the light 
of circumstances not known the day before, by B stepping in a t  once 
when A fails to deliver. Even the large and highly mechanized plant 
keeps going largely because of an environment upon which it can draw 
for all sorts of unexpected needs; tiles for its roof, stationery for its 
forms, and all the thousand and one kinds of equipment in which it 
cannot be self-contained and which the plans for the operation of the 
plant require to be readily available in the market. 

This is, perhaps, also the point where I should briefly mention the 
fact that the sort of knowledge with which I have been concerned is 
knowledge of the kind which by its nature cannot enter into statistics 
and therefore cannot be conveyed to any central authority in statistical 
form. The statistics which such a central authority would have to use 
would have to be arrived a t  precisely by abstracting from minor differ- 
ences between the things, by lumping together, as resources of one 
kind, items which differ as regards location, quality, and other particu- 
lars, in a way which may be very significant for the specific decision. 
I t  follows from this that central planning based on statistical informa- 
tion by its nature cannot take direct account of these circumstances 
of time and place, and that the central planner will have to find some 
way or other in which the decisions depending on them can be left to 
the "man on the spot." 

v 
If we can agree that the economic problem of society is mainly one 

of rapid adaptation to changes in the particular circumstances of time 
and place, it would seem to follow that the ultimate decisions must be 
left to the people who are familiar with these circumstances, who know 
directly of the relevant changes and of the resources immediately 
available to meet them. We cannot expect that this problem will be 
solved by first communicating all this knowledge to a central board 
which, after integrating ail knowledge, issues its orders. We must 
solve it by some form of decentralization. But this answers only part 
of our problem. We need decentralization because only thus can we 
ensure that the knowledge of the particular circumstances of time and 
place will be promptly used. But the "man on the spot" cannot decide 
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solely on the basis of his limited but intimate knowledge of the facts 
of his immediate surroundings. There still remains the problem of 
communicating to him such further information as he needs to fit his 
decisions into the whole pattern of changes of the larger economic 
system. 

How much knowledge does he need to do so successfully? Which 
of the events which happen beyond the horizon of his immediate 
knowledge are of relevance to his immediate decision, and how much 
of them need he know? 

There is hardly anything that happens anywhere in the world that 
might not have an effect on the decision he ought to make. But he need 
not know of these events as such, nor of all their effects. I t  does not 
matter for him why at  the particular moment more screws of one size 
than of another are wanted, why paper bags are more readily available 
than canvas bags, or why skilled labor, or particular machine tools, 
have for the moment become more difficult to acquire. All that is 
significant for him is how much more or less difficult to procure they 
have become compared with other things with which he is also con- 
cerned, or how much more or less urgently wanted are the alternative 
things he produces or uses. I t  is always a question of the relative 
importance of the particular things with which he is concerned, and 
the causes which alter their relative importance are of no interest to 
him beyond the effect on those concrete things of his own environment. 

I t  is in this connection that what I have called the economic calculus 
proper helps us, a t  least by analogy, to see how this problem can be 
solved, and in fact is being solved, by the price system. Even the single 
controlling mind, in possession of all the data for some small, self- 
contained economic system, would not-every time some small adjust- 
ment in the allocation of resources had to be made-go explicitly 
through all the relations between ends and means which might possibly 
be affected. I t  is indeed the great contribution of the pure logic of 
choice that it has demonstrated conclusively that even such a single 
mind could solve this kind of problem only by constructing and 
constantly using rates of equivalence (or "values," or '(marginal rates 
of substitution"), i.e., by attaching to each kind of scarce resource a 
numerical index which cannot be derived from any property possessed 
by that particular thing, but which reflects, or in which is condensed, 
its significance in view of the whole means-end structure. In  any small 
change he will have to consider only these quantitative indices (or 
"values") in which all the relevant information is concentrated; and 
by adjusting the quantities one by one, he can appropriately rearrange 
his dispositions without having to solve the whole puzzle ab initio, or 
without needing at any stage to survey it a t  once in all its ramifications. 
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Fundamentally, in a system where the knowledge of the relevant 
facts is dispersed among many people, prices can act to cobrdinate the 
separate actions of different people in the same way as subjective 
values help the individual to coijrdinate the parts of his plan. I t  is 
worth contemplating for a moment a very simple and commonplace 
instance of the action of the price system to see what precisely it 
accomplishes. Assume that somewhere in the world a new opportunity 
for the use of some raw material, say tin, has arisen, or that one of 
the sources of supply of tin has been eliminated. I t  does not matter 
for our purpose-and it is very significant that it does not matter- 
which of these two causes has made tin more scarce. All that the users 
of tin need to know is that some of the tin they used to consume is now 
more profitably employed elsewhere, and that in consequence they 
must economize tin. There is no need for the great majority of them 
even to know where the more urgent need has arisen, or in favor of 
what other needs they ought to husband the supply. If only some of 
them know directly of the new demand, and switch resources over to it, 
and if the people who are aware of the new gap thus created in turn 
fill it  from still other sources, the effect will rapidly spread throughout 
the whole economic system and influence not only all the uses of tin, 
but also those of its substitutes and the substitutes of these substitutes, 
the supply of all the things made of tin, and their substitutes, and so 
on; and all this without the great majority of those instrumental in 
bringing about these substitutions knowing anything a t  all about the 
original cause of these changes. The whole acts as one market, not 
because any of its members survey the whole field, but because their 
limited individual fields of vision sufficiently overlap so that through 
many intermediaries the relevant information is communicated to all. 
The mere fact that there is one price for any commodity--or rather 
that local prices are connected in a manner determined by the cost of 
transport, etc.-brings about the solution which (it is just conceptually 
possible) might have been arrived a t  by one single mind possessing 
all the information which is in fact dispersed among all the people 
involved in the process. 

UTe must look a t  the price system as such a mechanism for com- 
municating information if we want to understand its real function-a 
function which, of course, it fulfills less perfectly as prices grow more 
rigid. (Even when quoted prices have become quite rigid, however, the 
forces which would operate through changes in price still operate to a 
considerable extent through changes in the other terms of the contract.) 
The most significant fact about this system is the economy of knowledge 
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with which it operates, or how little the individual participants need to 
know in order to be able to take the right action. In  abbreviated form, 
by a kind of symbol, only the most essential information is passed on, 
and passed on only to those concerned. I t  is more than a metaphor to 
describe the price system as a kind of machinery for registering change, 
or a system of telecommunications which enables individual producers 
to watch merely the movement of a few pointers, as an  engineer might 
watch the hands of a few dials, in order to adjust their activities to 
changes of which they may never know more than is reflected in the 
price movement. 

Of course, these adjustments are probably never "perfect" in the 
sense in which the economist conceives of them in his equilibrium 
analysis. But I fear that our theoretical habits of approaching the 
problem with the assumption of more or less perfect knowledge on the 
part of almost everyone has made us somewhat blind to the true 
function of the price mechanism and led us to apply rather misleading 
standards in judging its efficiency. The marvel is that in a case like 
that of a scarcity of one raw material, without an order being issued, 
without more than perhaps a handful of people knowing the cause, tens 
of thousands of people whose identity could not be ascertained by 
months of investigation, are made to use the material or its products 
more sparingly; i.e., they move in the right direction. This is enough 
of a marvel even if, in a constantly changing world, not all will hit it 
off so perfectly that their profit rates will always be maintained a t  the 
same constant or "normal" level. 

I have deliberately used the word "marvel" to shock the reader out 
of the complacency with which we often take the working of this 
mechanism for granted. I am convinced that if it were the result of 
deliberate human design, and if the people guided by the price changes 
understood that their decisions have significance far beyond their 
immediate aim, this mechanism would have been acclaimed as one of 
the greatest triumphs of the human mind. I ts  misfortune is the double 
one that it is not the product of human design and that the people 
guided by it usually do not know why they are made to do what they do. 
But those who clamor for "conscious directionH-and who cannot be- 
lieve that anything which has evolved without design (and even without 
our understanding i t )  should solve problems which we should not be 
able to solve consciously-should remember this: The  problem is pre- 
cisely how to extend the span of our utilization of resources beyond 
the span of the control of any one mind; and, therefore, how to dispense 
with the need of conscious control and how to provide inducements 
which will make the individuals do the desirable things without anyone 
having to tell them what to do. 
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The problem which we meet here is by no means peculiar to eco- 
nomics but arises in connection with nearly all truly social phenomena, 
with language and most of our cultural inheritance, and constitutes 
really the central theoretical problem of all social science. As Alfred 
Whitehead has said in another connection, "It is a profoundly erroneous 
truism, repeated by all copy-books and by eminent people when they 
are making speeches, that we should cultivate the habit of thinking 
what we are doing. The precise opposite is the case. Civilization ad- 
vances by extending the number of important operations which we 
can perform without thinking about them." This is of profound sig- 
nificance in the social field. We make constant use of formulas, symbols 
and rules whose meaning we do not understand and through the use 
of which we avail ourselves of the assistance of knowledge which 
individually we do not possess. We have developed these practices and 
institutions by building upon habits and institutions which have proved 
successful in their own sphere and which have in turn become the 
foundation of the civilization we have built up. 

The price system is just one of those formations which man has 
learned to use (though he is still very far from having learned to make 
the best use of it) after he had stumbled upon it without understanding 
it. Through it not only a division of labor but also a coijrdinated utiliza- 
tion of resources based on an equally divided knowledge has become 
possible. The people who like to deride any suggestion that this may 
be so usually distort the argument by insinuating that it asserts that 
by some miracle just that sort of system has spontaneously grown up 
which is best suited to modern civilization. I t  is the other way round: 
man has been able to develop that division of labor on which our 
civilization is based because he happened to stumble upon a method 
which made it possible. Had he not done so he might still have de- 
veloped some other, altogether different, type of civilization, something 
like the "state" of the termite ants, or some other altogether un-
imaginable type. All that we can say is that nobody has yet succeeded 
in designing an alternative system in which certain features of the 
existing one can be preserved which are dear even to those who most 
violently assail it-such as particularly the extent to which the indi- 
vidual can choose his pursuits and consequently freely use his own 
knowledge and skill. 

VII 
I t  is in many ways fortunate that the dispute about the indispensa- 

bility of the price system for any rational calculation in a complex 
society is now no longer conducted entirely between camps holding 
different political views. The thesis that without the price system we 
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could not preserve a society based on such extensive division of labor 
as ours was greeted with a howl of derision when it was first advanced 
by von Mises twenty-five years ago. Today the difficulties which some 
still find in accepting it are no longer mainly political, and this makes 
for an atmosphere much more conducive to reasonable discussion. 
When we find Leon Trotsky arguing that "economic accounting is 
unthinkable without market relations"; when Professor Oscar Lange 
promises Professor von Alises a statue in the marble halls of the future 
Central Planning Board; and when Professor Abba P. Lerner re-
discovers Adam Smith and emphasizes that the essential utility of the 
price system consists in inducing the individual, while seeking his own 
interest, to do what is in the general interest, the differences can indeed 
no longer be ascribed to political prejudice. The remaining dissent 
seems clearly to be due to purely intellectual, and more particularly 
methodological, differences. 

A recent statement by Professor Joseph Schumpeter in his Capitalism, 
Socialism and Democracy  provides a clear illustration of one of the 
methodological differences which I have in mind. Its author is pre- 
eminent among those economists who approach economic phenomena 
in the light of a certain branch of positivism. T o  him these phenomena 
accordingly appear as objectively given quantities of commodities 
impinging directly upon each other, almost, it would seem, without 
any intervention of human minds. Only against this background can 
I account for the following (to me startling) pronouncement. Professor 
Schumpeter argues that the possibility of a rational calculation in the 
absence of markets for the factors of production follows for the theorist 
"from the elementary proposition that consumers in evaluating ('de- 
manding') consumers' goods ips0 facto also evaluate the means of 
production which enter into the production of these goods."' 

Taken literally, this statement is simply untrue. The consumers do 
nothing of the kind. What Professor Schumpeter's "ipso facto" pre-
sumably means is that the valuation of the factors of production is 

J. Schumpeter, Capitalism, Socialism, and Democracy (New York, Harper, 1942), p. 
175. Professor Schumpeter is, I believe, also the original author of the myth that Pareto 
and Barone have "solved" the problem of socialist calculation. What they, and many 
others, did was merely to state the conditions which a rational allocation of resources 
would have to satisfy, and to point out that these were essentially the same as the condi- 
tions of equilibrium of a competitive market. This is something altogether different from 
showing how the allocation of resources satisfying these conditions can be found in prac- 
tice. Pareto himself (from whom Barone has taken practically everything he has to say), 
far from claiming to have solved the practical problem, in fact explicitly denies that it 
can be solved without the help of the market. See his Manuel d'kconomie pure (2nd ed., 
1921), pp. 233-34. The relevant passage is quoted in an English translation at  the begin- 
ning of my article on "Socialist Calculation: The Competitive 'Solution,' " in Economics, 
New Series, Vol. VIII, No. 26 (May, 1940), p. 125. 
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implied in, or follows necessarily from, the valuation of consumers' 
goods. But this, too, is not correct. Implication is a logical relationship 
which can be meaningfully asserted only of propositions simultaneously 
present to one and the same mind. I t  is evident, however, that the 
values of the factors of production do not depend solely on the valua- 
tion of the consumers' goods but also on the conditions of supply of 
the various factors of production. Only to a mind to which all these 
facts were simultaneously known would the answer necessarily follow 
from the facts given to it. The practical problem, however, arises pre- 
cisely because these facts are never so given to a single mind, and 
because, in consequence, it is necessary that in the solution of the 
problem knowledge should be used that is dispersed among many 
people. 

The problem is thus in no way solved if we can show that all the 
facts, if they were known to a single mind (as we hypothetically 
assume them to be given to the observing economist), would uniquely 
determine the solution; instead we must show how a solution is pro- 
duced by the interactions of people each of whom possesses only partial 
knowledge. To  assume all the knowledge to be given to a single mind 
in the same manner in which we assume it to be given to us as the 
explaining economists is to assume the problem away and to disregard 
everything that is important and significant in the real world. 

That an economist of Professor Schumpeter's standing should thus 
have fallen into a trap which the ambiguity of the term "datum" sets 
to the unwary can hardly be explained as a simple error. I t  suggests 
rather than there is something fundamentally wrong with an approach 
which habitually disregards an essential part of the phenomena with 
which we have to deal: the unavoidable imperfection of man's knowl- 
edge and the consequent need for a process by which knowledge is 
constantly communicated and acquired. Any approach, such as that of 
much of mathematical economics with its simultaneous equations, 
which in effect starts from the assumption that people's knowledge 
corresponds with the objective facts of the situation, systematically 
leaves out what is our main task to explain. I am far from denying 
that in our system equilibrium analysis has a useful function to per- 
form. But when it comes to the point where it misleads some of our 
leading thinkers into believing that the situation which it describes 
has direct relevance to the solution of practical problems, it is time 
that we remember that it does not deal with the social process at  all 
and that it is no more than a useful preliminary to the study of the 
main problem. 
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Posing the Problem: The Impossibility 
of Economic Calculation under Socialism 

by David Ramsay Steele 
Department of Sociology, University of Hull 

The Ekonomic Calculation Argument 

For industry to be operated effectively, it is necessary that those in charge 
be able to perform "economic calculation." It does not matter at all, for the 
purposes of this argument, whether "those in charge" are professional 
managers, acquisitive capitalists, workers' councils or other democratically- 
elected assemblies, or holy men appointed by the gods. The problem of 
economic calculation which faces them is examined in more detail in some 
of the following essays, but the general idea can be explained very briefly 
and simply. 

Those in charge of a productive unit, or enterprise (such as a factory), 
have to make decisions from time to time about how it will be run. They 
have to decide, for example, whether to instal a new kind of machine, or 
whether to switch from one technical process to another which will require 
different raw materials. Often they will have to select one plan out of 
dozens of possible alternatives. How are they to choose? 

At first, the answer might seem obvious. They should choose "the best" 
or "most efficient." But that is not as simple as it sounds. It is not a task 
which can be performed unaided by those, such as scientists or technicians, 
who are familiar only with the physical operations involved. In fact, the 
major part of the problem is beyond the competence of technicians or 
scientists, and they are powerless to solve it for us. 

As a simple example, suppose that we are in charge of an enterprise, and 
have to choose between two technical processes, A and B. Process A needs 
50 tons of rubber, and 40 tons of timber, per week. Process B requires 40 
tons of rubber, and 50 tons of timber, per week. The technical expert has 
informed us that A and B are both feasible alternatives for reaching a given 
end, but with that her work is done. Her purely technical knowledge does 
not enable her to go further, and tell us whether A or B is preferable. 

If there were a third possible process, C, which used 35 tons of rubber 
and 35 tons of timber per week, to attain the same result as A or B, there 
would of course be no further problem: we would choose C. But between A 
and B we stand perplexed. Process A would enable us to save on timber, but 
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at the expense of rubber. Process B would enable us to save on rubber, but 
at the expense of timber. Except for an improbable coincidence, one'of 
them is the "better" method, the more "efficient," "productive" or 
"economical." The other is inefficient and wasteful. But which? 

It is clear that we need some way of comparing timber and rubber, by 
reducing them to common units. It is equally clear that any and all physical 
units, such as weight or volume, would be irrelevant. (A gallon of water 
ought not to be equated with a gallon of mercury, nor a ton of sand with a 
ton of platinum.) We are perhaps tempted to say, rather hazily, that we 
want to be able to make a comparative valuation of rubber and timber in 
terms of their "scarcity," "costliness" or maybe "social importance." 

In the market, such comparisons are made by referring to prices. The 
people in charge of the enterprise look at the market prices of rubber and 
timber, observing which is cheaper and which more expensive. If the price 
of rubber is $500 per ton, and the price of timber $1,000 per ton, then 
process A is cheaper than process B, and is more likely to be profitable. 

The timber-and-rubber example is, of course, highly simplified. It 
would be more realistic to consider more than two processes, each of which 
utilized numerous factors, including various kinds of labor, with some of 
the inputs common to all the processes, though in different quantities, and 
some peculiar to one process only, or to a few of them. Then we would have 
to consider that the end results of the two (or more) processes might be 
different in detail, so that their comparative assessment might lead, say, to 
the conclusion that "the product of A is inferior to the product of B, but A 
is preferable nonetheless because of its considerably lower cost." We should 
remember that the vital role of economic calculation is by no means 
confined to major turning points in the life of the enterprise, such as the 
choice of a whole new technology, but extends also to the innumerable 
adjustments which have to be made every day, hour or minute. A 
production decision does not normally begin with all the "technical" facts, 
and only then proceed to the "economic" choice. Rather, the technician is 
aware from the outset of market prices, can therefore think in terms of 
"costly" and "cheap," and hardly ever makes purely technical calculations 
without the ever-present guidance of the market. Finally, prices change (and 
prices of factors of production generally change more frequently, 
unpredictably and substantially than prices of finished consumer goods). 
Therefore, the enterprise decision-maker does not merely read off the 
current prices, but tries to anticipate future prices, since the decision to 
adopt a specific course of action may have to be made well in advance of 
some of the resulting purchases of inputs. However, current and recent 
prices offer a very convenient starting-point for estimating future prices. All 
these qualifications show how much I have simplified the timber-and- 
rubber example in order to bring out clearly the essential point; but it will be 
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evident that they do not diminish the importance of economic calculation 
using market prices, but on the contrary increase it. 

I am not going to claim that reliance on market prices is a perfect 
method. At this point, suffice it to observe briskly that (a) market prices are 
spontaneous social products, resulting from an unplanned pattern of inter- 
actions among millions of people; (b) market prices generalize, encapsulate 
or sum up an immense amount of information which need not be, and gen- 
erally is not, known to any single person or committee; (c) we can easily 
show that the influences which raise or lower prices, and thereby help to 
guide the behavior of those decision-makers who use these prices, are 
influences which would have to be taken into account, in broadly the same 
way, in any conceivable system for coordinating modern industry; (d) 
calculation using prices works, that is to say, prodigious industrial 
achievements have been brought to pass within societies which relied upon 
market prices. 

As stated, I do not contend that market prices are a perfect method for 
performing economic calculation in an advanced industrial society. I 
contend that market prices are the only method. There simply is no other 
way. Therefore, market prices are essential to the survival of any complex 
industrial structure capable of generating high levels of material 
consumption. 

The decisive demonstration of the impossibility of rational economic 
calculation under socialism was supplied by Ludwig von Mises in the spring 
of 1920, but Mises had his precursors. Hermann Heinrich Gossen, forgot- 
ten pioneer of marginal utility, had written as early as 1854: 

only through private property is the measure found for determining the 
quantity of each commodity which it would be best to produce under 
given conditions. Therefore, the central authority, proposed by the 
communists, for the distribution of the various tasks and their reward, 
would very soon find that it had taken on a job the solution of which far 
surpasses the abilities of individual men.' 

Several nineteenth-century writers came close to a similar statement. 
Walter Bagehot pointed out that monetary accounting was indispensable in 
order to estimate costs of production, in any complex industrial society, and 
he coupled this with observations on the inability of primitive savages to 
perform calculations of profits or costs. He did not go on to draw the 
simple inference that developed industry without the market was an 
impossibility. Maybe he considered it too obvious to need stating2 

The Related Issues 

Other writers directly tackled the question of a socialist economic order, but 
without isolating the calculation problem. Two lines of thought were 
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pursued, which come very close to the economic calculation argument, but 
still leave it unformulated. 

Wicksteed raised the issue of individuals' remuneration under socialism. 
From Wicksteed's discussion it seems almost certain that he had the 
economic calculation difficulty in mind: 

If public bodies were the only employers, on what principle should 
remuneration of the different agents be fixed? Is it possible to conceive 
of any machinery by which the marginal significance of each should be 
determined. ..?l 

But he did not explicitly separate the question of allocation from the 
question of payment, because he was examining a hypothetical market 
socialism in which one enterprise after another was progressively taken over 
by the state.' 

Other economists approached the socialist economy from a rather 
different angle. Without committing themselves on the ultimate feasibility 
of socialism, they pointed out that ifa socialist society could and did come 
about, it would have to employ an allocative system closely parallel to that 
of the market. Socialism would have to "price" the factors of production, 
and would be compelled to use "rent," "interest" and "profit," or at least, 
bookkeeping notions strictly analogous to these. Such arguments were 
advanced by Wieser, Bohm-Bawerk (both 1889), Pareto (1897) and Barone 
(1908).' 

The contributions of Pareto and Barone were to be curiously misrepre- 
sented later. Barone was a follower of Pareto, and they both expressed their 
ideas in mathematical equations based on those of Walras. The point of 
their arguments was to impress upon the socialists that any hypothetical 
socialist economy would conform to patterns similar to those found in a 
market. As far as 1know, neither Pareto nor Barone gave a literal, categor- 
ical verdict on whether socialism was a practical possibility, though the very 
strong implication of their words is negative. What they did flatly state was 
that the function of the price system could never be replaced by the solving 
of equations. The equations only described the tendency of market prices; 
they could not be arrived at independently and used to replace market 
prices.6 After Mises had raised the calculation issue, it was claimed that he 
had been refuted in advance by Barone, who had proposed that a socialist 
society could allocate its resources by the planners' sitting down and solving 
equations! Barone's blistering rebuttal of socialist misconceptions was 
hailed as if it had been a pioneering demonstration of the practicability of 
socialism. This bizarre story was given wide currency by Lange and 
Schumpeter, and has become part of the present largely fictitious consensus 
on the economic calculation debate. 
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Pierson's Contribution 

Following Kautsky's well-publicized speech in Delft, Holland, on The 
Social Revolution, the Dutch economist Nikolaas G. Pierson approached 
the question of the economic viability of socialism in a paper published that 
same year, 1902. Pierson's main concern is to emphasize that a socialist 
society would confront a "problem of value." 

The practical problem of value which is automatically solved [by the 
marketl.. .would not disappear if its automatic solution were made 
impossible; it would remain in its entirety.' 

After showing that a number of separate socialist states would have to 
regulate their mutual dealings with the aid of money prices, Pierson argues 
that a communist society would he unable to calculate "net income," since it 
would have no unit to perform the functions now performed by prices. The 
society would be unable to determine, say at the end of a year, whether it or 
any of its component parts had made a net gain or loss during that period. 
To draw up an inventory of all goods at two different points in time would 
not suffice: all these items would have to be expressed in common units of 
value. 

Pierson examines the ways in which a socialist administration might 
ration out consumer goods, including the system of labor-vouchers, and 
shows that trading would re-emerge. He explains that 

the commercial principle, which such a society sought in vain to abolish, 
comes once more into the foreground. . ..The phenomenon of value 
can no more be suppressed than the force of gravity. What is scarce and 
useful has value. . ..to annihilate value is beyond the power of man." 

Dealing with Kautsky's suggestion that socialist "wages" could be fixed 
according to labor productivity, Pierson points out that this is not as easy as 
it sounds. Disentangling the contributions to output of all the different 
workers-determining the productivity of clerical workers compared with 
manual workers, for instance, let alone the contribution made by entrepre- 
neurial awareness of fruitful possibilities-will be impossible without some 
assessment of economic "value." Pierson somewhat confuses the issue here 
by defending the "productivity" of advancing money. Presumably in 
Kautsky's socialism, though it retains money and wages, there would be no 
money loans to business enterprises. The entire question of which 
enterprises should be folded, which continued and which expanded would 
be determined by administrative means without the instrumentality of 
finance. Nevertheless, Pierson's point, that mere knowledge of opportun- 
ities can be immensely productive, stands. 

All the essentials of the economic calculation argument are presented by 
Pierson. 



12 THE JOURNAL OF LIBERTARIAN STUDIES Winter 

1. Society faces specifically economic problems, which cannot be reduced to the 
fields of competence of technologists or engineers. 

2. These problems will not disappear under commuNsm/socialism, but the present 
solution, the market (for factors of production), will disappear. Communism will 
have to find some alternative solution. 

3. Any solution must take the form of comparing any and all goods according to 
common units denoting what Pierson calls their "value." 

4. (By implication) Apart from market prices, no such units can be found. There- 
fore commu~sm is impossible. 

As Mises later acknowledged, "Pierson clearly and completely recognized 
the problem in 1902."9 However, Pierson's approach is that of throwing out  
a number of suggestions about difficulties in operating a socialist economy. 
Apparently, be does not himself realize the relative importance of the points 
he is making. He overstresses international trade, in view of the fact that 
Marxists believe in world unification.I0 He often fails to separate the 
questions of allocation and remuneration, though he does clearly see that it 
"is possible. . . to  carry out works at  too high a cost, t o  put up  buildings in 
the wrong places and t o  design them in a manner inappropriate t o  their 
purpose," and that this cannot be a purely technical matter, but must be one 
of "value." 

Pierson's continual harping on  the necessity of value may seem strange 
t o  a modern reader. But in 1902 any active socialist or  critic of socialism 
would have known almost by heart the celebrated passage from Anfi-
Diihring in which Engels explained how very easy it would be t o  organize 
socialist production: 

Society can simply calculate how many hours of labour are contained in 
a steam-engine, a bushel of wheat of the last harvest, or a hundred 
square yards of cloth of a certain quality.. ..society will not assign 
values to products. It will not express the simple fact that the hundred 
square yards of cloth have required for their production, say, a 
thousand hours of labour in the oblique and meaningless way, stating 
that they have the value of a thousand hours of labour. It is tme that 
even then it will still be necessary for society to know how much labour 
each article of consumption requires for its production. It will have to 
arrange its plan of production in accordance with its means of 
production, which includes, in particular, its labour-power. The useful 
effects of the various articles of consumption, compared with one 
another and with the quantities of labour required for their production. 
will in the end determine the plan. People will be able to manage 
everything very simply, without the intervention of much-vaunted 
"value."" 

Today, the myopia and economic illiteracy of this passage are painfully 
evident to anyone. 
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Weber on Rational Cdculation 

It often turns out that a crucial breakthrough is made independently and 
almost simultaneously by several individuals. The economic calculation ar- 
gument was separately given a full and clear statement in 1920 by Boris 
Brutzkus, Ludwig von Mises and Max Weber. Weber's version occurs in his 
Economy and Society which was not published until the following year. 

Weber's treatment is slighter than those of Brutzkus or Mises, but in its 
context it is something of an aside, since the work is mainly an attempt to 
summarize the classification of "ideal types" which Weber believed neces- 
sary for the sociological study of modern Western economic and political 
institutions. This task, however, leads him to point out the limitations of 
"calculation in kind" by contrast with monetary calculation, an issue which 
was highly topical since in 1919 two influential socialist theorists, Otto 
Neurath and Otto Bauer, had each published books advocating a moneyless 
economy." Weber refers specifically to Neurath, who argued that non- 
monetary calculation was already well established, that market prices were 
arbitrary anyway, since they did not measure anything, and that the 
German war economy had shown the way forward to a new "natural" 
(moneyless) economy. 

Weber's argument is vitiated by his concern with an unsound (and not 
altogether intelligible) opposition between "formal rationality" and 
"substantive rationality."' He states that only the market can permit the 
achievement of a very high degree of formal rationality. His concept of 
substantive rationality is obscure, but it seems that Weber believes either 
that formal rationality is important in its own right, or else that it is a 
necessary condition of any substantive rationality. At any rate, he 
concludes that 

the possibility must be considered that the maintenance of a certain 
density of population within a given area is possible only on the basis of 
accurate calculation. In so far as this is true, a limit to the possible 
degree of socialization would be set by the necessity of maintaining a 
system of effective prices." 

This seems "substantive" enough. Weber acknowledges that non-
monetary budgeting may be "rational" under very simple conditions, "so 
long as the situation does not require a very precise estimate of the com- 
parative utility to be gained from the allocation of the available resources to 
each of a large number of very heterogeneous modes of use."" Non-
monetary computation in small-scale, self-sufficient households, once it bas 
to deal with factors of any complexity, is confined to "traditional 
standards" and "rough estimates," and cannot therefore cope very well with 
changing conditions. 
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Rational accounting of any complexity requires money prices, and these 
require the autonomy of separate units. Fictitious prices, which do not 
correspond to those actually established by competing enterprises in a 
market, would be useless.I6 Calculation in kind may work t o  some extent 
where different ways of producing the same final good are being compared, 
or where a given supply of factors may be used in alternate ways t o  produce 
one of several kinds of goods. 

But the more difficult problems of calculation begin when it becomes a 
question of comparing different kinds of means of production, their 
different possible modes of use, and qualitatively different final 
products.. . .the comparison of different kinds of processes of produc- 
tion with the use of different kinds of raw materials and different ways 
of treating them, is carried out today by making a calculation of com- 
parative profitability in terms of money costs. For accounting in kind, 
on the other hand, there are formidable problems involved here which 
are incapable of objective solution." 

A modern enterprise is perpetually confronted with the question 
whether each of its parts is paying its way, or whether any part is utilizing 
inputs that could more rationally be used elsewhere. This can be settled 
relatively easily and accurately using proceeds and costs expressed in 
money, but "it is exceedingly difficult t o  do this entirely in terms of material 
goods, and indeed it can be accomplished at all only in very simple cases." 
NO technical improvements can save the day for moneyless cdculation, 
asserts Weber: "really exact accounting" in kind is "impossible in principle." 
The main problem is one of imputation, attributing values t o  the factors of 
production. Any non-monetary system of accounting would have t o  set up 
"indices of the value" of different resources which would have t o  play a role 
similar to that of market prices. But there is no way of establishing such 
indices: 

Nothing is gained by assuming that, if only the problem of non- 
monetary economy were seriously enough attacked, a suitable 
accounting method would be discovered or invented. The problem is 
fundamenla1 lo any kind of complete socialization. We cannot speak of 
any kind of a "rational planned economy" so long as at this decisive 
point we have no way oiworking out a rational 

Bmtzkus and Bolshevism 

Boris Brutzkus was an economist caught up in the Russian revolution, the 
subsequent Bolshevik takeover, and the attempt by the Bolsheviks to usher 
in a communist order. In August 1920 the Bolsheviks were at their hour of 
greatest glory. They had defeated the "counter-revolutionary" forces in the 
field, and fastened their own unchallenged rule onto the Russian Empire. 
The abolition of money was in progress: the communist economy was 
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visibly taking shape. Its impoverishing dislocations of production could still 
be blamed on the recent wars. At this moment, Brutzkus delivered a lecture 
to an academic audience in Petrograd, explaining that "the system of 
Marxian communism, as then conceived, was-quite apart from the condi- 
tions produced by the war-intrinsically unsound and must inevitably break 
down." 

Seven months later, the Bolsheviks found themselves compelled, if they 
wished to remain in power, to abandon the pursuit of communism and 
deliberately foster the market economy. At the same time, there was a tem- 
porary relaxation of political repression. Some criticisms of the regime were 
permitted to appear, subject to a rather mild censorship. Brutzkus 
published the substance of his lecture in a learned journal, and only a few 
paragraphs were deleted by the state. In the summer of 1922, political re- 
pression was intensified once more. Many anti-Bolshevik academics were 
rounded up and ordered to leave the country. Trotsky described this policy 
as "preventive humanity," and argued that 

Learned ideologists are not at present dangerous to the Republic, hut 
external or internal complications might arise which would oblige us to 
have these ideologists shot. Better let them go abroad therefore.'P 

Trotsky probably did not dream that the same preventive humanity 
would before long be accorded to him. 

In the 1921 articles based on his 1920 lecture, Brutzkus points out that 
"scientific socialism" has confined itself to criticizing the capitalist order, 
without paying any serious attention to the organization of socialist society. 
Both the Western social democrats and the Russian Bolsheviks found 
themselves in power without possessing the comprehensive plan which 
would obviously be required for the construction of socialism. Nonetheless, 
the outlines of Marxian socialism are clear: it is on a large industrial scale, 
and it replaces the "anarchy of production" with a unitary plan. There are 
therefore no wages, profits, rent or other prices. 

Brutzkus argues that any economic activity "must obey the principle 
that its results must correspond to the costs expended upon them."ZO In a 
primitive, small-scale society this is fairly easy. In the "capitalist system" the 
principle is obeyed by making sure that goods can be sold at a price which 
covers their costs of production. "This evaluation takes-place by virtue of a 
spontaneous process, the results of which must be taken by the entrepreneur 
as data." But when central planning has supplanted the market, these data 
will clearly not be available. 

After dismissing the suggestions of Bukharin and Tschayanoff that 
calculation in kind could be performed, Brutzkus considers the idea of 
using "labor" as a measure of production costs. There is no way of reducing 
all the varying qualities of labor to a single homogeneous measure, and 
"labor value" would fail to take account of the current scarcity of capital 
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goods. Furthermore, it is only in a hypothetical and never-to-be-reached 
equilibrium that market prices would equal past production costs (and 
hence, if we assume that all production costs can be reduced to labor, to 
"labor values"). The actual divergencies of market prices from costs of 
production represent important influences which ought to be taken into 
account, and which would therefore have to be included in any method 
proposed to replace market prices. 

