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Abstract

The study of economic crises has been a major topic of interest in economics
since at least the Great Depression and it has come to the fore once again after
the latest crisis of late 2000s. It has also been one of the key themes for the
Austrian school of economics in the form of the Austrian business cycle theory
(aBCT), which puts emphasis on monetary factors influencing capital structure
of the economy. In this thesis we provide a comprehensive exposition of the
distinctive points of Austrian approach to the study of markets, the ABCT’s pro-
positions and conclusions and also the most important criticism of the theory
and replies to it. The theoretical part is accompanied by an empirical illustra-
tion on the economy of the United States of America (UsA) in the period starting

at the end of the latest crisis.
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Abstrakt

Studium ekonomickych krizi je jednim z Gstifednich témat ekonomického vy-

zkumu pfinejmensim od dob Velké hospodaiskeé krize, které se znovu dostalo

do popiedi po posledni ekonomické krizi konce prvniho desetileti 21. stoleti. To-

to téma bylo také od pocatku jednou z kli¢ovych oblasti zdjmu rakouské skoly

ekonomie ve formé rakouské teorie hospodarského cykluy, ktera zdiiraznuje roli

ménovych faktort v ovliviiovani kapitalové struktury ekonomiky. Tato diplomo-

va prace predstavuje zevrubny vyklad odlisnosti rakouského pristupu ke studiu

trhti, rakouské teorie hospodaiského cyklu a jejich zavéri a také nejdilezitéj-

Sich kritik této teorie a odpovédi na né. Teoretickd ¢ast je doplnéna empirickou

ilustraci teorie na ekonomice Spojenych statt americkych v obdobi po posledni

krizi.
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Introduction

The phenomenon of periodical economy-wide downswings in business activity
of a capitalist economy is undoubtedly one of the greatest conundrums of eco-
nomic science.! In more than 200-year-long modern history of the science, the
issue of the so-called business cycle has stood at the forefront of interest, which
was only strengthened after the first unprecedentedly prolonged and painful
economic recession of the capitalist world - the Great Depression of 1930s.

What is more startling than mere existence of a scientific problem is the fact
that even after those 200 years, the economic research has not come to a conclu-
sion on the fundamental causes of the business cycle that would enable us to
either prevent them from happening or at least anticipate and identify them in
advance. As an indirect proof of this claim, we can take the number of scholars
or practitioners who were identified to have sounded the alarm in advance of
the recent great economic downturn of late 2000s. There were only a few dozen
who saw the instabilities and the correction looming ahead. Bezemer (2009),
for example, lists 12 authors whom he found to have predicted the economic
trouble.? Nevertheless, the alerts mostly fell on deaf ears and were not able to
trigger any widespread reflection in the economic community, with some of the
authors predicting the problems being just labelled as ‘doomsayers’

We do not claim that there should have been predictions of a particular time
frame of the then-coming economic crisis as this would be in contradiction with
the very thing that we are going to expose in the following sections. Nonetheless,
a widespread proper understanding of the functioning of the capitalist economy
as well as the phenomenon of sudden downturns of economic activity would
have had to lead to much more than a few individuals drawing attention to

massive problems and being unheard by the rest of the scholarly public.

1 We are deliberately using only the term ‘downswing’ at this moment, since if it had only
been for the upswings, there would hardly have been so much effort put into explaining
them.

2 Itisofnote here that 4 of these economists (which accounts for 33%) identified credit growth
as the main cause of the problems and 2 of them were of the Austrian tradition.
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In this thesis, we shall recount an addition and in some aspects alternative
to the current mainstream synthesis of economic knowledge* on the business
cycle in the form of the Austrian business cycle theory (ABCT). The ABCT has re-
cently been experiencing a renaissance within economics, which was only invig-
orated by the occurrence of the crisis of late 2000s. It is unique in its emphasis
of time in the production processes, heterogeneity and structure of capital re-
sources and the influence of manipulation of interest rates and money supply
on that structure. In short, the theory asserts that a period of artificially induced
low interest rates stimulates borrowing and (mal)investment, especially in the
early stages of production, which is unsustainable and inconsistent with the
consumption-saving preferences of the consumers and will have to be liquid-
ated. A recession, which is a painful reallocation of resources back to its more
efficient uses, comes when either the credit expansion slows down or when it
projects into expectations of persistent excessive growth of all money prices.
The underlying cause of the recession is lack of real resources to cover both the
investment and the consumption patterns of the economic actors, which were
made inconsistent by the manipulations of economic policies.

The aim of our endeavour is to prepare a comprehensive overview of the
ABCT’s propositions and conclusions along with the most important criticism
and replies to it. On the basis of the theory, we shall further illustrate that after
the latest worldwide economic downturn, we might be seeing yet another very
soon due to the in essence unchanged and continuously excercised economic
policies. The structure of this thesis is as follows: In section 1 we introduce the
basic Austrian concepts necessary to put the ABCT into context. Section 2 fo-
cuses on the core of the theory and deals with its frequent criticisms. Finally, in
section 3 we try to set out an empirical illustration of the theory on the latest

conditions in the United States.

3 For a standard exposition of the synthesis of theories and formal models of modern mac-
roeconomics, see Romer (2011).
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1 Austrian approach and concepts

Although the Austrian school of economics may be seen as rejecting the notion
of macroeconomics altogether (Horwitz, 2000, p. 1), a business cycle theory is
in its nature definitely to be classified as a macroeconomic theory. Despite the
fact, the ABCT’s rooting in the Austrian tradition sets it apart from most of the
modern macroeconomics. It is thus useful to define and explain the most im-
portant concepts used by the Austrian school of thought that differentiate it
from the mainstream economics and which help to comprehend the later ex-
position of the theory and put it into historical and terminological context. We

do that in the following parts.

1.1 Basic methodological tenets

In the very first place, it is important to keep in mind the methodological un-
derpinnings that have accompanied the Austrian approach through its history.

We only recall here the two probably most important methodological prin-
ciples of the Austrian school, which are in strong support of each other. These
are the methodological individualism and the methodological subjectivism. Both
of these tenets were pervasive through the pioneering work of the Austrian ap-
proach, Menger’s Principles of Economics (Menger, 1871/2007, e.g. pp. 77-165).
This is what distinguished Menger the most from the other two ‘perpetrators’
of the marginal revolution, Walras and Jevons.

The methodological individualism represents an approach in which the in-
dividual is always the focus of the study. It is the individual who gathers inform-
ation, who makes the choices, i.e. who acts. It does not mean that there do not
exist objective social phenomena, it is after all the task of economics to show
the broad ‘unintended consequences’ of various single individual actions. The
methodological individiualism, however, demonstrates itself in the attitude to
these unintended and possibly macroeconomic consequences. They are always

viewed in the same realm of individual human actions, i.e. microeconomically.*

4 This feature of Austrian approach is probably most aptly expressed in the quote of a con-

temporary Austrian economist Roger Garrison: ‘There are macroeconomic questions, but
only microeconomic answers’ (Horwitz, 2000, p. 1).
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The methodological subjectivism, on the other hand, points at the thesis
that the individual is the only source of value. Every individual has a unique
scale of value known only to them, based on which they act and make their
choices. These are the givens on which the social order grows. This tenet is
also the reason for Austrians’ reluctance to broad aggregation that is common
in mainstream macroeconomics. If the values are subjective, and it should be
remembered that this is the case on both the satisfaction/revenue side as well
as the cost side, then aggregation makes little sense as the quantities are not
simply additive. We should see this important notion permeating through our

discussion of the Austrian concepts and the ABCT itself below.

