32 Austrian business cycle theory
Robert J. Batemarco

Whereas theories of the business cycle currently in vogue are mathemat;c4f
models of economic aggregates which, in the tradition of positive €Conomicg)
seek merely to predict quantitatively (that is, mimic) cyclical phenomeq#

(Lucas, 1981, p. 219), Austrian business cycle theory (hereafter referred to 4 -
ABCT) is an altogether different kind of theory. Derived using the methq q
Ludwig von Mises dubbed praxeology, it is the logical consequence of the
axiom of human action in conjunction with its corollaries of time preference
interest, the vertical structure of production and capital complementarity, ang
the nature of the institution of central banking. Praxeology dispenses withi
mathematical tools, restricts aggregation to within individual stages of pro]
duction and refrains from proffering predictions of either timing or magni-3
tude. Austrians perceive economic theory as a means of understandinig}
(verstehen) rather than as a tool for prediction. 1

This method breaks every taboo of the regnant positivist orthodoxy. The ]
most salient implication of the theory itself, that business cycles do not arise i
from mere policy error, but rather from the very institution of fractional
reserve central banking, attacks one of the central icons of the mixed economy 4
policy-making establishment. Unsurprisingly, mainstream- economists and
policy makers have viewed ABCT with scorn when they have not simply |
ignored it. Nevertheless, the perceived shortcomings of mainstream econom- 1
ics during the last two decades have led increasing numbers of economists to
reconsider the praxeological approach and its offshoot, ABCT, f

Developed by Ludwig von Mises (1912, pp. 396-404) and refined by FA.,
Hayek (1928, 1931, 1939), ABCT is unique in including real capital goods §
among its elements in a manner which does not assume away their essential 1
heterogeneity. Austrian treatment of capital goods owes much to Béhm- 3
Bawerk’s structure of production analysis and the notion of capital 3
complementarity (Lachmann, 1956, pp. 3, 117-18), The theory demonstrates §
the connection between this structure of capital and monetary policy by way 3
of Wicksell’s natural rate of interest theory and Mises’s intcgration of money
into general economic theory. "

iy
.

Outline of the theory ;
Under modern central banking with fractional reserves, new money is created
when the central bank makes loans. Sometimes these are made directly to ]