The socialist planners would have to quantify everyone's needs, and then 
specify the means of attaining them. Brutzkus believes that even to measure 
the population's requirements for foodstuffs would be extremely difficult, 
and to estimate all their needs would be beyond the capabilities of any 
administrative body.2' But this is not the main problem. In the market, 
enterprises must pay their way or close down; but under socialism, "there 
exists no direct connection between the productivity of an undertaking and 
the supply of funds for its continuance." Nor could there be any such 
connection, for 

under socialism there is no general measure of value. Suppose that a 
Soviet estate has contributed so and so much milk, so and so many 
pounds of meat, so and so many bushels of grain. How many pounds of 
best quality seed, how much artificial manure or oil cake, how many 
head of breeding cattle or suits of clothes and how much fuel may the 
estate claim in return for its products?. . .in a society without markets 
the problem is insoluhle.'f 

Brutzkus presents a number of other arguments not central to the 
economic calculation question. He points out that if the socialist authorities 
once accept the need to keep material rewards for work in proportion to the 
productiveness of the work, they will be bound to introduce rent, interest 
and profit. He argues that there are no grounds to expect any enhancement 
of personal freedom, much less the abolition of the state, from any attempt 
at socialist planning, and calls into question the view that people will work 
more enthusiastically in a socialist society. Finally, he claims that conditions 
in Russia, with its self-sufficient isolation and highly concentrated industry, 
have been rather favorable to the institution of socialism. Consequently, its 
failure there is an especially conclusive refutation. 

The Classic Statement 

Of the trio which unleashed the economic calculation argument, Weber, 
Brutzkus and Mises, the outstanding figure was undoubtedly MisesZ3 His 
statement was published first, it was soon incorporated into a comprehen- 
sive critique of socialism in all its aspects, Die Gemeinwirtschaft (Socialism: 
An Economic and Sociological Analysis), it quickly reached a wide 
audience of socialists and was so stinging and provocative that it could not 
be ignored. Judged from the viewpoint of exposing the weakness of 
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socialism as a practical project (which was not Weber's primary purpose), 
Mises' contribution was much more pertinent and detailed than Weber's, 
and also more exact and succinct than Brutzkus'. The socialist economist 
Oskar Lange, in a sarcastic observation with serious overtones, stated that 
Mises' services to socialist theory were such that a statue of him ought to 
occupy an honorable place in the great hall of the socialist society's Central 
Planning Board. True, the statue has not so far materialized. But then, 
neither has any Central Planning Board of the kind envisaged by Lange. 

In his "Economic Calculation in the Socialist Commonwealth," Mises 
emphasizes that the way in which consumer goods are distributed is a 
secondary matter. Like Pierson before him, he points out that once 
individuals in a socialist society have collected their "coupons," trade will 
emerge. But this trade will be confined to consumption-goods. Production- 
goods, because they will be owned by "the community," cannot he subject 
to commercial transactions. 

Just because no production-good will ever become the object of 
exchange, it will be impossible to determine its monetary value. Money 
could ;ever fill in a so&Jist state the role it fills in a competitive society 
in delermining the value of production-goods. Calculation in terms of 
money will bere be impossible.= 

Under simple conditions, a Robinson Crusoe, or a family of subsistence 
farmers, would not only value consumption-goods, but would also be able 
to impute value to production-goods. If fish were valued, so would be a 
fishing net. If wild boar were valued, so would be a spear. Even at such a 
simple level, the producers would have to take account of "the intersubsti- 
tutability of goods." Some production-goods could be used for producing 
alternative consumption-goods in different quantities. Crusoe would have 
to make a rough-and-ready estimate of the importance of these production- 
goods, but he would not, of course, be able to total costs of production in 
money prices. Neither would he have access to any units which could enable 
him to assess whether a contemplated course of action (such as building a 
highly elaborate boar trap with materials which could be used for other 
purposes) was worth it. 

In a society with a more complex technology, the rough-and-ready 
estimates employed by tiny bands of hunters and farmers would be useless. 
Here, assessment is made in terms of costly or less costly, dear or cheap, as 
demonstrated by objective exchange-value: market prices expressed in 
money. The use of objective exchange-values for economic calculation 
"entails a threefold advantage." Calculation can be based upon the 
valuations of all participants in trade; there is in monetary profitability an 
immediate and sure indication of economical production; and values can be 
referred to a common unit. 

Two conditions are necessary before monetary calculation can be 
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employed in directing production. First, higher-order goods (capital goods) 
must be exchanged, as well as first-order goods (consumption-goods). It is 
not enough to be able to value first-order goods, because 

No single man can ever master all the possibilities of production, 
innumerable as they are, as to be in a position to make straightway 
evident judgements of value without the aid of some system of 
computation. The distribution among a number of individuals of 
administrative control over economic goods in a community of men 
who take part in the labour of producing them, and who are 
economically interested in them, entails a kind of intellectual division of 
labour, which would not be possible without some system of calculating 
production and without economy." 

Second, there must be "a universally employed medium of exchange," 
money, used in the exchange of means of production as well as consump- 
tion-goods. Otherwise it would be impossible to reduce all the many 
exchange-relationships to a common denominator. 

It is no use appealing to existing examples of state-directed concerns, for 
these are islands of "socialism" within the market, having access to market 
data. Nor can socialism merely continue what was done previously within 
the market, for with changing conditions, the old methods of production 
will "become irrational." 

Because the socialist planners will be unable to reduce all the means of 
production to a common denominator, they will be confined to hazarding 
"vague estimates." The possibility of exact calculation disappears with the 
price system. "Where there is no free market, there is no pricing mechanism; 
without a pricing mechanism, there is no economic calculati0n."~6 

As a possible way out, Mises considers the division of industry into 
branches controlled by "syndicates" permitted to trade with each other. 
However, no useful prices could emerge except where the syndicates' 
autonomy was such that they held defacto property rights in their means of 
production: 

This would not be socialization but workers' capitalism and 
syndicalism." 

Today we might call this "market socialism," a term that would have 
sounded very strange in 1920. Mises makes it clear that he regards "workers' 
capitalism and syndicalism," in this context, as a form of "private 
ownership of the means of production." It is effective control by sections of 
society, instead of unitary control of all resources from a single center. 

Mises dismisses on two grounds the suggestion that labor-hours could be 
used to estimate production costs. It ignores the different qualities of labor, 
and it does not take into account unproduced natural resources. The latter 
point applies even if, along the lines of the Marxian theory of value, we 
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subsume under "socially necessary labor-time" all natural resources as and 
how they are used up in production: 

Let the amount of socially necessary labour-time required for the 
production of each of the commodities Pand Q be 10 hours. Further, in 
addition to labour the production of both P and Q requires the raw 
material a. a unit of which is produced by an hour's socially necessary 
labour; 2 "nits of a and 8 hou& labour are used in the production of P. 
and one unit of a and 9 hours' labour in the production of Q. In terms of 
labour P and Q are equivalent, but in value terms Pis more valuable 
than Q. The former is false, and only the latter corresponds to the 
nature and purpose of calculation." 

Mises also advances the argument that people cannot be expected to 
display suitable initiative in an organization in which they have no personal 
stake, but he observes that even if this objection were of no account, the 
economic calculation argument would be decisive. After a brief review of 
the inconclusive remarks of Otto Bauer and Lenin on the running of a 
socialist economy, Mises finishes by declaring that although "rational 
economic activity is impossible in a socialist commonwealth," this need not 
deter those socialists motivated by ascetic ideals, nor those prepared to 
abandon material affluence for the sake of the ethical goal. Mises does not 
dispute that "socialism" is possible at a low level of technology and 
consumption. 

What Mises Meant by ''Socinlim" 

Mises always made clear what he meant by socialism, a society without 
private ownership and market exchange of the means of production. 
Socialism might or might not do away with money altogether, but it would 
by definition do away with monetary exchange of factors of production. In 
socialism, social production would be planned and managed as a single unit 
by a single supreme planning body. 

There is no question but that this conception of socialism corresponded 
to that of the vast majority of avowed socialists in 1920, and for some time 
afterwards. One indication of this is that Brutzkus and Weber indepen- 
dently took it for granted, and the earliest respondents to Mises did not 
challenge it.. However, Mises did exaggerate slightly in claiming that "all 
socialists before 1920" held that "socialism necessarily requires the abolition 
of the market and of market exchange and even that this fact is both the 
essential element and the preeminent feature of a socialist economy."l9 To 
make this statement correct, it is necessary to put "Marxist socialists" 
instead of "socialists," and "market for industrial means of production" 
instead of merely "market." As a matter of fact, the earliest socialists, the 
followers of Saint-Simon, did not commit themselves to the total 
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elimination of the market, and Proudhon was an early "market socialist." 
The Communist Manifesto execrated "bourgeois socialism," which sought 
to reform instead of abolish "the bourgeois relations of production" 
(private property and the market). It  was the growth of Marxism at the 
expense of other socialist schools which led by the turn of the century t o  the 
predominance of the strictly non-market idea of socialism and which was 
almost taken for granted in the German-speaking world when Mises penned 
his critique. 

It may clarify matters to distinguish four varieties of projected socialism. 

1. Marxian communism. Total abolition of the market, money and prices. 
Distribution of consumer-goods either by ration tickets, such as labor-vouchers 
(definitely not money) or by free access. Coordination of production to be 
achieved by central planning, using technical data only, not prices. 

2. What we might loosely call "Communist production, market distribution." A 
market exists for consumer goods only. Either it emerges spontaneously on the 
basis of the ration tickets mentioned above; or the planning authority deliberately 
allows for such a market, pays everyone in tickets which can be transferred and 
accumulated, and somehow prices consumer goods so that they can be acquired 
from "the community" (i.e., the planning body) in exchange for the tickets. All 
production goods are owned by "society"; therefore they do not change hands on 
a market, and have no market prices. 

3. Proposed systems which, while not explicitly either of the above, contain features 
which must lead to one of the above. (For example, if it were proposed that all 
prices should be fixed centrally by the state, this would mean that the state would 
have to determine all physical quantities and technical processes, too. The 
"prices" would cease to be real prices at all, and the market for factors of 
production would be ruled out.) 

4. Out-and-out "market socialism," in which there is a market for both consumer 
goods and means of production. 

According t o  Mises, the first three are practically impossible, in con- 
junction with large-scale industry and division of labor. The fourth is 
entirely feasible, though it amounts t o  acceptance of everything which most 
socialists for the past hundred years have been denouncing as capitalism. It 
is possible that market socialists may reject some of the institutional 
requirements and social consequences of a market for factors of 
production, in which case their position is internally inconsistent. For 
example, a society with a market for factors of production is one where 
industry is governed by "the profit motive," and where neither incomes nor 
wealth holdings can be equalized. 

Mises defined socialism in terms of ownership by "the community." In 
passing he indicated that this could mean nothing other than state 
ownership, but he did not wish to be sidetracked by a merely semantic 
argument.1° Although the rhetoric of modern socialism has generally been 
democratic, appealing to the interests of the masses, the economic 
calculation argument applies t o  any centrally-directed system: 
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A socialist community can have only one ultimate organ of  control. . . . 
I t  does not matter whether this o r m  is an absolute prince o r  an 
assembly of  all citizens organized as a direct or indirect democracy. I t  
does not matter how this organ conceives its will and exmesses it. For-
our  purpose we must consider this as accomplished.fl 

As Rothbard has pointed out,'' the argument applies equally to the 
notion of "One Big Firm," a single cartel or trust emerging from the market. 
Such a fum would be unable to calculate  and would swiftly disintegrate. In 
practice, this means that the free market places a Limit on the extent of even 
partial monopolies. The growth of such monopolies must lead to the 
indeterminacy of prices, with consequent losses and the re-assertion of 
competition. 

1. Quoted in Ludwig yon Miss,  Socialism: An Economic and Sociologiml Analysis 
(London: Jonathan Caw. 1951). o. 135.
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COMPETITION AS A DISCOVERY PROCEDURE

F.A. HAYEK

TRANSLATED BY MARCELLUS S. SNOW

I.

It would not be easy to defend macroeconomists against the charge that for
40 or 50 years they have investigated competition primarily under
assumptions which, if they were actually true, would make competition

completely useless and uninteresting. If anyone actually knew everything that
economic theory designated as “data,” competition would indeed be a highly
wasteful method of securing adjustment to these facts. Hence it is also not sur-
prising that some authors have concluded that we can either completely
renounce the market, or that its outcomes are to be considered at most a first
step toward creating a social product that we can then manipulate, correct, or
redistribute in any way we please. Others, who apparently have taken their
notion of competition exclusively from modern textbooks, have concluded
that such competition does not exist at all.

By contrast, it is useful to recall that wherever we make use of competi-
tion, this can only be justified by our not knowing the essential circumstances
that determine the behavior of the competitors. In sporting events, examina-
tions, the awarding of government contracts, or the bestowal of prizes for
poems, not to mention science, it would be patently absurd to sponsor a con-
test if we knew in advance who the winner would be. Therefore, as the title of
this lecture suggests, I wish now to consider competition systematically as a
procedure for discovering facts which, if the procedure did not exist, would
remain unknown or at least would not be used.
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It might at first appear so obvious that competition always involves such
a discovery procedure that this is hardly worth emphasizing. When this is
explicitly underscored, however, conclusions are immediately obtained that
are in no way so obvious. The first is that competition is important only
because and insofar as its outcomes are unpredictable and on the whole dif-
ferent from those that anyone would have been able to consciously strive for;
and that its salutary effects must manifest themselves by frustrating certain
intentions and disappointing certain expectations.

The second conclusion, closely associated with the first, is methodologi-
cal in nature. It is of particular interest in that it has reference to the princi-
pal reason why, during the last 20 or 30 years, microeconomic theory—the
analysis of the fine details of the economy’s structure which alone can teach
us to understand the role of competition—has lost so much of its reputation,
and indeed as a result appears not at all to be understood anymore by those
calling themselves economic theorists. For this reason I would like to begin
here with a few words about the methodological particularity of every theory
of competition that makes the conclusions drawn from it appear suspicious
to all those who habitually decide, on the basis of an excessively simplified
criterion, what they are prepared to recognize as scientific.

The only reason we use competition at all has as its necessary consequence
the fact that the validity of the theory of competition can never be empirically
verified for those cases in which it is of interest. It is of course possible to ver-
ify the theory on preconceived theoretical models; and in principle we could
also conceivably verify the theory in artificially created situations in which all
the facts that competition is to discover are known to the observer in advance.
In such a situation, however, the outcome of the experiment would be of little
interest, and it would probably not be worth the cost of conducting it. When,
however, we do not know in advance the facts we wish to discover with the help
of competition, we are also unable to determine how effectively competition
leads to the discovery of all the relevant circumstances that could have been dis-
covered. All that can be empirically verified is that societies making use of com-
petition for this purpose realize this outcome to a greater extent than do oth-
ers—a question which, it seems to me, the history of civilization answers
emphatically in the affirmative. 

The curious fact that the merits of competition cannot be empirically ver-
ified in precisely those cases in which it is of interest is also shared by the dis-
covery procedures of science in general. The advantages of established scien-
tific procedures cannot themselves be scientifically demonstrated; they are
recognized only because they have actually provided better results than alter-
native procedures.1
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The difference between economic competition and the successful proce-
dure of science is that the former exhibits a method of discovering particular
temporary circumstances, while science seeks to discover something often
known as “general facts,” i.e., regularities in events, and is concerned with
unique, particular facts only to the extent that they tend to refute or confirm
its theories. Since this is a matter of general and permanent features of our
world, scientific discoveries have ample time to demonstrate their value,
whereas the usefulness of particular circumstances disclosed by economic
competition is to a considerable extent transitory. It would be as easy to dis-
credit the theory of scientific method by noting that it does not lead to verifi-
able predictions regarding what science will discover, as it has been to dis-
credit the theory of the market by noting that it does not lead to predictions
about particular outcomes of the market process. By the nature of things,
however, the theory of the market is unable to accomplish this in all those
cases in which it is reasonable to make use of competition. As we shall see,
the predictive power of this theory is necessarily constrained to a prediction
of the type of structure or abstract order that will result; it does not, however,
extend to a prediction of particular events.2

II.

Although this will lead me even further from my main topic, I should like to
add a few words about the consequences of the disappointment in microeco-
nomic theory caused by using fallacious methodological criteria of scientism.
Most of all, this disappointment was probably the major reason why a great
number of economists rejected it in favor of so-called macroeconomic theory,
which, since it aims to predict concrete events, appears to correspond better
with the criteria of scientism. In reality, however, it seems to me much less sci-
entific—indeed, in the strictest sense, it can make no claim to the name of a
theoretical science.

The basis for this point of view is the conviction that the coarse structure
of the economy can exhibit no regularities that are not results of the fine struc-
ture, and that those aggregates or mean values, which alone can be grasped
statistically, give us no information about what takes place in the fine struc-
ture. The notion that we must formulate our theories so that they can be imme-
diately applied to observable statistical or other measurable quantities seems
to me to be a methodological error which, had the natural sciences followed it,
would have greatly obstructed their progress. All we can require of theories is
that, after an input of relevant data, conclusions can be derived from them that
can be checked against reality. The fact that these concrete data are so diverse
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and complex in our area of inquiry that we can never take them all into
account is an unchangeable fact, but not a shortcoming of the theory. A result
of this fact is that we can derive from our theories only very general state-
ments, or “pattern predictions,” as I have called them elsewhere;3 we cannot,
however, derive any specific predictions of individual events from them.
Certainly, however, this does not justify insisting that we derive unambiguous
relationships among the immediately observable variables, or that this is the
only way of obtaining scientific knowledge—particularly not if we know that,
in that obscure image of reality we call statistics, in aggregates and averages
we unavoidably summarize many things whose causal meaning is very
diverse. It is a false epistemological principle to adapt the theory to the avail-
able information, so that the observed variables appear directly in the theory.

Statistical variables such as national income, investment, price levels, and
production are variables that play no role in the process of their determina-
tion itself. We might be able to notice certain regularities (“empirical laws” in
the specific sense in which Carl Menger contrasted them to theoretical laws)
in the observed behavior of these variables. Often these regularities apply, but
sometimes they do not. Yet using the means of macrotheory, we can never for-
mulate the conditions under which they apply.

This should not mean that I regard so-called macrotheory as completely
useless. About many important conditions we have only statistical informa-
tion rather than data regarding changes in the fine structure. Macrotheory
then often affords approximate values or, probably, predictions that we are
unable to obtain in any other way. It might often be worthwhile, for example,
to base our reasoning on the assumption that an increase of aggregate
demand will in general lead to a greater increase in investment, although we
know that under certain circumstances the opposite will be the case. These
theorems of macrotheory are certainly valuable as rules of thumb for gener-
ating predictions in the presence of insufficient information. But they are not
only not more scientific than is microtheory; in a strict sense they do not have
the character of scientific theories at all.

In this regard I must confess that I still sympathize more with the views of
the young Schumpeter than with those of the elder, the latter being responsi-
ble to so great an extent for the rise of macrotheory. Exactly 60 years ago, in
his brilliant first publication,4 a few pages after having introduced the concept
of “methodological individualism” to designate the method of economic the-
ory, he wrote: 

If one erects the edifice of our theory uninfluenced by prejudices and out-
side demands, one does not encounter these concepts [namely “national
income,” “national wealth,” “social capital”] at all. Thus we will not be fur-
ther concerned with them. If we wanted to do so, however, we would see

3See my above-cited essay, “The Theory of Complex Phenomena.”
4J. Schumpeter, Das Wesen und der Hauptinhalt der theoretischen Nationalökonomie

(Leipzig, 1908), p. 97.
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how greatly they are afflicted with obscurities and difficulties, and how
closely they are associated with numerous false notions, without yielding
a single truly valuable theorem. 

III.

Returning now to my actual topic after having shared my concerns with you
on this matter, I should like to begin with the observation that market theory
often prevents access to a true understanding of competition by proceeding
from the assumption of a “given” quantity of scarce goods. Which goods are
scarce, however, or which things are goods, or how scarce or valuable they are,
is precisely one of the conditions that competition should discover: in each
case it is the preliminary outcomes of the market process that inform indi-
viduals where it is worthwhile to search. Utilizing the widely diffused knowl-
edge in a society with an advanced division of labor cannot be based on the
condition that individuals know all the concrete uses that can be made of the
objects in their environment. Their attention will be directed by the prices the
market offers for various goods and services. This means, among other
things, that each individual’s particular combination of skills and abilities—
which in many regards is always unique—will not only (and not even prima-
rily) be skills that the person in question can recite in detail or report to a gov-
ernment agency. Rather, the knowledge of which I am speaking consists to a
great extent of the ability to detect certain conditions—an ability that individ-
uals can use effectively only when the market tells them what kinds of goods
and services are demanded, and how urgently.

This suggestion must suffice here to clarify the kind of knowledge I am
speaking of when I call competition a discovery procedure. Much more would
have to be added if I wanted to formulate this outline so concretely that the
meaning of this process emerged clearly. What I have said, however, should
be sufficient to point out the absurdity of the conventional approach pro-
ceeding from a state in which all essential conditions are assumed to be
known—a state that theory curiously designates as perfect competition, even
though the opportunity for the activity we call competition no longer exists.
Indeed, it is assumed that such activity has already performed its function.
Nonetheless, I must now turn to another question about which even more
confusion still exists, namely the meaning of the claim that the market spon-
taneously adjusts the plans of individuals to the facts thus discovered; in other
words, the question of the purpose for which the information thus discovered
is used.

The confusion that prevails here can be ascribed above all to the false idea
that the order which the market brings about can be regarded as an economy
in the strict sense of the word, and that the outcome must therefore be judged
according to criteria that in reality are appropriate only for such an individ-
ual economy. But these criteria, which hold for a true economy in which all



effort is directed toward a uniform order of objectives, are to an extent com-
pletely irrelevant for the complex structure consisting of the many individual
economies that we unfortunately designate with the same word “economy.”
An economy in the strong sense of the word is an organization or an arrange-
ment in which someone consciously uses means in the service of a uniform
hierarchy of ends. The spontaneous order brought about by the market is
something entirely different. But the fact that this market order does not in
many ways behave like an economy in the proper sense of the word—in par-
ticular, the fact that it does not in general ensure that what most people regard
as more important ends are always satisfied before less important ones—is one
of the major reasons people rebel against it. It can be said, indeed, that all
socialism has no other aim than to transform catallaxy (as I am pleased to call
market order, to avoid using the expression “economy”) into a true economy
in which a uniform scale of values determines which needs are satisfied and
which are not.

This widely shared wish raises two problems, though. First, as far as the
management decisions of a genuine economy or of any other organization are
concerned, it is only the knowledge of the organizers or managers alone that
can have any impact. Second, all members of such a genuine economy—con-
ceived of as a consciously managed organization—must serve the uniform
hierarchy of objectives in all their actions. Contrast this with the two advan-
tages of a spontaneous market order or catallaxy: it can use the knowledge of
all participants, and the objectives it serves are the particular objectives of all
its participants in all their diversity and polarity.

The fact that catallaxy serves no uniform system of objectives gives rise to
all the familiar difficulties that disturb not only socialists, but all economists
endeavoring to evaluate the performance of the market order. For if the mar-
ket order does not serve a particular rank ordering of objectives, and indeed
if, like any spontaneously created order, it cannot legitimately be said to have
definite objectives, neither is it then possible to represent the value of its out-
come as a sum of individual outputs. What do we mean, then, when we claim
that the market order in some sense produces a maximum or an optimum?

The point of departure for an answer must be the insight that, although
the spontaneous order was not created for any particular individual objective,
and in this sense cannot be said to serve a particular concrete objective, it can
nonetheless contribute to the realization of a number of individual objectives
which no one knows in their totality. Rational, successful action by an indi-
vidual is possible only in a world that is to some extent orderly; and it obvi-
ously makes sense to try to create conditions under which any randomly
selected individual has prospects of pursuing his goals as effectively as pos-
sible, even if we cannot predict which particular individuals will benefit
thereby and which will not. As we have seen, the results of a discovery pro-
cedure are necessarily unpredictable, and all we can expect by employing an
appropriate discovery procedure is that it will increase the prospects of
unspecified persons, but not the prospects of any particular outcome for any
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particular persons. The only common objective we can pursue in choosing
this technique for the ordering of social reality is the abstract structure or
order that will be created as a consequence.

IV.

We are accustomed to calling the order brought about by competition an equi-
librium—a none-too-felicitous expression, since a true equilibrium presup-
poses that the relevant facts have already been discovered and that the process
of competition has thus come to an end. The concept of order, which I prefer
to that of equilibrium, at least in discussions of economic policy, has the
advantage of allowing us to speak meaningfully about the fact that order can
be realized to a greater or lesser degree, and that order can also be preserved
as things change. Whereas an equilibrium never really exists, one can
nonetheless justifiably claim that the kind of order of which the “equilibrium”
of theory represents a sort of ideal type is realized to a great extent.

This order manifests itself first of all by virtue of the fact that the expec-
tations of particular transactions with other persons, upon which the plans of
all the economy’s participants are based, are to a considerable extent realized.
This mutual adjustment of individual plans is brought about by a process that
we have learned to call negative feedback ever since the natural sciences have
also begun to concern themselves with spontaneous orders or “self-organizing
systems.” Indeed, as even well-informed biologists are now aware, 

long before Claude Bernard, Clark Maxwell, Walter B. Cannon or Norbert
Wiener developed cybernetics, Adam Smith perceived the idea just as
clearly in his Wealth of Nations. The “invisible hand” that regulates prices
appears to express this idea. Smith says in essence that in a free market,
prices are determined by negative feedback.5

It is precisely through the disappointment of expectations that a high
degree of agreement of expectations is brought about. This fact, as we shall
see later, is of fundamental importance in understanding the functioning of
the market order. But the market’s accomplishments are not exhausted in
bringing about a mutual adjustment of individual plans. It also provides that
every product is produced by those who can produce it more cheaply (or at
least as cheaply) as anyone who does not in fact produce it, and that goods
are sold at prices that are lower than those at which anyone could offer the
goods who does not offer them. This does not of course prevent some people
from extracting large profits above their costs, as long as these costs are con-
siderably lower than those of the next best potential producer of the good. It
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means, however, that of the combination of different goods that is actually
being produced, as much is produced as we can manufacture by any method
that is known to us. That is of course not as much as we could produce if in
fact all the knowledge that anyone possessed or could acquire were available
at a central point and from there could be entered into a computer. The cost
of the discovery procedure that we use is considerable. But it is unfair to judge
the performance of the market in a certain sense “from the top down,” namely
by comparing it with an ideal standard that we are unable to attain in any
known way. If we judge the market’s performance “from the bottom up”
(which seems to be the only permissible way), i.e., by comparison with what
we could attain by means of any other method available to us, and in partic-
ular by comparison with what would be produced if competition were pre-
vented—for example, if a good could be produced only by those the authori-
ties allowed to do so—the market’s performance must be judged as most
considerable. We need only recall how difficult it is in an economy with effec-
tive competition to discover ways of providing consumers with better or
cheaper goods than is presently the case. If, for a moment, we believe we have
discovered such unrealized opportunities, we generally find that government
authority or a highly undesirable exercise of private power have hitherto pre-
vented their exploitation.

Of course, we must also not forget that the market can provide no more
than an approximation of any point on the n-dimensional surface by which
pure theory describes the range of possibilities that could conceivably be
attained in the production of any combination of goods and services; but the
market allows the particular combination of various goods and their distri-
bution among individuals to be decided essentially by unforeseeable circum-
stances and in this sense by chance. As Adam Smith realized,6 the situation is
somewhat like agreeing to play a game based partly on skill and partly on
luck. The rules of the game ensure that at the price such that each individual’s
share is left more or less to chance, the real equivalent of each individual’s
share, depending partly on chance, becomes as large as possible. In modern
terminology we can say that we are playing a non-zero-sum game whose rules
have the objective of increasing the payoff but leave the share of the individuals
partly to chance. A mind endowed with full information could of course choose
every point on the n-dimensional surface that appeared desirable to him and
then distribute as he saw fit the product of the combination he chose. But the
only point on (or at least somewhere near) that surface we can reach using a
procedure known to us is the one we reach when we leave its determination up
to the market. The so-called “maximum” we achieve in this manner cannot of
course be defined as a sum of certain quantities of goods, but only by the
opportunity it affords unspecified persons to receive as large an equivalent as
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possible for a share determined partly by chance. The fact that this outcome
cannot be evaluated on the basis of a uniform value scale of desired concrete
objectives is one of the main reasons it seems so misleading to me to consider
the outcome of the market order or catallaxy as if it had anything to do with
an economy in the proper sense.

V.

The consequences of this erroneous interpretation of the market order as an
economy whose task is to satisfy the various needs according to a given rank
ordering are reflected in political efforts to correct prices and income in the
service of so-called “social justice.” Notwithstanding the various meanings
with which social philosophers attempted to invest this concept, in practice it
has had virtually only one: protecting some groups of people from having to
descend from the absolute or relative lifestyle they have heretofore enjoyed. Yet
this is a principle that cannot be implemented in general without destroying
the foundations of the market order. Not only continuous growth, but under
certain circumstances even the preservation of the average income level
attained depends on processes of adjustment that require a change not only
of the relative shares but also of the absolute shares of individual persons and
groups, even though such persons and groups are not responsible for the
necessity of that change.

It is useful to recall at this point that all economic decisions are made nec-
essary by unanticipated changes, and that the justification for using the price
mechanism is solely that it shows individuals that what they have previously
done, or can do now, has become more or less important, for reasons with
which they have nothing to do. The adaptation of the total order of human
action to changing circumstances is based on the fact that the compensation
of the various services changes without taking into account of the merits or
defects of those involved.

In this connection the term “incentives” is often used in a way that easily
lends itself to misunderstanding, namely as though their primary purpose
were to induce individuals to exert themselves sufficiently. The most impor-
tant function of prices, however, is that they tell us what we should accom-
plish, not how much. In a constantly changing world, merely maintaining a
given level of welfare requires constant adjustments in how the efforts of many
individuals are directed; and these will only occur when the relative compen-
sation of these activities changes. Under relatively stationary conditions,
however, these adjustments—which are needed simply to maintain the income
stream at its previous level—will not generate a surplus that could be used to
compensate those who are disadvantaged by the price changes. Only in a rap-
idly growing economy can we hope to prevent an absolute decline in the mate-
rial level of particular groups.

Today, customary treatments of these problems often overlook the fact that
even the relative stability of the various aggregates that macroeconomics treats
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as data is the result of microeconomic processes in which relative price
changes play a decisive role. It is an outcome of the market mechanism that
someone is induced to fill the gap that arises when someone else does not ful-
fill the expectations on the basis of which a third party has made plans. In
this sense all the collective supply and demand curves that we use so happily
are not really data, but rather outcomes of the constantly ongoing process of
competition. Thus, statistical information can never disclose to us what price
or income changes will be needed to bring about the necessary adjustment to
an unavoidable change of the data.

The decisive point, however, is that in a democratic society it would be
completely impossible, using commands that could not be regarded as just, to
bring about those changes that are undoubtedly necessary, but the necessity
of which could not be strictly demonstrated in a particular case. In such a sys-
tem, a conscious direction of the economy would always have to aim for prices
that are considered fair, and in practice that can only mean preservation of
the existing price and income structure. An economic system in which every-
one received what others felt he deserved could not help but be a highly inef-
ficient system, quite apart from the fact that it would also be an unbearably
tyrannical one. For the same reason, it is also to be feared that any “incomes
policy” would tend more to prevent than to facilitate those adjustments in the
price and income structure required by the adaptation to unanticipated
changes in conditions.

It is one of the paradoxes of our age that the communist countries, in this
regard, are probably less burdened by ideas of “social justice” than are the
“capitalistic” and democratic countries, and are thereby more prone to allow
those who are disadvantaged by development to suffer. In at least some of the
Western countries the situation is as hopeless as it is precisely because the
ideology that determines policy renders impossible those changes that would
be necessary to improve the situation of the working class quickly enough to
make that ideology disappear.

VI.

If even in highly developed economies competition is important primarily as a
discovery procedure whereby entrepreneurs constantly search for unexploited
opportunities that can also be taken advantage of by others, then this is true of
course to an even greater extent as far as underdeveloped societies are con-
cerned. I have intentionally begun by considering the problems of maintain-
ing an order in societies in which most techniques and productive forces are
generally known, but also an order that requires continuous adjustment of
activities to unavoidable small changes simply to maintain the previously
attained level. At this point I do not wish to inquire into the role played by
competition in the progress of available technology. I would like to emphasize,
however, how much more important competition must be wherever the pri-
mary objective is to discover the still unknown possibilities in a society where
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competition was previously limited. While for the most part false, it might not
be completely absurd to expect that we can predict and control the develop-
ment of the structure of a society that is already highly developed. But it
seems incredible to me to hold that we can determine in advance the future
structure of a society in which the major problem is still to find out what
kinds of material and human productive forces are present, or that we should
be in a position, in such a country, to predict the particular consequences of
a given measure.

Quite apart from the fact that there is still so much more to discover in
such a country, it seems to me that there is another consideration making the
greatest possible freedom of competition much more important here than in
more highly developed countries. The fact I have in mind is that the necessary
changes in habits and customs will occur only when those who are ready and
able to experiment with new procedures can make it necessary for the others
to imitate them, with the former thereby showing the way; but if the majority
is in a position to prevent the few from conducting experiments, the necessary
discovery procedure will be frustrated. The fact that competition not only
shows how things can be improved, but also forces all those whose income
depends on the market to imitate the improvements, is of course one of the
major reasons for the disinclination to compete. Competition represents a
kind of impersonal coercion that will cause many individuals to change their
behavior in a way that could not be brought about by any kind of instructions
or commands. Central planning in the service of any some “social justice”
may be a luxury that rich countries can afford, but it is certainly no method
for poor countries to bring about the adjustment to rapidly changing circum-
stances on which growth depends.

It might also be worth mentioning in this connection that the more the
available opportunities of a country remain unexploited, the greater its oppor-
tunities for growth; this often means that a high growth rate is more a sign of
bad policies in the past than of good policies in the present. It also seems that
one cannot in general expect a country that is already highly developed to
have as high a growth rate as a country whose full use of its resources has long
been rendered impossible by legal and institutional barriers.

