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ABSTRACT: The process of reabsorbing an economy’s various unem-
ployed resources into new or expanding enterprises (i.e, economic
recovery) potentially begins in the same moment that the discovery of and
adjustment to previous errors and resource misallocations take place (i.e.,
the onset of recession). If all resources were perfectly homogenous and all
prices, wages, and interest rates perfectly flexible, then the recession and
recovery phases would indeed be a single process. Yet the fact that declines
in economic activity are coupled with factors like non-homogenous
capital, price rigidities, and time lags in adjustment processes means that
the recession phase precedes the recovery, which is a second and lagging
phase. Recession is further prolonged by interventions, especially those
that create “regime uncertainty.” This paper argues that a capital structure
based macroeconomics is a superior guide to policy.
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INTRODUCTION

he summer 2007 world-wide financial crisis and the recession in

the U.S. that followed later that year have caused a number of
journalists and non-Austrian economists to recognize the essential
element of the Austrian Business Cycle Theory (ABCT): monetary
excess triggered by central bank actions “lead to a boom and an
inevitable bust” (Taylor, 2008).! Responding appropriately to the
current bust, or for that matter any crisis, requires first under-
standing the root cause. In the present situation, the underlying
enabling cause was recently described from an Austrian perspective
by Rizzo (2009) when he wrote that “[w]e must remember that the
current state of affairs was caused by the Federal Reserve’s exces-
sively low interest-rate policy from about mid-2002 through the
third quarter of 2006,” which “resulted in significant economic
distortions and / or imbalances.”

This represents a third period of major interest in ABCT or the
Mises-Hayek business cycle theory, all of which have coincided
with major economic disturbances. The first period in the 1930s
followed Hayek’s University of London lectures in 1930-31 that
were later published as Prices and Production (first edition 1931,
later revised and enlarged for the 1935 second edition). These
and other writings by Hayek during that period, as well as the
accompanying criticisms and rejoinders (commonly known as the
Hayek-Keynes debates, coincided with Great Depression (Cochran
and Glahe, 1999). The second major period of interest coincided
with the stagflation of the 1970s and early 80s and with Hayek
being awarded the Nobel Prize in economics in 1974.

1See Forsyth 2009. For more detail see Taylor (2008, 2009). Other examples
include Hanke (2008; 2009a, b; 2010a, b) and Balzli and Scheiessl (2009). Balzli
and Scheiessl] refer to William White as the “global banking economist” who
“warned of the coming crisis.” See White (2006) for a sample of White’s use of
ABCT. Leijonhufvud (2008, p. 1), regarding the current crisis wrote, “Operating
an interest-targeting regime keying on the CPI, the Fed was lured into keeping
rates far too low far too long. The result was inflation of asset prices combined
with a general deterioration of credit quality. This, of course, does not make a
Keynesian story. It is rather a variation on the Austrian overinvestment theme.”
Hanke (2010b), in addition to providing data on the Fed’s culpability in creating
the boom, also provides strong criticism of the “saving glut” explanation of the
real estate bubble and boom.
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Supplemented by Hayek’s 1970s analysis as well as relevant
extensions of the ABCT from more recent literature, this paper
will argue that there are lessons for current business cycle research
and policy based on the ABCT. Ultimately, economic recovery and
return to sustainable growth must rest on a sound monetary insti-
tutional framework, a societal framework based on the rule of law,
and highly competitive resource markets. All of these are insights
provided by the Mises-Hayek framework.

BOOM AND BUST—WHAT NEEDS TO BE EXPLAINED

A dominant feature of “capitalistic” economies since approxi-
mately the beginning of the industrial revolution has been sustained
(decade over decade) economic growth, accompanied by increasing
per capita GDP and increases in living standards for the masses.
This long-term trend has been frequently interrupted by booms and
busts. Explaining such cycles has occupied economic thinkers from
the beginning of economics as a distinct discipline (Thornton, 2006).
When Mises and Hayek began their work, most economists viewed
the disproportionate fluctuations in future-oriented, time sensitive
expenditures (i.e., investment) compared to consumption and near
future-oriented expenditures as the most urgent empirical aspect
of the business cycles that needed to be explained. Current data
generated by the real business cycle (RBC) research agenda high-
lights that this is still the case today (Romer, 2006, pp. 174-78 and
Cochran, Yetter, and Glahe, 2004 ). As summarized by Romer (2006,
p. 176), data for the U.S. economy indicates that fluctuations in sub-
components of GDP are uneven and that there is greater variability
in time dependent, future-oriented production and “consumption”
spending. While Romer shows variability during declines, he
argues that “the same components that decline disproportionately
[consumer durables and all activities under investment] when
aggregate output is falling also rise disproportionately when output
is growing at above-normal rates.”