1.2 Market process and entrepreneurship

We can contend that the body of current mainstream macroeconomics, be it
the New Classical one or the New Keynesian one, is Walrasian in the sense
that it stems from the Walras’s concept of general equilibrium (Horwitz, 2000,
p. 17). As macroeconomists strived to find their microeconomic roots, they nat-
urally tended to equilibrium theory on which the thinking about causal rela-
tions among broad macroeconomic aggregates was as well based. On the other
hand, the distinctly Austrian approach can be called Mengerian, by which we
mean that it follows from the Menger’s view of economy as a dynamic mar-
ket process rather than a system of equilibrium. The defining feature of this
approach lies in the above-mentioned methodological subjectivism, the per-
ception of knowledge and information dissemination that the market process
facilitates (p. 17) and the role of entrepreneurship in the process dynamics.
The mainstream within its equilibrium modelling understands the prices
and quantities essentially to be the givens that are objectively known by the rep-
resentative agents. These agents put these quantities into accord by the means
of constrained maximisation of their utility or profit (Garrison, 2001, pp. 21-22).
The agent here, in essence, is not an agent as there is no choice left for them.
This is not fundamentally changed even under the case of implementation of
some kind of imperfect information, which only adds a layer of probabilistic
properties on how agents react. We understand that the equilibrium model

draws on an approximation of the possible agents behaviour and its cummu-

13



lative effects based on standard microeconomic knowledge. Nevertheless, by
its equilibrium nature it still leaves out an important part of the picture, which
is emphasised by the Austrian approach as we describe below.

The Austrians bring to the fore the notion of the market as a place where
the current prices are the result of what was subjectively believed to be true
by acting entrepreneurs in the past and which are essentially at all times dis-
equilibrium prices (Horwitz, 2000, pp. 20-21 and 30ft.). These prices convey
condensed information about what the other participants in the market have
already revealed they know or think. The information is not explicit but through
the impact on the value of the price it facilitates guidance for others on how to
act.

The important insight is that there is a process under way whereby the key
actors are the so-called entrepreneurs. The entrepreneurs, based on their imper-
fect ‘knowledge of the particular circumstances of time and place’ (Hayek, 1945,
p. 521), act on their divergent beliefs or, say, expectations about preferences
of others. This process is exactly the way in which new previously unknown in-
formation and unavailable knowledge is created about not only where the prices
of currently existing products should move but also about how the economic
resources should be utilised and what to actually produce.

The entrepreneurship is an essential element for Austrians and we can iden-
tify two approaches to it in the history of its research by Austrian scholars. One,
in the the tradition of Wieser, Hayek and Kirzner puts emphasis on the dis-
covery of already existing opportunities and the related knowledge and inform-
ation creation. The essential role of the entrepreneur is thus the discovery of
previously unnoticed opportunities for profit. The other tradition propounded
mainly by Bbhm-Bawerk, Mises and Rothbard focuses on the monetary calcula-
tion and forward-looking entrepreneurial appraisal under uncertainty. In this
approach, the entrepreneurs exercise their judgment over the current condi-
tions they see in the market and act on it by allocation of economic resources
(Foss & Klein, 2012, pp. 43-77). If we talk about production, the entrepreneurs
construct their subjective valuations of various current goods (as factors of pro-
duction) utilising their expectations of future goods (as products) prices and

use their resources to make profit. The results of the entrepreneurial action are
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deemed inherently uncertain. In this second approach, even the opportunities
are not thought to be objectively existing and to be discovered but the focus is
on the entrepreneurial business planning (p. 76). The particular future goods
and the ways in which to use and put together current resources may not yet
exist at all and the entrepreneur literally creates new reality that did not exist
in any objective sense guided by his judgment of the other agent’s preferences.
In both approaches, Austrians tend to emphasise that the nature of the entre-
preneurial action makes it difficult to model probabilistically or by adding just
another dimension or associated costs to the maximisation problem. The entre-
preneurs do not only put effort into search for something particular. They really
create knowledge they never knew they should have been looking for, but which
they were simply alert to find (Kirzner, 1997, pp. 71-72).

The Austrian microfoundations are therefore slightly different from the mi-
croeconomic roots grafted onto modern macroeconomics. Where New Classi-
cists and New Keynesians focus on the static problem of simultaneous maxim-
isation based on known or probable information, the Austrians see gradual dy-
namic process of changes in production processes, incorporation of new know-
ledge into prices and creation of new products and prices based on unknown
but subjectively estimated ever-changing preferences of individuals. Such a pro-
cess also necessarily takes place in time. The action is not instantaneous, the
process is under way in a continuous state of flux where the preferences or tech-
nology change and these changes and the results of the entrepreneurial action
themselves slowly permeate through the economy in time and place. Taking in-
terest in this process, which is not regarded as a simultaneous movement of all
quantities toward known point of equilibrium, is a distinctive feature of Aus-

trian approach.

1.3 The role of money

The second important object of study that we shall shortly discuss is money. As
one would expect from the discussion above, the Austrian focus is not aimed
on macroeconomic market for money, impact of monetary policy on broad ag-
gregates, neither does it treat money as one of many goods to simply explain its

accounting role.
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Since the beginnings of the Austrian tradition, money’s most important
role has been deemed to be its role as a medium of exchange (Mises, 1912/1953,
pp- 29-37). It is important to bear in mind that in such a position money enters
virtually every transaction in the modern capitalist economy and is thus a key
player in the market processes we described above. Individual prices and es-
pecially their relation to each other are the proxies through which the market
coordination takes place. The changes, disturbances or policies on the money
side, which never influence all prices in uniform manner, must therefore clearly
have profound effect on this microeconomic coordination.

In the realm of money, the mainstream synthesis usually studies the gen-
eral price level in the economy and its movements, the general price inflation
(Romer, 2011, pp. 513-576). The money is assumed to be neutral at least in the
long run, its nonneutrality in the short run is modelled by various types of price
rigidities.

On the other hand, the Austrians again focus on the particular processes
through which money and the changes in its quantity affect the economy. The
monetary nonneutrality, i.e. the changes in relative prices caused by monetary
factors, is a key point of study. Money is assumed never to be neutral in this clas-
sical sense, especially not when the goal of monetary policy is keeping a price
index stable or slowly growing in a growing economy, which is the case in most
advanced economies. New money is created in this case to counter the deflation-
ary effects of economic growth in stable money supply environment. However,
it is always the case that ‘new money enters the system at some specific point’
(Rothbard, 1962/2009, pp. 813) and by the individual actions of economic agents
real changes are taking place. Those who get hold of the money first change the
quantities of products or investments they purchase which influences not only
prices of those accordingly but consequently it similarly changes the choices
of those who sell them, who are the second to get to the money. In this way
the new money affects the economy far from evenly as it slowly flows through
the economy based on the individual actions. The questions asked are in what
manner and where new money enters the economy and how it influences the

structure of relative prices and the structure of production.
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Precisely the study of the effects of monetary changes on particular prices
and their relations rather than average price level is a significant character-
istic of Austrian theorising, which contrasts with theories of money neutrality
present especially in the strands of macroeconomic thought in the Neoclassical

tradition.

1.4 Theory of capital and structure of production

The last distinctive feature of the Austrian approach that we shall deal with
here takes us to the core of the ABCT. It is the Austrian theory of capital and the
related concept of the structure of production of capitalist economy.