Having seen what I have of the world, it appears to me that the proportion
of people who are prepared to try out new possibilities that promise to
improve their situation—as long as others do not prevent them from doing so—
is more or less the same everywhere. It seems to me that the much-lamented
lack of entrepreneurial spirit in many young countries is not an unchangeable
attribute of individuals, but the consequence of limitations placed on indi-
viduals by the prevailing point of view. For precisely this reason, the effect
would be fatal if, in such countries, the collective will of the majority were to
control the efforts of individuals, rather than that public power limits itself to
protecting the individual from the pressure of society—and only the institution
of private property, and all the liberal institutions of the rule of law associated
with it, can bring about the latter.                 
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VII.

Although competition is by and large a quite resilient specimen as far as pri-
vate firms are concerned—one that continues to resurface in the most unex-
pected manner after efforts to suppress it—its usefulness with respect to the
one omnipresent factor of production, namely human labor, has been ren-
dered more or less ineffective throughout the entire Western world. It is a gen-
erally known fact that the most difficult and indeed the apparently insoluble
problems of present-day economic policy, which have occupied economists
more than all other problems, are the result of the so-called rigidity of wages.
This means in essence that the wage structure as well as the wage level has
become increasingly independent of market conditions. Most economists con-
sider this situation as an irrevocable development that we cannot change and
to which we must adapt our policies. It is hardly an exaggeration to say that
for the past 30 years, discussions of monetary policy in particular have dealt
almost exclusively with problems of circumventing the difficulties created by
inflexible wages. I have long since had the impression that this was a mere
treatment of symptoms. For the moment, we might thereby cover up the fun-
damental difficulties, but this is not only a mere postponement of the moment
at which we must directly confront the primary problem, but it also makes the
eventual solution of the latter increasingly difficult. This is because accepting
these rigidities as unavoidable facts not only results in increasing them, but
also confers an aura of legitimacy on the antisocial and destructive practices
that they cause. I must confess that as a result, I myself have lost all interest
in the ongoing discussions of monetary policy, which was once one of my
major areas of research, because this avoidance of the central issue seems to
me to load the burden onto the shoulders of our successors in a most irre-
sponsible manner. In a certain sense, of course, we are harvesting here only
what the founder of this fashion has sown, since we are naturally already in
that “long run” in which he knew he would be dead.

It was a great misfortune for the world that these theories arose from the
very unusual and, indeed, perhaps unique situation of Great Britain in the
1920s—a situation in which it appeared obvious that unemployment was the
result of too high a real wage level, and that the problem of rigidity of the wage
structure thus had limited significance. As a result of Great Britain’s return to
the gold standard after years of war inflation at the parity of 1914, it could be
claimed with some justification that all real wages in that country were too
high relative to the rest of the world to achieve the necessary volume of
exports. I am not convinced that this was really true even then. Even at that
time, to be sure, Great Britain had the oldest, most deeply rooted, and most
all-encompassing trade union movement, which through its wage policy had
succeeded in conserving a wage structure that was determined much more by
considerations of “justice” than of economic appropriateness. This meant by
and large that the time-honored relationships between the different wages
were maintained, and that any such change in the relative wages of the vari-
ous groups as was required by changed circumstances had become effectively
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impossible. As things stood then, full employment could doubtless have been
attained only by bringing some real wages—possibly those of numerous
groups of workers—down from the level they had reached as a result of defla-
tion. It is not certain, however, that this would necessarily have meant a
decrease in the average level of real wages. Perhaps the adjustment of the
structure of the entire economy brought about by the wage changes would
have made this unnecessary. In any event, the emphasis that was customary,
then as now, on the average real wage level of all a country’s workers pre-
vented this possibility from even being considered seriously.

It is perhaps useful to consider the problem from a broader perspective. It
seems to me impossible to doubt that the productivity of a country’s labor,
and thereby the wage level at which full employment is possible, depend on
the distribution of workers among the various branches of industry, and that
this distribution is in turn determined by the wage structure. But if this wage
structure has become more or less rigid, this will prevent or delay the econ-
omy’s adjustment to altered circumstances. It is thus to be assumed that, in a
country where the relationships between the various wages have been kept
rigid for a long period of time, the real wage level at which full employment
can be attained will be considerably below what it would be if wages were
flexible.

It appears to me that a completely rigid wage structure would prevent
adjustment to changes in other conditions, particularly without the rapid
technological progress we are used to today. This also concerns especially the
adjustment to those changes that must occur simply in order to keep the
income level constant. A completely rigid wage structure is therefore liable to
lead to a gradual decrease in the level of real wages at which full employment
can be realized. Unfortunately, I am not familiar with any empirical investiga-
tions of the relationship between wage flexibility and growth. I would expect
such investigations to disclose a high positive correlation between these two
variables—not so much because growth leads to changes in relative wages, but
above all because such changes are the necessary preconditions for that
adjustment to changed conditions that is required by growth.

But the main point, I believe, is that if it is correct that the real wage level
at which full employment is possible depends on the wage structure, and if
the ratios among the various wages remain unchanged as conditions change,
then the real wage level at which full employment comes into existence will
either fall continuously or will not rise as rapidly as would otherwise be pos-
sible. This means that manipulating the real wage level by monetary policy
offers no way out of the difficulties caused by the rigidity of the wage struc-
ture. Nor can a way out be offered by any practically possible “incomes pol-
icy.” Rather, as things turn out, it is precisely the rigidity of the wage struc-
ture brought about by the wage policy of the trade unions in the supposed
interest of their members (or of any notion of “social justice”) that has become
one of the greatest obstacles to an increase in the real income of workers as a
whole; in other words, if the real wages of individuals are prevented from
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falling absolutely or at least relatively, the real wage level of workers as a whole
will not rise as quickly as would otherwise be possible.

The classical ideal that John Stuart Mill described in his autobiography as
“full employment at high wages to the whole labouring population” can be
realized only by an economic use of labor, which in turn presupposes freely
fluctuating relative wages. In the place of this ideal, the great man whose
name will probably go down in history as the gravedigger of the British econ-
omy has popularized decreasing the level of real wages through a decrease of
the value of money as a method of attaining full employment while recogniz-
ing the rigidity of the nominal wage structure. In my view, however, the expe-
rience of recent years clearly shows that this method offers only temporary
relief. I believe we should no longer delay attacking the root cause of the prob-
lem. We cannot go on much longer closing our eyes to the fact that the inter-
est of labor as a whole demands that the power of individual trade unions to
maintain the relative position of their members against other workers be
removed. The most important task at present appears to be convincing labor
as a whole that removing the protection of the relative position of individual
groups not only does not threaten the prospects for a rapid increase in the real
wages of labor as a whole, but in fact enhances those prospects.

I will certainly not dispute here that for the foreseeable future it will
remain politically impossible to restore a truly free labor market. Any such
attempt would probably lead to such great conflicts that it could not be seri-
ously considered—at least as long as employers do not collectively guarantee
to maintain their employees’ average real income. But precisely such a guar-
antee, I believe, is the only way of restoring the market to its function of deter-
mining the relative wages of the various groups. Only in this way, it seems to
me, could we hope to induce individual groups of workers to give up the secu-
rity of their particular wage rates, which has become the main obstacle to a
flexible wage structure. Such a collective agreement between employers as a
whole and employees as a whole seems to me a transitional measure deserv-
ing serious consideration, because the outcome would probably show work-
ers how much they could gain from a truly functioning labor market. This
would in turn create the prospect of subsequently eliminating the tedious and
complicated apparatus that would initially have to be created.

What I have in mind is a general contract in which employers as a whole
would promise workers as a whole, initially for a year, their previous real wage
total plus a share of increased profits. Each individual group or individual
worker, however, would receive in his monthly paycheck only a certain part,
say five-sixths, of his previous wage. The rest (together with the agreed-upon
share of the increased total profits of all enterprises) would be distributed in
two additional monthly payments—at the end of the year and after the books
are closed—to the employees of the various firms and branches of the econ-
omy, in proportion to the change in profits that results on the basis on the five-
sixths of wages distributed. I have proposed five-sixths as the share of contin-
uous payments, since this would make possible the payment of a Christmas
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bonus at the average level of a month’s income on the basis of a preliminary
estimate of profits, and of a second vacation bonus of approximately the same
amount when the books are closed for the calendar year. For the subsequent
year the average wages of the first year would again be guaranteed, but by the
end of the year every group would be paid only five-sixths of the total amount
paid in the previous year, plus a supplement at the end of the year for each
group based on profits realized in the corresponding industry or firm, and so
on.

Such a procedure would have somewhat the same effect as a restoration
of the free labor market, except that labor would know that its average real
wages could not decrease, but only increase. I would expect that such an indi-
rect re-introduction of the market mechanism for determining the distribution
of workers among industries and firms would bring with it a considerable
acceleration of the increase of the level of average real wages, along with a
stepwise decrease in the real wages of individual groups.

You will believe me when I say that I do not make so unusual a proposal
lightly. But some measure of this kind, I believe, is today the only remaining
way out of the increasing rigidity of the wage structure. This rigidity seems to
me not only the major cause of the increasing economic difficulties of coun-
tries like Great Britain. It also drives such countries deeper and deeper into a
planned and thereby still more rigid economic structure by misleading them
into dabbling with the symptoms through “incomes policies” and the like. It
seems that labor can only gain from such a solution, but I realize of course
that trade union officials would lose through it a large part of their power and
would therefore reject it completely.  



3. Competition and Monopoly:
Theory and Evidence

Much of the support for antitrust policy depends upon the
correctness of the standard theories of competition and
monopoly. These can be briefly summarized as follows.

The Theories

Some economists define competition as a state of affairs
in which rival sellers of some homogeneous product are so
small-relative to the total market supply-that they individ
ually have no control over the market price of the product.1

These atomistic sellers take the market price as given and
then attempt to generate an output that maximizes their
own profit. The final outcome (equilibrium) of such a mar
ket organization of firms is that consumers obtain the
product at the lowest possible cost and price. Such markets
are said to be "purely" competitive ("perfectly" competitive
if there is perfect information), and resources are said to be
allocated efficiently.

Free-market monopoly involves some voluntary restric
tion of market output relative to the output forthcoming
under competitive conditions. Economists usually assume
that monopoly means that there is only one supplier of a

1The standard theoretical analysis of competition, monopoly, and resource mis
allocation can be found in any microeconomics text and in most texts on antitrust
policy. See, for instance, William F. Shughart II, The Organization of Industry, 2nd ed.
(Houston, Texas: Dame Publications, 1997).
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product with no reasonable substitutes or that several
major suppliers of a product collude to restrict production.
The economic effect of such monopolization is that market
outputs are restricted-the monopoly restrains trade-and
prices are increased to consumers. Such restrictions of pro
duction are also said to misallocate resources and reduce
social welfare.

The expression "misallocation of resources" is a power
ful one in economics. It signifies that scarce economic
resources are not being put to their greatest economic
advantage. The implication is that some alternative alloca
tion of these resources could improve overall economic
performance.

Monopoly is said tomisallocate resources in two funda
mental ways. The first is termed "allocative inefficiency." It
implies that the price consumers pay for a product under
monopoly-the monopoly price-exceeds the marginal cost
of producing that product. Consumers indicate their will
ingness to have suppliers produce more of some product
by paying a price that exceeds the marginal cost of pro
ducing it. Firms with monopoly power, however, can maxi
mize their profits by restricting their production and keep
ing their prices up. Suppliers with monopoly power are said
to have no incentive to expand production to the point
where market price and marginal cost are equal. The con
sequence of such supply decisions is that resources are at
least somewhat misallocated and social welfare is reduced.

Monopolists are also said to be likely to expend
resources to obtain monopoly positions and then expend
additional resources to retain them. Further, in the absence
of direct seller rivalry, monopoly suppliers can afford to be
less efficient than competitive firms with respect to their
own use of resources. All of these extra expenses and inef
ficiencies can increase the cost function under monopoly
relative to competition and contribute to what is termed
"technical inefficiency." In short, firms with monopoly
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power can produce less, charge more, and misallocate eco
nomic resources. Society would be clearly better off under
conditions of competition, and the rationale for antitrust
enforcement against monopoly is said to be obvious.

The Problem with Competition Theory
Although the standard theories of competition and

monopoly seem reasonable and would appear to rationalize
some antitrust enforcement, they pose some very serious dif
ficulties. Resource allocation under atomistic competition
might well be efficient if perfect information existed or if
tastes and preferences never changed, but it is difficult to
understand the relevance of such a theory in a real world
of differentiated preferences, economic uncertainty, and
dynamic change. The economic problem to be solved by
competition is emphatically not one of how resources
would be allocated if information were perfect and con
sumer tastes constant; with everything known and constant,
the solution to a resource-allocation problem would be triv
ial. Rather, the economic problem lies in understanding how
the competitive market process of discovery and adjust
ment works to coordinate anticipated demand with supply
in a world of imperfect information. To assume away diver
gent expectations and change, therefore, is to assume away
all the real problems associated with competition and the
resource-allocation process. Thus, although the standard
efficiency criteria may be technically correct for a static
world, they are irrelevant to actual market situations.

Market uncertainty and change may require differenti
ated products. They may also require some interfirm coor
dination, instead of independent rivalry, and even some
price cooperation. They may require some product and
service advertising, although none is required in the atom
istic equilibrium. These variables do not indicate that com
petition does not exist or that the competitive process is
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defective or inefficient. They mean, simply, that the com
petitive process is in a necessary state of disequilibrium.
The market process may, in the abstract, tend toward some
theoretical equilibrium, but it never reaches one.

Much of traditional antitrust enforcement has been
based on erroneous notions of efficiency under static equi
librium conditions. Outputs falling short of the purely com
petitive-theoretical-output were said to have been
"restricted." Market advertising, product differentiation, and
innovation were often said to be elements of monopoly
power-not elements of a competitive pro'cess-that could
misallocate resources and lower social efficiency. Any con
trol over market price was termed "monopoly power," and
interfirm cooperative agreements were regarded by econo
mists and the antitrust authorities with great suspicion. Yet,
if the purely competitive equilibrium is not an appropriate
welfare benchmark, none of these traditional conclusions
makes any sense.

An alternative perspective on competition is to see it as
an entrepreneurial process of discovery and adjustment
under conditions of uncertainty.2 A competitive process
implies that business organizations of various sizes contin
ually strive to discover which products and services con
sumers desire, and at what prices, and continually strive to
supply those products and services at a profit to them
selves and at the lowest cost.

This process of discovery and adjustment may encom
pass explicitly rivalrous behavior in the usual sense-direct
price and nonprice competition-and it may also include var
ious degrees of interfirm cooperation, such as joint ventures

2F.A. Hayek, "The Meaning of Competition," in Individualism and Economic
Order (Chicago: Henry Regnery, 1972), pp. 92-106. On the historical development
of the distinction between the competitive process and the competitive equilibrium,
see Paul J. McNulty, "Economic Theory and the Meaning of Competition," Quarterly
Journal of Economics 82 (November 1968): 639-56. ludwig von Mises termed the
competitive process "catallactic competition." Ludwig von Mises, Human Action: A
Treatise on Economics (New Haven, Conn.: Yale University Press, 1963), pp. 274-94.
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and mergers. Interfirm cooperation and rivalry are not
opposing paradigms from a market-process perspective.
There is no a priori way, for example, to define the optimal
size of a cooperative business unit or, alternatively, the opti
mal number of rival firms for efficient market coordination.
Even price agreements between firms may serve to reduce
risk and uncertainty-during a recession, for example-and
lead to an increase in market efficiency. (See chapter 6.)
Cooperation and rivalry are voluntary alternative institu
tional arrangements by which entrepreneurs, under condi
tions of uncertainty, strive to discover <?pportunities and
coordinate plans in a continuous search for profits. Public
policy should not hinder the development, or collapse, of
these arrangements.

In competition, profits and losses serve to provide the
necessary information and incentive for continuous entre
preneurial alertness. Some business organizations may be
more successful than others in this process and may earn sig
nificant market share; other organizations may do poorly,
lose market share, and even fail. Both the growth and
decline of companies is a necessary part of the discovery
procedure. Finally, while individual markets may tend to
clear during this process, error and changing information,
among other things, must prevent the realization of any
final equilibrium condition.

The Problem with Free-Market Monopoly Theory

Similar theoretical difficulties discredit free-market
monopoly theory as well. The primary one concerns the
actual ability of a monopoly firm, or a group of colluding
firms, to restrict the market supply and realize monopoly
prices and profits. Although a firm may intend to restrict
market supply and garner monopoly profits, the ability of
free-market monopoly to achieve that result is question
able.

35



Antitrust: The Case for Repeal

The standard textbook treatment often assumes a
monopoly output restriction and then proceeds to com
pare that restricted output, unfavorably, with an atomistic
equilibrium output level.3 But both the assumption and the
comparison are entirely misleading, for the atomistic equi
librium output level is neither possible nor relevant and
cannot serve as the welfare benchmark for any compari
son. Moreover, it is difficult to understand how any output
level that is inefficient or generates substantial profits can
be sustained in an open market in the face of strong incen
tives to expand production.

Free-market monopoly power created through merger
or collusion is presumably the primary concern of the
antitrust authorities. But if the economic effect of monop
olization is to raise prices above costs-marginal and aver
age-strong economic incentives then exist to expand cur
rent production and to encourage output by new firms. If
production increases, prices will fall and the market will
tend, other things being equal, toward a situation in which
prices and costs are equal.

What happens if a free-market monopolist attempts to
subvert this competitive process and discourage rivalrous
entry by lowering prices? The reduced prices would induce
additional sales, and the market situation would then tend
toward the traditional competitive equilibrium. What hap
pens if a monopolist discriminates in price? Indeed, there
might be strong economic incentives to do so, but a
monopolist that price discriminates will end up selling addi
tional output at some lower price, and, again, the market will
tend toward the traditional competitive output. Certainly a
monopolist that is inefficient cannot deter market entry;

3See, for instance, Edwin Mansfield, Microeconomics: Theory and Applications,
5th ed. (New York: W.W. Norton, 1985), p. 294. The entire notion of a free-market
monopoly price and output may be untenable. See Murray N. Rothbard, Man,
Economy, and State (Princeton, N.J.: D. Van Nostrand, 1962), Vol. 2, pp. 586-615.
Also see the Appendix in this chapter for an explanation of Rothbard's monopoly
theory.
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inefficiency will act as an invitation to entry and additional
output. On the other hand, a monopolist that is clearly
more efficient than potential rivals can deter entry, but it
would be the efficiency of the monopolist that would keep
competitors out. Resources are not misallocated and the
competitive process is not subverted when high-cost firms
are restrained from entering markets by the superior prod
uct or efficiency of existing suppliers.

Firms may intend to restrict market output through col
lusion and cartel agreements, but the realization would be
even more tenuous than that possible through a one-firm
monopoly. Not only would a cartel of suppliers encounter
the same incentives to expand production reviewed above,
it would also face such difficulties as coordinating and
policing its own supply-restriction schemes.4 Interfirm
agreements to restrict rivalry could exist in a free market, as
they did occasionally under common law prior to the
Sherman Act, and they might even be able to stabilize tem
porarily some price fluctuations, but there is little reliable
evidence that free-market collusion can allow conspiring
firms to capture monopoly profits.5 Moreover, interfirm
cooperation may well have significant benefits that could
overwhelm any possible negative output restriction. (See
discussion in chapter 6.)

Likewise, the usual textbook discussions of inefficiency
under monopoly are unconvincing. The standard argument
of allocative inefficiency is, in fact, contrived and mislead
ing. With new entry and output blocked by definition, a

4The difficulties of effective collusion are reviewed in Dominick T. Armentano,
Antitrust and Monopoly: Anatomy of a Policy Failure, 2nd ed. (Oakland, Calif.:
Independent Institute, 1990), pp. 133-37. See also George j. Stigler, "A Theory of
Oligopoly," Journal of Political Economy 72, no. 11 (February 1964): 44-61.

5A negative relationship between collusion and profitability is found by Peter
Asch and joseph j. Seneca in "Is Collusion Profitable?" Review of Economics and
Statistics 58 (February 1976): 1-12. See also Howard Marvel, Jeffrey Netter, and
Anthony Robinson, "Price Fixing and Civil Damages: An Economic Analysis," Stanford
Law Review 40 (1988): 561-78.
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monopolist is said to misallocate economic resources rela
tive to their allocation under conditions of pure competi
tion. But this "misallocation" occurs only because the com
petitive process is assumed to be ended in atomistic com
petition (price, marginal cost, and minimum average cost
are all assumed to be equal) and because no competitive
market process is allowed to begin under monopoly. If, o'n
the other hand, a competitive process always operates
under free-market monopoly, and if it is assumed that no
final atomistic equilibrium condition can ever exist, then
resource misallocation under free-market monopoly, as
some unique social problem, simply disappears. Allocative
inefficiency would tend to disappear from the free-market
monopoly model, just as it would tend to disappear from
the competitive disequilibrium model, and for exactly the
same reasons.

Also debatable are the standard assumptions concern
ing technical inefficiency under monopoly. In any serious
attempt to monopolize some free market, businesses are
far more likely to lower costs than they are to raise them,
and to expand rather than decrease production. The most
effective way to gain and hold a free-market monopoly
position is to be more efficient than rivals or potential
rivals. In addition, larger firms may simply have lower costs
than smaller firms, due to scale economies associated with
manufacturing, financing, and marketing, or due to innova
tion. Thus, overall business costs are just as likely to be
lower, not higher, as firms seek a monopoly position in a
free market. (By contrast, the costs of obtaining and secur
ing legal monopoly are socially wasteful; this matter is dis
cussed later.)

Occasionally the issue of technical inefficiency is con
fused by allowing the costs of product differentiation to slip
into an analysis of increased costs under monopoly. Firms
producing differentiated products often incur extra costs,
and these costs are sometimes compared unfavorably with
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the costs incurred by firms under conditions of atomistic
competition. But this comparison is not valid, for once
goods are differentiated, their costs cannot be compared
directly with the costs of homogeneous goods. That con
sumers choose to pay higher prices to cover the higher
costs of differentiated products proves nothing about inef
ficiency or waste, nor does it misallocate resources. (See
chapter 4.)

In summary, the legitimacy of antitrust regulation in the
public interest must depend upon a reasonably sound the
ory of how free-market monopoly can continue to restrict
production and increase prices and how it can make the
economy less efficient and misallocate resources. Yet, as
has been argued here, the standard theoretical approach
suffers from serious shortcomings. In the first place, monop
oly output is often compared with an impossible atomistic
output, hardly a meaningful comparison. In addition, it is dif
ficult to understand how free-market monopoly power can
continue to restrict production and sustain prices while
allowing firms to earn monopoly profits. (Barriers to entry,
including so-called predatory practices, will be discussed in
chapter 4.) The inefficiencies alleged to exist under free-mar
ket monopoly are, similarly, either contrived or irrelevant. In
short, all firms in free markets are engaged in a competitive
market process. Standard free-market monopoly theory can
not support its own conclusions in any reasonable fashion,
much less support government antitrust intervention into
private markets in the "public interest."

The Evidence
There are two fundamental kinds of evidence concerning

monopoly. The first is case-study evidence, much of it taken
from classic antitrust cases. The Standard Oil antitrust case
of 1911 6-perhaps the most famous and misunderstood

6Standard Oil Company of New Jersey v. United States, 221, US. 1 (1911).
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anti-monopoly case in all of business history-illustrates the
difficulties associated with free-market monopoly theory.

The Standard Oil Case

The cODventional account of the Standard Oil case goes
something' like this. The Standard Oil Company employed
ruthless business practices to monopolize the petroleum
industry in the nineteenth century. After achieving its
monopoly, Standard reduced market output and raised the
market price of kerosene, the industry's major product. The
federal government indicted Standard under the Sherman
Act at the very pinnacle of its monopolistic power, proved
in court that it had acted unreasonably toward consumers
and competitors, and obtained a divestiture of the compa
ny that helped to restore competition in the petroleum
industry.

This account has almost nothing in common with the
actual facts. It is not possible to review the entire history of
the case here, but a summary of the government findings
against and actual conduct of .Standard Oil will serve to
make the point.

The Standard Oil Company was a major force in the
development of the petroleum industry in the nineteenth
century. It grew from being a small Ohio corporation in
1870, with perhaps a 4-percent market share, to become a
giant, multidivisional conglomerate company by 1890,
when it enjoyed as much as 85 percent of the domestic
petroleum refining market. This growth was the result of
shrewd bargaining for crude oil, intelligent investments in
research and development, rebates from railroads, strict
financial accounting, vertical and horizontal integration to
realize specific efficiencies, investments in tank cars and
pipelines to more effectively control the transportation of
crude oil and refined product, and a host of other mana
gerial innovations. Internally-generated efficiency allowed
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the company to purchase other businesses and manage
additional assets_ with the same commitment to efficiency
and even to expand its corporate operations abroad.

Standard Oil's efficiency made the company extremely
successful: it kept its costs low and was able to sell more
and more of its refined product, usually at a lower and lower
price, in the open marketplace.7 Prices for kerosene fell
from 30 cents a gallon in 1869 to 9 cents in 1880, 7.4 cents
in 1890, and 5.9 cents in 1897. Most important, this feat
was accomplished in a market open to competitors, the
number and organizational size of which increased greatly
after 1890. Indeed, competitors grew so quickly in the years
preceding the federal antitrust case that Standard's market
share in petroleum refining declined from roughly 85 per
cent in 1890 to 64 percent in 1911. In 1911, at least 147
refining companies were competing with Standard, includ
ing such large firms as Gulf, Texaco, Union, Pure, Associated
Oil and Gas, and Shell.

This rivalrous development is not surprising, given the
enormous changes in the petroleum industry that took
place after 1890. Standard Oil, which had dominated the
Pennsylvania-crude oil markets and the national manufac
ture of kerosene, had its market position challenged by the
development of crude oil production in the southwestern
United States and by a product demand shift away from
kerosene. The increasing popularity of fuel oil, and eventu
ally gasoline, and Standard's inability to control the market
availability of crude (Standard Oil itself produced only 9
percent of the nation's supply in 1907) practically guaran
teed that the petroleum industry would not be monopo
lized by anyone business organization.

Conventional wisdom holds that the government
antitrust suit against Standard Oil proved that the firm had

7See Armentano, Antitrust and Monopoly, pp. 55-73. See also Ron Chernow,
Titan: The Life ofJohn D. Rockefeller, Sr. (New York: Random House, 1998).
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reduced outputs and increased prices and employed ruth
less business practices toward its suppliers and competi
tors. But the facts are otherwise. The lower-court judges
who convicted Standard Oil in 1909 found only that the
formation of its holding company, Standard Oil of New
Jersey in 1899, was a "contract or combination in restraint
of trade,'~ forbidden explicitly by the Sherman Antitrust Act.8

Dissolution of that company was held to be the appropri
ate-and sufficient-judicial remedy to restore competition.

This fact is extremely important. The lower court did not
find that prices for kerosene were higher because Standard
Oil had reduced outputs or that the rebates it 'had secured
from the railroads were unfair. The lower court did not rule
on any of the substantive economic issues; although it had,
of course, heard the government's argument and Standard's
defense on various charges.

It is also generally assumed that, since the famous
Standard Oil decision of 1911 established the "rule of rea
son" principle, the Supreme Court must have applied it to
Standard's business practices and determined that it had
indeed restrained market output and raised market price. It
is true that Justice White, writing for a unanimous court,
argued that the rule of reason had existed under the com
mon law and ought to be employed in antitrust cases. And
it is true that White wrote that "no reasonable mind" could
but conclude that Standard had, indeed, acted unreason
ably under this legal principle.

But it is emphatically not true that the High Court pre
sented any specific finding of guilt with respect to the
charges of misconduct and monopolistic performance
brought against them by the government. That sort of deter
mination is the job of a lower or trial court anyway, and, as
already noted, the trial court had found Standard Oil guilty
of no specific illegality with respect to the important sub
stantive issues. All that the Supreme Court did-contrary to

8United States v. Standard Oil Company of New Jersey, 173, F. Rep. 179 (1909).
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overwhelming conventional wisdom-was conclude that
some of Standard's practices, such as merger, evidenced
an unmistakable intent to monopolize and that these prac
tices were unreasonable. Why were they unreasonable?
Because the Court said that it was obvious that they were.
Certainly no detailed analysis of Standard Oil's market per
formance-as would be common practice in subsequent
rule-of-reason monopoly cases-was ever conducted by
either the trial court or the Supreme Court.

Since subsequent research has shown that petroleum
outputs expanded and prices declined throughout the
nineteenth century and that Standard had not engaged in
ruthless business practices, like predatory price cutting, the
Standard Oil case can hardly be cited by antitrust enthusi
asts as evidence that monopoly is a free-market problem or
that antitrust is necessary to protect the consuming public
from private economic power.

Empirical Studies
The second kind of evidence concerning monopoly con

sists of empirical studies of market concentration, profitabil
ity, and the welfare losses associated with monopoly power.
In these studies, profitability often serves as the measure of
monopoly power and resource misallocation.

The thinking behind profitability as the measure of
monopoly power is that economic profits would tend to be
dispersed under competitive conditions; hence, the exis
tence of economic profits in the long run could be an indi
cation that the competitive process has been restricted.
Some empirical studies argue that certain business expenses,
such as advertising and even product differentiation, should
be included with profits in any measurement of the overall
social costs ass.ociated with monopoly power.9

9There have been various attempts to measure the social cost of monopoly. See,
for example, Keith Cowling and Dennis C. Mueller, "The Social Cost of Monopoly
Power," Economic journa/88 (December 1978): 727-48.
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There are, however, some very serious methodological
difficulties associated with these studies, including the con
centration-profit studies discussed earlier.10 In the first
place, most empirical studies use accounting profit data to
draw conclusions about economic profit, a debatable pro
cedure at best. Second, legal monopoly and free-market
monopoly might well be inexorably intertwined in the actu
al business world: tariffs, quotas, licensing, and other legal
restrictions always tend to generate economic rents in mar
kets that are otherwise openly competitive. Third, empirical
studies almost always take the atomistically competitive
equilibrium condition as a welfare benchmark. While eco
nomic profits might well be dispersed in some imaginary
equilibrium world, that is irrelevant in any actual resource
allocation problem. Profits (and losses) are always essential
in providing the information and incentives required to
ensure that resources are being allocated from less valu
able uses to more valuable uses. Long-run profits may imply
that some organizations are relatively more efficient than
others over long periods of time and that the competitive
process has not yet reached any final equilibrium.

Such economic factors as uncertainty, risk, price expec
tations, and innovation are not short-run market distur
bances that disappear if only we wait long enough. They
are a continuous part of the competitive market process.
Moreover, advertising and product differentiation in a dise
quilibrium world cannot simply be treated as some unwel
come welfare burden or social cost. (See chapter 4.) In
short, profits need not evidence any extraordinary social
inefficiency or burden; nor can empirical regression studies
of profit and concentration ever serve as a reliable guide
for rational antitrust regulation.

10For an excellent criticism of all such studies and measurements, see Stephen C.
littlechild, "Misleading Calculations of the Social Costs of Monopoly Power," Econ
omic Journal 91 (June 1983): 348-63. For a statistical criticism of concentration-profit
studies see Eugene M. Singer, Antitrust Economics and Legal Analysis (Columbus,
Ohio: Grid Publishing, 1981), pp. 31-33.
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Legal Monopoly and Consumer Welfare

While free-market monopoly theory is seriously flawed, it
is true that legal barriers to competition can create resource
misallocating monopoly power. Government, usually at the
behest of some business interest, may decide to legally
restrict entry into certain markets. Government licensing, cer
tificates of public convenience, legal franchise, and quotas
both foreign and domestic-each can tend to restrict entry,
reduce the supply of available output, or raise the market
price of a product to consumers. Firms and suppliers that
would have voluntarily entered into trade and exchange with
willing consumer-buyers are legally prevented from doing
so; consumers who would have willingly purchased addi
tional output at lower prices cannot; and innovations that
would have been introduced by new suppliers are delayed
or lost altogether. The competitive market process has been
undercut and artificially shortcircuited-by law.

The government power of monopoly-of legally restrain
ing trade-can have the effect of reducing market supply
and raising market price. This restriction of output is not
voluntary; nor is it due to disequilibrium. There has been no
voluntary refusal to deal or trade; prospective buyers and
sellers are, presumably, anxious to trade and thereby to
improve their relative welfare, but they are prevented from
doing so by law. Potential suppliers are not excluded
because they are less efficient users of capital or cannot
realize economies of scale; they are excluded arbitrarily by
government power. Indeed, a reasonable guess is that
some of the potential entrants are more efficient than exist
ing producers-else why the necessity of legal restrictions?

Moreover, there are no economic incentives that tend
to offset legal output reductions. The economic incentives
for protected business organizations are, as explained ear
lier, to maintain or expand existing monopoly restrictions
that legally exclude potential competitors. Firms will waste
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additional resources to retain legal privileges and their
monopoly rents. Indeed, all of the conventional criticisms
of monopoly actually do apply to legal monopoly and
rationalize the repeal of such restrictions.

Conclusions

This chapter has argued that the theory of free-market
monopoly is flawed. Neither theory nor evidence can
rationalize antitrust policy. But if legal barriers restrain trade,
can antitrust regulation be justifiably used against them?

Employing antitrust against legal barriers to entry en
acted by state and local governments may create incentives
to dismantle those barriers. In fact, some antitrust critics are
sympathetic to using antitrust in an already regulated soci
ety solely to remove legal restrictions on competition or
cooperation.11 Some important caveats are in order, how
ever. First, employing antitrust against legal barriers to entry
is the only application of antitrust that can be rationalized.
Second, the possible dangers from antitrust misuse-prose
cuting cooperative agreements between suppliers instead
of strictly legal barriers to trade, for example, and the con
tinuation of private antitrust-are likely to be so great as to
overwhelm the marginal benefits that could arise from
prosecuting legal monopoly. If the political choice were to
retain antitrust regulation or abolish it completely, total
abolition would still be the better course. Finally, should
Congress or the courts move to block further the applica
tion of antitrust to legal monopolies, there would again be
no rationalization for any antitrust policy.12

11 See Dominick T. Armentano, "Towards a Rational Antitrust Policy," hearings
before the Joint Economic Committee, November 14, 1983, in Antitrust Policy and
Competition (Washington, D.C.: U.S. Government Printing Office, 1984), pp. 23-33.