3T L



2)e1152131UT A0] ‘Asuow £ses ue ut sjqeigord pareadde YoM SIUIUNSIAU] “$31y
-snput spoo3 feded 19pIo J9ySuy oY) woly Aeme spoos yendeo sigtoads-uou puy
s[eLIajeW MEl JOqe] PIq 0) spoo3 [endes 1aplo JOMO] 2U) SE [[94 se spood uon
~-dumsuod jo s19onpo1d sajqeus sty *spoo8 topio 1oySTy ut Junsaaur jo S50y 1
Ayunpoddo aup sseasout ‘say ‘pue sANSOpUL spood Jownsuod 0) Anjqeiyord
230)59 J[IM SIUL, “3SH [[14 S2)BJ 1SAIUI ‘S1ISIp IS0U) Sunaeyay 'PIp sinauid
-onuS UvY) 210yn] JUEISIp SSI v 10} aptaoud 0} pajueM SISWNSUOD Y} JeY) rea)o
awo%aq i 3] ‘PUS UE O} WD [[IM SUIAES PIdIO] ‘spo0d JOWINSUOd U0 Juads
pUR SSWIODUL SB SI0)08] aananpoxd 0y pred 5108 spood [eides 1opio Ioy3ny o
uo Juads ASUOW MU TP S "WOO] Y} [[IM OS ‘SISEIO UCHEID JIPIIS 33 Jaye
Fuof JoN "uopegul 20ud [enuesqns ajeIousd [[IM 31 osnedaq ‘Ajare[dwiod pajey
10U 1 “UMOP PAMO[S 3q 0} 9ARY (1M uorsuedxo Jpa1d Ay 1ardmoy ‘A|edtdAy
"wooq Sy
urejsns ued spood Iepio saysry ut SunsaAur SULIY ©) 3P JO uolsuedxa pan
-unuos e ATuQ (s6-¢81 "dd ‘6¢61 “YoAe}]) SuIAES PIdIOJ SB UMOWY UOUSWOU
-oyd © ur (9IN[Osqe ueY) JYJel SANE[AI 3G p[nOM JEAIIRHIND ST ‘AWoucss
Suimo1d & ur ‘gdnoyfe) spssu Serpaunwl 1y JO uonoEISNES [IELND 0)
aARY [[IM SIOWNSUOD SO, “Salnsnpul $p00d JWINSUOD Y WK Aeme umerp
Juraq are wooq siy) Supioddns are YOI $30IN0SIL ‘auIn) Swes Iy} 1y
“J[nsa1  se wooq € sousLadxa |1 samsnpul spood [eldes 19pIo 19YSIH
‘pauayi3ua] usaq sey uononpoxd Jo 2Inponas oyl 4
¢ 1nd pinom suernsny sy ‘uorsuedxa JPaId AU} JO 20OUISAR ) UL USIQ 3AEY 4
PINOM T 1BYM WOIJ ITIAAIP [jim [eaideD Jo 2IMONIS S} SN, "INy JUEISIp
jsoul A} [pun Spood 19WNSUod PIATA 10U [[IA [OIYM spoog 1endes ut 1saAu1
0} JUEM OUM OSOI) 9I¢ 1SIY ASUOUI M3U 3 JALIA oYM 3s0W ‘uorssnosip 4
sopun ases ap uf “(dn seopd piq 01 pasn usaq sEY A Joye) 1se] Asuow
JBU} JAI2091 Oym ssoy) Jo asuadxe oy} Je WIOY) O} PIANQUISIPII $SIIN0SAU 1
QAEI 1511 AIUOUI MU 9T} AT OYM ISOY], SIS0 310]2q Kouour mou
2a10901 jsnuw ojdoad SWIOS 28NLISQ [RONGU 3] IIASU UED UOHESID Aouopy 4
-oImny orewt
-1xoid SI0W 91} 10} SSI PuE AIMING JULISIP JIOUI B IO uotsiaoid 1ojeaid oyew ¥
0) 5 OF pajeI0[[BaT 9 O} SAVINOSAI aJrInoous Aay) ‘(uononpord Jo sades A k:
usamioq surSrewr jyoid oy onpal pue spood 1apI0 Jomo[ Jo 350y} 0} spood
Iopi0 Jay3ny jo seolid aAnejal Sy} Isrel Koy ‘ASojouIuLI9) URLLSY UT) AIMLY 2
2)0WDI SOUT AU UL PIZI[RaL 3q [[i YOIy JO S1aUaq 3yl s10afo1d Jusunsaaul g
9501} JOJ JSOUX 9} SNjeA PAUNOISIP Juosald o1y 9SLIIOUT [[I4 SIJEI JSAUANNL L
19MO[ 95D "(1SSINUI JO SIR [EIMEU 3Y1) uotsuedxs PaId SIY} JO IOUASGE
1) UI US3Q JALY PJIOM S[9AI] TISY] Jeym WOL SA)eT 1SAINUI 2onpaI [[is SYULq
‘SpUTy MAU 9531} }335 0] SIMOLIOQ JONPUT OF, "SHUBq 3 £q no pauro] ¥
ues oY) ‘SoAIOSEI SY "SOAISSAI U] AWNSUCO Aoy “jueq (enuso oy JO S0 §
-1[1qe1] 21 spassod I50Y) 95083q ‘pUB ura)sAs unjueqg sy W paysodap a9 01 __
awod spasooId ueoj asoy) ‘WA Aue Uf jou e Koy Aqrensn y3noye ‘sYUEQ

L




218 The Elgar companion to Austrian economics

environment are now revealed to be malinvestments, as the complementary
capital goods necessary for their successful completion are no longer available,
These malinvestments must now be completed at a lower than expected profit
(or even a loss), liquidated, or in the most extreme case abandoned. Available
capital must be redeployed to satisfy more proximate needs.

In a world of perfectly homogeneous capital goods, this adjustment might
occur without a hitch. However, we do not live in such a world and our
understanding of business cycles will not be furthered by assuming such
world, On the contrary, capital goods are heterogeneous, of various degrees
of specificity, and must often be used in certain well-defined configurations,
As a result, the adjustment process needed to restore the capital structure to a
state of compatibility with consumers’ desires will inevitably entail tempo-
rary reductions of output (that is, a recession or depression, depending on its
severity and duration). Immobility of labor and wages which are slow to
adjust will bring about unemployment in this situation as well.

To elaborate, many of the capital goods whose production was financed by
credit creation in the boom are highly specialized. They are ail but useless in
any function except that for which they were originally intended. Other
capital goods are not so specialized. They can be shifted at fairly low cost to
other uses and, once credit expansion abates, they will be transferred to the
lower stages of production. This process will take time. During this time,
production in the higher stages is severely curtailed because of the unavail-
ability of those complementary capital goods which have been diverted to the
lower stages of production. While there is some increase in output at the
lower stages of production, it is unlikely to make up for the decline of the
higher stages because such a large portion of the capital goods originally
devoted to those higher stages is specific and can neither be used in those
higher stages nor redeployed at the lower stages. This is the paradoxical
situation of which Hayek speaks, in which the shortage of capital makes
capital unsaleable (1931, p. 94). It results in a shortage of capital looking
very much like a surplus of capital (Buchanan and Wagner, 1977, p. 68).