In the basic macroeconomic models, the two fundamental variables, labour
and capital, are usually perceived as homogeneous quantities. A concept of het-
erogeneity is mostly introduced for labour, such as in the search and match
models (see e.g. Romer, 2011, pp. 486-506; Mortensen & Pissarides, 1999; Sha-
piro & Stiglitz, 1984). These are, however, stand-alone models of labour mar-
kets and unemployment. Early DSGE models usually dealt with representative
agents and only recently the focus has been moving to models with heterogen-
eous agents or to promising agent-based modelling (Colander, Howitt, Kirman,
Leijonhufvud, & Mehrling, 2008). In the tradition of Clark and Knight, the cap-
ital is mostly treated as an indistinguishable bundle. The inclusion of human
capital (Romer, 2011, pp. 151-161) can be thought of as a sort of heterogeneity and
research has also been performed in the area of non-smooth (or lumpy) invest-
ment (e.g. Bachmann, Caballero, & Engel, 2013; Thomas, 2002) or investment ir-
reversibility (e.g. Veracierto, 2002). Nevertheless, the capital heterogeneity and
capital structure has not been a central theme in the current mainstream mac-
roeconomics.

In the Austrian economics, the issues of capital heterogeneity and capital
structure are considered to be of foremost importance. The Austrian capital
theory builds on different foundations and especially in the temporal element
it once again originates in the works of Menger. Menger (1871/2007, pp. 51-66)
laid down the basis for Austrian understanding of the structure of production
by differentiating between goods of various orders. Based on the subjectivism

he employed, he discovered that there is a ‘causal connection between goods),
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which stems from the subjective plans of entrepreneurs as we described them in
section 1.2. By the goods of the first order we understand those that are directly
usable by various actors to satisfy their needs and wants - i.e. consumer goods.
The entrepreneurs almost invariably choose to use some intermediate goods
that directly help them in the process of procurement of consumer goods. These
are designated as goods of the second order. By iteration, we can imagine that
in a developed economy, there are various steps of production in each of which
some goods are used to procure some other goods and we can trace this process
to arrive at the final consumer good. This constitutes the notion of higher-order
goods (i.e. capital goods) that do not represent a homogeneous fund but rather
form a structure - a structure of subjective entrepreneurial plans where second-
order goods are valued by an entreprenuer thanks to their ability to help procure
first-order goods; third-order goods are valued by an entrepreneur thanks to
their ability to help in the production of second-order goods, etc.

Since at least Hayek (1935/2008b, p. 228), the notion of intertemporal struc-
ture of production has in its simplest form usually been depicted as one or other
triangular diagram showing the various stages of the process ending in the final
consumer output. The original Hayek’s portrayal and another modern version
by Garrison (2001, p. 47), whose diagrammatical expositions we use further in
the thesis, are shown in Figure 1.

To dispel any doubts, the concept does not entail a linear production process
or rule out the possibility that one and the same physical good can function as
a good of various orders (even at the same time). It should at all times be kept
in mind that the particular position of a good in the structure is not determ-
ined by its physical properties, but always by being a particular component in
a subjective plan (Horwitz, 2000, p. 46).

We should also remark that there are at least two in a way distinguishable
types of things that are to be understood as higher-order goods. On the one
hand, higher-order goods are those things that ripe in the production process
and flow through the structure of production finally maturing into consumer
good. These are the so-called goods in process or to introduce a term from ac-
counting - inventories. On the other hand, higher-order goods are also present

in the capital structure as long-term production goods that are never to be-
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Figure 1: Hayek’s (1935/2008b, p. 228) original depiction of intertemporal structure of
production on the left, showing the time dimension on the vertical axis and output
dimension on the horizontal axis. Garrison’s (2001, p. 47) modern representation of the
essential concept on the right with the axes switched.

come consumer goods but rather enter the production of consumer goods by
the way of their use. In accounting terms these are mainly the property, plant
and equipment and the use is generally manifested in the form of depreciation.
This differentiation, nonetheless, has no impact on the fact that the key charac-
teristic defining something as a capital good is the subjective ‘intermediateness’
of the object in the entrepreneurial plans leading to future satisfaction of needs
and wants (Huerta de Soto, 1998/2009, p. 299).

The temporal aspect of the heterogeneity of capital, described above, is cru-
cial in the exposition of the ABCT. It can, nevertheless, be considered only a sub-
set of the notion of capital structure that was dealt with by the later Austrians.
Lachmann (1978) speaks about the heterogeneity in use and multiple specificity
of capital goods. A particular capital good is at any moment utilised in its ‘best’
identified use in a chain of other capital goods with which it is mutually comple-
mentary. The capital goods combinations are not formed arbitrarily but rather
are result of the entrepreneurial planning we described in section 1.2. By mul-
tiple specifity, it is meant that a capital good intended for a particular purpose
in an entrepreneurial plan may be of little use anywhere else or is at least to a

varying degree specific to the plan. In changing circumstances the specificity
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of the already created capital goods entails costly restructuring of the capital
combinations as the capital goods must be used in alternative, possibly lower
value uses. Thus “we must regard the ‘stock of capital’ not as a homogeneous
aggregate but as a structural pattern” (p. 4).

The notion of capital as a structural pattern opens a whole world of issues
that are hidden when it is handled as a single K. The centre of study is not
focused on the level of investment or quantity of new capital created but it is
more about what it is that is invested into and why and in the case of ABCT: what
influences can lead to creation of a capital structure that may not be internally

consistent.

1.4.1 Time preference and interest

The concept of capital structure is intertwined with the treatment of time. Time
plays key role in the Austrian economic thought as it is an indispensable ‘in-
gredient’ of the market process and also an inherent element in any plan. Any
entrepreneurial plans that we have hitherto discussed are necessarily intertem-
poral. We can draw some important observations based on this premise. Firstly,
for the time during which capital goods (of various orders) are produced or used
in production, some real resources have to be withdrawn from their ability to be
used to satisfy current wants (i.e. consumed). This is the description of a simple
reality that for any investment to take place, an act of saving has to occur. One
can immediately ask a question for what purpose anyone could do that - ab-
stain from satisfying wants now. It seems that a natural answer is to be able to
satisfy wider range of wants or to attain more valuable goals in the future. This
is the cornerstone of time preference theory. People generally prefer to have re-
sources now than in the future. They thus forgo value (or consumption) now
only to make the most of it in the future. The longer the resources are tied, the
more value should be obtained in the future in return. The invisible measure of
this time preference is in Wicksell’s terms the concept called ‘natural rate of in-
terest’ (Horwitz, 2000, p. 54) or in Mises’s terms the ‘originary interest’ (Mises,
1949/1996, p. 526).

This way we get to an important feature of the Austrain theory of capital,

which lies in its theory of interest. The Austrians assert that the underpinnings
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of the phenomenon of interest do not rest in the demand for and supply of
money or productivity of capital, but that the existence of interest is the main-
festation of the underlying time preference of economic actors. In the broad-
est sense, the market where the time preference governs is, so to say, mar-
ket for time, market where future is traded against present (Mises, 1949/1996,
pp. 526-532). As these trades are usually performed in terms of money in a
developed capitalist economy, the visible manifestation of interest (the Wick-
sellian market rate of interest) finds place in the market for loanable funds, i.e.
the market where capitalists offer their savings and entrepreneurs seek capital
funds to invest into capital goods needed in their ventures. But there is also the
real side to the market for time. The market for time permeates through the
whole capital structure where the proxy in the form of the market rate of interest
indicates to the entrepreneurs in which and also how much time-consuming
capital projects they should use the resources so that it is in line with the time
preferences of the economic actors.

A simple example of the way in which a change in interest rate impacts the
entrepreneurial decision-making with regard to time dimension of their plans is
depicted in Figure 2. Three projects with various durations of their cash flows,>
show different changes in their profitability with the change in the interest rate
(or economic cost of funding in other words). All projects are break-even at the
interest rate of 5%, nonetheless, in the case of a decrease of the interest rate by
one percentage point (pp) to 4%, the profitability does not change uniformly
for the projects.® It is a straightforward finding that lower interest rates are in
general more favourable to longer-term investment projects.