12The so-called Parker doctrine (Parker v. Brown, 317 U.S. 341 [1943]) already
makes explicitly authorized state-government regulation exempt from antitrust law.
The Local Government Antitrust Act of 1984 eliminates personal antitrust liability for
municipal officials. See Antitrust and Trade Regulation Reporter 47, no. 1178 (August
16, 1984): 345-52.
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Rothbardian Monopoly Theory

Economist Murray N. Rothbard (1926-1995) made several
important contributions to monopoly theory that have been
ignored by mainstream industrial organization theorists. His
views on monopoly and on the impossibility of "competitive
prices" and "monopoly prices" (in a free market) challenge
the mainstream neoclassical position and are at variance with
those of his fellow Austrian economists as well.

Rothbard argues that it may be confusing (and even
absurd) to define monopoly as "the control over the entire
supply of some commodity or resource," a common defi
nitional approach in neoclassical and Austrian circles. This
definition is inappropriate since the slightest consumer-per
ceived difference petween different units of some com
modity or resource (with respect to location for example),
would then ,mean that each seller is a "monopolist."l But
even if this were an appropriate definitional approach, the
entire notion of monopoly price in a free market is unten
able according to Rothbard. He argues that any accept
able theory of monopoly price is itself conditional on an
independent determination of a competitive price against
which the monopoly price might be compared. For
Rothbard, however, any independent determination of a
competitive price in a free market is impossible. Free mar
kets contain only free-market prices.2

1Rothbard, Man, Economy, and State, pp. 590-91.

2Ibid., pp. 604-05.
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Competitive prices in the orthodox literature have usu
ally been associated with marginal cost pricing, particularly
under conditions of long-run equilibrium. For Rothbard,
however, such prices are meaningless and irrelevant since
they are associated with a static equilibrium condition that
could never actually exist, and would not necessarily be
optimal even if it did exist. In any actual market situation,
all sellers have some influence over price, and market infor
mation is never perfect. In all real markets, sellers face a
sloped demand curve, not the perfectly elastic demand
curve associated with atomistic competition. Thus, all mar
ket pricing is free-market pricing whether it is accomplished
by many small sellers or by a few firms with significant mar
ket share. Competitive prices are as fictitious as the
medieval notion of the "just" price.

It has been common to define a monopoly price as that
price accomplished when output is restricted under condi
tions of inelastic demand, thus increasing the net income
of the supplier. Rothbard argues, however, that there is no
objective way to determine that such a price is a monop
oly price or that such a restriction is antisocial. All we can
know is that all firms attempt to produce a stock of goods
that maximizes their net income given their estimation of
demand. They attempt to set the price (other things being
equal) such that the range of demand above their asking
price is elastic. If they discover that t~ey can increase their
monetary income by producing less ill the next selling peri
od, then they do so.

Rothbard maintains that to speak of the initial price as
the competitive price, and the second-period price as the
monopoly price makes no objective sense. How, he asks,
is it to be objectively determined that the first price is actu
ally a competitive price? Could it, in fact, have been a "sub
competitive" price? Presumably even atomistic firms can
make mistakes and produce too muc~.3··lf they do they

3Ibid., p. 607.

48



Appendix

must restrict production in the next period and market
price may increase; but this does not mean that the second
price is a monopoly price. Indeed, the entire discussion
makes no rational sense since there are no independent cri
teria that would allow such determinations. All that can be
known for sure, Rothbard argues, is that the prices both
before and after any supply change are free-market prices.

In addition, the negative welfare implications concern
ing alleged monopoly prices would not follow even if such
prices could exist. Since the inelasticity of demand for
Rothbard is "purely the result of the voluntary demands" of
the consumers, and since the exchange (at the higher
price) is completely voluntary anyway, there is no unam
biguous way to conclude that any supply restriction
reduced social welfare.

Rothbard has been severely critical of orthodox utility
and welfare analysis.4 The conventional wisdom in antitrust,
among both reformers and traditionalists, has been to
assert that business agreements such as price-fixing ought
to be prohibited since they tend to reduce<consumer wel
fare and lower social efficiency. For Rothbard, however, the
costs and benefits associated with exchange are personal
and subjective, and do not lend themselves to any cardinal
measurement or aggregation. He holds that there is no
unambiguous manner by which the costs for consumers
and the benefits for producers (or vice versa) might be
totaled up across various markets, and then compared to
make a determination as to whether a business agreement
is socially efficient or not. Indeed, the entire notion of social

. efficiency is a myth for Rothbard.s Individual consumer and
producer utility and surplus may exist, but these notions

4Murray N. Rothbard, Toward a Reconstruction of Utility and Welfare Economics
(New York: Center for Libertarian Studies, 1977).

SMurray N. Rothbard, "The Myth of Efficiency," in Mario Rizzo, ed., Time,
Uncertainty, and Disequilibrium (Boston: D.C. Heath, 1979), pp. 90-95.
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cannot be mathematically manipulated to allow any regula
tory rule-of-reason judgments.

Rothbard's criticism of conventional and Austrian monop
oly theory allows him to conclude that monopoly can be best
defined as a grant of special privilege from government that
legally reserves "a certain area of production to one particu
lar individual or group."6 This definition of monopoly is his
torically relevant and unambiguous in Rothbard's judgment.
It is historically relevant since it is the original meaning of
the term in English common law, and much of this sort of
monopoly still survives today. It is unambiguous since such
an approach allows a clear distinction to be made between
free-market prices and monopoly prices. Free markets-that
are either rivalrous or cooperative in varying degrees-can
only give rise to free-market prices. On the other hand,
monopoly prices can arise whenever government legally
restrains trade. Presumably an unambiguous antimonopoly
policy would conclude that all such privileges, including
orthodox antitrust policy itself which restrains free trade, be
abolished.

6Rothbard, Man, Economy, and State, p. 591.
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1
The Positive 

Theory of the Cycle 

Study of business cycles must be based upon a satisfactory
cycle theory. Gazing at sheaves of statistics without “pre-
judgment” is futile. A cycle takes place in the economic

world, and therefore a usable cycle theory must be integrated with
general economic theory. And yet, remarkably, such integration,
even attempted integration, is the exception, not the rule. Eco-
nomics, in the last two decades, has fissured badly into a host of
airtight compartments—each sphere hardly related to the others.
Only in the theories of Schumpeter and Mises has cycle theory
been integrated into general economics.1

The bulk of cycle specialists, who spurn any systematic integra-
tion as impossibly deductive and overly simplified, are thereby
(wittingly or unwittingly) rejecting economics itself. For if one
may forge a theory of the cycle with little or no relation to gen-
eral economics, then general economics must be incorrect, failing
as it does to account for such a vital economic phenomenon. For
institutionalists—the pure data collectors—if not for others, this
is a welcome conclusion. Even institutionalists, however, must use
theory sometimes, in analysis and recommendation; in fact, they
end by using a concoction of ad hoc hunches, insights, etc.,

1Various neo-Keynesians have advanced cycle theories. They are integrated,
however, not with general economic theory, but with holistic Keynesian systems—
systems which are very partial indeed. 



plucked unsystematically from various theoretical gardens. Few, if
any, economists have realized that the Mises theory of the trade
cycle is not just another theory: that, in fact, it meshes closely with
a general theory of the economic system.2 The Mises theory is, in
fact, the economic analysis of the necessary consequences of inter-
vention in the free market by bank credit expansion. Followers of
the Misesian theory have often displayed excessive modesty in
pressing its claims; they have widely protested that the theory is
“only one of many possible explanations of business cycles,” and
that each cycle may fit a different causal theory. In this, as in so
many other realms, eclecticism is misplaced. Since the Mises the-
ory is the only one that stems from a general economic theory, it
is the only one that can provide a correct explanation. Unless we
are prepared to abandon general theory, we must reject all pro-
posed explanations that do not mesh with general economics. 

BUSINESS CYCLES AND BUSINESS FLUCTUATIONS

It is important, first, to distinguish between business cycles and
ordinary business fluctuations. We live necessarily in a society of
continual and unending change, change that can never be precisely
charted in advance. People try to forecast and anticipate changes as
best they can, but such forecasting can never be reduced to an
exact science. Entrepreneurs are in the business of forecasting
changes on the market, both for conditions of demand and of sup-
ply. The more successful ones make profits pari passus with their
accuracy of judgment, while the unsuccessful forecasters fall by the
wayside. As a result, the successful entrepreneurs on the free mar-
ket will be the ones most adept at anticipating future business con-
ditions. Yet, the forecasting can never be perfect, and entrepre-
neurs will continue to differ in the success of their judgments. If
this were not so, no profits or losses would ever be made in busi-
ness. 

4 America’s Great Depression

2There is, for example, not a hint of such knowledge in Haberler’s well-
known discussion. See Gottfried Haberler, Prosperity and Depression (2nd ed.,
Geneva, Switzerland: League of Nations, 1939). 
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Changes, then, take place continually in all spheres of the econ-
omy. Consumer tastes shift; time preferences and consequent pro-
portions of investment and consumption change; the labor force
changes in quantity, quality, and location; natural resources are dis-
covered and others are used up; technological changes alter pro-
duction possibilities; vagaries of climate alter crops, etc. All these
changes are typical features of any economic system. In fact, we
could not truly conceive of a changeless society, in which everyone
did exactly the same things day after day, and no economic data
ever changed. And even if we could conceive of such a society, it is
doubtful whether many people would wish to bring it about. 

It is, therefore, absurd to expect every business activity to be
“stabilized” as if these changes were not taking place. To stabilize
and “iron out” these fluctuations would, in effect, eradicate any
rational productive activity. To take a simple, hypothetical case,
suppose that a community is visited every seven years by the seven-
year locust. Every seven years, therefore, many people launch
preparations to deal with the locusts: produce anti-locust equip-
ment, hire trained locust specialists, etc. Obviously, every seven
years there is a “boom” in the locust-fighting industry, which, hap-
pily, is “depressed” the other six years. Would it help or harm mat-
ters if everyone decided to “stabilize” the locust-fighting industry
by insisting on producing the machinery evenly every year, only to
have it rust and become obsolete? Must people be forced to build
machines before they want them; or to hire people before they are
needed; or, conversely, to delay building machines they want—all
in the name of “stabilization”? If people desire more autos and
fewer houses than formerly, should they be forced to keep buying
houses and be prevented from buying the autos, all for the sake of
stabilization? As Dr. F.A. Harper has stated: 

This sort of business fluctuation runs all through our
daily lives. There is a violent fluctuation, for instance, in
the harvest of strawberries at different times during the
year. Should we grow enough strawberries in green-
houses so as to stabilize that part of our economy
throughout the year.3

3F.A. Harper, Why Wages Rise (Irvington-on-Hudson, N.Y.: Foundation for
Economic Education, 1957), pp. 118–19. 
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We may, therefore, expect specific business fluctuations all the
time. There is no need for any special “cycle theory” to account for
them. They are simply the results of changes in economic data and
are fully explained by economic theory. Many economists, how-
ever, attribute general business depression to “weaknesses” caused
by a “depression in building” or a “farm depression.” But declines
in specific industries can never ignite a general depression. Shifts
in data will cause increases in activity in one field, declines in
another. There is nothing here to account for a general business
depression—a phenomenon of the true “business cycle.” Suppose,
for example, that a shift in consumer tastes, and technologies,
causes a shift in demand from farm products to other goods. It is
pointless to say, as many people do, that a farm depression will
ignite a general depression, because farmers will buy less goods,
the people in industries selling to farmers will buy less, etc. This
ignores the fact that people producing the other goods now favored
by consumers will prosper; their demands will increase. 

The problem of the business cycle is one of general boom and
depression; it is not a problem of exploring specific industries and
wondering what factors make each one of them relatively prosper-
ous or depressed. Some economists—such as Warren and Pearson
or Dewey and Dakin—have believed that there are no such things
as general business fluctuations—that general movements are but
the results of different cycles that take place, at different specific
time-lengths, in the various economic activities. To the extent that
such varying cycles (such as the 20-year “building cycle” or the
seven-year locust cycle) may exist, however, they are irrelevant to
a study of business cycles in general or to business depressions in
particular. What we are trying to explain are general booms and
busts in business. 

In considering general movements in business, then, it is imme-
diately evident that such movements must be transmitted through
the general medium of exchange—money. Money forges the con-
necting link between all economic activities. If one price goes up
and another down, we may conclude that demand has shifted from
one industry to another; but if all prices move up or down together,
some change must have occurred in the monetary sphere. Only
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changes in the demand for, and/or the supply of, money will cause
general price changes. An increase in the supply of money, the
demand for money remaining the same, will cause a fall in the pur-
chasing power of each dollar, i.e., a general rise in prices; con-
versely, a drop in the money supply will cause a general decline in
prices. On the other hand, an increase in the general demand for
money, the supply remaining given, will bring about a rise in the
purchasing power of the dollar (a general fall in prices); while a fall
in demand will lead to a general rise in prices. Changes in prices in
general, then, are determined by changes in the supply of and
demand for money. The supply of money consists of the stock of
money existing in the society. The demand for money is, in the
final analysis, the willingness of people to hold cash balances, and
this can be expressed as eagerness to acquire money in exchange,
and as eagerness to retain money in cash balance. The supply of
goods in the economy is one component in the social demand for
money; an increased supply of goods will, other things being equal,
increase the demand for money and therefore tend to lower prices.
Demand for money will tend to be lower when the purchasing
power of the money-unit is higher, for then each dollar is more
effective in cash balance. Conversely, a lower purchasing power
(higher prices) means that each dollar is less effective, and more
dollars will be needed to carry on the same work. 

The purchasing power of the dollar, then, will remain constant
when the stock of, and demand for, money are in equilibrium with
each other: i.e., when people are willing to hold in their cash bal-
ances the exact amount of money in existence. If the demand for
money exceeds the stock, the purchasing power of money will rise
until the demand is no longer excessive and the market is cleared;
conversely, a demand lower than supply will lower the purchasing
power of the dollar, i.e., raise prices. 

Yet, fluctuations in general business, in the “money relation,”
do not by themselves provide the clue to the mysterious business
cycle. It is true that any cycle in general business must be trans-
mitted through this money relation: the relation between the stock
of, and the demand for, money. But these changes in themselves
explain little. If the money supply increases or demand falls, for



example, prices will rise; but why should this generate a “business
cycle”? Specifically, why should it bring about a depression? The
early business cycle theorists were correct in focusing their atten-
tion on the crisis and depression: for these are the phases that puzzle
and shock economists and laymen alike, and these are the phases
that most need to be explained. 

THE PROBLEM: THE CLUSTER OF ERROR

The explanation of depressions, then, will not be found by
referring to specific or even general business fluctuations per se.
The main problem that a theory of depression must explain is: why
is there a sudden general cluster of business errors? This is the first
question for any cycle theory. Business activity moves along nicely
with most business firms making handsome profits. Suddenly,
without warning, conditions change and the bulk of business firms
are experiencing losses; they are suddenly revealed to have made
grievous errors in forecasting. 

A general review of entrepreneurship is now in order. Entre-
preneurs are largely in the business of forecasting. They must
invest and pay costs in the present, in the expectation of recouping
a profit by sale either to consumers or to other entrepreneurs fur-
ther down in the economy’s structure of production. The better
entrepreneurs, with better judgment in forecasting consumer or
other producer demands, make profits; the inefficient entrepre-
neurs suffer losses. The market, therefore, provides a training
ground for the reward and expansion of successful, far-sighted
entrepreneurs and the weeding out of inefficient businessmen. As
a rule only some businessmen suffer losses at any one time; the
bulk either break even or earn profits. How, then, do we explain
the curious phenomenon of the crisis when almost all entrepre-
neurs suffer sudden losses? In short, how did all the country’s
astute businessmen come to make such errors together, and why
were they all suddenly revealed at this particular time? This is the
great problem of cycle theory. 

It is not legitimate to reply that sudden changes in the data are
responsible. It is, after all, the business of entrepreneurs to forecast

8 America’s Great Depression



future changes, some of which are sudden. Why did their forecasts
fail so abysmally? 

Another common feature of the business cycle also calls for an
explanation. It is the well-known fact that capital-goods industries
fluctuate more widely than do the consumer-goods industries. The capi-
tal-goods industries—especially the industries supplying raw mate-
rials, construction, and equipment to other industries—expand
much further in the boom, and are hit far more severely in the
depression. 

A third feature of every boom that needs explaining is the
increase in the quantity of money in the economy. Conversely,
there is generally, though not universally, a fall in the money sup-
ply during the depression. 

THE EXPLANATION: BOOM AND DEPRESSION

In the purely free and unhampered market, there will be no
cluster of errors, since trained entrepreneurs will not all make
errors at the same time.4 The “boom-bust” cycle is generated by
monetary intervention in the market, specifically bank credit
expansion to business. Let us suppose an economy with a given
supply of money. Some of the money is spent in consumption; the
rest is saved and invested in a mighty structure of capital, in vari-
ous orders of production. The proportion of consumption to sav-
ing or investment is determined by people’s time preferences—the
degree to which they prefer present to future satisfactions. The less
they prefer them in the present, the lower will their time preference

The Positive Theory of the Cycle 9

4Siegfried Budge, Grundzüge der Theoretische Nationalökonomie (Jena, 1925),
quoted in Simon S. Kuznets, “Monetary Business Cycle Theory in Germany,”
Journal of Political Economy (April, 1930): 127–28. 

Under conditions of free competition . . . the market is . . . dependent
upon supply and demand . . . there could [not] develop a disproportional-
ity in the production of goods, which could draw in the whole economic
system . . . such a disproportionality can arise only when, at some decisive
point, the price structure does not base itself upon the play of only free
competition, so that some arbitrary influence becomes possible. 
Kuznets himself criticizes the Austrian theory from his empiricist, anti-cause

and effect-standpoint, and also erroneously considers this theory to be “static.” 



rate be, and the lower therefore will be the pure interest rate, which
is determined by the time preferences of the individuals in society.
A lower time-preference rate will be reflected in greater propor-
tions of investment to consumption, a lengthening of the structure
of production, and a building-up of capital. Higher time prefer-
ences, on the other hand, will be reflected in higher pure interest
rates and a lower proportion of investment to consumption. The
final market rates of interest reflect the pure interest rate plus or
minus entrepreneurial risk and purchasing power components.
Varying degrees of entrepreneurial risk bring about a structure of
interest rates instead of a single uniform one, and purchasing-
power components reflect changes in the purchasing power of the
dollar, as well as in the specific position of an entrepreneur in rela-
tion to price changes. The crucial factor, however, is the pure
interest rate. This interest rate first manifests itself in the “natural
rate” or what is generally called the going “rate of profit.” This
going rate is reflected in the interest rate on the loan market, a rate
which is determined by the going profit rate.5

Now what happens when banks print new money (whether as
bank notes or bank deposits) and lend it to business?6 The new
money pours forth on the loan market and lowers the loan rate of
interest. It looks as if the supply of saved funds for investment has
increased, for the effect is the same: the supply of funds for invest-
ment apparently increases, and the interest rate is lowered. Busi-
nessmen, in short, are misled by the bank inflation into believing
that the supply of saved funds is greater than it really is. Now,
when saved funds increase, businessmen invest in “longer
processes of production,” i.e., the capital structure is lengthened,
especially in the “higher orders” most remote from the consumer.

10 America’s Great Depression

5This is the “pure time preference theory” of the rate of interest; it can be
found in Ludwig von Mises, Human Action (New Haven, Conn.: Yale University
Press, 1949); in Frank A. Fetter, Economic Principles (New York: Century, 1915),
and idem, “Interest Theories Old and New, ” American Economic Review (March,
1914): 68–92. 

6“Banks,” for many purposes, include also savings and loan associations, and
life insurance companies, both of which create new money via credit expansion to
business. See below for further discussion of the money and banking question. 
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Businessmen take their newly acquired funds and bid up the prices
of capital and other producers’ goods, and this stimulates a shift of
investment from the “lower” (near the consumer) to the “higher”
orders of production (furthest from the consumer)—from con-
sumer goods to capital goods industries.7

If this were the effect of a genuine fall in time preferences and
an increase in saving, all would be well and good, and the new
lengthened structure of production could be indefinitely sustained.
But this shift is the product of bank credit expansion. Soon the new
money percolates downward from the business borrowers to the
factors of production: in wages, rents, interest. Now, unless time
preferences have changed, and there is no reason to think that they
have, people will rush to spend the higher incomes in the old con-
sumption–investment proportions. In short, people will rush to
reestablish the old proportions, and demand will shift back from
the higher to the lower orders. Capital goods industries will find
that their investments have been in error: that what they thought
profitable really fails for lack of demand by their entrepreneurial
customers. Higher orders of production have turned out to be
wasteful, and the malinvestment must be liquidated. 

A favorite explanation of the crisis is that it stems from “under-
consumption”—from a failure of consumer demand for goods at
prices that could be profitable. But this runs contrary to the com-
monly known fact that it is capital goods , and not consumer goods,
industries that really suffer in a depression. The failure is one of
entrepreneurial demand for the higher order goods, and this in turn
is caused by the shift of demand back to the old proportions. 

In sum, businessmen were misled by bank credit inflation to
invest too much in higher-order capital goods, which could only be
prosperously sustained through lower time preferences and greater
savings and investment; as soon as the inflation permeates to the mass

7On the structure of production, and its relation to investment and bank cred-
it, see F.A. Hayek, Prices and Production (2nd ed., London: Routledge and Kegan
Paul, 1935); Mises, Human Action; and Eugen von Böhm-Bawerk, “Positive
Theory of Capital,” in Capital and Interest (South Holland, Ill.: Libertarian Press,
1959), vol. 2. 



12 America’s Great Depression

of the people, the old consumption–investment proportion is reestab-
lished, and business investments in the higher orders are seen to have
been wasteful.8 Businessmen were led to this error by the credit
expansion and its tampering with the free-market rate of interest.

The “boom,” then, is actually a period of wasteful misinvest-
ment. It is the time when errors are made, due to bank credit’s tam-
pering with the free market. The “crisis” arrives when the con-
sumers come to reestablish their desired proportions. The
“depression” is actually the process by which the economy adjusts
to the wastes and errors of the boom, and reestablishes efficient
service of consumer desires. The adjustment process consists in
rapid liquidation of the wasteful investments. Some of these will be
abandoned altogether (like the Western ghost towns constructed
in the boom of 1816–1818 and deserted during the Panic of 1819);
others will be shifted to other uses. Always the principle will be not
to mourn past errors, but to make most efficient use of the exist-
ing stock of capital. In sum, the free market tends to satisfy volun-
tarily-expressed consumer desires with maximum efficiency, and
this includes the public’s relative desires for present and future
consumption. The inflationary boom hobbles this efficiency, and
distorts the structure of production, which no longer serves con-
sumers properly. The crisis signals the end of this inflationary dis-
tortion, and the depression is the process by which the economy
returns to the efficient service of consumers. In short, and this is a
highly important point to grasp, the depression is the “recovery”
process, and the end of the depression heralds the return to nor-
mal, and to optimum efficiency. The depression, then, far from
being an evil scourge, is the necessary and beneficial return of the
economy to normal after the distortions imposed by the boom.
The boom, then, requires a “bust.” 

Since it clearly takes very little time for the new money to filter
down from business to factors of production, why don’t all booms
come quickly to an end? The reason is that the banks come to the
rescue. Seeing factors bid away from them by consumer goods

8“Inflation” is here defined as an increase in the money supply not consisting of an
increase in the money metal. 



industries, finding their costs rising and themselves short of funds,
the borrowing firms turn once again to the banks. If the banks
expand credit further, they can again keep the borrowers afloat. The
new money again pours into business, and they can again bid factors
away from the consumer goods industries. In short, continually
expanded bank credit can keep the borrowers one step ahead of
consumer retribution. For this, we have seen, is what the crisis and
depression are: the restoration by consumers of an efficient econ-
omy, and the ending of the distortions of the boom. Clearly, the
greater the credit expansion and the longer it lasts, the longer will
the boom last. The boom will end when bank credit expansion
finally stops. Evidently, the longer the boom goes on the more
wasteful the errors committed, and the longer and more severe will
be the necessary depression readjustment. 

Thus, bank credit expansion sets into motion the business cycle
in all its phases: the inflationary boom, marked by expansion of the
money supply and by malinvestment; the crisis, which arrives when
credit expansion ceases and malinvestments become evident; and
the depression recovery, the necessary adjustment process by
which the economy returns to the most efficient ways of satisfying
consumer desires.9

What, specifically, are the essential features of the depression-
recovery phase? Wasteful projects, as we have said, must either be
abandoned or used as best they can be. Inefficient firms, buoyed up
by the artificial boom, must be liquidated or have their debts scaled
down or be turned over to their creditors. Prices of producers’
goods must fall, particularly in the higher orders of production—
this includes capital goods, lands, and wage rates. Just as the boom
was marked by a fall in the rate of interest, i.e., of price differentials
between stages of production (the “natural rate” or going rate of
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9This “Austrian” cycle theory settles the ancient economic controversy on
whether or not changes in the quantity of money can affect the rate of interest. It
supports the “modern” doctrine that an increase in the quantity of money lowers
the rate of interest (if it first enters the loan market); on the other hand, it supports
the classical view that, in the long run, quantity of money does not affect the inter-
est rate (or can only do so if time preferences change). In fact, the depression-read-
justment is the market’s return to the desired free-market rate of interest. 



profit) as well as the loan rate, so the depression-recovery consists
of a rise in this interest differential. In practice, this means a fall in
the prices of the higher-order goods relative to prices in the con-
sumer goods industries. Not only prices of particular machines
must fall, but also the prices of whole aggregates of capital, e.g.,
stock market and real estate values. In fact, these values must fall
more than the earnings from the assets, through reflecting the
general rise in the rate of interest return. 

Since factors must shift from the higher to the lower orders of
production, there is inevitable “frictional” unemployment in a
depression, but it need not be greater than unemployment attend-
ing any other large shift in production. In practice, unemployment
will be aggravated by the numerous bankruptcies, and the large
errors revealed, but it still need only be temporary. The speedier
the adjustment, the more fleeting will the unemployment be.
Unemployment will progress beyond the “frictional” stage and
become really severe and lasting only if wage rates are kept artifi-
cially high and are prevented from falling. If wage rates are kept
above the free-market level that clears the demand for and supply
of labor, laborers will remain permanently unemployed. The
greater the degree of discrepancy, the more severe will the unem-
ployment be. 

SECONDARY FEATURES OF DEPRESSION:
DEFLATIONARY CREDIT CONTRACTION

The above are the essential features of a depression. Other sec-
ondary features may also develop. There is no need, for example,
for deflation (lowering of the money supply) during a depression.
The depression phase begins with the end of inflation, and can
proceed without any further changes from the side of money.
Deflation has almost always set in, however. In the first place, the
inflation took place as an expansion of bank credit; now, the finan-
cial difficulties and bankruptcies among borrowers cause banks to
pull in their horns and contract credit.10 Under the gold standard,

14 America’s Great Depression

10It is often maintained that since business firms can find few profitable
opportunities in a depression, business demand for loans falls off, and hence loans



banks have another reason for contracting credit—if they had
ended inflation because of a gold drain to foreign countries. The
threat of this drain forces them to contract their outstanding loans.
Furthermore the rash of business failures may cause questions to
be raised about the banks; and banks, being inherently bankrupt
anyway, can ill afford such questions.11 Hence, the money supply
will contract because of actual bank runs, and because banks will
tighten their position in fear of such runs. 

Another common secondary feature of depressions is an increase
in the demand for money. This “scramble for liquidity” is the result
of several factors: (1) people expect falling prices, due to the
depression and deflation, and will therefore hold more money and
spend less on goods, awaiting the price fall; (2) borrowers will try
to pay off their debts, now being called by banks and by business
creditors, by liquidating other assets in exchange for money; (3)
the rash of business losses and bankruptcies makes businessmen
cautious about investing until the liquidation process is over. 

With the supply of money falling, and the demand for money
increasing, generally falling prices are a consequent feature of most
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and money supply will contract. But this argument overlooks the fact that the
banks, if they want to, can purchase securities, and thereby sustain the money
supply by increasing their investments to compensate for dwindling loans.
Contractionist pressure therefore always stems from banks and not from business
borrowers.

11Banks are “inherently bankrupt” because they issue far more warehouse
receipts to cash (nowadays in the form of “deposits” redeemable in cash on
demand) than they have cash available. Hence, they are always vulnerable to bank
runs. These runs are not like any other business failures, because they simply con-
sist of depositors claiming their own rightful property, which the banks do not
have. “Inherent bankruptcy,” then, is an essential feature of any “fractional
reserve” banking system. As Frank Graham stated: 

The attempt of the banks to realize the inconsistent aims of lending cash,
or merely multiplied claims to cash, and still to represent that cash is avail-
able on demand is even more preposterous than . . . eating one’s cake and
counting on it for future consumption. . . . The alleged convertibility is a
delusion dependent upon the right’s not being unduly exercised.

Frank D. Graham, “Partial Reserve Money and the 100% Proposal,”
American Economic Review (September, 1936): 436. 
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depressions. A general price fall, however, is caused by the second-
ary, rather than by the inherent, features of depressions. Almost all
economists, even those who see that the depression adjustment
process should be permitted to function unhampered, take a very
gloomy view of the secondary deflation and price fall, and assert
that they unnecessarily aggravate the severity of depressions. This
view, however, is incorrect. These processes not only do not aggra-
vate the depression, they have positively beneficial effects. 

There is, for example, no warrant whatever for the common
hostility toward “hoarding.” There is no criterion, first of all, to
define “hoarding”; the charge inevitably boils down to mean that
A thinks that B is keeping more cash balances than A deems
appropriate for B. Certainly there is no objective criterion to
decide when an increase in cash balance becomes a “hoard.” Sec-
ond, we have seen that the demand for money increases as a result
of certain needs and values of the people; in a depression, fears of
business liquidation and expectations of price declines particularly
spur this rise. By what standards can these valuations be called
“illegitimate”? A general price fall is the way that an increase in the
demand for money can be satisfied; for lower prices mean that the
same total cash balances have greater effectiveness, greater “real”
command over goods and services. In short, the desire for
increased real cash balances has now been satisfied. 

Furthermore, the demand for money will decline again as soon
as the liquidation and adjustment processes are finished. For the
completion of liquidation removes the uncertainties of impending
bankruptcy and ends the borrowers’ scramble for cash. A rapid
unhampered fall in prices, both in general (adjusting to the
changed money-relation), and particularly in goods of higher
orders (adjusting to the malinvestments of the boom) will speedily
end the realignment processes and remove expectations of further
declines. Thus, the sooner the various adjustments, primary and
secondary, are carried out, the sooner will the demand for money
fall once again. This, of course, is just one part of the general eco-
nomic “return to normal.” 

Neither does the increased “hoarding” nor the fall of prices at all
interfere with the primary depression-adjustment. The important
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feature of the primary adjustment is that the prices of producers’
goods fall more rapidly than do consumer good prices (or, more
accurately, that higher order prices fall more rapidly than do those of
lower order goods); it does not interfere with the primary adjust-
ment if all prices are falling to some degree. It is, moreover, a com-
mon myth among laymen and economists alike, that falling prices
have a depressing effect on business. This is not necessarily true.
What matters for business is not the general behavior of prices, but
the price differentials between selling prices and costs (the “natural
rate of interest”). If wage rates, for example, fall more rapidly than
product prices, this stimulates business activity and employment. 

Deflation of the money supply (via credit contraction) has fared
as badly as hoarding in the eyes of economists. Even the Misesian
theorists deplore deflation and have seen no benefits accruing from
it.12 Yet, deflationary credit contraction greatly helps to speed up
the adjustment process, and hence the completion of business
recovery, in ways as yet unrecognized. The adjustment consists, as
we know, of a return to the desired consumption-saving pattern.
Less adjustment is needed, however, if time preferences themselves
change: i.e., if savings increase and consumption relatively declines.
In short, what can help a depression is not more consumption, but,
on the contrary, less consumption and more savings (and, con-
comitantly, more investment). Falling prices encourage greater
savings and decreased consumption by fostering an accounting
illusion. Business accounting records the value of assets at their
original cost. It is well known that general price increases distort
the accounting-record: what seems to be a large “profit” may only
be just sufficient to replace the now higher-priced assets. During
an inflation, therefore, business “profits” are greatly overstated,
and consumption is greater than it would be if the accounting illu-
sion were not operating—perhaps capital is even consumed without
the individual’s knowledge. In a time of deflation, the accounting
illusion is reversed: what seem like losses and capital consumption,

12In a gold standard country (such as America during the 1929 depression),
Austrian economists accepted credit contraction as a perhaps necessary price to
pay for remaining on gold. But few saw any remedial virtues in the deflation
process itself. 
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may actually mean profits for the firm, since assets now cost much
less to be replaced. This overstatement of losses, however, restricts
consumption and encourages saving; a man may merely think he is
replacing capital, when he is actually making an added investment
in the business. 

Credit contraction will have another beneficial effect in pro-
moting recovery. For bank credit expansion, we have seen, distorts
the free market by lowering price differentials (the “natural rate of
interest” or going rate of profit) on the market. Credit contraction,
on the other hand, distorts the free market in the reverse direction.
Deflationary credit contraction’s first effect is to lower the money
supply in the hands of business, particularly in the higher stages of
production. This reduces the demand for factors in the higher
stages, lowers factor prices and incomes, and increases price dif-
ferentials and the interest rate. It spurs the shift of factors, in short,
from the higher to the lower stages. But this means that credit con-
traction, when it follows upon credit expansion, speeds the mar-
ket’s adjustment process. Credit contraction returns the economy
to free-market proportions much sooner than otherwise. 

But, it may be objected, may not credit contraction overcom-
pensate the errors of the boom and itself cause distortions that
need correction? It is true that credit contraction may overcom-
pensate, and, while contraction proceeds, it may cause interest rates
to be higher than free-market levels, and investment lower than in
the free market. But since contraction causes no positive mal-
investments, it will not lead to any painful period of depression and
adjustment. If businessmen are misled into thinking that less capi-
tal is available for investment than is really the case, no lasting dam-
age in the form of wasted investments will ensue.13 Furthermore, in

13Some readers may ask: why doesn’t credit contraction lead to malinvest-
ment, by causing overinvestment in lower-order goods and underinvestment in
higher-order goods, thus reversing the consequences of credit expansion? The
answer stems from the Austrian analysis of the structure of production. There is
no arbitrary choice of investing in lower or higher-order goods. Any increased
investment must be made in the higher-order goods, must lengthen the structure
of production. A decreased amount of investment in the economy simply reduces
higher-order capital. Thus, credit contraction will cause not excess of investment



the nature of things, credit contraction is severely limited—it can-
not progress beyond the extent of the preceding inflation.14 Credit
expansion faces no such limit. 