Austrian theory, as expanded by Garrison (2001) into a “capital
based macroeconomics” but perhaps better conceptualized as a

2 Skousen (2001, p. 15) provides representative data for the United Kingdom from
1100 to 1995.
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capital structure-based macroeconomics, provides a business cycle
framework consistent with these stylized facts. It also provides
an explanation of why business cycles are a persistent feature
in an economy with fractional reserve banking supported by a
central bank.?

Using traditional aggregate data and non-Austrian theoretical
frameworks, it is hard to distinguish booms from sustainable
growth.* Adding to the problem is the fact that growth generated
during an unsustainable boom appears to be beneficial. However,
in reality, per Sechrest (2006) and Garrison (2004), it is the boom
times that play host to the plague of malinvestment, overin-
vestment and overconsumption. The bust brings readjustment and
reestablishes the potential for sustainable growth. Recession should
be understood as the period when past errors and misallocations
of resources are discovered. Recovery, then, is the period where
resources are reallocated to more sustainable patterns of use.

BOOM-BUST: THE CAPITAL STRUCTURE-BASED
MACROECONOMIC® EXPLANATION

The most completely developed aspect of a capital structure-
based macroeconomics is the Austrian or Mises/Hayek theory of

% For an excellent argument, set within an historical context, that central banks are
“fundamentally destabilizing,” see Selgin 2010.

*See Leijonhufvud (2007, p. 7) for similar argument regarding asset or financial
bubbles. See Skousen (2007, pp. xii-xvi) for arguments on why traditional
aggregate data are misleading measurements of economic activity from a structure
of production perspective.

5 The version of this paper presented at the SEA meetings in November 2009
referred to this section as a “capital-based” explanation. Special thanks to Mark
Thornton, who chaired and served as a discussant at this session of the 2009
Southern Economics/SDAE meeting, for suggesting that “capital structure
based” macro was a more appropriate descriptor of this type of modeling. Capital
structure more clearly separates this approach from real business cycle and other
growth variants of modern mainstream economics, which use a capital concept
in more highly aggregated constructs. Capital structure rather than capital-based
also makes it more clear that the suggested modeling falls clearly into the Hayek
(1941), Lachmann (1956) and Lewin (1999) framework. See Thornton (2005, pp.
58-70) and Hanke (2010b) for an application of a capital structure approach to
booms and busts in real estate development, with an emphasis on skyscrapers.
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the business cycle (ABCT). But as Garrison (2001, p. 240) points
out, the theory is a theory of an unsustainable boom, and not a
theory of recession or depression. To understand what happens
during recession and recovery requires a “view of capital that is
firmly rooted in individual planning in a disequilibrium world”
(Lewin, 1999, p. 214).

First of all, what is a recession? An oft-repeated notion is one
that defines it as two consecutive quarters of declining real GDP.
The National Bureau of Economic Research offers this mechanical
definition, contrasting recessions against expansions:

A recession is a significant decline in economic activity spread across
the economy, lasting more than a few months, normally visible in real
GDP, real income, employment, industrial production, and wholesale-
retail sales. A recession begins just after the economy reaches a peak of
activity and ends as the economy reaches its trough. Between trough
and peak, the economy is in an expansion. Expansion is the normal
state of the economy; most recessions are brief and they have been rare
in recent decades.®

This definition can be very misleading if used to guide policy,
and is consistent with an interpretation of a recession as being
caused by too little aggregate demand rather than by a broad
misallocation of resources.