I emphasize capital complementarity as a distinctive feature of ABCT
because it has been practically ignored by other theories of business cycles.
Modern economists treat capital as an amorphous putty which will always be
as productive as was expected (through the assumption of a fixed capital-
output ratio) when the investment in it was made. This, in turn, is based on
the older tradition of J.B. Clark and Frank Knight, which saw capital as a
permanent fund of wealth which synchronizes production and consumption
(Skousen, 1990, pp. 28-33, 68-70). In these models, capital cannot be wasted.
As a result, their proponents find capital of no relevance to business cycles.

In a nutshell, ABCT sees the creation of credit under a fractional reserve
system misleading entrepreneurs into using capital wastefully, generating a
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220 The Elgar companion to Austrian economics

that business fluctuations are merely a random walk (Tullock, 1988, p. 74y,
New Classical theories of the cycle (that is, equilibrium business cycle theory
and real business cycle theory) also attribute business fluctuations to a series
of random shocks (monetary—fiscal shocks for equilibrium cycle theory (Lucas,
1975, p. 1114) and ‘shocks to preferences, technologies/opportunities, of
resources and endowments’ for real cycle theory (Plosser, 1989, p. 57)).

Austrians reject the empirical objection because they deem the type of
tests used incapable of saying anything about causality. Statistical tests are
irrelevant, as only theory can enable us to recognize cycles (Salerno, 1989, p
142). Austrians also find New Classical theories irrelevant because those
theories do not seek to derive implications of known facts, but rather strive to
create ‘a fully articulated artificial economy which behaves through time sp
as to imitate closely the time series behavior of actual economies’ (Lucas,
1981, p. 219). Their type of theory assumes cycles of the Austrian type do not
exist.

Initial conditions

It has often been alleged that ABCT cannot explain unemployment because it
starts by assuming full employment. Actually, the opposite would be closer to
the truth, since any unemployment already assumed in deriving ABCT could
not be explained by it. In any event, Hayek showed that, even from a state of
less than full employment, credit creation would still generate a boom-bust
cycle (1931, pp. 96-9; 1939, pp. 3-70).

It should be noted here that it is not full employment per se which is
necessary, but merely scarcity (Lachmann, 1956, p. 113). The failure of some
critics to recognize this primordial fact led them to criticize the theory’s
contention that there was a necessary trade-off between higher order and
lower order goods (Evans, 1969, p. 333; Hansen, 1951, p. 387). Some of this
confusion was due to a failure to see that increases in production of both
higher and lower order goods over time was not inconsistent with a trade-off
at a single point in time,

Proportionality

Some authors were skeptical that the levels of forced saving and interest rate
movements normally observed over the course of typical cycles were suffi-
ciently high to generate the fluctuations in output and employment of the
magnitudes usually found during actual business cycles (Haberler, 1937, p.
56; Kaldor, 1942, pp. 153, 175; Lucas, 1981), This was true particularly of
the Great Depression. Three points can be made regarding this, In the first
place, it is possible that our measures of interest rate changes, for example,
are too low. The correct comparison is not between interest rates at the
beginning of the credit expansion and interest rates at the end of the credit
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Policy

A prime implication of ABCT is that inflationary credit expansion causes the
cycle. It has been argued that, while this may be correct, the emphasis of the
boom’s inflationary origins would lead to counterproductive policies in the
slump, where the immediate problem was deflation (Robbins, 1971, p. 154),
While not urging deliberate deflation, Austrians point out that new credit
creation intended to halt a recession is what would be counterproductive,
ABCT stands alone in noting that the recession, however painful, is actually
the recovery phase of the cycle, in which entrepreneurial errors are exposed
and corrected (Rothbard, 1963, pp. 20-21). Attempts to prevent it from
running its course simply create new malinvestments and sow the seeds of
another cycle.

Universality

The claim of ABCT to be the only valid explanation of cycles has been
criticized even by authors who do constder it a valid explanation of some
cycles (Schumpeter, 1939, pp. 296, 303; Lachmann, 1956, p. 113). The claim
is based largely on a narrow definition of a cycle. By defining slumps not
caused by the same factors which caused the preceding booms as fluctuations
rather than part of the cycle, Austrians are able to maintain this claim
(Rothbard, 1963, pp. 12-14, 28). This contention might be more convincing
if its proponents pointed out historical examples of fluctuations which were
not cycles.

See also:
Chapter 31: Capital theory; Chapter 68: The Hayek—Keynes macro debate; Chapter 62: Political
business cycles; Chapter 63: The Great Depression
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