GOVERNMENT DEPRESSION POLICY: LAISSEZ-FAIRE

If government wishes to see a depression ended as quickly as pos-
sible, and the economy returned to normal prosperity, what course
should it adopt? The first and clearest injunction is: don’t interfere with
the market’s adjustment process. The more the government intervenes
to delay the market’s adjustment, the longer and more grueling the
depression will be, and the more difficult will be the road to com-
plete recovery. Government hampering aggravates and perpetu-
ates the depression. Yet, government depression policy has always
(and would have even more today) aggravated the very evils it has
loudly tried to cure. If, in fact, we list logically the various ways
that government could hamper market adjustment, we will find
that we have precisely listed the favorite “anti-depression” arsenal
of government policy. Thus, here are the ways the adjustment
process can be hobbled: 

(1)  Prevent or delay liquidation. Lend money to shaky businesses,
call on banks to lend further, etc. 

(2)  Inflate further. Further inflation blocks the necessary fall in
prices, thus delaying adjustment and prolonging depression. Fur-
ther credit expansion creates more malinvestments, which, in their
turn, will have to be liquidated in some later depression. A gov-
ernment “easy money” policy prevents the market’s return to the
necessary higher interest rates. 

(3)  Keep wage rates up. Artificial maintenance of wage rates in a
depression insures permanent mass unemployment. Furthermore,
in a deflation, when prices are falling, keeping the same rate of
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in the lower orders, but simply a shorter structure than would otherwise have
been established. 

14In a gold standard economy, credit contraction is limited by the total size of
the gold stock. 



money wages means that real wage rates have been pushed higher.
In the face of falling business demand, this greatly aggravates the
unemployment problem. 

(4)  Keep prices up. Keeping prices above their free-market levels
will create unsalable surpluses, and prevent a return to prosperity. 

(5) Stimulate consumption and discourage saving. We have seen
that more saving and less consumption would speed recovery;
more consumption and less saving aggravate the shortage of saved-
capital even further. Government can encourage consumption by
“food stamp plans” and relief payments. It can discourage savings
and investment by higher taxes, particularly on the wealthy and
on corporations and estates. As a matter of fact, any increase of
taxes and government spending will discourage saving and invest-
ment and stimulate consumption, since government spending is
all consumption. Some of the private funds would have been saved
and invested; all of the government funds are consumed.15 Any
increase in the relative size of government in the economy, there-
fore, shifts the societal consumption–investment ratio in favor of
consumption, and prolongs the depression. 

(6) Subsidize unemployment. Any subsidization of unemployment
(via unemployment “insurance,” relief, etc.) will prolong unem-
ployment indefinitely, and delay the shift of workers to the fields
where jobs are available. 
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15In recent years, particularly in the literature on the “under-developed coun-
tries,” there has been a great deal of discussion of government “investment.”
There can be no such investment, however. “Investment” is defined as expendi-
tures made not for the direct satisfaction of those who make it, but for other, ulti-
mate consumers. Machines are produced not to serve the entrepreneur, but to
serve the ultimate consumers, who in turn remunerate the entrepreneurs. But
government acquires its funds by seizing them from private individuals; the
spending of the funds, therefore, gratifies the desires of government officials.
Government officials have forcibly shifted production from satisfying private
consumers to satisfying themselves; their spending is therefore pure consumption
and can by no stretch of the term be called “investment.” (Of course, to the extent
that government officials do not realize this, their “consumption” is really waste-
spending.) 
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These, then, are the measures which will delay the recovery
process and aggravate the depression. Yet, they are the time-hon-
ored favorites of government policy, and, as we shall see, they were
the policies adopted in the 1929–1933 depression, by a govern-
ment known to many historians as a “laissez-faire” administration. 

Since deflation also speeds recovery, the government should
encourage, rather than interfere with, a credit contraction. In a
gold-standard economy, such as we had in 1929, blocking deflation
has further unfortunate consequences. For a deflation increases the
reserve ratios of the banking system, and generates more confi-
dence in citizen and foreigner alike that the gold standard will be
retained. Fear for the gold standard will precipitate the very bank
runs that the government is anxious to avoid. There are other val-
ues in deflation, even in bank runs, which should not be over-
looked. Banks should no more be exempt from paying their obli-
gations than is any other business. Any interference with their
comeuppance via bank runs will establish banks as a specially priv-
ileged group, not obligated to pay their debts, and will lead to later
inflations, credit expansions, and depressions. And if, as we con-
tend, banks are inherently bankrupt and “runs” simply reveal that
bankruptcy, it is beneficial for the economy for the banking system
to be reformed, once and for all, by a thorough purge of the frac-
tional-reserve banking system. Such a purge would bring home
forcefully to the public the dangers of fractional-reserve banking,
and, more than any academic theorizing, insure against such bank-
ing evils in the future.16

The most important canon of sound government policy in a
depression, then, is to keep itself from interfering in the adjust-
ment process. Can it do anything more positive to aid the adjust-
ment? Some economists have advocated a government-decreed
wage cut to spur employment, e.g., a 10 percent across-the-board
reduction. But free-market adjustment is the reverse of any
“across-the-board” policy. Not all wages need to be cut; the degree
of required adjustments of prices and wages differs from case to

16For more on the problems of fractional-reserve banking, see below. 
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case, and can only be determined on the processes of the free and
unhampered market.17 Government intervention can only distort
the market further. 

There is one thing the government can do positively, however:
it can drastically lower its relative role in the economy, slashing its
own expenditures and taxes, particularly taxes that interfere with sav-
ing and investment. Reducing its tax-spending level will automati-
cally shift the societal saving-investment–consumption ratio in favor
of saving and investment, thus greatly lowering the time required for
returning to a prosperous economy.18 Reducing taxes that bear most
heavily on savings and investment will further lower social time pref-
erences.19 Furthermore, depression is a time of economic strain.
Any reduction of taxes, or of any regulations interfering with the
free market, will stimulate healthy economic activity; any increase
in taxes or other intervention will depress the economy further. 

In sum, the proper governmental policy in a depression is strict
laissez-faire, including stringent budget slashing, and coupled per-
haps with positive encouragement for credit contraction. For

17See W.H. Hutt, “The Significance of Price Flexibility,” in Henry Hazlitt,
ed., The Critics of Keynesian Economics (Princeton, N.J.: D. Van Nostrand, 1960),
pp. 390–92. 

18I am indebted to Mr. Rae C. Heiple, II, for pointing this out to me. 
19Could government increase the investment–consumption ratio by raising

taxes in any way? It could not tax only consumption even if it tried; it can be shown
(and Prof. Harry Gunnison Brown has gone a long way to show) that any osten-
sible tax on “consumption” becomes, on the market, a tax on incomes, hurting
saving as well as consumption. If we assume that the poor consume a greater pro-
portion of their income than the rich, we might say that a tax on the poor used to
subsidize the rich will raise the saving–consumption ratio and thereby help cure
a depression. On the other hand, the poor do not necessarily have higher time
preferences than the rich, and the rich might well treat government subsidies as
special windfalls to be consumed. Furthermore, Harold Lubell has maintained
that the effects of a change in income distribution on social consumption would be
negligible, even though the absolute proportion of consumption is greater among
the poor. See Harry Gunnison Brown, “The Incidence of a General Output or a
General Sales Tax,” Journal of Political Economy (April, 1939): 254–62; Harold
Lubell, “Effects of Redistribution of Income on Consumers’ Expenditures,”
American Economic Review (March, 1947): 157–70. 



decades such a program has been labelled “ignorant,” “reac-
tionary,” or “Neanderthal” by conventional economists. On the
contrary, it is the policy clearly dictated by economic science to
those who wish to end the depression as quickly and as cleanly as
possible.20 

It might be objected that depression only began when credit
expansion ceased. Why shouldn’t the government continue credit
expansion indefinitely? In the first place, the longer the inflation-
ary boom continues, the more painful and severe will be the nec-
essary adjustment process, Second, the boom cannot continue
indefinitely, because eventually the public awakens to the govern-
mental policy of permanent inflation, and flees from money into
goods, making its purchases while the dollar is worth more than it
will be in future. The result will be a “runaway” or hyperinflation, so
familiar to history, and particularly to the modern world.21 Hyper-
inflation, on any count, is far worse than any depression: it destroys
the currency—the lifeblood of the economy; it ruins and shatters
the middle class and all “fixed income groups”; it wreaks havoc
unbounded. And furthermore, it leads finally to unemployment and
lower living standards, since there is little point in working when
earned income depreciates by the hour. More time is spent hunting
goods to buy. To avoid such a calamity, then, credit expansion must
stop sometime, and this will bring a depression into being.

PREVENTING DEPRESSIONS

Preventing a depression is clearly better than having to suffer it.
If the government’s proper policy during a depression is laissez-
faire, what should it do to prevent a depression from beginning?
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20Advocacy of any governmental policy must rest, in the final analysis, on a
system of ethical principles. We do not attempt to discuss ethics in this book.
Those who wish to prolong a depression, for whatever reason, will, of course,
enthusiastically support these government interventions, as will those whose
prime aim is the accretion of power in the hands of the state. 

21For the classic treatment of hyperinflation, see Costantino Bresciani–
Turroni, The Economics of Inflation (London: George Allen and Unwin, 1937). 



Obviously, since credit expansion necessarily sows the seeds of
later depression, the proper course for the government is to stop
any inflationary credit expansion from getting under way. This is
not a very difficult injunction, for government’s most important
task is to keep itself from generating inflation. For government is an
inherently inflationary institution, and consequently has almost
always triggered, encouraged, and directed the inflationary boom.
Government is inherently inflationary because it has, over the cen-
turies, acquired control over the monetary system. Having the
power to print money (including the “printing” of bank deposits)
gives it the power to tap a ready source of revenue. Inflation is a
form of taxation, since the government can create new money out
of thin air and use it to bid away resources from private individu-
als, who are barred by heavy penalty from similar “counterfeiting.”
Inflation therefore makes a pleasant substitute for taxation for the
government officials and their favored groups, and it is a subtle
substitute which the general public can easily—and can be encour-
aged to—overlook. The government can also pin the blame for the
rising prices, which are the inevitable consequence of inflation,
upon the general public or some disliked segments of the public,
e.g., business, speculators, foreigners. Only the unlikely adoption
of sound economic doctrine could lead the public to pin the
responsibility where it belongs: on the government itself. 

Private banks, it is true, can themselves inflate the money sup-
ply by issuing more claims to standard money (whether gold or
government paper) than they could possibly redeem. A bank
deposit is equivalent to a warehouse receipt for cash, a receipt
which the bank pledges to redeem at any time the customer wishes
to take his money out of the bank’s vaults. The whole system of
“fractional-reserve banking” involves the issuance of receipts
which cannot possibly be redeemed. But Mises has shown that, by
themselves, private banks could not inflate the money supply by a
great deal.22 In the first place, each bank would find its newly
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22See Mises, Human Action, pp. 429–45, and Theory of Money and Credit (New
Haven, Conn.: Yale University Press, 1953). 



issued uncovered, or “pseudo,” receipts (uncovered by cash) soon
transferred to the clients of other banks, who would call on the
bank for redemption. The narrower the clientele of each bank,
then, the less scope for its issue of pseudo-receipts. All the banks
could join together and agree to expand at the same rate, but such
agreement would be difficult to achieve. Second, the banks would
be limited by the degree to which the public used bank deposits or
notes as against standard cash; and third, they would be limited by
the confidence of the clients in their banks, which could be
wrecked by runs at any time. 

Instead of preventing inflation by prohibiting fractional-reserve
banking as fraudulent, governments have uniformly moved in the
opposite direction, and have step-by-step removed these free-mar-
ket checks to bank credit expansion, at the same time putting
themselves in a position to direct the inflation. In various ways,
they have artificially bolstered public confidence in the banks,
encouraged public use of paper and deposits instead of gold (finally
outlawing gold), and shepherded all the banks under one roof so
that they can all expand together. The main device for accom-
plishing these aims has been Central Banking, an institution which
America finally acquired as the Federal Reserve System in 1913.
Central Banking permitted the centralization and absorption of
gold into government vaults, greatly enlarging the national base
for credit expansion:23 it also insured uniform action by the banks
through basing their reserves on deposit accounts at the Central
Bank instead of on gold. Upon establishment of a Central Bank,
each private bank no longer gauges its policy according to its par-
ticular gold reserve; all banks are now tied together and regulated
by Central Bank action. The Central Bank, furthermore, by pro-
claiming its function to be a “lender of last resort” to banks in trou-
ble, enormously increases public confidence in the banking system.
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23When gold—formerly the banks’ reserves—is transferred to a newly estab-
lished Central Bank, the latter keeps only a fractional reserve, and thus the total
credit base and potential monetary supply are enlarged. See C.A. Phillips, T.F.
McManus, and R.W. Nelson, Banking and the Business Cycle (New York:
Macmillan, 1937), pp. 24ff. 



For it is tacitly assumed by everyone that the government would
never permit its own organ—the Central Bank—to fail. A Central
Bank, even when on the gold standard, has little need to worry
about demands for gold from its own citizens. Only possible drains
of gold to foreign countries (i.e., by non-clients of the Central
Bank) may cause worry. 

The government assured Federal Reserve control over the
banks by (1) granting to the Federal Reserve System (FRS) a
monopoly over note issue; (2) compelling all the existing “national
banks” to join the Federal Reserve System, and to keep all their
legal reserves as deposits at the Federal Reserve24; and (3) fixing
the minimum reserve ratio of deposits at the Reserve to bank
deposits (money owned by the public). The establishment of the
FRS was furthermore inflationary in directly reducing existing
reserve-ratio requirements.25 The Reserve could then control the
volume of money by governing two things: the volume of bank
reserves, and the legal reserve requirements. The Reserve can gov-
ern the volume of bank reserves (in ways which will be explained
below), and the government sets the legal ratio, but admittedly
control over the money supply is not perfect, as banks can keep
“excess reserves.” Normally, however, reassured by the existence of
a lender of last resort, and making profits by maximizing its assets
and deposits, a bank will keep fully “loaned up” to its legal ratio. 

While unregulated private banking would be checked within
narrow limits and would be far less inflationary than Central Bank
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24Many “state banks” were induced to join the FRS by patriotic appeals and
offers of free services. Even the banks that did not join, however, are effectively
controlled by the System, for, in order to obtain paper money, they must keep
reserves in some member bank. 

25The average reserve requirements of all banks before 1913 was estimated at
approximately 21 percent. By mid-1917, when the FRS had fully taken shape, the
average required ratio was 10 percent. Phillips et al. estimate that the inherent
inflationary impact of the FRS (pointed out in footnote 23) increased the expan-
sive power of the banking system three-fold. Thus, the two factors (the inherent
impact, and the deliberate lowering of reserve requirements) combined to inflate
the monetary potential of the American banking system six-fold as a result of the
inauguration of the FRS. See Phillips, et al., Banking and the Business Cycle, pp. 23ff. 



manipulation,26 the clearest way of preventing inflation is to out-
law fractional-reserve banking, and to impose a 100 percent gold
reserve to all notes and deposits. Bank cartels, for example, are not
very likely under unregulated, or “free” banking, but they could
nevertheless occur. Professor Mises, while recognizing the supe-
rior economic merits of 100 percent gold money to free banking,
prefers the latter because 100 percent reserves would concede to
the government control over banking, and government could eas-
ily change these requirements to conform to its inflationist bias.27

But a 100 percent gold reserve requirement would not be just
another administrative control by government; it would be part
and parcel of the general libertarian legal prohibition against
fraud. Everyone except absolute pacifists concedes that violence
against person and property should be outlawed, and that agencies,
operating under this general law, should defend person and prop-
erty against attack. Libertarians, advocates of laissez-faire, believe
that “governments” should confine themselves to being defense
agencies only. Fraud is equivalent to theft, for fraud is committed
when one part of an exchange contract is deliberately not fulfilled
after the other’s property has been taken. Banks that issue receipts
to non-existent gold are really committing fraud, because it is then
impossible for all property owners (of claims to gold) to claim their
rightful property. Therefore, prohibition of such practices would
not be an act of government intervention in the free market; it
would be part of the general legal defense of property against attack
which a free market requires.28, 29
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26The horrors of “wildcat banking” in America before the Civil War stemmed
from two factors, both due to government rather than free banking: (1) Since the
beginnings of banking, in 1814 and then in every ensuing panic, state govern-
ments permitted banks to continue operating, making and calling loans, etc. with-
out having to redeem in specie. In short, banks were privileged to operate with-
out paying their obligations. (2) Prohibitions on interstate branch banking (which
still exist), coupled with poor transportation, prevented banks from promptly call-
ing on distant banks for redemption of notes. 

27Mises, Human Action, p. 440. 
28A common analogy states that banks simply count on people not redeeming

all their property at once, and that engineers who build bridges operate also on
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What, then, was the proper government policy during the
1920s? What should government have done to prevent the crash?
Its best policy would have been to liquidate the Federal Reserve
System, and to erect a 100 percent gold reserve money; failing
that, it should have liquidated the FRS and left private banks
unregulated, but subject to prompt, rigorous bankruptcy upon fail-
ure to redeem their notes and deposits. Failing these drastic meas-
ures, and given the existence of the Federal Reserve System, what
should its policy have been? The government should have exer-
cised full vigilance in not supporting or permitting any inflation-
ary credit expansion. We have seen that the Fed—the Federal
Reserve System—does not have complete control over money
because it cannot force banks to lend up to their reserves; but it
does have absolute anti-inflationary control over the banking sys-
tem. For it does have the power to reduce bank reserves at will, and
thereby force the banks to cease inflating, or even to contract if
necessary. By lowering the volume of bank reserves and/or raising
reserve requirements, the federal government, in the 1920s as well
as today, has had the absolute power to prevent any increase in the
total volume of money and credit. It is true that the FRS has no
direct control over such money creators as savings banks, savings
and loan associations, and life insurance companies, but any credit

the principle that not everyone in a city will wish to cross the bridge at once. But
the cases are entirely different. The people crossing a bridge are simply request-
ing a service; they are not trying to take possession of their lawful property, as are the
bank depositors. A more fitting analogy would defend embezzlers who would
never have been caught if someone hadn’t fortuitously inspected the books. The
crime comes when the theft or fraud is committed, not when it is finally revealed. 

29Perhaps a libertarian legal system would consider “general deposit war-
rants” (which allow a warehouse to return any homogeneous good to the depos-
itor) as “specific deposit warrants,” which, like bills of lading, pawn tickets, dock-
warrants, etc. establish ownership to specific, earmarked objects. As Jevons stat-
ed, “It used to be held as a general rule of law, that any present grant or assign-
ment of goods not in existence is without operation.” See W. Stanley Jevons,
Money and the Mechanism of Exchange (London: Kegan Paul, 1905), pp. 207–12.
For an excellent discussion of the problems of a fractional-reserve money, see
Amasa Walker, The Science of Wealth (3rd ed., Boston: Little, Brown, 1867), pp.
126–32, esp. pp. 139–41. 
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expansion from these sources could be offset by deflationary pres-
sure upon the commercial banks. This is especially true because
commercial bank deposits (1) form the monetary base for the
credit extended by the other financial institutions, and (2) are the
most actively circulating part of the money supply. Given the Fed-
eral Reserve System and its absolute power over the nation’s
money, the federal government, since 1913, must bear the com-
plete responsibility for any inflation. The banks cannot inflate on
their own; any credit expansion can only take place with the sup-
port and acquiescence of the federal government and its Federal
Reserve authorities. The banks are virtual pawns of the govern-
ment, and have been since 1913. Any guilt for credit expansion and
the consequent depression must be borne by the federal govern-
ment and by it alone.30

PROBLEMS IN THE AUSTRIAN THEORY
OF THE TRADE CYCLE

The “Assumption” of Full Employment 
Before proceeding to discuss alternative business cycle theories,

several problems and time-honored misconceptions should be
cleared up. Two standard misconceptions have already been
refuted by Professor Mises: (1) that the Austrian theory “assumes”
the previous existence of “full employment,” and therefore does
not apply if the credit expansion begins while there are unem-
ployed factors, and (2) that the theory describes the boom as a
period of “overinvestment.” On the first point, the unemployed fac-
tors can either be labor or capital-goods. (There will always be
unemployed, submarginal, land available.) Inflation will only put
unemployed labor factors to work if their owners, though otherwise

30Some writers make a great to-do over the legal fiction that the Federal
Reserve System is “owned” by its member banks. In practice, this simply means
that these banks are taxed to help pay for the support of the Federal Reserve. If
the private banks really “own” the Fed, then how can its officials be appointed by
the government, and the “owners” compelled to “own” the Federal Reserve
Board by force of government statute? The Federal Reserve Banks should simply
be regarded as governmental agencies. 



holding out for a higher real wage than the free market can pro-
vide, stupidly settle for a lower real wage if it is camouflaged in the
form of a rise in the cost of living. As for idle capital goods, these
may have been totally and hopelessly malinvested in a previous
boom (or at some other time) and hopelessly lost to profitable pro-
duction for a long time or forever. A credit expansion may appear
to render submarginal capital profitable once more, but this too
will be malinvestment, and the now greater error will be exposed
when this boom is over. Thus, credit expansion generates the busi-
ness cycle regardless of the existence of unemployed factors.
Credit expansion in the midst of unemployment will create more
distortions and malinvestments, delay recovery from the preceding
boom, and make a more grueling recovery necessary in the future.
While it is true that the unemployed factors are not now diverted
from more valuable uses as employed factors would be (since they
were speculatively idle or malinvested instead of employed), the
other complementary factors will be diverted into working with
them, and these factors will be malinvested and wasted. Moreover,
all the other distorting effects of credit expansion will still follow,
and a depression will be necessary to correct the new distortion.31

“Overinvestment” or Malinvestment? 
The second misconception, given currency by Haberler in his

famous Prosperity and Depression, calls the Misesian picture of the
boom an “overinvestment” theory.32 Mises has brilliantly shown
the error of this label. As Mises points out: 

[A]dditional investment is only possible to the extent
that there is an additional supply of capital goods avail-
able. . . . The boom itself does not result in a restriction
but rather in an increase in consumption, it does not

30 America’s Great Depression

31See Mises, Human Action, pp. 576–78. Professor Hayek, in his well-known
(and excellent) exposition of the Austrian theory, had early shown how the theo-
ry fully applies to credit expansion amidst unemployed factors. Hayek, Prices and
Production, pp. 96–99. 

32Haberler, Prosperity and Depression, chap. 3. 



procure more capital goods for new investment. The
essence of the credit-expansion boom is not overinvest-
ment, but investment in wrong lines, i.e., malinvestment
. . . on a scale for which the capital goods available do
not suffice. Their projects are unrealizable on account
of the insufficient supply of capital goods. . . . The
unavoidable end of the credit expansion makes the faults
committed visible. There are plants which cannot be
utilized because the plants needed for the production of
the complementary factors of production are lacking;
plants the products of which cannot be sold because the
consumers are more intent upon purchasing other
goods which, however, are not produced in sufficient
quantities.

The observer notices only the malinvestments which are
visible and fails to recognize that these establishments
are malinvestments only because of the fact that other
plants—those required for the production of the com-
plementary factors of productions and those required
for the production of consumers’ goods more urgently
demanded by the public—are lacking. . . . The whole
entrepreneurial class is, as it were, in the position of a
master-builder [who] . . . overestimates the quantity of
the available supply [of materials] . . . oversizes the
groundwork . . . and only discovers later . . . that he lacks
the material needed for the completion of the structure.
It is obvious that our master-builder’s fault was not over-
investment, but an inappropriate [investment].33

Some critics have insisted that if the boom goes on long
enough, these processes might finally be “completed.” But this
takes the metaphor too literally. The point is that credit expansion
distorts investment by directing too much of the available capital
into the higher orders of production, leaving too little for lower
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33Mises, Human Action, pp. 556–57. Mises also refutes the old notion that the
boom is characterized by an undue conversion of “circulating capital” into “fixed
capital.” If that were true, then the crisis would reveal a shortage of circulating
capital, and would greatly drive up the prices of, e.g., industrial raw materials. Yet,
these materials are precisely among the ones revealed by the crisis to be over-
abundant, i.e., resources were malinvested in “circulating” as well as in “fixed”
capital in the higher stages of production. 



orders. The unhampered market assures that a complementary
structure of capital is harmoniously developed; bank credit expan-
sion hobbles the market and destroys the processes that bring
about a balanced structure.34 The longer the boom goes on, the
greater the extent of the distortions and malinvestments. 

Banks: Active or Passive? 
During the early 1930s, there was a great deal of interest, in the

United States and Great Britain, in Mises’s theory of the trade
cycle, an interest unfortunately nipped in the bud by the excite-
ment surrounding the “Keynesian Revolution.” The adherents had
split on an important question: Mises asserting that the cycle is
always generated by the interventionary banking system and his
followers claiming that often banks might only err in being passive
and not raising their interest charges quickly enough.35 The fol-
lowers held that for one reason or another the “natural rate” of
interest might rise, and that the banks, which after all are not
omniscient, may inadvertently cause the cycle by merely maintain-
ing their old interest rate, now below the free-market rate. 

In defense of the Mises “anti-bank” position, we must first
point out that the natural interest rate or “profit rate” does not
suddenly increase because of vague improvements in “investment
opportunities.” The natural rate increases because time prefer-
ences increase.36 But how can banks force market interest rates
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34For a stimulating discussion of some of these processes, see Ludwig M.
Lachmann, Capital and Its Structure (London: London School of Economics,
1956). 

35For the “pro-bank” position on this issue, see F.A. Hayek, Monetary Theory
and the Trade Cycle (New York: Harcourt, Brace, 1933), pp. 144–48; Fritz
Machlup, Stock Market, Credit, and Capital Formation (New York: Macmillan,
1940), pp. 247–48; Haberler, Prosperity and Depression, pp. 64–67. On the other
side, see the brief comments of Mises, Human Action, pp. 570, 789n.; and Phillips
et al., Banking and the Business Cycle, pp. 139ff. 

36The error of the followers stems from their failure to adopt the pure time-
preference theory of interest of Fetter and Mises, and their clinging to eclectic
“productivity” elements in their explanation of interest. See the references men-
tioned in footnote 5 above. 



below the free-market rates? Only by expanding their credit! To
avoid the business cycle, then, it is not necessary for the banks to
be omniscient; they need only refrain from credit expansion. If
they do so, their loans made out of their own capital will not
expand the money supply but will simply take their place with
other savings as one of the determinants of the free-market inter-
est rate.37

Hayek believes that Mises’s theory is somehow deficient
because it is exogenous—because it holds that the generation of
business cycles stems from interventionary acts rather than from
acts of the market itself. This argument is difficult to fathom.
Processes are either analyzed correctly or incorrectly; the only test
of any analysis is its truth, not whether it is exogenous or endoge-
nous. If the process is really exogenous, then the analysis should
reveal this fact; the same holds true for endogenous processes. No
particular virtue attaches to a theory because it is one or the other. 

Recurrence of Cycles 
Another common criticism asserts that Mises’s theory may

explain any one prosperity–depression cycle, but it fails to explain
another familiar phenomenon of business cycles—their perpetual
recurrence. Why does one cycle begin as the previous one ends?
Yet Mises’s theory does explain recurrence, and without requiring
us to adopt the familiar but unproven hypothesis that cycles are
“self-generating,”—that some mysterious processes within a cycle
lead to another cycle without tending toward an equilibrium con-
dition. The self-generating assumption violates the general law of
the tendency of the economy toward an equilibrium, while, on the
other hand, the Mises theory for the first time succeeds in inte-
grating the theory of the business cycle into the whole structural
design of economic theory. Recurrence stems from the fact that
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37Mises points out (Human Action, p. 789n.) that if the banks simply lowered
the interest charges on their loans without expanding their credit, they would be
granting gifts to debtors, and would not be generating a business cycle. 



banks will always try to inflate credit if they can, and government
will almost always back them up and spur them on. Bank profits
derive mainly from credit expansion, so they will tend to inflate
credit as much as they can until they are checked.38 Government,
too, is inherently inflationary. Banks are forced to halt their credit
expansion because of the combined force of external and internal
drains, and, during a deflation, the drains, and their fears of bank-
ruptcy, force them to contract credit. When the storm has run its
course and recovery has arrived, the banks and the government are
free to inflate again, and they proceed to do so. Hence the contin-
ual recurrence of business cycles. 

Gold Changes and the Cycle 
On one important point of business cycle theory this writer is

reluctantly forced to part company with Mises. In his Human
Action, Mises first investigated the laws of a free-market economy
and then analyzed various forms of coercive intervention in the
free market. He admits that he had considered relegating trade-
cycle theory to the section on intervention, but then retained the
discussion in the free market part of the volume. He did so because
he believed that a boom–bust cycle could also be generated by an
increase in gold money, provided that the gold entered the loan
market before all its price-raising effects had been completed. The
potential range of such cyclical effects in practice, of course, is
severely limited: the gold supply is limited by the fortunes of gold
mining, and only a fraction of new gold enters the loan market before
influencing prices and wage rates. Still, an important theoretical
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38Walker, The Science of Wealth, pp. 145ff.; also see p. 159.
[B]anks must be constantly desirous of increasing their loans, by issuing
their own credit in the shape of circulation and deposits. The more they
can get out, the larger the income. This is the motive power that ensures
the constant expansion of a mixed [fractional reserve] currency to its high-
est possible limit. The banks will always increase their indebtedness when
they can, and only contract it when they must.



problem remains: can a boom–depression cycle of any degree be
generated in a 100 percent gold economy? Can a purely free mar-
ket suffer from business cycles, however limited in extent? One
crucial distinction between a credit expansion and entry of new
gold onto the loan market is that bank credit expansion distorts the
market’s reflection of the pattern of voluntary time preferences;
the gold inflow embodies changes in the structure of voluntary time
preferences. Setting aside any permanent shifts in income distri-
bution caused by gold changes, time preferences may temporarily
fall during the transition period before the effect of increased gold
on the price system is completed. (On the other hand, time pref-
erences may temporarily rise.) The fall will cause a temporary
increase in saved funds, an increase that will disappear once the
effects of the new money on prices are completed. This is the case
noted by Mises. 

Here is an instance in which savings may be expected to
increase first and then decline. There may certainly be other cases
in which time preferences will change suddenly on the free market,
first falling, then increasing. The latter change will undoubtedly
cause a “crisis” and temporary readjustment to malinvestments,
but these would be better termed irregular fluctuations than regu-
lar processes of the business cycle. Furthermore, entrepreneurs are
trained to estimate changes and avoid error. They can handle
irregular fluctuations, and certainly they should be able to cope
with the results of an inflow of gold, results which are roughly pre-
dictable. They could not forecast the results of a credit expansion,
because the credit expansion tampered with all their moorings, dis-
torted interest rates and calculations of capital. No such tampering
takes place when gold flows into the economy, and the normal
forecasting ability of entrepreneurs is allowed full sway. We must,
therefore, conclude that we cannot apply the “business cycle” label
to any processes of the free market. Irregular fluctuations, in
response to changing consumer tastes, resources, etc. will certainly
occur, and sometimes there will be aggregate losses as a result. But
the regular, systematic distortion that invariably ends in a cluster
of business errors and depression—characteristic phenomena of
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the “business cycle”—can only flow from intervention of the bank-
ing system in the market.39

36 America’s Great Depression

39For a somewhat similar analysis of international gold flows, see F.A. Hayek,
Monetary Nationalism and International Stability (New York: Longmans, Green,
1937), pp. 24f. Also see Walker, The Science of Wealth, p. 160. 
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The Midas Paradox is an impressive piece of scholarship, repre-
senting the magnum opus of economist Scott Sumner. What 

makes the book so unique is Sumner’s use of real-time financial 
data and press accounts in order to explain not just broad issues—
such as, “What caused the Great Depression?”—but to offer 
commentary on the precise zigs-and-zags of the economy during 
the 1930s.

Sumner rejects the standard Friedmanite monetarist “long and 
variable lags” approach, and argues that financial markets respond 
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virtually instantly to new information, including announcements 
and events that would change expectations about the future 
path of monetary policy. Both because of his methodological 
innovations and his painstaking research, Sumner’s book is an 
invaluable resource to economists and historians interested in the 
Great Depression and the operation of the classical gold standard.

Although I admire much of the book, I must reject its central 
thesis. Indeed, the very title The Midas Paradox is an allusion to the 
disaster that comes from an obsession with gold. Sumner agrees 
with standard Austrian critiques of the New Deal and its crippling 
effects on labor markets, but he also thinks a large portion of the 
blame for the Great Depression lies with the unfortunate fact that 
policymakers’ hands (and currencies) were tied to gold. Even 
though economists back in the 1930s thought that central banks 
were “pushing on a string” with their low interest rate policies, 
Sumner thinks it is now well established that it was unwittingly 
tight money that made this depression “Great.”

Furthermore, Sumner draws lessons for today, believing that 
economists are wrong to focus on low nominal interest rates and 
even the huge expansions in monetary bases that the world’s 
major central banks have delivered since the 2008 crash. Instead, 
with his “Market Monetarist” framework, Sumner believes that 
central banks have foisted enormously tight monetary policy on 
the world, and that this largely explains the horrible crash and 
then sluggish recoveries of Western nations in the last decade.

In Sumner’s view, only by adopting a more useful criterion for 
assessing monetary policy can economists explain past crises and 
help policymakers avoid future ones. As Sumner concludes his 
introductory chapter: “The events of the past five years should 
make us all a bit more forgiving of those interwar policy experts 
who failed to correctly diagnose the problem in real time. When 
aggregate demand collapses, it looks to almost everyone as if the 
symptoms of the fall in aggregate demand are the causes. That was 
true in the 1930s and it is equally true today” (p. 32).

Although I could spend the rest of this review noting the areas 
on which I agree with Sumner, the best contribution I can make 
is to point out why I think his thesis ultimately fails. To that end, 
I will first show that the single most important relationship he 
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charts in the book—and it is Sumner himself who christens it as 
such—is just as consistent with the Rothbardian (1963) explanation 
of the Depression as it is with a Market Monetarist one. Then I will 
show that Sumner’s emphasis on gold—which is the reason for 
the book’s title, after all—is misplaced; it cannot fulfill the criterion 
that Sumner himself says it must.

I will conclude that Sumner’s book, excellent though it is in 
many respects, fails in its purpose. Austrians who subscribe to the 
Rothbardian explanation (which in turn was an elaboration of the 
Misesian theory of the business cycle) may collect some interesting 
nuances and a wealth of data from Sumner’s book, but they have 
no reason to abandon their basic framework.

EVIDENCE THAT FITS BOTH FRAMEWORKS: THE 
CONNECTION BETWEEN REAL WAGES AND OUTPUT

In his introductory chapter Sumner declares, “If I were asked 
to give a talk on the Great Depression and allowed just one slide, 
it would undoubtedly be Figure 1.2” (p. 20). We have reproduced 
that crucial chart below.