Again, a note recalling the Austrian subjectivism is of importance here as
the aspect of time in an entrepreneurial plan is to be comprehended as com-
pletely subjective as well. Thus ‘we are not referring here to the deterministic
or Newtonian sense of the word (i.e., merely physical or analogical), but to the
subjective sense; that is, the actor’s subjective perception of time within the

context of his action’ (Huerta de Soto, 1998/2009, p. 268).

> For simplicity the positive cash flows from the projects are set as one-off repayments in the
final period.

6 It is no coincidence that the sensitivity of the value (of a bond) to changes in interest rate
is one of the definitions of the term duration in standard finance.

21



Cash flows at NPV at

to tt tp .. ts ..t 5% 4%
l-year project -100 105 - - - - - 0 1
5-year project -100 O O .. 128 - - 0 5
15-year project -100 O O .. O .. 208 O 15

Figure 2: Impact of a change in the interest rate on three projects with different dura-
tions of their cash flows (one, five and fifteen years). Lower interest rates are in general
more favourable to longer-term investment projects.

We should also draw attention to the fact that the market rate of interest is a
visible expression of time preference, yet it contains various other factors than
the time preference itself, such as various risk components (Huerta de Soto,
1998/2009, p. 289). The notion of some current general time preference is thus
purely abstract and theoretical and can only hardly be grasped or estimated. We
may say that in finance the concept usually coincides with what is called the real
risk-free rate. To this is also connected the fact that as the entrepreneurs look
for those ventures where the profit is highest, they use the resources in such a
way that leads to a general tendency of levelling of the profit rate (leaving out
the risk components) in various entrepreneurial ventures and also throughout
the capital structure. This means that the slope of the hypotenuse in the capital
structure diagrams introduced in Figure 1 reflects the time preference and will
follow its changes as we shall see later.

Altogether, the real manifestation of time preference and the notion of cap-
ital structure are two sides of one coin. They bring us to a complex concept of
intertemporal structure of production where time preference is one of the key
measures determining value and productivity of various production processes
via the rate of interest. The time preference, in this view, also determines the
overall length and complexity of the capital structure, i.e. the Bohm-Bawerkian
‘roundaboutness’. The order of a capital good can therefore also be said to ex-
press its temporal proximity to the final consumer good.” We shall see that this

is a central feature of the ABCT.

7 This also brings us to the Hayek’s terms describing higher-order capital goods as earlier
stages of production and lower-order ones as later stages (Hayek, 1935/2008b, p. 229ff.). We
shall use these terms interchangebly throughout the text.

22



2 The Austrian business cycle theory (ABCT)

2.1 The origins of the theory

As we have explained the most important and distinctive concepts used in the
Austrian economic theorising and though we have already touched upon some
of the history of the thought, before the presentation of the most current the-
oretical exposition of the ABCT, we shall recall the roots of the theory itself.

Some of the first resemblings of the ABCT can be tracked back to 18th- and
19th-century England to Hume, Ricardo and British Currency School. These eco-
nomists described the ability of banking sector to expand credit via issuance of
fiduciary media and what impact this exerts on prices. On top of this extension
of quantity theory of money on money substitutes, they also observed that this
process is connected to booms in the economic activity, which are followed by
subsequent declines. It might be surprising and definitely worth a more thor-
ough research that Huerta de Soto (1998/2009, pp. 83-92) actually traces such
ideas even back to 16th-century Spain’s thinkers of the School of Salamanca.

Ricardo, moreover, offered his explanation of the phenomenon, which, non-
etheless, was suited to an expansion in only one country that was to be put to
an end by forces on international level (Rothbard, 1978/1996, pp. 74-78).

These deficiencies were overcome in the first integrated representation of
the ABCT, which should certainly be attributed to Mises (1912/1953, pp. 357-366).
Mises elaborated it on the foundations of the revolutionary theory of subjective
value and the theory of capital developed by Menger and later by Bohm-Bawerk,
both of whom we have already mentioned above as one of the first protagonists
of the Austrian economic school. We have also already referred to the notions of
money rate and natural rate of interest that should be assigned to Swedish eco-
nomist Wicksell. In his economic magnum opus Human Action, Mises (1949/
1996, pp. 538-586) devoted a chapter to his latest exposition of the topic of
business cycles.

The author to which the theory owes its most notable depiction of the struc-
ture of production as the famous triangle is Hayek, after whom the image is

usually called Hayekian triangle. Before turning to theorising in wider topics
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of political economy later in his life, he worked out at least two major contri-
butions to business cycle theory, Monetary Theory of the Trade Cycle (Hayek,
1933/2008a) and Prices and Production (Hayek, 1935/2008b), which now form
core of the ABCT’s history. It is of note here and it seems to be rather forgotten
by the general economic public that in 1974 Hayek was awarded the Nobel Me-
morial Prize in Economic Sciences exactly for his ‘pioneering work in the theory
of money and economic fluctuations) i.e. his contribution to the ABCT.

After the Keynesian revolution took firm hold of macroeconomic thought -
including business cycle theorising - in 1930s, there has been a resurgence and
renewed interest in ABCT since at least 1980s. In the meantime, apart from Mises,
probably the most important author reiterating ABCT themes was Rothbard in
his Man, Economy, and State (Rothbard, 1962/2009) and America’s Great De-
pression (Rothbard, 1963/2000). A number of authors then contributed as the
part of the modern renaissance, most notably Skousen (1990), Huerta de Soto

(1998/2009) and Garrison (2001).

2.2 Real saving versus credit expansion

As we shall expose in detail, the ABCT attributes the business cycle in the first
place to monetary manipulations. It is thus convenient and common to describe
the path through the cycle in comparison to natural market changes which may
lead to similar effects as the monetary manipulations but which are sustain-
able in nature and do not cause any disruptions of the smooth functioning of
the market system. We shall thus first describe two kinds of natural changes
in the capitalist economy - the secular growth and the change in general time

preference.

2.2.1 Secular growth

We have already touched upon the fact that saving, i.e. abstaining from con-
sumption, is essential to any accumulation of capital goods.

In a simple case, we may imagine Robinson living on his island and catching
fish by his bare hands. He usually catches three fish per whole day of trying and

eats them. In this way he is well nourished. He could survive on two fish a day
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and store one in his cold cave. Thus, one day he conceives an idea that if he
had two spare days, he could go to the woods and find a suitable piece of wood
from which he would manufacture a spear. He believes that with the spear he
would be able to catch four fish in just a morning and use his afternoon for
other ventures. Therefore, he lives on just two fish for four days and in that way
he saves those fish. He is then able to undertake the journey to the woods with
his accumulated fish and make the spear.

In this simple example, we can notice in a very intelligible manner many
of the most important notions introduced in section 1. Robinson is an entre-
preneur and a ‘capitalist’ in one person in his one-man ‘economy’. He forms
an entrepreneurial plan which involves production of a capital good. The plan
needs time and resources to be executed and Robinson himself has to save these
resources by refraining from part of his consumption. He does all that in order
to achieve more valuable goals in the future, i.e. get more fish in shorter time
and possibly utilise his spare time for leisure or further improvement of his
life. Robinson’s plan reflects his time preference, i.e. he values the future fish
and spare time with its opportunities (taking into account the useful life of the
spear) more than having his third fish each of four consecutive days.