A capital structure-based macroeconomics provides a better
understanding of the cause and therefore better policy responses.
Recessions are the economy’s reaction to resource misallocations
when too many resources have been allocated to the wrong
industries. Such a misallocation is, according to Hayek (1979, p.
8), “[tlhe true, though untestable, explanation of unemployment
[...] a discrepancy between the distribution of labor (and the other
factors of production) among industries (and localities) and the
distribution of demand among their products.”

But in a disequilibrium world, business plans are constantly
being revised as new information is discovered and transmitted.
The capital structure for an economy is the result of this planning

¢ See “NBER's Recession Dating Procedure, October 21, 2003” at http:/ / www.nber.
org/ cycles/recessions.html.
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and calculation process that depends on the decision-making
environment. This suggests a

[v]iew of capital as a structure not a stock. In the first instance, the capital
of an economy is embodied in a largely undesigned network of capital
combinations of individual capital goods and human resources. This
structure operates within a superstructure of (many undesigned) insti-
tutions like the institutions of money, of private property, commercial
law, and, crucially, the private firm. Within the private productive orga-
nization that we refer to generically as the firm, capital combinations get
made and changed against a backdrop of shared “ways of doing things”
that serve to coordinate individual actions by harmonizing their expec-
tations. (Lewin, 1999, p. 214)

Successful planning requires monetary calculation with a profit
and loss feedback mechanism. A given business or entrepreneurial
plan implies a time structure of production for the individual
enterprise—a pattern of inputs (capital goods, labor and natural
resources) applied at earlier dates followed by a pattern of outputs
sold at later dates. Groupings of entrepreneurial plans imply a time
structure of production for the economy as a whole that consists
of interconnected /complementary plans or supply chains and
competitive plans. Monetary calculation (forward-looking capital
valuation) and the continuous feedback from profits and losses
prod entrepreneurs to continuously adjust plans to the provision
of goods and services most valued by consumers.

Aboom is generated by monetary excesses, which falsify the calcu-
lation process in a systematic way. A boom-bust induced recession
is a mini-calculation failure. Money and credit creation, coupled with
their impact on interest rates, and the corresponding re-direction of
money spending flows make planning and calculation much more
prone to error. Normally reliable guides to planning, such as the
use of capital asset pricing models (Sechrest, 2006, p. 28), if not used
judiciously, mislead entrepreneurs into a cluster of errors ultimately
creating conditions for a bust and financial crisis.”

The Austrian boom-bust cycle theory is an application of a general,
though not generally accepted, principle of monetary theory known

7See Hanke (2010b) for an application of ABCT, referencing Sechrest’s capital
budgeting methodology, to the current crisis with an emphasis on Dubai.
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as Cantillon effects, and is an empirical proposition. The general
principle of Cantillon effects is that spending patterns, including
both “real spending” and spending on classes of assets, are altered
depending on where new money enters the system. Hence, the
allocation of resources and the valuation of assets (bubbles) are
temporarily shaped by the non-neutrality of monetary changes.
Resources are misdirected by changes in money expenditure
flows that result from the flow of newly created money into the
economy. The empirical proposition has two components: First,
money creation is accompanied by credit creation, which reduces
key interest rates relative to equilibrium rates. This keeps the interest
rate brake from effectively working. Second, the resulting pattern of
money expenditure directs resources into more labor saving and
“roundabout” methods of production.® In this scenario, what sets
in motion the boom-bust cycle is credit creation facilitated by the
central bank action. This in turn lowers or keeps market interest
rates below the “natural rate” (Garrison, 2006). During the credit
creation process, the central bank may be an active participant if it
initiates the process, i.e., is the exogenous factor undertaking open
market purchases or other actions that expand the monetary base,
or, as is often the case under current central banking operations, acts
as a passive participant by setting the interest rate or an inflation
target. In this case, the central bank passively provides reserves to
support an increased demand for credit (Cochran, Call, and Glahe,
2003). With market rates of interest below the natural rate, firms
invest more and individuals save less (and consume more). If this
were the entirety of the matter, there would be reason to believe that
the boom, if begun from a period of high employment, would end in
a “soft landing,” and leave the economy essentially where it started
or, if begun with unemployed resources, would smoothly return the
economy to a sustainable high-employment growth path.