Figure 1.2:  The Relationship between Detrended Industrial 
Production and Detrended (Inverted) Real Wages, 
1929–1939, Monthly 
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In Sumner’s figure, the gray line shows the logarithm of industrial 
production, meaning that straight lines indicate steady percentage 
rates of growth (or shrinkage). The dark black line is the logarithm 
of the inverse of the real (i.e. price-level-adjusted) wage rate.

The figure shows quite clearly that during the 1930s, as real wages 
increased, industrial production fell. On the other hand, increases in 
industrial production went hand-in-hand with declines in real wages.

As it happens, I am perfectly happy with Sumner’s graph. In 
fact, I will go further and enthusiastically endorse just about all of 
Sumner’s interpretation of it as well:

[A] sharp fall in output could be caused by either a rise in nominal 
wages or a fall in the price level. It so happens that both factors played 
an important role in the Great Depression….

During the 1930s, the biggest supply shocks were New Deal programs 
aimed at artificially raising nominal wages. There were five big wage 
shocks, each of which tended to abort otherwise promising recoveries 
in industrial production. These wage shocks thus tended to make real 
wages more countercyclical—higher wages led to lower output.

…

But what about the demand shocks, which were the major cause of the 
Great Contraction? Recall that the real wage is the nominal wage divided 
by the price level…. Wholesale prices fell sharply during the 1929–1933 
and 1937–38 contractions and rose sharply after the dollar was devalued 
in April 1933. Because nominal wages tend to be sticky, or slow to adjust, 
sudden changes in the WPI tend to show up inversely as changes in the real 
wage rate…. If prices fall much faster than wages, then profits decline and 
companies lay off workers. Real wages actually rose sharply during the 
early 1930s for those lucky enough to maintain full-time jobs. (Sumner, 
pp. 20–22, emphasis added.)

Perhaps surprisingly, in the above quotation, Sumner has 
provided the same basic explanation of the high (and persistent) 
unemployment rate that I myself gave, in my decidedly Roth-
bardian treatment in Murphy (2009). Sumner and I agree that 
during the 1930s, unemployment shot up whenever real wages 
were increasing and (perversely) made labor more expensive 
relative to other commodities.

However, where Sumner and I disagree concerns the blame for 
this state of affairs. If the general price level falls, while nominal 
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wage rates do not fall nearly as much, then Sumner ultimately 
blames the monetary authorities for letting the purchasing power 
of money increase so rapidly. In contrast, I blame the other inter-
ventions of the federal government (in conjunction with labor 
unions) for making wages so much “stickier” than they had been 
in previous depressions.

In particular, we can compare the behavior of nominal wages and 
prices of the early 1930s with the experience from the 1920–1921 
depression. Here we rely on the statistics and analysis from Gallaway 
and Vedder (1987). First we reproduce one of their tables:

Table 4:  Rate and Indexes of Consumer Prices, Money Wages, 
Productivity, and Productivity-Adjusted Real Wages 

Unemployment
Rate

Consumer
Prices

Money 
Wages

Annual Hourly Annual Hourly Annual Hourly

Productivity Productivity-Adjusted 
Real Wage

1929 3.2% 100.0 100.0 100.0
1930 8.7% 97.3 97.4 98.4
1931 15.9% 88.6 90.4 94.4
1932 23.6% 79.6 80.1 82.4
1933 24.9% 75.4 73.3 82.6

100.0 100.0
94.8 96.3
94.4 97.1
81.8 93.4
87.6 91.6

100.0 100.0
106.7 105.0
111.4 109.7
118.5 110.1
117.0 119.6

Indexes (1929 = 100)

Source: Table 4, p. 45, from Gallaway and Vedder (1987).

As the final column from the table shows, real wages for hourly 
workers—especially if we further factor in productivity—grew 
substantially over the years of the Great Contraction, reaching 
almost 20 percent higher by 1933 (when the unemployment 
rate was almost 25 percent). For another amazing fact, note that 
nominal (money) wage rates for hourly workers in 1931 were 
only 5.6 percent lower than they had been in 1929, even though 
consumer prices by that point had fallen 11.4 percent. During this 
year, unemployment was already at a devastating 15.9 percent.

Even the table above does not shed light on the policies that 
might have contributed to the problem. After all, Sumner could 
take these data from Gallaway and Vedder in stride, showing the 
disastrous consequences of the Fed’s (allegedly) tight monetary 
stance in the early 1930s amidst “sticky nominal wages.”
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Yet here is where the comparison with the 1920–1921 episode 
is decisive. After producing the above table, Gallaway and 
Vedder explain:

The issue is whether the Hoover recipe delayed the onset of money wage 
adjustments sufficiently to exacerbate the disequlibrium and increase the 
severity of the Great Depression. The evidence is persuasive that this is 
the case…. [A] monthly wage index compiled by the Federal Reserve 
Bank of New York (reported by Lionel Robbins) shows almost no 
movement in money wage rates from the fourth quarter of 1929 through 
the second quarter of 1930.

Contrast this pattern with that of the 1920–21 downturn. In both cycles, 
industrial production peaked at midsummer before the onset of the 
decline. In both cycles, the decline was precipitous, 27.5 percent from 
July 1920 to July 1921 and 21.3 percent from June 1929 to July 1930. 
However, as noted earlier, in the 1920-21 case, money wage rates fell by 13 
percent, setting the stage for the sharp recovery that began in August 1921. One 
of the factors cited by Benjamin Anderson in explaining this recovery is 
“a drastic reduction in the costs of production.” How these costs were 
reduced is clear—money wage rates were cut, something that did not 
occur in the early days of the Great Depression. For example, according to 
data compiled by the National Industrial Conference Board, hourly wage rates 
for unskilled male labor fell more between 1920 and 1921 than they declined 
throughout the Great Depression.

The clear implication seems to be that the money wage rate adjustment 
process was distinctly different during the Great Depression compared to the 
1920–21 decline in business activity. Apparently, Herbert Hoover’s goal of 
maintaining levels of money wage rates was achieved, at least temporarily. 
(Gallaway and Vedder, 1987, p. 46, emphasis added, endnotes removed.)

Much more recently, Lee Ohanian (2009) develops a formal 
neoclassical model and concludes that Herbert Hoover’s 
policies—which asked large firms to maintain nominal wage rates 
in exchange for keeping out unions—are ultimately to blame for 
the Great Depression. He writes in his abstract: “The theory also 
can reconcile why deflation/low nominal spending apparently 
had such large real effects during the 1930s, but not during other 
periods of significant deflation.”

In summary, regarding the “one slide” that Sumner would use 
if he had to choose just one, he and I are in agreement: The key to 
understanding the massive unemployment of the 1930s is real wage 
rates. Sumner and I agree that during an economic downturn, the 
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last thing in the world we want is for labor to become artificially 
more expensive as prices fall faster than wage rates.

Yet rather than ask (ask Sumner does) why policymakers at 
the Federal Reserve allowed such a deadly fall in prices, instead I 
would ask why policymakers in the federal government hindered 
the fall in (nominal) wages that had been the norm in previous 
depressions (or “panics”).

SUMNER’S MISPLACED EMPHASIS ON GOLD

In the previous section, I argued that the Rothbardian interpre-
tation of the Great Depression could easily incorporate the single 
most important graphical relationship of Sumner’s book. Namely, 
a Rothbardian could agree that the immediate driver of unem-
ployment was the real wage rate, but the Rothbardian would lay 
the blame on government measures that interfered with nominal 
wage adjustments, rather than with deflationary monetary policy.

In this section, I question Sumner’s emphasis on money—and in 
particular, the operation of the gold standard—as a key component 
of the Great Depression. Here again we will reproduce a key chart 
from Sumner’s book, namely Figure 2.1 (p. 44), which plots the 
inverse of the “gold ratio” against industrial production:

Figure 2.1:  Industrial Production and 12-Month Change in C/G Ratio 
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To understand the significance of this figure, we first must 
explain the “inverted gold ratio.” Sumner had earlier (p. 28) 
defined the gold reserve ratio as “the ratio of the monetary gold 
stock and the currency stock.” Now under the rules of the classical 
gold standard, “countries were supposed to adjust their currency 
stock in proportion to their changes in their monetary gold stock,” 
and thus if a country did not do so, then such “[v]ariations in the 
gold reserve ratio can be seen as an indicator of discretionary 
monetary policy” (p. 29).

Returning to the figure above, we now see how it apparently 
endorses the Sumnerian framework. If the currency/gold ratio (the 
dark black line) falls, it means that the outstanding stock of currency 
has fallen relative to the amount of gold held for monetary purposes. 
It is discretionary monetary policy tightening, in the context of the 
classical gold standard. And since the dark black line goes hand-
in-hand with industrial production (the gray line), Sumner believes 
that this chart is consistent with his central thesis.

However, even at this stage, there are problems. First, note that 
from January 1929 up until the fateful month of October 1929, the 
12-month change in the currency/gold ratio is (slightly) negative. 
Even so, industrial output rises through the summer. Moreover, 
the particular zigs and zags do not coincide with each other; there 
is a relative tightening (i.e. falling dark black line) from April 
through June, while industrial production rises during this stretch. 
Furthermore, there is a spike in the black line going into October 
1929, which (to repeat) represents a relative loosening of monetary 
policy in Sumner’s framework.

To be sure, eventually both lines collapse, but it is hardly clear 
that the movements in the black line are causing reactions in the 
gray line. Indeed, consider that as of January 1930, the height of 
the black line has returned to the same position it held back in 
April 1929. That means that the (modest) 12-month decline in the 
inverted gold ratio by January 1930 was no larger than that same 
change had been in April 1929. And yet, this monetary tightening 
coincided with growing industrial output back in April, while by 
January industrial production was in free-fall.

Now, when it comes to explaining the stock market crash of 
October 1929, what really matters is not the mechanical policy 
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of that moment but rather the expectations of investors. Perhaps 
the Federal Reserve signaled in some way the sharp tightening 
of monetary policy that would eventually come, and investors 
realized how much things had changed as fall 1929 unfolded.

As a staunch proponent of the Efficient Market Hypothesis 
(EMH), this is indeed the approach Sumner adopts. Space 
constraints do not allow me to summarize his case, but I think it 
is fair to say that he presents no smoking guns. In fact, Sumner 
himself implicitly admits that he has failed in the task he set for 
himself, when he (no doubt subconsciously) moves the goalposts.

Specifically, on page 40 Sumner tells us his strategy (consistent 
with the EMH):

Before we throw up our hands and accept the “bubble” explanation, we 
should first see whether there is an alternative explanation that allows 
for sensible investors to have been highly optimistic in September 1929 and 
much more pessimistic in November 1929. (Sumner, p. 40, emphasis added.)

To reiterate, for Sumner’s book to “work,” he must now show 
us what tangible actions (which could have been in the form 
of remarks made to the press) the Federal Reserve made in a 
two-month window from September to October 1929, which 
involved the handling of the gold standard and which made both 
the stock market valuations of early September and late October 
1929 “rational.” Were there any such actions that would have 
altered expectations in such a drastic way?

I submit that Sumner gives us nothing that fits the bill. He himself 
seems to acknowledge this when, twenty-one (unconvincing) 
pages later, Sumner writes:

At the beginning of this chapter, I suggested that in order to understand 
the October [1929] crash, one needed to explain why it would have been 
sensible for investors to be highly optimistic in September 1929, and 
somewhat pessimistic in November 1929. Is there an explanation for such 
a dramatic change in sentiment? (Sumner, pp. 60–61, emphasis added.)

Note the subtle movement of the goalposts (again, I believe 
innocent enough); on page 40 he had sought something that would 
make investors “much more pessimistic” two months later, while 
on page 61 he has lowered the bar to “somewhat pessimistic.” 
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(Would a mere change to “somewhat pessimistic” explain back-
to-back drops of almost 13 percent and then 12 percent, which 
is what happened in the market on October 28 and 29?) Sumner 
knows he doesn’t have it. Indeed, later on this page Sumner writes, 
“This makes it almost impossible to establish a clear link between 
monetary policy and the 1929 crash” (p. 61).

Now in fairness, Sumner might respond that his book does not 
need to explain how monetary tightening—due to the constraints 
of the gold standard—led to the 1929 stock market crash. This 
is because one of the ways Sumner departs from conventional 
analyses is that he thinks market crashes do not necessarily coincide 
with “real” downturns; his best counterexample is the 1987 market 
crash, which was bigger than the 1929 one and obviously didn’t 
spawn a decade-long depression.

Even so, it sure seems as if the 1929 stock market crash had an 
awful lot to do with the onset of the Great Depression. Just look 
again at the final chart above, taken from Sumner: the big drop 
in industrial production clearly began with the market crash. 
The fact that Sumner admits his framework can’t really explain 
this sharp turnaround is (in my opinion) key evidence that his 
focus on gold—and denial of the existence of asset bubbles—is 
fundamentally mistaken.

CONCLUSION

In truth, no economic historian can explain the precise timing of 
every movement in the financial markets and broader economy, 
for the simple reason that humans have free will. Even so, using 
the very criteria Sumner himself embraces, we can conclude that 
his book—though superb in several dimensions—does not achieve 
its stated purpose.

Putting aside the detailed statistics, I will end this review 
with a simple question: How can it be that the classical gold 
standard is largely responsible for the Great Depression, when 
the classical gold standard was operating during several previous 
financial panics and depressions (small “d”)? To blame the Great 
Depression on the gold standard is akin to blaming a particular 
plane crash on gravity.
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In contrast, the Rothbardian analysis at least has a shot at being 
satisfactory. After all, Herbert Hoover in his memoirs tried to 
defend his legacy by assuring his readers (truthfully) that his 
administration had taken unprecedented measures in battling the 
Depression, meddling in the economy in ways that no president 
during peacetime had done before. That’s the place to start, when 
we ponder why Herbert Hoover suffered from a worse downturn 
than any president before.
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TOWARD AN AUSTRIAN THEORY OF

ENVIRONMENTAL ECONOMICS

ROY CORDATO

Austrian economics lacks a formalized, self-conscious theory of envi-
ronmental economics. But in fact all of the major elements of such a
theory already exist and in that sense what is needed is to piece

together the relevant aspects of Austrian economics in order to draw out and
focus a theory that is already there. 

The purpose of this paper is to do just that. In developing an Austrian the-
ory of environmental economics, very little new theoretical ground will be
plowed. But by bringing together Austrian concepts of costs and the praxeo-
logical foundations of economics we discover a unique perspective on pollu-
tion and the role of property rights in solving environmental problems. Fur-
thermore by placing environmental problems within the context of personal
and interpersonal plan formulation, we discover that they are not about the
environment per se but about the resolution of human conflict.

WHY AN AUSTRIAN THEORY

Environmental economics is steeped in standard neoclassical theories of effi-
ciency and Pigouvian welfare economics. These theories have been rejected by
Austrian School economists as conceptually unsound and as yielding analy-
sis that does not reflect the real world. This in turn has led to policy pre-
scriptions that, while theoretically and formally elegant, are nonoperational.

In particular, environmental economics is an outgrowth of the theory of
externalities and is primarily focused on maximizing the social value of
resource usage. This is defined as that allocation of resources obtained in a
perfectly competitive general equilibrium. Social inefficiency arises when the
social costs associated with external effects, such as air or water pollution, are
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not incorporated into the cost of producing the pollution generating product
or its market price. From this perspective, the overall value of production can
be increased to society by conforming the output of the pollution-generating
product to the level that would be generated if the pollution costs were being
reflected in its price. Under such a circumstance there would be an efficient
reallocation of resources where less of the offending product and more of
other goods and services would be produced. The value of the production
gained will more than offset the value of production lost, increasing social
welfare. When production and consumption are arranged such that all such
pollution costs are accurately reflected in product prices, within the context
of otherwise competitive markets, the market is said to be Pareto efficient, i.e.,
society, on net, cannot be made better off.

From this perspective, the process of production, exchange, and con-
sumption in a strictly voluntary setting cannot be free of the kinds of ineffi-
ciencies generated by these negative externalities or “residuals” of the pro-
duction and consumption process. Kneese, et al. (1973, p. 28) explains this
inevitability as follows: 

If the capacity for the environment to assimilate residuals is scarce,[1] the
decentralized voluntary exchange process cannot be free of uncompen-
sated technological external diseconomies unless (1) all inputs are fully
converted into outputs, with no unwanted material and energy residuals
along the way, and all final outputs are utterly destroyed in the process of
consumption, or (2) property rights are so arranged that all relevant envi-
ronmental attributes are in private ownership and the rights are
exchanged in competitive markets.[2] Neither of these conditions can be
expected to hold in an actual economy.

The Austrian case against the standard Pigouvian approach has been
argued (Cordato 1992a and 1995) and will not be recounted in any detail
here. But in order to understand the genesis of the alternative, the core prob-
lems with the standard approach need to be made explicit. These problems
can be summarized as follows:

1. Efficiency is a “praxeological,” i.e., individual goal seeking problem, not a
value maximization problem. From a policy perspective, then, social effi-
ciency is assessed in terms of the extent to which legal institutions facili-
tate consistency between the ends that actors are pursuing and the means
that they are choosing to accomplish those ends. 
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1By this it is meant that the environment does not have the ability to naturally absorb
environmental residuals in a way that is costless to society.

2This is the world of efficient outcomes as demonstrated by Coase (1960) where all
relevant property rights are specified and, because markets are “competitive” transaction
costs are zero and the inefficiencies associated with externality problems can be bargained
away.



2. Costs are subjective and therefore social costs and social value, as the
terms are typically construed, do not exist as either measurable or even
theoretical concepts. The standard approach is dependent upon being
able to measure and therefore make objective these concepts. For example,
the standard approach to environmental economics depends on being
able to identify situations where the marginal private benefit of an activ-
ity exceeds the marginal social cost. This inherently involves making inter-
personal utility comparisons and the summing of interpersonal evalua-
tions across individuals. Neither of these can be held as methodologically
valid.

3. Pareto optimality, i.e., the perfectly competitive general equilibrium, is
irrelevant as a real world efficiency benchmark. This is largely because of
the implications of 1 and 2. Because human action takes place through
time, with knowledge and therefore supply and demand for inputs and
outputs constantly changing, the particular Pareto optimum for any point
in time is irrelevant. Strict adherence to subjective value and therefore sub-
jective cost theory also leads to the rejection of Pareto optimality as a nor-
mative benchmark. Outside of a framework of unanimity it is impossible
to talk about Pareto superior changes to a given state of the world without
invoking interpersonal cost/benefit analysis.

While these arguments form the basis of a critical analysis of standard
welfare and therefore environmental economics, they also allow us to bring to
bear a uniquely Austrian perspective on both the positive and normative
analysis of environmental problems. When viewed through the praxeological
lenses of Austrian economics, with all that that implies, concepts such as pol-
lution, environmental costs and degradation, and even the tragedy of the com-
mons take on meanings that are quite different, and ultimately more rigorous,
than definitions found in standard discussions.

THE PRAXEOLOGICAL NATURE

OF ENVIRONMENTAL PROBLEMS

Misidentifying Pollution as a Social Cost Problem

What constitutes an “environmental problem”? At first glance the answer
might appear obvious. Issues like air and water pollution, animal extinction,
or the over-use of resources, such as might be associated with the “tragedy of
the commons,” all come to mind. But of course this assumes a common
framework of analysis that gives rise to certain definitions of these terms and
explanations about why these phenomena are problematic. For example, con-
sider a classic tragedy of the commons problem, commercial fishing in the
ocean. The conclusion is that, absent the enforcement of legal constraints, any
given species of fish will be “over-extracted” by fishermen who face every
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incentive to catch as many fish as possible now, before the next boat comes
along. In other words, there is no incentive to conserve or restock or in any
way nurture the given supply of fish. But on its face this discussion doesn’t
explain why this is a problem. Economists see the rate of fish extraction in the
commons as an “environmental problem,” rather than just one of an infinite
number of extraction rates that are possible, because they have a “correct” rate
in mind. From the perspective of standard environmental economics, this
resource, the fish, is being over-utilized because the depletion rate is greater
than would occur in a Pareto optimal world. The “tragedy of the commons,”
is a “tragedy” because fish are being extracted beyond the point where the
marginal private benefit of the fish being caught are greater than the marginal
social cost. It is therefore the starting point in terms of economic analysis that
gives rise to the definition of not only a tragedy of the commons but all other
environmental problems. 

Very similar stories could be told with respect to issues of air and water
pollution. Indeed, it is the underlying economic analysis that determines what
is considered pollution in the first place. If a byproduct of production that is
emitted into the air ends up giving rise to a divergence between marginal pri-
vate benefit in the production of the associated product and marginal social
costs, then the product output will be greater than its Pareto optimum level.
That byproduct will then be defined as an air-pollutant. If, on the other hand,
the byproduct does not have that result, for example water vapor, a byproduct
of many production processes, then that byproduct is not considered to be a
pollutant. 

But as noted previously, this analysis does not give us a firm method-
ological foundation for identifying what is and isn’t a pollutant. It rests on
an approach to social costs that takes the analyst’s eye off the ball: individual
actors. The concept of social costs, as typically invoked, completely disem-
bodies and impersonalizes costs. Social costs exist outside of and apart from
individual choosers. As Richard Posner argues, “the question of whose cost
is not a profitable one in economic analysis” (1973, p. 94). This view of costs
becomes quite clear in applying concepts such as the Coase theorem or the
Hicks-Kaldor compensation principle. With the former, the issue of who is
imposing costs on whom is unimportant to the ultimate solution. As Posner
notes, “the relevant question . . . is who could prevent the loss at lower cost,
not whose cost the damage ‘really’ is” (p. 94). In the second, individual pol-
lution cost bearers never need to be compensated for either past or ongoing
harm so long as the output from the pollution generating production process
conforms to a Pareto optimal solution. The relevant costs that must be over-
come are not those that are being born by the victims but those that are being
incurred by “society” because of the “misallocation” of resources generated
by the externality. In both cases, what is important is whether or not the level
of emissions and the joint output of all the affected production processes are
“efficient.” As we will see, in either case an “efficient” solution could be
implemented without ever addressing the actual pollution problem as seen
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from an Austrian perspective. 
The “social cost” approach to environmental economics has led to the

“dehumanization” of issues related to the environment. Pollution or “tragedy
of the commons” problems are not problems because of the damage that some
people may or may not be inflicting on others, but because they create what
amounts to disembodied harms. A problem occurs because some goods are
“overproduced” while other goods are “underproduced.” In its more extreme
form this has led to a separation of the concepts of costs and harm from
human beings completely, substituting notions such as “costs to the environ-
ment,” and damage to the ecosystem. For example, Pearce and Turner in mak-
ing a case for a tax on packaging claim that “environmental damage from
packaging waste is not reflected in the prices of packaged products” and that
“the size of the levy needs to be related directly to the environmental damage
done by the production and consumption of the packaging, or to the costs of
restoration to the environment” (Pearce and Turner 1992, p. 6). Nowhere in
the article is there mention of actual people who are damaged. Costs are asso-
ciated with “restoration to the environment” not compensating victims. Once
the concept of costs is separated from individual human beings, i.e., from the
act of choosing, it looses its footing and so does the economic analysis. 

Pollution as Interpersonal Conflict

Economic analysis of the environment that starts from a praxeological
perspective shifts the focus from maximizing the social value of output or
equating price to marginal social cost, to efficient intra- and inter-personal
plan formulation and execution, i.e., the internal consistency between the
means that people use and the ends that they desire to achieve. Within this
context, pollution problems that are indeed problems create an interpersonal
conflict over the use of means and therefore obstruct efficient plan formula-
tion and execution. Pollution is therefore not about harming the environment
but about human conflict over the use of physical resources. Generally for-
mulated, a pollution or environmental problem arises when individual or
group A and individual or group B are simultaneously attempting or planning
to use resource X for conflicting purposes. Unless emissions into the air, dis-
charge into a river, or the extraction of fish from the ocean give rise to such a
conflict then there is no economic, i.e., efficiency problem. Humans cannot
harm the environment. Instead, they can change the environment in such a
way that it harms others who might be planning to use it for conflicting pur-
poses.

Most of the classic “textbook” environmental cases can be formulated in
this context. Whether it’s the problem of a factory discharging chemicals into
a river and destroying the fishing downstream, or the odors from an animal
farm fouling the air in nearby housing developments, or Coase’s classic cases
of straying cattle or railroads emitting sparks, they can all be seen as inter-
personal conflicts. In each case people are simultaneously making conflicting
plans with respect to the use of a physical resource, and it is this conflict that
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allows us to identify what is transpiring as an environmental problem. If there
were no recreational users of the river or housing developments downwind
from the pig farm there would be no pollution. Environmental problems are
not really problems for or with the environment, but human problems of
mutual plan formulation and the achievement of goals. From an Austrian per-
spective, Robinson Crusoe cannot be a polluter.

THE ROLE OF PROPERTY RIGHTS

It is widely recognized, even within the most orthodox literature in environ-
mental economics, that property rights have an important role to play in
resolving environmental problems. Both more traditional Pigouvians, as
exemplified by Kneese, et al. (quoted above) and their Coasean critics recog-
nize to varying degrees that the origin and solution to environmental prob-
lems lie with the extent to which property rights are clearly defined. And, on
this level, Austrians would agree. 

But the praxeological approach described above gives rise to a different
kind of property rights analysis and distinctly different conclusions concern-
ing property rights based solutions to environmental problems. Whereas the
standard approaches are focused on minimizing social costs or facilitating a
Pareto optimum, the approach described here is focused on minimizing inter-
personal conflict. For Austrians the role of property rights in abating such
conflicts has its roots in Menger. In his Principles of Economics, Menger
argued that all “economic goods” must come under the rule of private prop-
erty in order to avoid conflicts of interest regarding their usage. He stated that 

when all members of society compete for a given quantity of goods that is
insufficient . . . a practical solution to this conflict of interest is . . . only
conceivable if the various portions of the whole amount at the disposal of
society pass into the possession of some of the economizing individuals,
and if these individuals are protected by society in their possession to the
exclusion of all other individuals. (Menger 1981, p. 100) 

In a later passage Menger seems to recognize problems that might be associ-
ated with air and water pollution or the tragedy of the commons where the
resource in question is generally viewed as a noneconomic or free good.
Menger, again referring the relationship between private property and human
conflict states that 

It applies also to all non-economic goods with respect to which the bound-
ary between requirements and available quantities is already so close . . .
that any misuse or ignorance on the part of some members of the econ-
omy may easily become injurious to the others. . . . For these and similar
reasons the phenomenon of property can also be observed in the case of
goods that appear to us still, with respect to other aspects of life, as non-
economic goods. (Menger 1981, p. 105) 
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While under most circumstances and for most uses the ocean is essen-
tially a noneconomic good, it may not be in terms of its use for harvesting cer-
tain kinds of fish. Or while the air may be considered a noneconomic good
for many uses, it may not be if one of those uses is to emit odors from certain
farming activities. As Menger argued, the only “practical solution” to conflicts
that arise over the “economic” aspects of these otherwise “noneconomic”
resources is private property.

For Austrians then, if the defining characteristic of pollution is that it is
the consequence of a human conflict over the use of a resource, then it is log-
ical that both the origin and the solution of the problem is to be found in a
lack of clearly defined or enforced property rights. This property rights
approach to negative externalities can be found in the work of most Austrians
who have written on the subject. But what has gone unrecognized is that the
writings of Mises, Rothbard, and others on this subject have been an applica-
tion of insights found in Menger regarding the nature of and the solution to
human conflict in a world of scarcity.

Resolving Conflict vs. Solving a Maximization Problem

The focus of the Austrian approach to environmental economics is con-
flict resolution. The purpose of focusing on issues related to property rights
is to describe the source of the conflict and to identify possible ways of resolv-
ing it.

For both Coasean property rights analysts and more traditional Pigou-
vians, the goal is different. It is to achieve some form of “optimal” distribu-
tion of resources. Coase, in his analysis, seeks to maximize the total value of
output, and alternative property rights arrangements are seen in this light. As
he notes in his classic 1960 article, “one arrangement of rights may bring
about a greater value of production than any other” (Coase 1960, p. 16). For
Pigouvians the goal is to achieve a Pareto optimal distribution of resources by
seeing to it that the generator of negative externalities considers all social
costs in making production or consumption decisions. In both cases atten-
tion is diverted from those who are party to the conflict and toward finding
a “value” maximizing allocation or resources. But from an Austrian perspec-
tive this is not a tenable goal as it necessarily involves interpersonal utility
comparisons and unreasonable assumptions about human knowledge and
the static nature of the world (Cordato 1995). This is why, as noted above, a
solution to a particular problem may be “efficient” within Coasean and/or
Pigouvian context but irrelevant from an Austrian perspective. For example,
it is unlikely that a Pigouvian tax, even if it could be appropriately calculated,
would do anything to solve the “Austrian” problem. If the tax is collected only
to bring about the correct price/output combination and an “optimal level of
pollution” (à la the Hicks-Kaldor compensation principle), leaving the initial
conflict unresolved, there would be no reason to consider the solution to be
efficient from an Austrian perspective. For similar reasons, the same would be
true if a Coasean judge decided to allow a pig farmer to continue to emit odors
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into local housing developments because the homeowners are the “least cost
avoider.” 

PROPERTY RIGHTS AND PUBLIC POLICY

For Austrians then, public policy in the area of the environment must focus
on resolving these conflicts over the use of resources that define pollution, not
on obtaining an ultimately unobtainable “efficient” allocation of resources.
The traditional Austrian approach to property rights analysis in this area can
and should be seen in this light. Also, by viewing the works of Rothbard,
Mises, Block and others from this perspective of conflict resolution one can
obtain a better understanding of why Austrians have been so critical of
Ronald Coase’s approach to property rights analysis. While property rights
are equally important for Coaseans and Austrians, their normative goals are
significantly different.3 For Coaseans the focus is on alternative rights
arrangements and maximizing the value of output. For Austrians, whose goal
is to resolve conflicts, the focus is on clarifying titles to property and rights
enforcement. 

If a pollution problem exists then its solution must be found in either a
clearer definition of property rights to the relevant resources or in the stricter
enforcement of rights that already exist. This has been the approach taken to
environmental problems by nearly all Austrians who have addressed these
kinds of issues (see Mises 1998; Rothbard 1982; Lewin 1982; Cordato 1997).
This shifts the perspective on pollution from one of “market failure” where the
free market is seen as failing to generate an efficient outcome, to legal failure
where the market process is prevented from proceeding efficiently because the
necessary institutional framework, clearly defined and enforced property
rights, is not in place. 

Two Approaches to Conflict Resolution:
Polluter Pays and First Come First Served

A pollution problem then can take one of two forms, either titles to the
relevant resources are clear but the rights to use that property by the title hold-
ers are not being enforced, or titles to a resource are not clear and two or more
parties wish to use the resource for conflicting purposes. Obviously, each of
these would require a different approach to solving the problem. But in each
case the solution should focus on resolving the conflict and therefore allow-
ing for the efficient formulation of plans by all parities involved.
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Block (1977); Cordato (1992b); Krecke (1996); North (2002). 



The polluter pays principle4

In environmental policy the polluter pays principle is an outgrowth of
Pigouvian welfare economics. The optimal price-output combination will
arise in a market when external pollution costs are reflected in the marginal
cost of production, i.e., are internalized by the polluter. In other words, if the
polluter is made to “pay” a dollar amount that is equivalent to the marginal
social costs associated with the pollution that he is generating, “efficiency”
will prevail. Generally speaking there are two approaches to applying the pol-
luter pays principle. The most traditional and straightforward is the Pigouvian
excise tax. In this case the polluter is forced to “pay” either through a tax that
is equivalent to the “pollution costs” per unit of output or per unit of efflu-
ence. The second is through tradable emissions permits. In this case an “effi-
cient” level of pollution is determined and permits to pollute which total to
this efficient level are bought and sold in the marketplace. The polluter is
forced to pay either explicitly by having to purchase permits in the market or
implicitly by having to forgo selling the permits that he holds.

There are two fundamental problems with these approaches to “making
the polluter pay.” First is that both of these approaches are fundamentally
forms of market socialism and suffer from all of the problems that Austrians
have typically made against central planning (Cordato 1997). Most specifi-
cally, a central authority must know in advance what the efficient outcome is.
In the case of the tax, a central authority must know in advance the exact
amount of the externality costs being imposed by the polluter, and the correct
price and output, not only for the good in question but, since efficiency only
makes sense in a general equilibrium context, for all other affected goods and
services. In the case of tradable permits, the knowledge requirements are
essentially the same. This is because the central authority must first deter-
mine the “efficient” level of emissions for the particular pollutant, which also
must be determined within the context of a general equilibrium solution.

A second problem is that the focus is on achieving the efficient price/out-
put combination and not eliminating the conflict or the harm that is being
generated. “Internalizing the cost” typically means seeing to it that the pro-
ducer/polluter faces a marginal cost curve that would be the same as the
curve that would be faced if he were bearing all the costs of production
including the costs associated with the pollution. Whether or not the costs
that third parties bear are eliminated or compensated for or the intrusion into
their plan formulation process is ended is incidental and ultimately irrele-
vant. This is particularly obvious with respect to the tradable permits
approach where an efficient level of pollution is chosen and potential pol-
luters are issued permits to, in the aggregate, emit that level. From an Austrian
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perspective, after implementing such a policy you are still likely to be left with
a pollution problem, all-be-it a possibly less severe one (see McGee and Block
1994).

In spite of these problems the polluter pays principle should not be jetti-
soned. When all property titles are clearly delineated, a reconstructed polluter
pays principle that is rooted in the strict enforcement of property rights makes
sense. A polluter is someone whose production byproducts are seeping onto
the property of others and interfering with plans that they may have for the
use of that property. By interfering with these plans the polluter is reducing
the efficiency by which the victim of the pollution can pursue his or her goals.
What is meant by “making the polluter pay” is that it is the polluter’s respon-
sibility, to the extent possible, to make the victims of the pollution whole (see
O’Driscoll and Rizzo 1985, p. 142). There is a conflict over the use of a
resource. The source of that conflict is the generation of a production
byproduct that crosses from property that is owned and controlled by the gen-
erator of the byproduct to property that is owned and therefore should be con-
trolled by a nonconsenting party. The responsibility for ending the conflict
lies with the polluter who should be responsible for truly internalizing the
costs of the conflict generating activity. In this case, internalizing the costs of
the pollution does not simply mean facing a new supply curve that has shifted
to the left by the right amount. For the polluter it instead means eliminating
the costs of his polluting activities to those whose property usage is being cur-
tailed. This might be done by eliminating the emissions, confining them to his
own property, or by compensating the victims of the polluting activity by an
amount that fully addresses the grievance.