In a modern capitalist economy with its complex structure of production as
we have described it, a similar process takes place. Nevertheless, unlike in the
Robinson’s case, it involves various dispersed actors and a coordination of their
individual plans through the price system. It follows from our exposition that
(apart from genuine technological inventions) it is mainly the capital formation
that changes the poor to the rich and thus allows economic growth of an eco-

nomy. In the words of Huerta de Soto (1998/2009, p. 279, emphasis in original):

the essential difference between rich societies and poor societies
does not stem from any greater effort the former devote to work, nor
even from any greater technological knowledge the former hold. In-
stead it arises mainly from the fact that rich nations possess a more
extensive network of capital goods wisely invested from an entrepren-
eurial standpoint. These goods consist of machines, tools, computers,
buildings, semi-manufactured goods, software, etc., and they exist

due to prior savings of the nation’s citizens.
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Thus, if in general the level of saving in a capitalist economy is able to sup-
port capital formation which exceeds the level of depreciation, than the eco-
nomy is on a sustainable expansionary path. In this secular growth scenario,
we do not assume any changes in time preference and thus we assume interest
rate neutrality. A complete diagram of the growing economy by Garrison (2001,

p. 54) is shown in Figure 3.
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Figure 3: An economy in secular growth scenario (Garrison, 2001, p. 54).

The figure adds two more elements to the structure of production diagram
we introduced in section 1.4. Firstly, the market for loanable funds diagram
shows us the current level of time-preference-driven interest rate and the corres-
ponding saving. This is in turn connected to the production possibility frontier
showing choice between consumption and investment enabled by the saving.
If we assume proper functioning of the market at the moment, the economy
should be on the frontier, i.e. using all available resources up to their full poten-
tial.

2.2.2 Change in time preference

The second scenario that we shall set forth are the effects of a change in gen-

eral time preference, i.e. the change in the ratio in which various actors in the
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economy are willing to save resources instead of using them for the purchase
of consumption goods. These changes would in reality be gradual, caused by,
for example, changing demographics (Garrison, 2001, p. 61). For the purpose of
straightforward exposition we shall assume an immediate substantial change.
In the case of decrease in time preference, the process of saving is intens-
ified. If the resources are properly funnelled through the market for time, the
increase in supply of loanable funds tends to decrease the interest rate, which
in turn means that more, especially longer-term, entrepreneurial plans become
economically viable. The resources that are no longer wanted for consumption
enable the level of investment to increase. We again use the depiction of the
process by Garrison (2001, p. 62) in Figure 4. We shall note that Figure 4 ab-
stracts from the growth we introduced in Figure 3 and deals with the change in

time preference ceteris paribus in a no-growth economy.
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Figure 4: An economy under the chnage in time preference scenario (Garrison, 2001,
p. 62).

Huerta de Soto (1998/2009, pp. 319-328) describes at least two important
effects which lead to adjustment of the economic structure to the proposed
time preference change.

The first especially important result emphasised by the ABCT can be seen in

the production possibility frontier diagram and in the diagram portraying the

27



structure of production. The increase in saving goes hand in hand with the de-
creased demand for consumption goods as the economic actors abstain from
consumption now to consume in the future. The entrepreneurship in these fi-
nal stages of the structure of production thus becomes less profitable. Other
things being equal, the entrepreneurs start to transfer resources to use them
in the stages further from consumption, where profits are still higher, which is
the general tendency of levelling the profits in all stages that we have already
described. The new productive capacity being built that is expected to enable
greater quantity of consumption goods in the future is in line with the change
in time preference in favour of future consumption.

The second important effect is the effect of the decreased interest rate on the
value of capital goods, i.e. long-term capital goods, and entrepreneurial projects
further from consumption. We described the relationship between the discount
rate and the value of long-term projects in section 1.4.1. Thus the currently exist-
ing capital goods raise in value, which in other words means that their expected
profitability increases and thus their quantity can be expanded, i.e. similar long-
term projects can be entered into. The decrease of interest rate, however, also
reveals that some new, even longer-term projects are now viable and thus are
started. This is again depicted in the diagram of the structure of production
in Figure 4, where in the left-most part we can see the formation of new early
stages.

Garrison (2001, p. 65-66) also notes that during the resource shift, the ef-
fects on particular types of resources are mainly divided along the line of their
specificity. The specific factors that cannot easily move through the structure
of production experience changes in their prices while the non-specific ones
change their location in the structure to be allocated where their marginal
product is the highest.

To conclude, the result of the change in time preference is a new structure of
production that involves more roundabout entrepreneurial plans, is more com-
plex and more capital intensive and thus enables greater quantity of consumer
goods to be produced in the future. The changes are in line with the economic

agents’ desire to consume less now and more in the future.
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2.2.3 Monetary expansion and the unsustainable results

As we have expounded the process behind sustainable changes in the struc-
ture of production in a secularly growing economy and in an economy where
the preference for future consumption as compared to the current one has in-
creased, i.e. the time preference has decreased, we are now ready to expose the
problems that are triggered by monetary interventions into the economic mat-
ters.

There are various ways of monetary policy intervention that through the
so-called transmission mechanism influence the economy. These are from the
currently most used forms to the less utilised ones: Regulation of the base in-
terest rates at which commercial banks can perform cash operations with the
central bank (usually repo operations), regulation and growth of monetary ag-
gregates, or regulation of commercial bank cash (or equivalents) reserves. The
goal of monetary policy is mostly stipulated with regard to the level of prices,
which should be held stable. However, in a growing economy with stable quant-
ity of money, the overall level of prices as measured by the price indices would
tend to fall. Therefore the goal of the monetary policy, whatever the tools and
possibly with the help of the fractional reserve banking multiplicative money
creation, must eventually lead to growth of the quantity of money. As the com-
mercial banks are the first to touch the new money and their primary source of
business is extension of loans, the principal stream through which the money
enters the real market is in the form of credit. Thus, in Garrison’s words, we
may say that ‘[t]he three alternative policy tools are simply three ways of lend-
ing money into existence’ (Garrison, 2001, p. 68).

Either through the fact that there are more funds available on the loanable
funds market than are justified by the time preference (and the corresponding
level of saving) in the economy or even directly as described above, the central
banks’ and commercial banks’ actions in certain periods lower the prevailing
market rate of interest below the level it would attain without their interference.

Now we can see that the initial effects of the monetary manipulation are
the same as in the above-described case of the lowering of time preference and
we may thus directly compare the following events. The main difference in the

present case is that there has been no change in the consumption-saving pat-
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terns of the economic actors. For the depiction of the adjustments of the eco-

nomy we shall utilise Garrison’s (2001, p. 69) diagram shown in Figure 5.
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Figure 5: The processes in the economy ensuing after monetary expansion (Garrison,
2001, p. 69).

We may notice the first difference right at the first effect we described above
for the case of change in time preference of the economic actors. As the new
loanable funds are funneled to the market in the form of new credit, there has
been no increase in real saving and thus no decrease in consumption. As the
loanable funds diagram shows, the new credit increases the supply of loanable
funds, which at the prevailing consumption-saving preference of the economic
actors will lead rather to a further decrease in saving and a move to stronger
consumption.

At the same time, the ensuing fall in the interest rate has its effects un-
changed. Under the new, lower interest rate at which the credit is supplied,
the entrepreneurs are enticed into new, more roundabout processes and that
leads to a more capital-intensive structure of production as we described in sec-
tion 2.2.2.

In Garrison’s rendition, the production possibility frontier is defined as sus-
tainable combinations of consumption and investment and thus he describes

the ongoing stretch brought about by monetary expansion as a move beyond
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the line. In monetary terms, there is more consumed and more invested at the
same time. In the structure of production diagram in Figure 5, the process is
portrayed as a break in the Hayekian triangle. A general discoordination that
is not backed by the preferences of the economic actors has been brought to
the economy and cluster of enterpreneurial errors is going ahead. The state is
unsustainable and we shall see how and why it has to be reversed in the section

below.