However, the transition is not smooth because of developments
related to time preferences and the role of interest rates as trans-
mitters of information. Lower interest rates not only communicate
to firms that they should invest more, but that they should invest
in a different structure of production. If the interest rate had declined

8 General, detailed descriptions of the processes underlying such a boom, which
provide a foundation for understanding the nature of a bust, are available in
Garrison (2001, pp. 33-58) and Sechrest (2006, pp. 28-29).
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due to a shift in the preferences of savers, it would have indicated
that people had become more future-oriented. Such a preference
change frees resources and makes available financing to support
a more time-consuming, longer and more productive production
processes. This more capital-intensive production structure would
then be able to satisfy that greater demand for future consumption.
In the absence of increased saving, a money and credit expansion
encourages producers to lengthen the production structure while
simultaneously encouraging consumers to undertake choices
which would send market signals consistent with a shortening of
the production structure. Long-term investment is booming at the
same time that demand for final consumption goods is growing.
Available resources are not sufficient to sustain both processes,
resulting in the problem of the “dueling production structures”
(Cochran, 2001a, p. 19). Thus the expansion of money and credit
brings about unsustainable growth. Unsustainable growth is char-
acterized by a pattern of overconsumption and overinvestment
accompanied by malinvestment (Garrison, 2004). The concept of
malinvestment illustrates how a how a boom driven by credit
creation has extremely limited potential for a “soft landing”
because the economy is developing a structure of production that
is inconsistent not only with preferences but with itself. The tran-
sition from boom to bust begins as the inconsistencies in business
plans become apparent. Because of this distortion of the capital
structure, “[t]he recession periods of the business cycle then become
inevitable, for the recession is the necessary corrective process by
which the market liquidates the unsound investments of the boom
and redirects resources” (Rothbard, 2000, p. xxvii).

Investment projects predicated on low interest rates start
“feeling the crunch” as credit becomes increasingly expensive or
unavailable. As the peak nears, booming demand for consumer
goods may also frequently lead to rising input costs as the early
and late stages of production bid against each other for scarce
resources. Furthermore, because these business plans were also
predicated on an incorrect assumption of the pattern of future
demand, it is likely that expected demand for the outputs of some
firms in the new, early stages of production will fail to materialize as
anticipated. Malinvestment becomes apparent as some businesses
are caught in this squeeze between a slack demand for output and
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higher input prices. Thus, as interest rates and input prices rise
while demand fails to meet expectations, firms and projects begin
to fail and the recession begins. Firms adjust their plans to current
conditions; some cease production or go bankrupt, while others cut
costs and production. These adjustments account for the observed
decline in real GDP, industrial production, gross investment and
employment during a recession.

Those businesses attempting to respond directly to higher
consumer demand may find their plans thwarted by a lack of
complementary resources. Labor and other resources released
from the declining early stages may not be easily absorbed into
the expanding later stages of production because the necessary
complementary capital goods are not readily available. During the
bust phase, resources are released for other uses, but at least some
of the capital goods created during the boom are not immediately
useful in the expanding industries. As unemployment increases
and losses mount, a “secondary depression” becomes a possibility
as a consequence—not cause—of the bust.

What are the lessons from the Austrian approach to monetary
and capital theory in the current environment? Recovery must be
driven by a revival of investment, but to return to real stability
and sustained growth the new pattern of investment must be in
line with resource availability and time preferences. According to
Hayek (1979, p. 42), this is not likely to be achieved by “subsidi-
zation of investment” or “artificially low interest rates.” Hayek
(1939) argued that while such a policy may result in a temporary
increase in production and employment, the ultimate result is a
new period of boom and then bust.

This has been precisely the response of the U.S. economy to the
overly expansionary monetary policy initiated to end the first
recession of this century. In the wake of the dot-com bubble, the
federal funds rate was set at one percent for nearly a year. As
predicted by ABCT, this policy contributed to a distorted structure
of production and a subsequent bust after the housing bubble.’ This
policy, while temporally increasing production and employment,
set the stage for future bottlenecks, imbalances, malinvestments

° See Thornton (2009).
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and distortions in the economy. Hayek finds a stimulus to consumer
demand and any “investment” driven by such a stimulus even less
desirable for long-run stability (1939, pp. 73-82 and 1979, p. 42).