First come first served

The second scenario under which a pollution problem can arise is when
property titles and therefore property rights are unclear. A and B are attempt-
ing to use the same resource for conflicting purposes, with neither A nor B
nor anyone else having clear rights to the use of the resource. A typical exam-
ple might be where effluence is being discharged into a river that is being used
for fishing or recreational purposes further downstream.

First of all, it should be made clear that in this type of case, the effluence
is not really the problem. The problem that is generating the conflict is the
lack of property rights definition. Typically, it is the scenario described by
Menger where use of an otherwise noneconomic good becomes injurious to
others and therefore, at least in that use, moves from noneconomic to eco-
nomic. Unlike in the former case where the goal is to insure that “the polluter
pays,” in this case the goal is to determine who has the right to use the
resource.

It should be noted that we cannot determine, as Coaseans might insist,
that the rights go to the person whose use will maximize the overall value of
production. There is no methodologically sound way of making such a deter-
mination. It also means that we cannot determine, without injecting a sense
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of personal aesthetics, that a more pristine resource, a portion of a river that
is used for swimming or fishing, is preferable to a less pristine resource, the
same area used as a waste receptacle. In other words, the responsibility for
internalizing costs does not automatically go to the person generating the pro-
duction byproduct.

In such a case, a solution might be to use the principle of first come first
served (see Rothbard 1982). This has several virtues from the perspective of
an efficient running market process. First it can reduce the possibility that a
conflict will arise in the first place, or it might generate a negotiating process
that could resolve potential problems before they arise. With the knowledge
that a first user rule is likely to be upheld by the courts someone who desires
to use a resource in a way that conflicts with a known first user will either
decide not to go ahead with his plans or will go to the first user to negotiate
a compromise. This also increases the level of certainty for the first user who
can go ahead and implement his plans with reasonable expectations that his
rights to use the relevant resource will be enforced in the face of others whose
future plans might conflict. Such a rule would also increase the efficiency of
the market process by reducing overall uncertainty in the plan formulation
process by enhancing both the amount and quality of information that is cap-
tured in relative prices (see Cordato 1998).

AUSTRIAN THEORIES OF WELFARE ECONOMICS

Thus far we have avoided any detailed discussion of Austrian welfare eco-
nomics. This is primarily because the theory that is outlined here does not
hinge on acceptance of one or another of the more general standards for
assessing social welfare found in the Austrian literature. In particular I refer
to Rothbard’s (1977) demonstrated preference standard of social utility;
Kirzner’s (1988) plan coordination standard; and Cordato’s (1992a) knowl-
edge based theory of catallactic efficiency. Instead it is derived from what all
of these theories hold in common, namely Austrian economics’ praxeological
foundations. As such, this theory is consistent with all three of these
approaches to social welfare.

The starting point for all Austrian welfare economics is the goal seeking
individual and the ability of actors to formulate and execute plans within the
context of their goals. Furthermore, in all three approaches, social welfare or
efficiency problems arise because of interpersonal conflict. For Rothbard such
conflicts arise because of interferences with the voluntary use of one’s own
property. This prevents a demonstration of true preferences, moving one to a
lower level of utility than would otherwise be achieved. For Kirzner interper-
sonal conflict that cannot be resolved by entrepreneurship and the market
process gives rise to a lack of plan coordination and therefore social ineffi-
ciency. And for Cordato, conflict, that similarly cannot be resolved by the mar-
ket process, gives rise to catallactic inefficiency by preventing useful informa-
tion from being captured by prices. A theory of environmental economics and
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pollution that evolves from problems associated with human conflict then
would be a natural implication of each of these welfare standards.

In addition, these standards would argue that irresolvable inefficiencies,
i.e., inefficiencies that cannot find a solution in the entrepreneurial workings
of the market process, arise because of institutional defects associated with
the lack of clearly defined or well enforced property rights. In a setting where
rights are clearly defined and strictly enforced, plans may conflict but the
resolution to that conflict is embedded in the exchange process. In other
words, conflict may arise at the planning stages but is resolved before the
actors proceed with implementation of those plans. For example, persons A
and B may have conflicting plans with respect to resource X, but if ownership
to X is clearly defined as being in the hands of A, B, or a third party C, then
there will not be a conflict over the actual use of X. It will be understood by A
or B that before proceeding with their plan they must gain rights to X. For
Kirzner especially, the entrepreneur plays a key role in resolving this potential
conflict by bringing together those who may have plans with respect to the use
of certain resources and the resource owners.

In the absence of clearly defined and strictly enforced property rights this
process breaks down and the conflict becomes irresolvable through the mar-
ket process. Under all three Austrian approaches to welfare economics, there-
fore, the solution to pollution problems, defined as a conflict over the use of
resources, is to be found in either clearly defining or more diligently enforc-
ing property rights. Not surprisingly this is the approach that has been taken
by nearly all Austrian economists who have looked at the issue dating back to
Menger.

CONCLUSION

The purpose and one hopes the contribution of this paper, has been to recon-
stitute both positive and normative environmental economics “from the
ground up” using the praxeological method of Austrian economics. As noted
at the outset, this exercise is more about pulling together building blocks that
are scattered throughout the Austrian literature than fashioning a completely
new set of building materials. In pursing this goal we have integrated the Aus-
trian focus on the actor’s means-ends framework, including its emphasis on
the subjective nature of value and therefore costs, with the definition of what
constitutes an environmental problem. By defining such problems in these
terms, both the nature of pollution and the definition of a polluter take on
new meaning. Environmental problems are brought to light as striking at the
heart of the efficiency problem as typically seen by Austrians, that is, they
generate human conflict and disrupt inter- and intra-personal plan formula-
tion and execution. This is in contrast to either Pigouvian or Coasean envi-
ronmental economics, which defines pollution problems primarily in terms of
resource allocation.
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It is also demonstrated that the property rights approach to policy analy-
sis taken by Mises and Rothbard is not only conceptually different from the
approach taken by Coase, but is a natural outgrowth of, and directly follows
from its praxeological roots. The role of property rights in environmental eco-
nomic analysis is integrated into the Mengerian role of property rights more
generally. For Menger, the social purpose of private property is to resolve
interpersonal conflicts and allow for the peaceful pursuit and fulfillment of
plans. In pursuing this analysis modern Austrian discussions of environmen-
tal issues are seen as part of an historical continuum, starting with Menger.  

The confusion that currently surrounds the formulation of environmen-
tal policy is an outgrowth of a theory of environmental economics that is fun-
damentally flawed. The standard approach is rooted in indefinable concepts
of social cost and general equilibrium and implies policies that cannot be
implemented in the real world. In light of this most economists have accepted
the idea that their role is to devise efficient methods for achieving politically
determined pollution or emissions targets. As noted by Lloyd Orr, 

economists have moved to the position of advocating effluent charges as a
means of meeting politically determined environmental standards at min-
imum cost. The proposed solution establishes . . . the charge structure
required to meet the predetermined standards. (Orr 1981, p. 57) 

Politicians determine what is and isn’t pollution and what the appropriate
emissions targets are. The economist steps in to advise policy makers about
how to develop an excise tax or a tradable emissions scheme that utilizes the
“efficiency” of market incentives to achieve the politically determined result
(see Cordato 1997). 

Austrians can offer an alternative approach that does not depend on hav-
ing to define or measure what is conceptually indefinable or unmeasurable.
This is not to suggest that the clear definition of property rights is an easily
achievable goal in all situations. It is not. But, while the Austrian approach to
solving pollution problems may face implementation problems at the margin,
i.e., with certain “tough cases,” defining and enforcing property rights already
stands as the fundamental way in which interpersonal conflicts of all kinds
are avoided or dealt with. This approach is clearly operational as it has been
in operation, to one extent or another, throughout human history. The chal-
lenge for Austrians is to explain how we apply the theory in certain tough
cases, not to explain, in reality, how it can be applied at all.
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Why I Am Not an Austrian Economist 

by 

Bryan Caplan 

Department of Economics 

George Mason University 

Preface 

I was first introduced to Austrian economics during my senior year in high school, 

when I first read and enjoyed the writings of Mises and Rothbard. The summer before 

I began my undergraduate work at UC Berkeley, I was able to attend the 1989 Mises 

Institute summer seminar at Stanford, where I met Murray Rothbard and many of the 

leading Austrian economists for the first time. It is now eight years later; I have just 

completed my Ph.D. in economics at Princeton, and will be joining the faculty of the 

economics department at George Mason in the fall. I thus find this a natural point in 

my career to articulate precisely why I no longer consider myself an Austrian 

economist - as I certainly did eight years ago. 

I do not deny that Austrian economists have made valuable contributions to 

economics. Rather, as the sequel will argue, I maintain that: 

(a) The effort to rebuild economics along foundations substantially different from 

those of modern neoclassical economics fails. 

(b) Austrian economists have often misunderstood modern neoclassical economics, 

causing them to overstate their differences with it. 

(c) Several of the most important Austrian claims are false, or at least overstated. 

(d) Modern neoclassical economics has made a number of important discoveries 

which Austrian economists for the most part have not appreciated. 

Given this, I conclude that while self-labeled Austrian economists have some valid 

contributions to make to economics, these are simply not distinctive enough to sustain 

a school of thought. The task of developing an alternate Austrian paradigm has largely 

failed, producing an abundance of meta-economics (philosophy, methodology, and 

history of thought), but few substantive results. Whatever Austrian economists have 

that is worth saying should be simply be addressed to the broader economics 
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profession, which (in spite of itself) remains eager for original, true, and substantive 

ideas. 

Needless to say, I have many friends who think more highly of Austrian economics 

than I do. I hope that this piece will spark interest and discussion without sparking any 

kind of personal acrimony. 

1. Austrian Economics, what 

Since there is considerable dispute about the meaning of "Austrian economics," let 

me stipulate at the outset that I use the term to refer to the economics of Ludwig von 

Mises, Murray Rothbard, and other scholars' work consistent with their fundamental 

outlook. If any two economists ever belonged to the same "school," Mises and 

Rothbard did; and while they did have disagreements, these can be counted on one 

hand.[1] Thus a refutation of the one will almost always be a refutation of the other - 

an important point to remember, since the sequel relies more heavily on Rothbard's 

defenses of Mises' views than on Mises himself. In most cases, Mises and Rothbard 

think so similarly that to provide textual support from both Rothbard and Mises would 

be redundant. 

My equation of Austrian economics with Mises and Rothbard rather than F.A. Hayek 

is bound to be controversial. The primary justification for this is simply that Mises 

and Rothbard clearly rejected many of the key elements of modern neoclassical 

economics, while Hayek did not. If Mises and Rothbard are right, then modern 

neoclassical economics is wrong; but if Hayek is right, then mainstream economics 

merely needs to adjust its focus.[2] The secondary justification is that Mises and 

Rothbard spent the bulk of their careers making substantive contributions to 

economics, while Hayek turned almost entirely to philosophy, law, and intellectual 

history after the 1930's. In consequence, there is simply much more to say about the 

economics of Mises and Rothbard than about the economics of Hayek. 

 

2. Foundations of Microeconomics 

Modern neoclassical economics derives from a few crucial microeconomic building 

blocks. Prominent among these are utility functions, indifference analysis, and the 

Kaldor-Hicks (or "cost-benefit" or "potential Pareto improvement") approach to 

welfare economics. Mises and Rothbard reject all three of these elements, building 

economic theory upon a different foundation. This is definitely a sufficient basis for 

an alternative Austrian school of thought. However, Mises and Rothbard reject the 
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foundations of modern neoclassical economics too quickly, and their substitutes are 

inadequate. 

2.1. Utility Functions vs. Value Scales 

Modern neoclassical economists habitually use "utility functions" to describe 

individuals' preferences. For example, they may posit that an individual's utility 

U=a*ln(quantity of apples)+(1-a)*ln(quantity of oranges). Rothbard instead preferred 

to discuss the "value scales" of individuals. For example, an individual's preferences 

might be given by {1st apple, 2nd apple, 1st orange, 3rd apple,...}. Both approaches 

provide an obvious interpretation of "utility maximization": for neoclassicals, an 

individual selects the highest feasible value of U, while for Rothbard, a maximizing 

individual satisfies the highest-ranked feasible preferences on his value scale. 

Both approaches seem quite similar; so similar, in fact, that neoclassical economists 

might call them identical. But Rothbard noted some underlying differences, and 

concluded that the "value scale" approach was the right one. Why? According to 

Rothbard, the mainstream approach credulously accepted the use of cardinal utility, 

when only the use of ordinal utility is defensible. As Rothbard insists, "Value scales 

of each individual are purely ordinal, and there is no way whatever of measuring the 

distance between the rankings; indeed, any concept of such distance is a fallacious 

one."[3] 

At first, Rothbard appears to limit his criticism solely to "Those writers who have 

vainly attempted to measure psychic gains from exchange" by their consumer's 

surplus.[4] But it soon becomes clear that Rothbard rejects the entire utility-function 

approach as incoherent: "The chief errors here consist in conceiving utility as a certain 

quantity, a definite function of an increment of the commodity... Utilities are not 

quantities, but ranks..."[5] As if to emphasize the strength of his disagreement with the 

mainstream approach to utility, Rothbard goes on to dismiss the standard intermediate 

micro theorem "that in equilibrium the ratio of the marginal utilities of the various 

goods equals the ratio of their prices. Without entering in detail into the manner by 

which these writers arrive at this conclusion, we can see its absurdity clearly, since 

utilities are not quantities and therefore cannot be divided."[6] What initially appeared 

to be a slight difference in nomenclature yields serious disagreement about some 

fairly basic issues. 

As plausible as Rothbard sounds on this issue, he simply does not understand the 

position he is attacking. The utility function approach is based as squarely on ordinal 

utility as Rothbard's is. The modern neoclassical theorists - such as Arrow and 

Debreau - who developed the utility function approach went out of their way 

to avoid the use of cardinal utility.[7] Let a neoclassical theorist say "bundle one 
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offers utility of 8, while bundle two offers utility of 7," and Rothbard concludes that 

he believes in cardinal utility. But the language here is technical; to parse it, you must 

return to the underlying definitions. Upon doing so, you will find that the meaning of 

"bundle one offers utility of 8, while bundle two offers utility of 7" is nothing more or 

less than "bundle one is preferred to bundle two." A utility function is just a short-

hand summary about an agent's ordinal preferences, not a claim about "utils."[8] This 

is why neoclassicals say that the utility function is uniquely defined up to a monotonic 

transformation. You can rescale any utility function however you like, so long as you 

re-scale it monotonically.[9] 

What about the theorem - that Rothbard dismissed - which claims that utility-

maximizing individuals equalize the marginal utilities of goods consumed divided by 

their prices? Doesn't this show that neoclassicals believe in cardinal utility? No, it 

does not; statements made in technical jargon often sound absurd if you forget the 

underlying definitions. A utility function just uses numbers to summarize ordinal 

rankings; it doesn't commit us to belief in cardinal utility. Deriving the marginal 

utility of individual goods from this function commits us to nothing extra.[10] 

Rothbard's rejection of the utility function approach led him to make strange ad hoc 

concessions to it elsewhere in his writings. Using his value scale approach, Rothbard 

was able to derive the laws of demand and supply as theorems.[11] But then 

inexplicably in his later discussion of labor and land, Rothbard conceded the 

theoretical possibility of "backward" bending supply curves.[12] Furthermore, in his 

discussion of the economics of taxation, Rothbard admits the theoretical possibility 

that greater taxation of labor income could induce an increase in labor supply - even 

going so far as to mention a "substitution" and an "income" effect which his initial 

treatment of utility theory and demand utterly failed to mention.[13] What is 

interesting is that Rothbard was unable to derive the substitution and income effects 

from his value scale approach. Rather, he borrowed it from the standard utility 

function analysis, which shows that there are two different channels by which a price 

change induces a change in the quantity demanded. Thus, not only does Rothbard 

inappropriately dismiss the neoclassical approach to utility theory, but deemed it 

sufficiently fruitful that he borrowed its implications on an ad hoc basis. 

To sum up, Rothbard falsely accused neoclassical utility theory of assuming 

cardinality. It does not. There is nothing actually wrong with Rothbard's value scale 

approach, but because the neoclassical assumptions are in some ways less restrictive 

than Rothbard's[14], neoclassicals made the important discovery that price changes 

have both income and substitution effects - a discovery Rothbard was unable to derive 

from his own postulates but conceded without explanation.[15] 

2.2. Indifference 
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The utility function approach has a final implication that Rothbard rejected. Recall 

that using standard neoclassical definitions, U(a)>U(b) simply means that given the 

choice of a and b, a will be chosen, while U(a)<U(b) means that b would be selected. 

But what if U(a)=U(b); i.e., what if an agent is indifferent between two alternatives? 

Rothbard elaborated upon Mises by rejecting the very possibility as incoherent - and 

by implication rejecting the very use of indifference curves, a key building block of 

modern neoclassical theory.[16] 

The essential objection to indifference curve analysis is that it is impossible 

for action to demonstrate indifference. Action demonstrates preference, 

not indifference. Rothbard puts it thusly "The crucial fallacy is that indifference 

cannot be a basis for action.If a man were really indifferent between two alternatives, 

he could not make any choice between them, and therefore the choice could not be 

revealed in action."[17] 

The crucial assumption - shared by both Mises and Rothbard - is that no preference 

can exist which cannot be revealed in action. But why assume this? Is this not a 

peculiar importation of behaviorism into a body of economic thought which purports 

to be militantly anti-behavioral? Thus, in his introduction to Mises' Theory and 

History, Rothbard tells us that: 

One example that Mises liked to use in his class to demonstrate the difference 

between two fundamental ways of approaching human behavior was looking at Grand 

Central Station behavior during rush hour. The "objective" or "truly scientific" 

behaviorist, he pointed out, would observe the empirical events: e.g., people rushing 

back and forth, aimlessly at certain predictable times of day. And that is all he would 

know. But the true student of human action would start from the fact that all human 

behavior is purposive, and he would see the purpose is to get from home to the train to 

work in the morning, the opposite at night, etc. It is obvious which one would 

discover and know more about human behavior, and therefore which one would be the 

genuine 'scientist.'[18] 

Just as there is more to my action than my behavior, there is more to my preferences 

than my action. I can have all sorts of preferences that are not - and could not be - 

revealed in action. For example, my preference for ice cream yesterday can no longer 

be revealed, since I had no ice cream yesterday and any present action regarding ice 

cream would merely reveal a present preference for it, not a past one. And yet, I have 

introspective knowledge of my ice cream preferences from yesterday. Similarly, I can 

never reveal my preference for products at prices other than the market price, but by 

introspection I can know them. 
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In precisely the same way, I can know some cases in which I am indifferent. I am 

often indifferent between the colors of clothes; though I pick one color, I know that 

I would have picked the other if the prices were not equal. The behaviorist might deny 

the reality of my mental states, but clearly that is not the route Mises or Rothbard 

would want to take. Indeed, Mises and Rothbard themselves use hypothetical 

preferences in other contexts. The interaction of supply and demand let us observe but 

a single point - the equilibrium price and quantity - but nevertheless Rothbard draws 

demand curves showing the quantity desired at all possible prices. Similarly, one can 

only observe that I choose a green sweater; but this does not rule out the possibility 

that I was actually indifferent between the green sweater and the blue sweater. 

2.3. Continuity 

Mises and Rothbard have a final related objection to standard neoclassical utility 

theory: the assumption of continuity. Quoting Rothbard, "[H]uman beings act on the 

basis of things that are relevant to their action. The human being cannot see the 

infinitely small step; it therefore has no meaning to him and no relevance to his 

action."[16] The implications are broader than they may initially appear, because as a 

mathematician will tell you, you can't differentiate a function that isn't continuous. 

This means that if Mises and Rothbard is correct, the pervasive use of calculus in 

economics must be rejected in toto. 

One obvious problem arises here. Without continuous preferences, it is also highly 

unlikely that e.g. supply and demand can ever be equal. If you draw the supply and 

demand curves continuously, then they are (almost) bound to intersect. But if you 

draw them as a discrete set of points, supply and demand in general don't have to 

intersect. Thus, the argument against calculus based upon the rejection of continuity 

also argues against even the use of simple algebraic constructs - like intersecting 

supply and demand lines - that fill Rothbard's works. 

Of course, one could say that the unrealism of continuity is only minor. But this is 

precisely the reply that Rothbard considered and rejected: "Most writers on economics 

consider this assumption a harmless, but potentially very useful, fiction, and point to 

its great success in the field of physics... The crucial difference is that physics deals 

with inanimate objects that move but do not act."[19] Rothbard thereby runs into a 

serious contradiction. If the assumption of continuity is not a harmless fiction, then it 

is incumbent upon him to remove all of the supply and demand intersections in his 

works, and to state that supply equals demand only under extremely rare conditions 

(for without continuous pricing, the odds that supply and demand actually intersect 

are very slim). This position is certainly coherent (and since Mises used no diagrams, 

it would be less work for him to adhere to it), but rather peculiar. Alternately, 

Rothbard could concede that assuming continuity rarely alters substantive results, and 
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accept bothsupply and demand intersections and the use of calculus as 

methodologically kosher in economics. 

2.4. Welfare Economics 

While Rothbard and Mises had similar objections to mainstream utility theory, 

Rothbard went one step further by "reconstructing" welfare economics along Austrian 

lines. His main conclusions are simple and austere: every market transaction benefits 

all participants, while every act of government intervention benefits some people at 

the expense of others. Rothbard goes on to make a seemingly stronger claim: "If we 

allow ourselves to use the term 'society' to depict the pattern of all individual 

exchanges, then we may say that the free market 'maximizes' social utility, since 

everyone gains in utility."[20] This claim might be re-phrased to say simply that each 

voluntary exchange benefits all participants, and the free market permits the 

implementation of alldesired voluntary exchanges. 

Hans-Hermann Hoppe, arguing for Rothbard's approach, makes a subtly stronger 

claim: "Pareto-optimality is not only compatible with methodological individualism; 

together with the notion of demonstrated preference, it also provides the key to 

(Austrian) welfare economics and its proof that the free market, operating according 

to the rules just described, always, and invariably so, increases social utility, while 

each deviation from it decreases it."[21] (emphasis mine) Strictly speaking, however, 

Rothbard could only claim the welfare effects of government intervention upon 

"social utility" are indeterminate; i.e., since the victim loses and the intervener gains, 

it is impossible to say anything about social utility without making 

a verboten interpersonal welfare comparison. This is an important point, because it 

shows that Rothbard's welfare economics provides a much weaker defense of the free 

market than usually assumed. In particular, Rothbard's own theory strips him of the 

ability to call any act of government "inefficient." By denying the ability to endorse 

state action in the name of efficiency, Rothbard also implicitly denies the ability to 

reject state action in the name of efficiency. This is no logical flaw in Rothbard's 

theory (although it does reveal a logical flaw in Hoppe's presentation of Rothbard's 

theory), but it's political implications are rather different than commonly assumed: 

Rothbard's welfare criterion justifies agnosticism about - not denial of - the benefits of 

statism. 

There is however a more serious flaw in Rothbard's welfare economics - a flaw which 

again flows from his behaviorist insistence that only preferences demonstrated in 

action are real. Thus, Rothbard rejects the argument that the envy of a third party 

vitiates the principle that voluntary exchange increases social utility: "We cannot, 

however, deal with hypothetical utilities divorced from concrete action. We may, as 

praxeologists, deal only with utilities that we can deduce from the concrete behavior 



 
 

8 
 

of human beings. A person's 'envy.' unembodied in action, becomes pure moonshine 

from a praxeological point of view... How he feels about the exchanges made 

by others cannot be demonstrated unless he commits an invasive act. Even if he 

publishes a pamphlet denouncing these exchanges, we have no ironclad proof that this 

is not a joke or a deliberate lie."[22] Indeed, Rothbard could have taken this principle 

further. When two people sign a contract, do they actually demonstrate their 

preference for the terms of the contract? Perhaps they merely demonstrate their 

preference for signing their name on the piece of paper in front of them. There is no 

"ironclad proof" that the signing of one's name on a piece of paper is not a joke, or an 

effort to improve one's penmanship. 

Rothbard's refusal to acknowledge unobserved preferences would have to impress 

even B.F. Skinner. What possible reason could we have to believe that utility is 

"moonshine" unless expressed in concrete actions? At every moment, by introspection 

we are aware of preferences unrevealed by our behavior. Figuring out the mental 

states of other people is obviously more difficult, but that hardly shows that their 

mental states do not exist. The statist could easily reverse Rothbard's objection, and 

claim that since there is no "ironclad proof" that third parties do not object to other 

people's voluntary exchanges, it is impossible to say whether that they increase social 

utility. Thus, Rothbard's welfare economics terminates in agnosticism about not only 

the benefits of intervention but the benefits of voluntary exchange. 

Throughout his career, Rothbard harshly criticized the modern neoclassical approach 

to welfare economics, which considers reallocations "efficient" so long as they are 

"potentially Pareto superior."[23] While the justice of efficiency is far from evident, 

this criterion of efficiency has many advantages over Rothbard's approach. In 

particular, it actually allows one to make efficiency judgments about the real world - 

to judge, for example, that Communism was inefficient, or rent control is inefficient, 

or piracy was inefficient. This does not show that the "potentially Pareto superior" 

welfare criterion is correct, but certainly provides a prima facie basis for reconsidering 

it more closely.[24] 

2.5. Subjectivism 

Innumerable Austrian essays and books use the word "subjectivism" in the title. This 

leaves one with the impression that other economists fail to embrace subjectivism - an 

impression that is simply false. What neoclassical economist claims that the value of a 

good derives from its labor content, or its intrinsic goodness, or anything other than 

individuals' preferences? It is true that academic papers often abstract from the 

heterogeneity of preferences, but this is merely a simplifying assumption. To assume, 

e.g., that everyone has the same log-linear utility function, is on par with assuming 
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that the world contains only two people, Crusoe and Friday. It is not a statement about 

the world, but a method on focusing on one particular problem. 

Neoclassical economists' propensity to declare certain situations "inefficient" may 

superficially appear to violate subjectivism (or alternately, to make an interpersonal 

utility comparison). As mentioned earlier, this is because "efficiency" has a technical 

definition somewhat different from its meaning in ordinary conversation. 

3. Applied Topics 

The theoretical foundations of Austrian economics, as developed by Mises and 

Rothbard, differ radically from those of modern neoclassical economics. This 

provides a large part of its "pedigree," it's claim to represent an alternative school of 

thought. Foundational differences, however, are not enough; those foundations also 

need to make some important differences in applied theory. The sequel examines 

some of the most important applications of Austrian economics, and generally finds 

them to be wrong, over-stated, or already widely accepted by mainstream economists. 

3.1. Economic Calculation and the "Impossibility" of Socialism 

Mises considered the "socialist calculation argument" to be a decisive objection to the 

economic feasibility of socialism. There are other valid arguments against socialism; 

indeed, "No judicious man can fail to conclude from the evidence of these 

considerations that in the market economy the productivity of labor is incomparable 

higher than under socialism."[25] However, Mises insists, this does not decide the 

issue: 

If no other objections could be raised to the socialist plans than that socialism will 

lower the standard of living of all or at least of the immense majority, it would be 

impossible for praxeology to pronounce a final judgment. Men would have to decide 

the issue between capitalism and socialism on the ground of judgments of value and 

of judgments of relevance. They would have to choose between the two systems as 

they choose between many others things... However, the true state of affairs is entirely 

different... Socialism is not a realizable system of society's economic organization 

because it lacks any method of economic calculation... Socialism cannot be realized 

because it is beyond human power to establish it as a social system.[26] 

This conclusion is amazing, for Mises repeatedly insists that economic theory gives 

only qualitative, not quantitative laws? For example, in Human Action, Mises tells us 

that: 
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The impracticality of measurement is not due to the lack of technical methods for the 

establishment of measure. It is due to the absence of constant relations. If it were only 

caused by technical insufficiency, at least an approximate estimation would be 

possible in some cases. But the main fact is that there are no constant relations. 

Economics is not, as ignorant positivists repeat again and again, backward because it 

is not "quantitative." It is not quantitative because there are no constants. Statistical 

figures referring to economic events are historical data. They tell us what happened in 

a nonrepeatable historical case.[27] 

If so, then how could he possibly know by economic theory alone that the negative 

effect of the lack of economic calculation would be severe enough to make socialism 

infeasible? Granted, the socialist economy would suffer due to the impossibility of 

economic calculation; but how, on his own theory, could Mises know that this 

difficulty to so severe that society would collapse? 

The strength of this objection becomes even clearer when we consider the economic 

decision-making of Robinson Crusoe, alone on his island. As Mises explains, 

"Isolated man can easily decide whether to extend his hunting or cultivation. The 

processes of production he has to take into account are relatively short. The 

expenditure they demand and the product they afford can easily be perceived as a 

whole."[28] Crusoe's runs his one-man economy simply by using "calculation in kind" 

- mentally weighing his preferences and opportunities to make decisions. Mises 

concedes that this situation is conceivable, adding only that this method is unworkable 

for a larger economy. "To suppose that a socialist community could substitute 

calculations in kind for calculations in terms of money is an illusion. In an economy 

that does not practice exchange, calculations in kind can never cover more than 

consumption goods. They break down completely where goods of higher order are 

concerned."[29] 

This suggests some obvious questions. Does Crusoe's one-man socialism become 

"impossible" when Friday shows up? Hardly. What if 100 people show up? 1000? 

Mises' distinction between a modern economy and Crusoe's, and why the economic 

calculation argument applies only to the former, again shows that Mises has 

underlying quantitative assumptions in spite of his strictures against them. He is 

making a quantitative judgment that the lack of calculation would not greatly worsen 

Crusoe's economy, but would devastate a modern economy. Perhaps Mises was right, 

but pure economic theory did not give him the answer. 

Ever since Mises, Austrians have overused the economic calculation argument. In the 

absence of detailed empirical evidence showing that this particular problem is the 

most important one, it is just another argument out of hundreds on the list of 

arguments against socialism. How do we know that the problem of work effort, or 
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innovation, or the underground economy, or any number of other problems were not 

more important than the calculation problem? 

The collapse of Communism has led Austrians to loudly proclaim that "Mises was 

right." Yes, he was right that socialism was a terrible economic system - and only the 

collapse of Communism has shown us how bad it really was. However, current events 

do nothing to show that economic calculation was the insuperable difficulty of 

socialist economies. There is no natural experiment of a socialist economy that 

suffered solely from its lack of economic calculation. Thus, economic history as well 

as pure economic theory fails to establish that the economic calculation problem was a 

severe challenge for socialism.[30] 

3.2. Monopoly Theory 

Monopoly theory is one of the points of contention between Mises and Rothbard. 

Mises conceded the theoretical possibility of free-market monopoly - defining a 

monopolist as the single seller of a good with an inelastic demand curve at the 

competitive-price point. Rothbard rejected Mises' theory, arguing that there is no 

independent criterion for identifying the competitive price unless the government 

deliberately restricts competition. 

Rothbard easily disposes of Mises' theory, but affords all too little attention to the 

modern neoclassical theory: namely, that there is always some degree of monopolistic 

distortion unless firms face a horizontal demand curve. For unless firms face a 

horizontal demand curve, a profit-maximizing firm sets its price above its marginal 

cost. In the absence of perfect price discrimination, this means that there is a 

"deadweight loss" - or unrealized gains to trade. In a footnote to Man, Economy, and 

State, Rothbard summarily dismisses this view without explanation: "A curious notion 

has arisen that considering MR [marginal revenue], instead of price, as the multiplier 

somehow vitiates the optimum satisfaction of consumer desires on the market. There 

is no genuine warrant for such an assumption."[31] Yet this is no assumption at all, 

but a conclusion. If, for example, a producer of a piece of software has to pay $1 to 

produce an additional copy of his program, but facing a downward-sloping demand 

curve sets the profit-maximizing price at $10, then there are unrealized gains to trade. 

Consumers willing to pay between $9.99 and $1.00 don't buy the program, even 

though it exceeds the marginal cost of production.[32] 

Lest the reader presume that I uncritically embrace the ideal of perfect competition, let 

me emphasize that in my view, one of Rothbard's greatest achievements as an 

economist was to point out the innumerable ways that government creates 

monopoly.[33] Rothbard was right to explain why market monopoly is so difficult to 

maintain. Rothbard was right to point out that the existence of economies of scale, 
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taste for variety, and other factors show that efforts to impose perfect competition by 

force are totally wrong-headed. Rothbard's should have just accepted the obvious 

drawbacks of imperfect competition, then pointed out its numerous attendant 

advantages. 

Rothbard made some mistakes in monopoly theory, but in 1962 he was still far ahead 

of his time. The theory of perfect competition was indeed grossly abused by 

economists and policy-makers, who e.g. confusedly "proved" that deconcentration 

was efficient by first assuming the unimportance of economies of scale, or "proved" 

the inefficiency of advertising by assuming perfect information. Since Rothbard 

wrote Man, Economy, and State, however, the better neoclassical theorists have wised 

up. There is now a large literature showing how the benefits of imperfect competition 

outweigh its costs. Some economists have elaborated upon Schumpeter's observation 

that perfectly competitive firms have little incentive to innovate. Others have analyzed 

the trade-off between product variety and atomistic market structure. Still others have 

discovered the benefits of advertising. In short, in neoclassical jargon, a powerful case 

now exists that free-market structures are "second-best" efficient: there is no feasible 

real-world way to improve upon them. Unfortunately, while Rothbard gave the 

Austrians a head start, this has not prevented neoclassical research from passing them 

by. 

3.3. Public Goods 

Rothbard's rejection of neoclassical public goods (as well as the related theory of 

externalities) is a logical application of his unusual utility theory: 

As for the recipients, they are being forced by the State to pay for benefits that they 

otherwise would not have purchased. How can we say that they "benefit"? A standard 

reply is that the recipients "could not" have obtained the benefit even if they wanted to 

buy it voluntarily. The first problem here is by what mysterious process the critics 

know that the recipients would have liked to purchase the "benefit." Our only way of 

knowing the content of preference scales is to see them revealed in concrete choices. 

Since the choice concretely was not to buy the benefit, there is no justification for 

outsiders to assert that B's preference scale was "really" different from what was 

revealed in his actions.[34] 

While the argument follows from Rothbard's utility theory, that utility theory, as 

previous sections argued, is seriously in error. To reiterate, contra Rothbard 

preferences can exist without being acted upon. Economists applying the public goods 

theory have indeed all too often failed to consider the possibility that consumers 

simply do not want the alleged "public good." But just because some people misuse 

an economic theory does not invalidate it. Rothbard was also correct to wonder why 
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actors refrain from bargaining to solve the public goods problem; the vast transactions 

cost literature sparked by Ronald Coase provides most of the answer. 