2.3 The reversal and the bust

The mechanics of the reversal are a very important point in the exposition of the
ABCT. Nevertheless, it should be noted that the exact point in time and place in
the structure of production that triggers the process in which the entrepreneurs
throughout the structure start to realise that the abundance of real resources
was a delusion cannot be exactly determined theoretically as it is specific for
the particular cycle. We shall thus recount those processes that are common
for the business cycles we are describing.

Huerta de Soto (1998/2009, pp. 363-384) describes several effects that even-
tually lead to the reversal of the boom processes and through which the bust
ensues.

Firstly, unlike in the case of voluntary saving and the following sustainable
expansion of the structure of production, in our case of changes caused through
credit expansion, the factors of production are not freed from their use in the
late stages of production. As there is a higher total monetary demand for the
factors, their prices are gradually bidded up as the entrepreneurs compete for
them in various stages of the production process. The rise in the prices is gradual
and protracted as the credit expansion continues. As it is not exactly foreseen
at the beginning, it raises the costs of the newly started projects above those
originally expected.

In the second place, due to growth in nominal income of the economic
actors, whose time preference has not changed in any manner, due to partial
withdrawal of the factors of production from the late stages producing con-
sumer goods and also due to imaginary profits experienced by the entrepren-

eurs throughout the structure of production, the relative prices of consumer
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goods must sooner or later rise in relation to capital goods further from con-
sumption. As there has been no fall in consumption, the relative rise in prices
of consumption goods is more than proportional to the rise of prices of factors of
production. This is important as it feeds optimism to the entrepreneurs whose
costs are already rising (Mises, 1949/1996).

As the relative increase in price of consumer goods occurs, it manifests itself
in relatively greater profits in the later stages of production. Since the funds
from the credit expansion mainly enter the structure in the earliest stages of
the production process, the bidding for resources causes the prices of factors to
rise there the most and thus the profits gradually diminish there in relation to
profits in the later stages. This effect starts to prompt entrepreneurs in the early
stages to rethink their long-term projects they entered into.

Sooner or later the rate of credit expansion slows down. This naturally leads
to rise of the interest rate back towards its natural level. The interest rate addi-
tionally increases even above its natural level due to the autonomous demand
for subsequent capital goods, which was first described by Hayek (1937). This
phenomenon in short means that after some resources had been committed to
specific long-term capital goods, which may have no other use than in a par-
ticular production process, the entrepreneurs may be willing to disregard some
expense, e.g. from depreciation, to complete their plans and invest in the com-
plementary capital goods closer to consumption that are needed. Thus, they
may be willing to take new credit at higher rates to see the long-term projects
to their completion.

Later in the process the entrepreneurs in the earliest stages even start to en-
counter operational losses, which is a clear signal that the investment projects
they try to maintain were unwisely invested resources and that these must be
liquidated. This will involve transfer of productive resources along the structure
of production towards the consumption end.

The result after the bust has ensued is that some of the capital that was
invested into the lengthening of the capital structure is found to have been ir-
reversibly squandered as far as the capital goods are not completely convertible
and also the plans to which they belong now have their value diminished under

their original expected value. The reversal involves some of the investments be-
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ing abandoned and left unused as the complementary capital goods and work-
ing capital is not present. It may be that due to the overconsumption stemming
from the imaginary profits enjoyed by the economic actors in the times of boom,
even some of the previously existing capital may have been ‘consumed), i.e. not
enough was invested in it as the resources were malinvested elsewhere in the
structure to be of no value later and thus in reality consumed.

Another important aspect of the bust phase of the cycle is that the revelation
of the mass error on the side of the entrepreneurs leads to a general decline in
entrepreneurial confidence. The entrepreneurs seeing their past mistakes are
more cautious and less risk-taking as they are unsure of their ability to foresee
future market events and they may distrust the monetary calculation that was
misguided in the times of boom and led them to squandering of their resources.

These are the usual aspects of the general economic crisis that is the result

of the bust of the previous monetary expansion round.

2.4 Criticisms

The ABCT has been critically assessed on several grounds. We shall deal with

this criticism and present the responses to it in the current section.

2.4.1 Forced saving

The first and probably the oldest criticism of the ABCT that we should shortly
mention is the problem of the so-called forced saving. The roots of this con-
troversy extend back to the 19th-century England’s theoretical dispute between
Currency School and Banking School and the topic was dealt with by Bentham,
Thornton and John Stuart Mill. Later it was exposed by Walras (Hayek, 1932).
The phenomenon of forced saving can shortly be described as the fact that
when the prices of consumer goods rise, the consumers are forced to decrease
their consumption and thus they allow greater capital accumulation than oth-
erwise. With regard to the criticism of ABCT, the mechanism of forced saving
was claimed to decrease the natural rate of interest (or time preference) so that
it reaches the market rate, which was diminished by the credit expansion, and

thus the reversal of the boom can be avoided (Hayek, 1933/2008a, p. 19). An-
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other reason for this to happen during the expansion should be that the new
money probably first reaches the wealthier consumers who may have higher
propensity to save, whereas it reaches those poorer later and therefore those
are more affected by the rise in consumer prices and are forced to save (Mises,
1949/1996, p. 548).

The notion that the so-called forced saving may substitute increase in vol-
untary saving is fallacious for the simple fact that it would mean that all of
the additional credit created in the credit expansion which reaches the hands
of the economic agents would have to be saved in order to be it that the time
preference catches up on the decline of the market interest rate. This is hard
to imagine, especially as the effects of illusionary wealth that accompany the
boom come into play and entice the economic actors into more consumption
(Mises, 1949/1996, pp. 549-550). Therefore, the ‘forced saving’ may only partially
compensate for the lack of real saving that is needed to support the lengthening

of the structure of production started by the credit expansion.

2.4.2 Unused capacities

It might be argued that in the case where some of the resources available in
the economy are idle before the start of the credit expansion, the expansion is
beneficial for the economy as it allows these resources to be employed.

The problem of idle resources was discussed number of times by the Aus-
trian scholars. Mises (1949/1996, pp. 578-580) argued that it is absolutely pos-
sible that there are some unused resources even in an unhampered economy
(as he called an economy without monetary or other intervention) and that it
in no way changes the conclusions of the ABCT. It is the result of the errors that
were naturally committed in the past, according to Mises. The reason why the
resources are unused is that their owners have not yet adjusted their price to
that which would allow the resources to be used in the current market condi-
tions. We might say that the idleness of the resources is frictional. The process
of market coordination would sooner or later lead to their reallocation and most
advantageous use. There may of course exist capital resources that cannot be

economically viable under current conditions at all but that only means that
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there are other more urgent needs for the complementary capital goods and
working capital than in those projects.

The ABCT deals precisely with misallocation of resources that ensues follow-
ing the influx of new credit and the lengthening of the structure of production
under the illusion that there are more real resources saved for the new entre-
preneurial plans to be exercised. It is not of any special importance if these
resources are enticed from other uses due to the expansion or if these are re-
sources previously idle in the economy, which were on their way to be realloc-
ated to their market-compatible uses. The difference may be that the prices of
these factors of production are not bid up so high in relation to the case we
described in section 2.2.3 (Huerta de Soto, 1998/2009, p. 442), but this is simply
due to the fact that the prices for which they were offered when idle were pos-
sibly too high and would have to diminish if they should be utilised in the nat-
ural market conditions. Thus this is a case of the importance of relativity rather
than absolute level of the prices, as the prices may not be bid up but are anyway
kept unnaturally high instead.

Therefore we can see that the argument of unused resources does not cause

a significant problem for the ABCT as we exposed it.

2.4.3 Consumer credit

The ABCT is usually expounded as a theory where the monetary expansion af-
fects the economy due to the new money entering it in the form of credit offered
to the entrepreneurs in their role as producers. Thus it has come under criti-
cism as in the modern economies a considerable part of the credit is actually
supplied to consumers in the form of various types of consumer credit and thus
the effects we described would not necessarily appear.