While investment must lead a recovery, history has shown that
a recession can become a depression, a long period of stagnation, a
stagflation, or a hyperinflation-driven collapse if significant policy
errors are committed. The depth and range of policy mistakes that
contributed to past periods of delayed recovery are covered by
Rothbard (2000), Woods (2009), Murphy (2009a), Ohanian (2009),
Vedder and Gallaway (1993), Higgs (1997), and Powell (2002, 2009).

Hayek points to a complicating factor in determining the
correct course for monetary policy that is particularly relevant for
critiquing the current response by the monetary authorities. Taylor
(2009) argues that the monetary policy response to the emerging
financial crisis was the wrong action, based on a wrong diagnosis
of the problem. According to Taylor’s analysis, central bankers
responded as though there had been a liquidity crisis, when in fact
the crisis was a counter party risk crisis. While Taylor’s analysis
is important in understanding how and why the Fed allowed
its balance sheet to balloon, Hayek raises other issues. Hayek
argued that the first necessary step in monetary policy following
a boom created by monetary excesses is to stop the inflation, i.e.,
stop the expansion of the nominal monetary spending stream,
or at least hold it to the growth rate of real output. However,
contra his arguments in the 1930s, policy should also endeavor
to stop a deflation that provides no steering function, which he
terms a “secondary deflation” or “secondary depression.”!® The
current Fed policy is creating new asset bubbles and is again
misdirecting resources through Cantillon effects, thus preventing
the necessary relative price adjustments needed for appropriate
resource realignment.

10 Many, including Hayek (Pizano, 2009, p. 13), attribute the depth and length of
the Great Depression to just such a financial collapse and secondary deflation. By
the 1970s, Hayek supported the idea that such phenomena should be prevented
“by appropriate monetary measures.” See also Hayek (1979, pp. 15-19) for a
discussion by Hayek on his positions in the 1970s compared to his positions in
the 1930s.
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CAPITAL THEORY: GROWTH AND/OR RECOVERY"

What sets the stage for recovery, job creation, and ultimately
growth? Recovery, like growth and development, requires
forward-looking planning. Here, perhaps the best guide to policy
comes from the developing literature examining the institutions
that best support economic growth and development.’> What
best makes societies rich is also what will most likely bring about
recovery and return the economy to sustainable growth. Austrian
capital theory implies thatasignificant portion of currenteconomic
activity is directed not to current, but to future consumption."
Planning and calculation include decisions on reinvestment to
maintain current levels of production into the future as well as
new investment for expansion and new enterprises, all of which
are future oriented. Recovery, like sustained growth, requires an
environment that facilitates the planning and development of
projects which create current jobs, most of which will be directed
toward future consumption. ABCT has historically emphasized
impediments to adjustment caused by the non-homogenous
nature and varying specificity of many capital goods and some
“human capital.” These are a given aspect of any re-structuring
of an economy (Sechrest, 2006, pp. 35-36), and they are unique

" Much of the following discussion draws on Cochran (2009a, b). For another
Austrian interpretation of the bust to recovery phase, see Cwik (2008).

12 The period from 1980 to 2005 illustrates how well markets can perform when freed
even marginally from some of the collectivists’ constraints of the past. Shleifer
(2009) characterizes this period as the “Age of Milton Friedman.” Per Schleifer
(p. 123), “Between 1980 and 2005, as the world embraced free market policies,
living standards rose sharply, while life expectancy, educational attainment, and
democracy improved and absolute poverty declined.” He then asks, “Is this a
coincidence?” After reviewing competing claims he concludes (p. 135), “On
strategy, economics got the right answer: free market policies, supported but not
encumbered by the government, deliver growth and prosperity.” I thank Steve
Hanke for this reference. Capital structure as a key component of economic devel-
opment is explored in detail and in an historical context by Shenoy (2007).