When Rothbard wrote his critique of public goods theory in 1962, almost all 

economists thought that it revealed a basic flaw in markets. Subsequent scholarship, 

however, has revealed that any institution, especially government, may suffer from 

this problem. Mancur Olson's The Logic of Collective Action[35] showed how the 

public goods problem can make government work poorly; a vast public choice 

literature is premised upon the same idea. Indeed, Rothbard's own analysis of the ex 

post utility of democratic action implicitly uses the same idea.[36] Rothbard's a priori 

rejection of the very idea of public goods was simply the wrong route to take; what he 

should have done was emphasize the public goods problems of government, along 

with voluntary solutions to genuine public goods problems on the free market. 

No more successful is Rothbard's effort to accept half of the theory of externalities: 

"The problem of 'external costs,' usually treated as symmetrical with external benefits, 

is not really related... [E]xternal costs (e.g. smoke damage) are failures to maintain a 

fully free market, rather than defects of that market."[37] This purported distinction is 

mired in confusion. On the one hand, numerous negative externalities (or "external 

costs") are not physical, but psychic; a strip club in a churchy neighborhood is just as 

much a negative externality as air pollution, but a fully free market would only 

recognize the latter to be a property rights violation. Conversely, a positive externality 

can nevertheless be a trespass, for strict private property rights require not that an 

owner benefit from how other people use his property, but that the owner consents to 

how other people use his property. Suppose that my neighbor sets up a doughnut shop 

next door, and the fragrant doughnut fumes spill over onto my property. Even though 

this is a positive externality - I love the odor of doughnuts - as the owner of my home 

I can insist that he cease his trespass. Why would I shoot myself in the foot by doing 

so? Perhaps I value the smell at $10/year, and the doughnut shop earns $1000/year in 

profit from staying open. It could then easily be in my interest to charge the doughnut 

shop owner $100 for an easement to emit doughnut fumes over my land. Though I 

benefit from the fumes, I benefit more from the fumes plus $100. 

In short, it makes no sense for Rothbard to accept negative externalities but not 

positive ones. Negative externalities often don't violate property rights, and positive 

externalities can. While Rothbard deserves praise for analyzing the extent to which 

private property can solve externalities problems, his reformulation of the theory of 

externalities is decidedly unsuccessful. 

3.4. The Austrian Theory of the Business Cycle 
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It is important to distinguish the correct and almost universally accepted aspects of the 

Austrian theory of the business cycle (henceforth ABC) from its incorrect and highly 

controversial components. Many discussions of the ABC derail because Austrians 

often fail to realize that part of their theory is now fully mainstream. 

3.4.1. The Correct and Widely Accepted Aspects of the ABC 

One important feature of business downturns is that unemployment increases. Mises 

and Rothbard emphasize two important facts about this unemployment: 

Proposition 1: (Involuntary) unemployment is caused by excessive real wages. 

Proposition 2: Using inflation to reduce real wages (i.e., if the wage is fixed in 

nominal terms, then ceteris paribus inflation reduces the real wage) is at best 

unreliable, and in any case not a long-term solution to the problem of unemployment. 

In 1963, Rothbard noted that "Sophisticated Keynesians now admit that the theory of 

'underemployment equilibrium' does not really apply to the free and unhampered 

market: that it assumes, in fact, that wages rates are rigid downward."[38] Indeed, 

Keynes himself quietly said this, and his contemporary Pigou wrote an entire treatise 

on unemployment explaining its inextricable connection with the real wage. What 

many Austrians barely realize is that by 1997, even quite unsophisticated economists 

essentially agree with Propositions 1 and 2. Milton Friedman said as much in his 1969 

AEA Presidential address. Robert Lucas' work along these lines were one of the main 

reasons he recently received a Nobel prize. Subtleties aside, the Mises-Rothbard view 

of unemployment now prevails among academic economists.[39] They may not 

proclaim it as boldly as Mises or Rothbard would, and they may be more inclined to 

favor quick fixes instead of radical labor market deregulation, but mainstream and 

Austrian economists no longer disagree about this. 

Though (almost) everyone acknowledges that downwardly rigid real wages are the 

fundamental cause of unemployment, most economists, including myself, would take 

issue with Mises and Rothbard's over-simplified view of the cause of downwardly 

rigid real wages. A typical pronouncement from Rothbard: "Unemployment is caused 

by unions or government keeping wage rates above the free-market level."[40] While 

Rothbard's insight does much to explain unemployment in e.g. modern Europe, it 

leaves out a great deal. In one of his most ecumenical moments, Rothbard explains 

that: 

Generally, wage rates can only be kept above full-employment rates through coercion 

by governments, unions, or both. Occasionally, however, the wage rates are 

maintained by voluntary choice (although the choice is usually ignorant of the 
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consequences) or by coercion supplemented by voluntary choice. It may happen, for 

example, that either business firms or the workers themselves may become persuaded 

that maintaining wage rates artificially high is their bounden duty. Such persuasion 

has actually been at the root of much of the unemployment of our time, and this was 

particularly true in the 1929 depression.[41] 

This quotation shows Rothbard at his best; in most of discussions, Rothbard like 

Mises concentrates exclusively on government and unions, entirely neglecting market-

based impediments to market-clearing.[42] In addition to the ethical motivation 

Rothbard mentions above, other important reasons to avoid or delay wage cuts would 

exist even in a labor market free of regulation or unions. For example, employers 

might refrain from cutting wages to avoid damage to morale - potentially an important 

concern. It is also possible that formal contracts specifying wages (but not 

employment) exist, impeding wage adjustment for 1, 2 or even 3 years. Even without 

formal contracts, wage renegotiation can be expensive - it takes time to bargain, and 

risks the loss of mutual good will between employer and employee. Another 

possibility worth considering is that rather than actively coerce new hires, threatened 

"insiders" might informally haze, mistreat, or otherwise fail to cooperate newly-hired 

"outsiders." Put yourself in the shoes of the owner of a business. Would your 

automatic response to a depression be to cut wages to induce voluntary quits? 

Mightn't you be inclined instead to lay off a few workers without cutting the wages of 

the remaining employees? 

Rothbard's tendency to attribute all wage rigidity to governments and unions probably 

explains why he repeatedly emphasizes that "there is no such thing as 'too little' or 'too 

much' money, that, whatever the social money stock, the benefits of money are always 

utilized to the maximum extent."[43] How can this be reconciled with Rothbard's 

admission that given wage rigidity, increases in the money supply can increase 

employment, and decreases can reduce it?[44] In the final analysis, Rothbard's 

characteristic lucidity conceals an underlying confusion: while on occasion he 

conceded that wage rigidity could exist on the totally free market, and while he 

repeatedly acknowledged that the quantity of money could affect 

employment given wage rigidity, he also invariably maintained that the quantity of 

money is always "optimal" and harshly criticized monetarists, free-bankers, and other 

economists concerned about avoiding monetary contractions or compensating for 

shifts in money demand.[45] 

3.4.2. The Incorrect and Controversial Aspects of the ABC 

What then remains controversial about the ABC - and, as the sequel argues - 

incorrect? Some of the more important features of the ABC include: 
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Proposition 3: Monetary expansion distorts the structure of production in an 

unsustainable way. 

Proposition 4: The ABC explains the "sudden general cluster of business errors." 

Proposition 5: The ABC provides the best explanation for why downturns hit the 

capital goods sectors especially hard. 

Proposition 6: Only the Austrian theory can explain the existence of inflationary 

depressions (or "stagflation"). 

Austrians along with almost all other economists accept that expansionary monetary 

policy tends to reduce interest rates (definitely real interest rates, and usually nominal 

rates as well) in the short term.[46] There is no question that this change in interest 

rates tends to affect the profitability of different investments; as Austrians emphasize, 

with lower interest rates, more "round-about" investments will become profitable. 

Projects with returns further in the future previously might have had a negative 

present discounted value; lower the interest rate, and the PDV quite possibly might 

become positive. Bohm-Bawerk's capital theory - focusing on the intertemporal 

coordination of numerous stages of production - does incline Austrians to be 

particularly aware of the tendency of lower interest rates to stimulate more round-

about projects. But modern neoclassicals would surely also accept the claim that 

lower interest rates alter PDV calculations in favor of investments with more distant 

returns.[47] 

Thus, it is readily conceded that (a) expansionary monetary policy reduces interest 

rates, and (b) lower interest rates stimulate investment in more round-about projects. 

Where then does the disagreement emerge? What I deny is that the artificially 

stimulated investments have any tendency to become malinvestments. Supposedly, 

since the central bank's inflation cannot continue indefinitely, it is eventually 

necessary to let interest rates rise back to the natural rate, which then reveals the 

underlying unprofitability of the artificially stimulated investments. The objection is 

simple: Given that interest rates are artificially and unsustainably low, why would any 

businessman make his profitability calculations based on the assumption that the low 

interest rates will prevail indefinitely? No, what would happen is that entrepreneurs 

would realize that interest rates are only temporarily low, and take this into account. 

In short, the Austrians are assuming that entrepreneurs have strange irrational 

expectations. Rothbard states this fairly explicitly: "[E]ntrepreneurs are trained to 

estimate changes and avoid error. They can handle irregular fluctuations, and certainly 

they should be able to cope with the results of an inflow of gold, results which are 

roughly predictable. They could not forecast the results of a credit expansion, because 
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the credit expansion tampered with all their moorings, distorted interest rates and 

calculations of capital."[48] Elsewhere, he informs us that: "[S]uccessful 

entrepreneurs on the market will be precisely those, over the years, who are best 

equipped to make correct forecasts and use good judgment in analyzing market 

conditions. Under these conditions, it is absurd to suppose that the entire mass of 

entrepreneurs will make such errors, unless objective facts of the market are distorted 

over a considerable period of time. Such distortion will hobble the objective 'signals' 

of the market and mislead the great bulk of entrepreneurs."[49] 

Why does Rothbard think businessmen are so incompetent at forecasting government 

policy? He credits them with entrepreneurial foresight about all market-generated 

conditions, but curiously finds them unable to forecast government policy, or even to 

avoid falling prey to simple accounting illusions generated by inflation and deflation. 

Even if simple businessmen just use current market interest rates in a completely 

robotic way, why doesn't arbitrage by the credit-market insiders make long-term 

interest rates a reasonable prediction of actual policies? The problem is supposed to be 

that businessmen just look at current interest rates, figure out the PDV of possible 

investments, and due to artificially low interest rates (which can't persist forever) they 

wind up making malinvestments. But why couldn't they just use the credit market's 

long-term interest rates for forecasting profitability instead of stupidly looking at 

current short-term rates? Particularly in interventionist economies, it would seem that 

natural selection would weed out businesspeople with such a gigantic blind spot. 

Moreover, even if most businesspeople don't understand that low interest rates are 

only temporary, the long-term interest rate will still be a good forecast so long as the 

professional interest rate speculators don't make the same mistake. 

It should be noted that other Austrians, particularly Roger Garrison, attempt to handle 

the expectational objection. Garrison astutely notes that "[M]acroeconomic 

irrationality does not imply individual irrationality. An individual can rationally 

choose to initiate or perpetuate a chain letter... Similarly, it is possible for the 

individual to profit by his participation in a market process that is - and is known by 

that individual to be - an ill-fated process."[50] This is definitely a possible scenario. 

But does it make sense in this particular case? It does not. Naturally, entrepreneurs 

will not turn down lower interest rates. Rather, the rational response to artificially low 

interest rates is to (a) make investments which will be profitable even though interest 

rates will later rise, and (b) refrain from making investments which would be 

profitable only on the assumption that interest rates will not later rise. If entrepreneurs 

followed this rule, then there would be no tendency for policy reversals to produce 

malinvestments. 

The Austrian theory also suffers from serious internal inconsistencies. If, as in the 

Austrian theory, initial consumption/investment preferences "re-assert themselves," 
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why don't the consumption goods industries enjoy a huge boom during depressions? 

After all, if the prices of the capital goods factors are too high, are not the prices of the 

consumption goods factors too low? Wage workers in capital goods industries are 

unhappy when old time preferences re-assert themselves. But wage workers in 

consumer goods industries should be overjoyed. The Austrian theory predicts a 

decline in employment in some sectors, but an increase in others; thus, it does nothing 

to explain why unemployment is high during the "bust" and low during the "boom." 

Even more striking is the Austrian theory's inability to explain why output declines 

during a depression; instead, it predicts a short-term increase.[51] Bohm-Bawerk's 

capital theory, on which Rothbard wisely built his work, implies that actually the 

short-run effect of switching to consumer goods production would be a period 

of greater production, followed by a period in which production is less than it would 

otherwise have been if longer period products had been used instead.[52] In short, the 

Austrian theory all-too-glibly identifies the period of artificially low interest rates with 

the boom, and the period of re-adjustment with the bust. Without extra assumptions, 

the theory does not predict an increase in employment during the boom, or a decrease 

during the bust. Moreover, it predicts an actual increase in current output during the 

bust. These are puzzling implications, to put it mildly, and they follow from the ABC. 

A final supposed merit of the ABC is that it explains why capital goods industries 

suffer more than consumer goods industries during depressions.[53] Modern 

neoclassical economics however offers a simple alternative explanation. One 

interesting business cycle fact is that durable consumer goods production suffers 

along with the capital goods industries. A simple explanation for both phenomenon is 

that any durable good purchase, whether durable capital goods or durable consumer 

goods, is going to be much more sensitive to changes in income or profitability than 

non-durable purchases. In any period buyers of durable goods both replenish their 

stock to account for depreciation, plus adjust their desired total stock depending upon 

new information about profitability (for firms) or permanent income (for individuals). 

The arrival of a depression causes both forecasts to be adjusted downwards; often this 

means that there is no point even making up for depreciation, since natural wear-and-

tear simply moves you closer to your new, lower total stock. The most basic model of 

demand for durable goods provides a coherent explanation for why producers' goods 

industries suffer more during depressions; and unlike the "acceleration" theory that 

Rothbard properly ridicules, the theory of demand for durable goods follows 

rigorously from basic microeconomics. 

Another interesting argument made in favor of the Austrian theory is that it is the only 

theory capable of explaining stagflation - the simultaneous presence of high 

unemployment and high inflation. Rothbard, for example, describes the Austrian 

theory as "the only proffered explanation" of stagflation.[54] To the contrary, there 
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were numerous theoretically rigorous explanations of stagflation, most of which were 

well-known to sophisticated academics in 1978 when Rothbard made this claim in 

favor of the ABC. To name a few: 

a. Natural resource shocks, e.g. oil (reduces supply, raising price and reducing output). 

b. The rational-expectations explanation: Workers wake up from their real/nominal 

wage confusion and demand a raise to compensate for inflation (again, reduces 

supply, raising price and reducing output). Lucas won the last Nobel prize for his 

work on this idea. 

c. Technology shocks (again, reduces supply, raising price and reduces output). The 

theory which attributes business cycles to technology shocks, known as real business 

cycle theory, has been a hot topic in macro theory for a decade. 

Let me emphasize that all of the arguments in this section have been essentially 

theoretical, not empirical. The ABC requires bizarre assumptions about 

entrepreneurial stupidity in order to work: in particular, it must assume that 

businesspeople blindly use current interest rates to make investment decisions. Even if 

we accept the ABC, it has important internal inconsistencies: it does not in fact predict 

changes in employment, and predicts that output will increase during depressions. 

Moreover, the experience of stagflation is no argument for the ABC, because 

numerous other theories (most of them developed before stagflation became 

important) can also account for stagflation. 

These objections to the ABC, as mentioned, solely apply to the "controversial" parts 

of the theory. Austrians were entirely correct to decry the dinosaur Keynesians' 

neglect of the interaction between wages and employment.[55] Government officials, 

journalists, the general public, and weaker academics still need to learn this lesson. 

But the modal academic economist already knows the lesson. If the ABC has anything 

to contribute, it must add something further - something both original and true - to this 

lesson. There is little reason to believe that it can. 

 

4. Method, Math, and 'Metrics 

4.1. The Theory and Practice of Economic Theory 

The reader will note that so far this essay has refrained from discussing any 

methodological issues. To many, this is where the divergence of Mises and Rothbard 

from mainstream neoclassical economics is most apparent. Mises and Rothbard both 
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emphasize the primacy of economic theory over economic history; theory is derived 

from the necessary truth of the "axiom of action," and therefore economic history 

merely illustrates rather than "tests" economic theory. 

Certainly, there is an enormous difference between what Mises and 

Rothbard say about the correct methodology of economics and what most neoclassical 

economists say about methodology. The difference between what they actually do is 

far narrower. An empirical study of the economics profession would reveal that pure 

theory plays an enormous role in the judgments of all economists whether they 

primarily do pure theory or applied empirical research. The pure theorists often live in 

near-total isolation from empirical work; indeed, even empirical researchers normally 

only know the empirical work done within their own specialization.[56] How do they 

form their views on other issues? Largely by combining well-understood economic 

theory and some plausible empirical assumptions. To many, this shows that 

economists are unscientific ideologues, but to my mind it shows instead that the 

practice of neoclassical economics is much sounder than its proclaimed methods. By 

implication, Austrian methodological criticisms of neoclassical economics are often 

wide of the mark precisely because mainstream economists don't practice the methods 

they preach. 

4.2. Is Theory Enough? 

Armchair economic theorizing can be and often is a productive way of learning about 

the world. Mises and Rothbard clearly proclaim this, I readily concede it, and most 

neoclassical economists frequently "act as if" they believe it. Mises and Rothbard 

however err when they say that economic history can only illustrate economic theory. 

In particular, empirical evidence is often necessary to determine whether a theoretical 

factor is quantitatively significant. 

Price theory shows us that a minimum wage in excess of the market-clearing price 

will increase unemployment. However, as Mises and Rothbard emphasize, economic 

theory tells us nothing about how big the increase in unemployment will be. Empirical 

studies of the imposition of minimum wages do more than merely illustrate economic 

theory; they help economists to learn which theoretically relevant factors actually 

matter. Paraphrasing Lord Kelvin, while economic theory is real knowledge, until you 

study some economic history your knowledge is of a meagre and unsatisfactory kind. 

An economist who attributes hyper-inflations to radically and continuing declines in 

the demand for money contradicts no economic theory. He is however still a bad 

economist, because he analysis of which factors are quantitatively significant is so far 

off. 
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Yes, it is possible for the quantitative importance of different factors to change over 

time and across different societies; but study of these differences is just another task to 

which good economists need to devote themselves. For example, population 

economists do more than just describe the causes behind population growth; they also 

generalize about why different causes matter more in different countries and times. 

An increase in the supply of food may greatly increase population growth in a poor 

country, without having any important impact in a richer country; both facts required 

empirical study to learn, the facts learned varied across time and place, and yet an 

underlying and important pattern still exists. 

4.3. Mathematics, Econometrics, and the Progress of Economics 

More than anything else, what prevents Austrian economists from getting more 

publications in mainstream journals is that their papers rarely use mathematics or 

econometrics, research tools that Austrians reject on principle. They reject 

mathematical economics on principle because of the assumptions of continuity and 

differentiability. These objections were examined in section 2.3 and found wanting. 

Similarly, Austrians reject econometrics on principle because economic theory is true 

a priori, so statistics or historical study cannot "test" theory. Fair enough, but as 

section 4.2 argued, econometrics and other empirical work can play a more modest 

role: to help determine how big (or trivial) various theoretically relevant factors 

actually are. 

In short, the principled Austrian objections to mathematics and econometrics (M&E) 

fail. This does not mean, however, that M&E are immune to a weaker criticism: to 

wit, that they simply have not delivered the goods. When Mises wrote Human 

Action in 1949, economists' use of M&E was still in its infancy. There is now nearly 

fifty years' worth of research using M&E. The science of economics has made 

progress, but how much of it is due to the use of M&E? 

Let us consider the question empirically. Here are a few of the best new ideas to come 

out of academic economics since 1949: 

1. Human capital theory 

2. Rational expectations macroeconomics 

3. The random walk view of financial markets 

4. Signaling models 

5. Public choice theory 

6. Natural rate models of unemployment 

7. Time consistency 

8. The Prisoners' Dilemma, coordination games, and hawk-dove games 

9. The Ricardian equivalence argument for debt-neutrality 
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10. Contestable markets 

Formal mathematics was the main language used to present these ideas in academic 

journals. But was math instrumental in the discovery of these ideas? Or did the journal 

articles merely take an interesting intuition and then work backwards to determine 

what mathematical assumptions implied it? Out of the whole list, there are few 

plausible cases where mathematics was more than an afterthought: maybe Idea #2, 

and possibly #3. Even there, intuition, not math, probably played the leading role.[57] 

The contributions of econometrics to economics are similarly meager - particularly 

because econometrics has "crowded out" traditional qualitative economic history. The 

popularity of econometrics has made it very difficult to do research in any period 

lacking convenient "data sets"; it has also enforced an uneasy silence about any topic 

in economic history (like ideology) that is difficult to quantify. When simple 

econometrics failed to yield universal agreement among informed economists, this 

merely provided the impetus for econometric theorists to supply increasingly complex 

estimators and other tools. Truly, this is a case of looking for car keys underneath the 

streetlight because it is brighter there. The root cause of disagreement is simply that 

causation and correlation are different, yet almost everyone tends to interpret a 

correlation as causal if they find the results plausible, and as spurious if they do not. 

Better experimental design - including the method of "natural experiments" - is a step 

back in the right direction, but it is only an uneasy beginning. My own view is the 

econometrics is not useless, but must become a subordinate tool of the economic 

historian rather than vice versa. Friedman and Schwartz's A Monetary History of the 

United States is close to the optimal mix - careful historical analysis supplemented 

with econometrics, rather than vice versa.[58] 

M&E have had fifty years of ever-increasing hegemony in economics. The empirical 

evidence on their contribution is decidedly negative. This does not mean, however, 

that working economists ought to immediately cease to employ M&E in their work. 

This has been the Austrians' main response, and it has led to their extreme isolation 

from the rest of the economics profession. The simple fact is that M&E are 

the language of modern economics, much as Latin was the language of medieval 

philosophy. These professional languages waste a lot of time and make it difficult for 

laymen and academics to communicate. But once mastered, even dissident scholars 

can use these tools to speak their minds. 

Conclusion 

Austrian scholars have made important contributions to economics in recent years. I 

personally am most impressed by the work of Lawrence White and George Selgin on 
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free banking and other monetary issues, though certainly other Austrians have made 

significant contributions too. Set in historical context, I also consider the economics of 

Mises and Rothbard to be a great achievement in spite of my numerous reservations 

about it. Yet all too large a fraction of Austrian research has not been in economics at 

all, but rather in meta-economics: philosophy, methodology, and history of thought. 

Admittedly, much of the meta-economics stems out of the work of F.A. Hayek and his 

numerous interpreters, whose contributions to economics the present essay did not 

discuss save by implication. But the students of Mises and Rothbard have done more 

than their fair share of meta-economics too. Neoclassical economists go too far by 

purging meta-economics almost entirely, but there is certainly a reason to be 

suspicious of scholars who talk about economics without ever doing it. Paraphrasing 

Deng Xiaoping, "One should not talk of methodology every day. In real life, not 

everything is methodology."[59] 

While the substantive contributions of Austrian economists to economics are 

significant, their sum from Human Action on is small compared to the progress that 

neoclassical economics has made over the same time period. The ten good ideas listed 

in section 4.3 are only the beginning of what economists have learned since 1949 - in 

spite of the large deadweight cost of mathematics and econometrics. Mises and 

Rothbard certainly produced an original alternate paradigm for economics - and 

applied this paradigm to a number of interesting topics. Unfortunately, the 

foundations of their new paradigm are unfounded, and their most important applied 

conclusions unsound or overstated. The reasonable intellectual course for Austrian 

economists to take is to give up their quest for a paradigm shift and content 

themselves with sharing whatever valuable substantive contributions they have to 

offer with the rest of the economics profession - and of course, with the intellectually 

involved public. In sum, Milton Friedman spoke wisely when he declared that "there 

is no Austrian economics - only good economics, and bad economics,"[60] to which I 

would append: "Austrians do some good economics, but most good economics is not 

Austrian." 

Notes 

[1] There is no doubt that Rothbard was a self-conscious follower of Mises: see e.g. 

Murray Rothbard, Man, Economy, and State (Los Angeles: Nash Publishing, 1962), 

xi-xii, and Rothbard's essay "The Essential Von Mises," in Ludwig von 

Mises, Planning for Freedom (South Holland, Illinois: Libertarian Press, 1980), 

pp.234-270. Mises moreover expressed no reservations about Rothbard's economics 

when he reviewed Man, Economy, and State; see Ludwig von Mises, "A New Treatise 

on Economics" in New Individualist Review (Indianapolis, IN: Liberty Fund, 1981), 

pp.323-326. 
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[2] While modern admirers of Hayek often present his work as a radical alternative to 

mainstream economics, there is little evidence that Hayek thought this. Contrast Mises 

and Rothbard's stringent rejection of mathematical economics with Hayek's desire to 

"...avoid giving the impression that I generally reject the mathematical method in 

economics. I regard it as indeed the great advantage of the mathematical technique 

that it allows us to describe, by algebraic equations, the general character of a pattern 

even where we are ignorant of the numerical values determining its particular 

manifestation. Without this algebraic technique we could scarcely have achieved that 

comprehensive picture of the mutual interdependencies of the different events in the 

market." (F.A. Hayek, "The Pretense of Knowledge," in F.A. Hayek, Unemployment 

and Monetary Policy (Washington, D.C.: Cato Institute, 1979), p.28. 

[3] Man, Economy, and State, p.222. 

[4] ibid, p.223. 

[5] ibid, p.263. Rothbard plainly follows Mises' approach: "Action sorts and grades; 
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Mises, Human Action [Chicago: Contemporary Books, Inc., 1963], p.119). 

[6] ibid, p.262. 
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also fail to understand this point. 

[8] See e.g. David Kreps, A Course in Microeconomic Theory (Princeton, NJ: 

Princeton University Press, 1990), p.17-69. 

[9] ibid, pp.31-32. 

[10] It is worth noting that even if Rothbard's critique of neoclassical consumer theory 

were correct, he would still lack a basis for rejecting neoclassical producer theory. 

Here, both Rothbard and standard economic theory posit that entrepreneurs maximize 

profits - clearly, a cardinal quantity. 

[11] Man, Economy, and State, p.107 and p.106 respectively. 

[12] ibid, pp.515-516. 

[13] ibid, p.797. 
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[14] Rothbard's use of discrete units serving discrete ends effectively eliminates the 

income effect, leaving only a substitution effect. 

[15] What is the significance of recognizing two effects of price changes? A price 

increase is normally thought to reduce the quantity demanded because the actor 

switches to other goods (the substitution effect). But what if there were only 1 good? 

In this case, it is clear that a price hike does not reduce quantity demanded because the 

agent switches to other goods. Rather quantity falls because with 1 good, constant 

income, and a higher price, the actor's real income is less. 

[16] Mises strongly criticized Irving Fisher's anticipation of indifference curve 

analysis: "[I]t must first of all be objected that the peculiarly mathematical conception 

of infinitesimal quantities is inapplicable to economic problems. The utility afford by 

a given amount of commodities, is either great enough for valuation, or so small that it 

remains imperceptible to the valuer and therefore cannot affect his judgment." 

(Ludwig von Mises, The Theory of Money and Credit [Indianpolis, IN: Liberty 

Classics, 1980], p.57). For further evidence that Mises shared Rothbard's rejection of 

neoclassical utility theory, compare ibid, pp.51-60, to Man, Economy, and State, 

pp.260-268. 

[17] ibid, p.265. 

[18] Ludwig von Mises, Theory and History (Washington, D.C.: Ludwig von Mises 

Institute, 1985), p.xiv. 

[19] Man, Economy, and State, p.264. 

[20] Murray Rothbard, Power and Market (Sheed Andrews and McMeel, Inc.: Kansas 

City, 1977), p.13. 

[21] Hans-Hermann Hoppe, "Man, Economy, and Liberty: Essays in Honor of Murray 

N. Rothbard (book review)," Review of Austrian Economics, vol.4, p.258. Joseph 

Salerno claims to produce an argument for the claim that intervention actually reduces 

social utility, although he notes that this conclusion is stronger than Rothbard's. See 

Joseph Salerno, "Mises and Hayek Dehomogenized," Review of Austrian Economics, 

vol.6, no.2, p.131. 

[22] Power and Market, p.18. 

[23] In e.g. Rothbard's taped lecture series, "A Short Course on Free Market 

Economics," available at http://www.lfb.org. 
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[24] See the clever use of the neoclassical concept of efficiency in Steven 

Landsburg, The Armchair Economist: Economics and Everyday Life (NY: The Free 

Press, 1993), esp. pp.49-105. 

[25] Human Action, p.678. 

[26] ibid, pp.679-680. 

[27] ibid, p.56. 

[28] Ludwig von Mises, Socialism: An Economic and Sociological 

Analysis (Indianpolis, IN: Liberty Classics, 1981), p.98. 

[29] ibid, p.102. Mises later balked at the term "calculation in kind": see Human 

Action, p.703. 

[30] The history of Communism suggests that the incentive problem is actually the 

most severe of all. Forced collectivization - the expropriation and enserfment of 

peasant farmers - repeatedly triggered deadly famines. These resulted in five million 

deaths under Lenin, at least 7 million under Stalin, and a staggering 30 million under 

Mao. See my Museum of Communism 

FAQ: http://www.princeton.edu/~bdcaplan/museum/faqframe.htm. Moreover, the millions 

of slave laborers found in Communist regimes were typically unproductive; see Mises' 

discussion of the inefficiency of slave labor in his Liberalism (Irvington-on-Hudson, 

NY: Foundation for Economic Education, 1996), pp.20-23. 

[31] Man, Economy, and State, pp.461-462. 

[32] If there are unrealized gains to trade, why doesn't the monopolist change his 

pricing strategy? This is one of numerous cases where a situation is not Pareto 

optimal, but transactions costs make voluntary Pareto improvements unlikely. For 

example, the possibility of resale and the inability to determine a consumer's 

willingness to pay makes perfect price discrimination difficult. 

[33] In not only Power and Market, pp.37-82, but also e.g. his excellent tape series 

"The American Economy and the End of Laissez-Faire: 1870 to World War II." 

Notably, in this tape series Rothbard always limits himself to explaining why free-

market monopoly is difficult to maintain, and how government short-circuits market 

checks on monopoly. Rather than trying to define market monopoly out of existence, 

as his does as a theorist, Rothbard the historian treats it as an empirical question, 

yielding quite convincing results. 
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[34] Man, Economy, and State, p.890. 

[35] Mancur Olson, The Logic of Collective Action: Public Goods and the Theory of 

Groups (Cambridge: Harvard University Press, 1971). 

[36] See Power and Market, pp.18-23. 

[37] Man, Economy, and State, p.944. 

[38] Murray Rothbard, America's Great Depression (Kansas City: Sheed and Ward, 

Inc., 1975), p.43. 
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Defense of Macroeconomic Theory," athttp://www.princeton.edu/~bdcaplan/macro.doc. 

[40] Power and Market, pp.204-205. 

[41] America's Great Depression, p.45. 
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subtle view of the wage-adjustment process on the free market. See e.g. Roger 

Garrison, "The Austrian Theory of the Business Cycle in the Light of Modern 

Macroeconomics," Review of Austrian Economics, vol.3; George Selgin, The Theory 

of Free Banking: Money Supply Under Competitive Note Issue (Totowa, NJ: Rowman 
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[43] Man, Economy, and State, p.670. 

[44] See e.g. Man, Economy, and State, pp.683-687, and America's Great Depression, 
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uses of gold or silver)." in Murray Rothbard, The Case for a 100 Percent Gold 

Dollar (Meriden, CT: Cobden Press, 1984), p.28. 

[46] The mechanism whereby monetary expansion affects interest rates would 

however be much more controversial. Mainstream economists typically emphasize the 

"real balance" or "liquidity" effect, while Austrians prefer to think of newly created 
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money as increasing the supply of loanable funds. The specifics of the money-interest 

rate connection however make no difference for the following arguments. 

[47] While modern neoclassical economists usually work with the assumption of 

atemporal production using homogeneous capital goods, in my view they normally 

take this as a convenient simplifying assumption rather than an accurate 

characterization of the fundamental nature of capital goods and production. 

[48] America's Great Depression, p.38. 

[49] ibid, p.76. 

[50] Roger Garrison, "The Austrian Theory of the Business Cycle in the Light of 

Modern Macroeconomics," p.9. 

[51] On a charitable reading, the Austrian explanation for the decline in output and 

employment is nothing more or less than wage rigidity combined with a monetary 

contraction. This would however be difficult to reconcile with Mises' relative 

indifference to deflation, and Rothbard's positive enthusiasm for its healing virtues. 

Mises, for example, informs us (in the third revised edition of Human Action, 

published in 1966) that "Deflation and credit restriction never played a noticeable role 

in economic history." (p.567) To make this statement after the deflations of the inter-

war period is truly astonishing. Rothbard goes even further, positively praising 

deflation: "[D]eflationary credit contraction greatly helps to speed up the adjustment 

process, and hence the completion of business recovery, in ways as yet unrecognized." 

(America's Great Depression, p.25) See ibid, pp.25-26, for a discussion of Rothbard's 

purported benefits of deflation. 

[52] Traditional measures of "output" (such as GDP) include business investment as 

output, and thus it is not necessarily true that on the Austrian theory output thus 

measured would actually decline during the transitional period when the structure of 

production is being lengthened. However, if we use a modified measure of output 

which excludes the production of capital goods, then my statement would be correct. 

[53] See e.g. America's Great Depression, p.58: "There is only one way that the 

underconsumptionist can try to explain the problem of greater fluctuation in the 

producers' than the consumers' good industries: the acceleration principle." 

[54] Murray Rothbard, For a New Liberty: The Libertarian Manifesto (New York: 

Libertarian Review Foundation, 1978), p.191. 
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[55] It is interesting that the empirical work of Gallaway and Vedder - interpreted by 

many as empirical support for the ABC - actually only provides evidence in favor of 

the wage-employment connection - the uncontroversial part of the Austrian theory. 

See e.g. Lowell Gallaway and Richard Vedder, "Wages, Prices, and Employment: 

Von Mises and the Progressives," Review of Austrian Economics, vol.1, pp.33-80; 

idem, "The Great Depression of 1946," vol.5, no.2, pp.3-31. 
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not everything is class struggle." Quoted in Paul Johnson, Modern Times: The World 

from the Twenties to the Nineties (NY: HarperCollins Publishers, 1991), p.565. 
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