Firstly, we should note that the largest part of the consumer credit is rep-
resented by real estate loans and mortgages.® Buying a home is definitely to be
considered either as an investment or as a purchase of very durable consumer

good, which will similarly as durable capital goods serve and bring its fruits

8  For example, according to the Federal Reserve, in December 2013 all types of outstanding
residential real estate loans made up 64% of outstanding loans extended to consumers. The
outstanding consumer lending itself stood for roughly 50% of all commercial and consumer
lending. (Federal Reserve Board, 2014)
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for several years. This may be accounted for similarly in the manner of depre-
ciation. Unlike durable capital goods, the home does not bring future profits,
but similarly to durable capital goods, it (mostly) serves consumption in the
future. We may assume that even other loans extended to consumers would
predominantly satisfy a demand for more or less durable consumer goods. In
this manner, not much changes in our account of the business cycle as this will
lead to a similar shift in the structure of production and malinvestment towards
long-term capital and consumer goods, which is not supported by the economic
actors time preference but instead only by artificially low interest rates and the
artifical credit. As we have expounded in section 1.4.1, real savings are always
needed to finance sustainable investment into new capital goods and we can
add that the same holds for the durable consumer goods.

Assuming that some of the credit is used for direct and immediate consump-
tion, we would see this credit to only strengthen the forces that were described
in section 2.2.3 and that lead to the break of the Hayekian triangle. Only in the
case that all the credit created in the course of monetary expansion was utilised
for the current consumption, the ABCT would not be applicable in the exposed
form. Instead, we would expect the reverse of the described expansion or a pro-
cess similar to that described as the reversal and economic bust explained in

section 2.3 should take place (Huerta de Soto, 1998/2009, p. 407).

2.4.4 Expectations

However the above-mentioned criticisms may have crossed the modest volume
of debate about the ABcT, the most often articulated criticism of it comes in
the field of expectations. The issue of expectations slowly came to the fore of
mainstream macroeconomic debate in the 1960s and has changed the science
ever after. In simplicity the assumption of rational expectations means that the
economic agents are not systematically wrong in their predictions. The ABCT
seems to come out untouched by this decade-long development and allegedly
ignore the advances brought forward by the ‘rational expectations revolution’.
We shall show below that this is not exactly the case.

The basic question posed by the criticism focused on the presumed ignor-

ance of rational expectations by the ABCT comes as to why would the economic
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actors, if they possibly knew the theory of the business cycle we exposed above,
act in the case of monetary manipulations of the credit market as if the manip-
ulations were real changes in the time preferences of others.

Caplan succinctly articulated this reservation in his unpublished article as

follows (Caplan, n.d., emphasis in original):

‘Supposedly, since the central bank’s inflation cannot continue in-
definitely, 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 in-

terest rates are only temporarily low, and take this into account’

Other authors have expressed a similar point. Tullock (1988) stated that
one would understand if entrepreneurs were misled once or twice but not re-
peatedly. He especially put this into the perspective of the Austrians allegedly
arguing that entrepreneurs ‘are well informed and make correct judgments’. Es-
sentially the very same objection is presented by Wagner (1999, pp. 70-72).
Cowen (1997, pp. 76-102) provides an extensive critique of the ABCT on the
ground of expectations as well.

The replies from the Austrian theorists in the expectations debate usually
follow two paths of argumentation. One of them proceeds in the way that even if
the entrepreneurs know about the true nature of the changes in the economy; i.e.
their artificiality, and have more or less correct expectations, they will behave
as the theory predicts anyway as they still expect it to be profitable for them.
The second argument is essentially a reiteration of the discussion of knowledge
and information problems that the proponents of the Austrian school led in the
context of the debate on the impossibility of socialism. It emphasises that there
are necessary limits to what can be known and expected. We look further into

these arguments in the following subsections.
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2.4.4.1 Unimportance of expectations of future bust

As we have said, the first channel of argument comes in the way that the en-
trepreneurs enter the train of the credit expansion albeit they know it is unsus-
tainable. The explanation is in short presented by Huerta de Soto (1998/2009,

p. 422, emphasis in original):

‘[T]hey have no reason to refrain from requesting the loan and us-
ing it to expand their investment projects, if they believe they will be
able to withdraw from them before the onset of the inevitable crisis. In
other words the possibility of earning considerable entrepreneurial
profit exists for those entrepreneurs who, though aware the entire
process is based on an artificial boom, are shrewd enough to with-
draw from it in time and to liquidate their projects and companies

before the crisis hits.

This argument was brought to a more rigorous rooting by Carilli and De-
mpster (2001) who developed it with the use of game theory as a problem of
prisoner’s dilemma. The authors first explain the issue on the side of the banks
in a fractional-reserve banking system with common currency, which has been
the usual institutional setting for past hundred or more years. Secondly, the
decision problem is present also on the borrower’s side of the market.

In general, any individual bank has incentives to lend its excess reserves if
it expects greater marginal benefit than marginal cost from the action, where
the most important in the terms of costs is the additional liquidity risk which
the bank undergoes by the extension of the additional lending. There would
essentially not be much of a problem in the case where each bank issued its
own currency and thus borne full responsibility of increasing its money supply,
i.e. assumed the whole liquidity risk. The problem of the prisoner’s dilemma
comes in the world of monopolised currency where the banks share a common
monetary supply pool. The banks in this case always bear a part of the liquidity
risk that the other banks create. Thus if the banks have an opportunity to lend
excess reserves, the profit-maximising behaviour of each individual bank is not
to be conservative as in that way it can increase its profits and at the same time

pass some of the risks on others. If it did not expand its lending, it might face
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increased risks as the others do expand, but its returns unchanged, which is
worse expected outcome. Thus we can see how profit-maximising banks will
try to utilise any additional liquidity (extended by the central bank) to expand
their lending (possibly at decreased interest rate to entice the borrowers).

On the entrepreneurial side of the market, during the credit expansion, the
entrepreneurs face choices to use or not to use the additional credit for newly
profitable projects, only some of which might later show unprofitable due to
the unsustainability of the expansion. Even if every entrepreneur knows that
the credit expansion is under way, it is in his best interest to take additional
borrowing and make his investments as it may not be his particular investments
that will go under when the bust comes and thus he bears only part of the risk
that is inflicted by his action. Choosing to abstain from taking advantage of the
new credit would mean to see the profits being diminished in relation to others
taking part in it.

In this way, we can see that for the boom to start, it is not necessary that the
entrepreneurs are somehow fooled or even repeatedly fooled. Even reasonably
rational actors that are profit-maximising in the relevant institutional context
will behave in a way that sets off the cycle as described in the sections above.

Nevertheless, besides this explanation of the issue, there are still other prob-
lems regarding knowledge and information that the entreprenuers face in the

real world, which we shall deal with in the next section.

2.4.4.2 The knowledge problem

In the section 1.2, we described the Austrian concept of the market process, the
underlying role of prices as benchmark information signals in this process and
the way in which new particular knowledge is continuously incorporated into
them. It was one of the core features on the side of the Austrians in the economic
calculation debate of the first half of the 20th century, which dealt with the issue
that without the market process itself, it is impossible to calculate the market
prices that would be present if the market process was in place.