3 See Skousen (2007 [1990], pp. xi—xxxix) for an excellent summary. Skousen
recommends moving toward a measure of Gross Domestic Expenditures to get
a more realistic picture of the importance of business spending (future oriented)
in total current economic activity. Whereas consumption appears to be approxi-
mately 70 percent of the economy based on GDP, measures of economic activity
more in line with a capital structure view of the economy drop this number closer
to 30 percent (Skousen, 2007, p. xvi).
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to each crisis. The structure of production aspects of ABCT high-
lights these as problems impeding recovery.

Based on these capital structure impediments to recovery,
some proponents of ABCT™ have implied or been interpreted as
implying that longer credit expansions and induced booms create
a correspondingly greater degree of distortion on the market and
hence longer and more severe correction/recession periods. As
discussed previously, malinvestments do have the potential to
create losses and impede reallocation, but there is no necessary
connection between the length of the boom, the degree of misal-
locations, and the actual severity of the recession and the length
of the recovery process. One also has to take into consideration
whether markets are being allowed to work and if the “regime”
is certain; stable, predictable, and consistent with stated policy,
and the policy is conducive to entrepreneurship and prudent risk
taking. Policies that impede competition and impose excessive tax
burdens—or that in any way simply add to costs, reduce expected
returns, or increase the uncertainty of business activity—are seen
as the most important factors in forestalling recovery and turning
economic corrections into stagnation, stagflation or depression.”"
Historically, policies and actions that threaten property rights
create “regime uncertainty” or “regime worsening,” and this
delays recovery.

As pointed out in the Wall Street Journal “Review and Outlook”
of March 6, 2009, “Recessions don’t last forever, but bad policies
can prolong the pain.” While the current interventions and policy
mistakes that aimed at easing the pain of the recession and stimu-
lating recovery have not, as yet, risen to the 1929-1939 levels, there
is currently little to encourage and much to discourage private

14 See Cochran (2001b) for a counter argument to this interpretation of ABCT, and
Eichengreen and Mitchener (2003, p. 8) for an example of critics implying this
argument is part of ABCT.

15 For a similar argument see Becker et al. (2010). For anecdotal evidence on the effect
of regime uncertainty on decision making see Jackson (2010) where she, in an
article on increasing foreclosures and declining prices in the luxury home market,
quotes Edie Marks, long one of the Denver areas most successful luxury market
specialists, “The people that have money are sitting in kind of a cocoon—they’re
not making decisions because they’re concerned about what's coming down in
terms of taxation and vindictiveness against the wealthy.”
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sector investment recovery.’® Recovery and growth are impeded,
not stimulated, by policies that create “regime uncertainty” and/
or a threat of regime worsening. Particularly relevant for regime
worsening fears are proposals that make for less competitive labor
markets, such as the misnamed Employee Free Choice Act, better
known as “card check” (Wall Street Journal September, 2009) which
would make union organizing easier and impose potentially costly
binding arbitration. Also impeding recovery is regulatory uncer-
tainty from proposed cost-increasing energy and environmental
policies (e.g., cap and trade), increased protectionism (e.g., the 35
percent tariff on Chinese tires or the 10-16 percent future duty on
Chinese pipes passed in December 2009 [Maher and Pulizzi, 2009]),
and certain or projected higher tax burdens in the future. Espe-
cially relevant are burdens on capital income, and the use of the tax
system explicitly for purposes of redistribution of income."”

Monetary authorities have over-reacted to the threat of a sec-
ondary deflation to the extent that policy now poses a significant
threat of massive inflation' in the future. Economic responses to
similar policy shifts in the past are not encouraging. Besides the
1930s, the Great Society of Lyndon Johnson in the 1960s brought
us the stagnation and inflation of the 1970s. More recently, Japan

!¢ Hanke (2009a) makes a similar argument in a worldwide context. Relative to the
proper and correct use of lessons from history and proper policies during the
current crisis he writes (p. 24), “President Hu took note of the main lesson of
economic history: “go for free markets” and “prosperity [...] will follow.”

7Edward Prescott, in remarks delivered June 23, 2009 in response to what
depressed the U.S. economy 2008-IV and 2009-I-II, highlighted the fact that small
business owners “rationally feared higher tax rates in the future and rationally
cut investment” and “rationally cut employment.” See “Multiple Causes for Jobs
Data Drop.” Letter to the Editor, The Wall Street Journal, September 11, 2008, p.
A14, in which Cochran attributes some of the timing of the onset of the recent
decline in real economic activity to the failure to renew the 2003 tax cuts, ensuring
major tax increases in 2010. Becker et al (2010) provide a similar list of actual or
proposed programs that have the added to uncertainty and created a “rather
tepid rebound.”

18 See Murphy (2009) for a useful discussion on whether to “expect price deflation or
inflation.” He concludes, “After reviewing the evidence and the theories offered
by the two camps, I still believe that Bernanke’s unprecedented infusions of new
reserves will lead to rapid price increases. These increases may not show up in the
price of US financial assets, but they will rear their ugly heads at the gas pump
and grocery checkout.”
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endured a boom-bust cycle followed by a decade-long slump."
Given the current significant expansion of the size of the U.S.
government relative to GDP, Micheal Boskin (2009) reminds us
that “[o]n the growth effects of a large expansion of government,
the European social welfare states present a window on our
potential future: standards of living permanently 30 percent lower
than ours.”

Economic history and institutional analysis give us good insights
into what impedes recovery and/or retards growth. Theory
supported by that history indicates that an institutional framework of
sound money, easy and predictable taxes, a stable legal environment
built on a rule of law and contract enforcement, regime certainty
(Higgs, 1997 and Shleifer, 2009), and broadly competitive markets
encourage successful long-run planning and development. What
then would be the Austrian policy recommendations for today’s
problems?? First, according to Hayek (1979, pp. 15-19) and Rothbard
(2000, pp. 185-86), stop the credit creation and inflation. Then, as
previously discussed, prevent a secondary deflation. Further remove
all government impediments to effective entrepreneurial planning
by avoiding protectionist measures and allowing prices and wages
to adjust as needed to restore market equilibrium. Cut tax rates, as
was done in the incomplete reforms of the 1980s and during the
crisis of 2001-2003, and drastically reduce the government budget
(Rothbard, 2000, pp. 185-86). To prevent future boom-bust episodes,
reform the monetary system from the current government monopoly
to a market-determined medium of exchange.”

What s being done to mitigate the recession and promote recovery?
Is it consistent with a framework that promotes entrepreneurial

1 See Benjamin Powell, “Japan,” The Concise Encyclopedia of Economics at http://
www.econlib.org/ cgi-bin/ printcee.pl, Powell (2002, 2009), and Cochran, Yetter,
and Glahe (2004).

2 See Kraus (2009) for another view of policy in which a structure of production
misalignment is the problem.

21T do not believe that we would have major industrial fluctuations if it were
not for the present banking system, which in turn depends on the government
monopoly of the supply of money. I have been driven into proposing the dena-
tionalization of money....” Hayek continues, “Anyhow, depressions are not the
result of the operation of the market. They are the result of government controls,
particularly in the sphere of monetary policy.” Hayek quoted in Pizano (2009, p.
10). See Garrison’s (2009) concluding section, “Lessons Learned.”
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planning and job creation? Or is it more closely aligned with failed
policies of the past that have retarded recovery and promoted
stagnation. The Fed balance sheet is at $2 trillion and growing. The
crucial questionis: does the current monetary policy response create
significant problems moving forward? Does it set up significant
future price inflation problems, a possible collapse of the dollar,
stagflation and/or another boom-bust sequence? Complicating
the picture of moving forward and “unwinding” the Fed’s current
position is pressure from some to target not price stability but a 5-6
percent inflation rate in the CPI. Some economists believe that the
correct target for the federal funds rate should now be significantly
negative and with an actual effective limit of zero, pushing the Fed
to undertake operations over and beyond the traditional targeting
of the federal funds rate.”

Instead of fiscal constraint and tax decreases, there is a massive
expansion of government spending both actual and proposed, a
guaranteed massive tax increase when the 2001-03 tax cuts expire
automatically in 2010, tax increases on the rich (those making over
$250,000), and a proposed cap and trade policy to fight global
warming (which is in fact a massive tax increase on productive and
consumption activity that uses fossil fuel-based energy). Instead of
privatization, government is organizing takeovers and bailouts of
private business in the automotive and financial sectors. Many of
these actions have been conducted in ways that violate contracts
and supersede the rule of law. There are proposed wasteful
government misdirections of production through subsidies and
directives, such as an energy policy that promises “green jobs.”
Even more significant is a concerted verbal assault on economic
freedom and therefore the threat of “regime worsening” (Powell
2009) on a large scale. Combined, these have predictable long-run
negative impacts on the economy. Galloway and Vedder (2000, p.
32) summarize succinctly what should be done:

Thebest they [entrepreneurs and workers] can hope for from government
policymakers is, in the spirit of Hippocrates advising future doctors, that
they do no harm. Given the phenomena that policy makers confront

2 Gee Duca, DiMartino, and Reneir (2009) for a well-presented overview of the
extraordinary recent activities of the Fed. Ceccheti (2009), Garrison (2009), and
Taylor (2009) are also relevant.
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in the short-run are essentially unpredictable and given that their best
efforts are the equivalent of medieval doctors bleeding their patients, the
most appropriate short-run macroeconomic stabilization policy is to give
the aforementioned entrepreneurs and workers maximum freedom to
adjust to potentially discoordinating shocks to the macroeconomy.

In the absence of real reform, Rothbard (2000, p. xxiii) saw the
alternatives for the American economy in the 1980s as a choice
between 1929-type depression and an inflationary depression of
massive proportions. Among possible alternatives, the most likely
outcome is a return of a 1970s-style decade-long period of high
unemployment and inflation. Also possible are a decade-long
Japanese-style stagnation or a permanent Eurosclerosis. There is,
however, still time to change course and follow the Austrian path
to sustainable prosperity, i.e., end government intervention in the
economy and return to a sound money policy. Such a policy has
been dubbed as harsh or too draconian, but the pain of a short,
severe recession followed by renewed, sustainable growth and
prosperity may actually be “comfortable and moderate compared
to the economic hell of permanent inflation, stagnation, high unem-
ployment, and inflationary depression” (Rothbard, 2000, p. xxiii)
that is the likely outcome of a continuation of our current policy.

The correct road to recovery is the path to a “free and prosperous
commonwealth.” Such a path would include a return to sound
money, competitive markets and rule of law with a total level
of government spending and tax burden that, as suggested by
Gwartney et al., absorbs no more than 15 percent of GDP. As Adam
Smith (1976 [1776], p. xliii) expressed it in a 1755 paper,®

[]ittle else is requisite to carry a state to the highest degree of opulence
from the lowest barbarism, but peace, easy taxes, and a tolerable admin-
istration of justice; all the rest being brought about by the natural course
of things. All governments which thwart this natural course, which force
things into another channel or which endeavor to arrest the progress of
society at a particular point, are unnatural, and to support themselves
are obliged to be oppressive and tyrannical.

This recession now rivals the 1970s and early 1980s in severity and
for many is the most significant crisis since the 1930s. A lesson that

2 Quoted by Edwin Cannan in his “Editor’s Introduction.”
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should be learned is that money and credit creation is ultimately a
major destructive power thatmisdirects production and falsifies calcu-
lation even in a period of relatively stable prices. An economy with a
complex financial system like the present banking system, which in
turn depends on the government monopoly of the supply of money,
will be prone to cycles and crisis even with the best of management.?*
Without a foundation of sound money, cycles are inevitable and
destructive not only of short-term economic well-being, but poten-
tially destructive of long-term freedom and prosperity if the crisis is
used as an excuse to bring back the dead hand of collectivist policies.
In the midst of the current crisis, it is more urgent than ever that we
follow Hayek in his proposal for drastic monetary reform. He was
driven “into proposing the denationalization of money” (Pizano,
2009, p. 10) and a return to a market-determined money.

Hayek highlighted the complexities of the dynamics of capitalistic
production embedded in a structure of production. Maintaining a
structure of production, which takes place through time, requires
constant replacement of consumed capital goods. While this devel-
opment of capital theory was initially part of Hayek’s attempts to
provide a better foundation for his business cycle theory, the capital
structure concept also provides the foundation for a better under-
standing of the complexities that underlie the critical arguments
in the calculation debate and the use of knowledge in society. It
is of extreme importance in better understanding the nature of
economic development and growth and recovery.
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