The question for those who are sure that the entrepreneurs cannot be fooled
by credit expansion is the following: How does a general theory explaining that

when the market rate of interest is artificially decreased below the underlying
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rate corresponding to the time preferences of economic actors, a misallocation
of resources takes place which has to be sooner or later reverted, help the entre-
preneurs to determine what should the interest rate be if there was no interefer-
ence with it? The Austrian exposition of the market process and its workings
indicates that there is no way in which the entrepreneurs would be able to derive
an unskewed market price if the process, i.e. the tool through which the ‘true
price’ is generated, is itself being distorted. As Garrison put it: ‘[K]nowing that
a signal is being jammed is not the same thing as knowing what the unjammed
signal is’ (Garrison, 1986, p. 446).

In this debate about the possibility of extracting somehow what are the ac-
tual impacts of monetary policy and banks’ behaviour on the interest rate, it
should also be noted that although we modelled it as such for the purpose of
easier theoretical exposition, the monetary intervention is not a one-off act but
rather an institutionalised long-term act of central planning and setting the in-
terest rate. Thus it is questionable how could, for example, entrepreneurs of
the mid 2000s possibly find any true market rate of interest at all from which to
start with their inductions of to what extent the rate had been changed by the
credit policies.

The last point here is about the structure of relative prices in general. As
the interest rate is manipulated, even if at least some of the entrepreneurs react
to it as if it was reflecting underlying time preference, by their behaviour they
change the structure of relative prices in the real economy. The market process
facilitates the movement of this information in a condensed form through the
structure. This condensed form, however, again does not enable one to distin-
guish the various factors impacting a particular value of a particular price. Thus,
even entrepreneurs who are not directly exposed to the credit market now use

distorted information and act guided by it.

3 Empirical illustration

After expounding the theory itself, we shall now turn to an empirical illustration
of it. There have already been several attempts to treat the ABCT empirically and

we shall thus first take a look at this literature in a short overview.
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3.1 Empirical literature overview

One body of literature is such that it first interprets the ABCT in terms of impacts
on broad economic aggregates and then applies statistical testing on the stated
hypotheses. Wainhouse (1984) is one of the first attempts to handle the ABCT
statistically. He summarises the ABCT into six key propositions about macroe-
conomic aggregates, which he tests statistically on United States (Us) monthly
data spanning from 1959 to 1981. As the pioneering work in the current wave
of statistical analyses of the ABCT we can label Keeler (2001). The author stud-
ies quarterly macroeconomic data for eight business cycles from 1950 to 1991 in
the United States of America (UsA) as defined by National Bureau of Economic
Research (NBER). Carilli and Dempster (2008) build on and extend the Keeler’s
study on longer and newer series from 1959 to 2007. Similarly, Bismans and
Mougeot (2009) build a fixed effects model to test hypotheses on quarterly mac-
roeconomic aggregates for Germany, the usa, England and France from 1980 to
2006. Their approach is reused in Anker (2011) for Scandinavian countries Den-
mark, Norway and Sweden for the period 1980-2010. Mulligan (2002) aims to
find long-term relationships among sectoral employment and various interest
rates in Us monthly time series spanning from 1959 to 2000 using cointegration
analysis. In his later work (Mulligan, 2005), the author employs a vector error
correction model (VECM) on four macroeconomic indices constructed from Us
monthly data, this time from 1959 to 2003 and he uses the vEcM methodology to
test the ABCT again in Mulligan (2006). Sechrest (2004) studies how correlations
between various macrovariables in the Us monthly data for 1959-2002 support
the ABcT. Cachanosky (2014) studies how expansionary monetary policy in a
large and influential economy like the Us can affect capital structure in small
open economies on the data for years 2002-2007 in Colombia and Panama.
The second type of literature is more narrative in its nature and does not em-
phasise statistical testing in the manner the above-mentioned literature does.
Butos (1993) studies the expansion of 1980s with the consequent recession of
1990-1991 in the UsA. He points out the pattern in bank reserves growth, which
shows that from 1983 to 1987 Federal Reserve System (Fed) maintained expan-

sionary monetary policy. Apart from graphical analysis of chosen variables, the
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author points to several other historical factors of the cycle which are necessary
to explain its particular characteristics. In this case, it is e.g. enacted accelera-
tion of depreciation schedules which helped diverting the expansion into real
estate markets. Hughes (1997) is another look at the crisis of 1990-1991 and
the preceding recession. The author also identifies higher average money sup-
ply growth for years 1981-1987 than for 1987-1991. Then he identifies different
patterns of volume of long-term bank loans for higher-order and lower-order
industries (higher in the first period and lower in the second period for the
former and vice versa for the latter). Powell (2002) makes a narrative account of
the recession and succesive ‘lost decade’ in Japan in 1990s. He describes how the
moves to alleviate the crisis implemented by Japanese government and Bank of
Japan were in line with either Keynesian or monetarist recommendations, yet
the economy did not recover as expected. He points out how e.g. the fiscal stim-
uli and government lending programmes kept alive the structure of production
(with emphasis mainly on construction industry) that did not satisfy the wants
of consumers. The author’s analysis from the Austrian point of view, on the
other hand, focuses on the boom of late 1980s caused by expansionary monet-
ary policy. Callahan and Garrison (2003) as well prefer historical explanation
rather than formal modelling to employ the ABcT. Their work is a very compre-
hensive study of economic history of the so-called dot-com boom-bust cycle.
They analyse monetary policy and various political decisions and their impacts
leading to the bubble and its burst in 2001. The authors also touch the theories
of asset price bubbles based on psychological grounds and accept their comple-
mentarity to a sound economic theory. Bocutoglu and Ekinci (2010) show some
basic correlations illustrating the ABCT on the case of usA and Fed within their
mainly narrative study. Lastly, Montgomery (2006) does not deal with the ABCT
directly but instead focuses on one of its key building blocks - heterogeneity of

capital goods and complementarity relationships between them.

3.2 General considerations

Most of the above-mentioned studies, especially from the first group, use more
or less aggregated macroeconomic data to illustrate or even test the ABCT. From

the point of economic methodology that is emphasised by the Austrians, this

42



may be problematic as the microeconomic aspect of the explanation of the mar-
ket processes is lost in this manner. The ABCT among other aims to point out
the complexity and heterogeneity in the real economy. We also explained in
the part 1 that the subjectivity of the individual valuations does not allow their
simple aggregation.

Another problem in empirical illustration is the relativity of the effects and
magnitudes described by the ABCT. The changes that take place during the vari-
ous phases are relative to what would happen without the monetary expansion
that sets the cycle off. At all times there are innumerable other effects assert-
ing their influence on the aggregate quantities studied, which may act in the
same or opposite direction as the ones presumed in the ABCT. If these other ef-
fects are not captured, they may completely fog the effects of the theory being
illustrated. Capturing them, on the other hand, can prove to be impossible and
even if possible would make the explanatory model overly complex. An econom-
ist thus finds oneself in a similar position as the entrepreneur in the course of
the boom. While the entrepreneur cannot recognise the signal even if he knows
it is scrambled, for the economist it is hard to find the way it is scrambled due
to the noise of other market events.

Nevertheless, the problem of finding good proxies is a general one in the
field of economics. We shall try to illustrate the effects predicted by the theory

in the following section.

3.3 The United States business cycle of 2009-?

In this part we shall examine the period starting at the beginning of the latest
United States (Us) recession, i.e. December 2007, and lasting until the present
from the point of view of the ABCT. We build our analysis on the findings in
some of the empirical literature mentioned above.

We first describe the general economic development of this recent period in
the United States of America. After that we expose the unprecedented monet-
ary policy and expansion in these latest years. Finally, we step through various
propositions about the effect of this policy on the us economy that would be
predicted by the ABCT. We study if these effects are present on the partially

disaggregated data available for the us economy.
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The period start is chosen as the beginning of the latest US recession as it is
registered by NBER since this is also the start of a monetary expansion anew as

we shall see below.

3.3.1 General economic development in the period

The onset of the 2007-2009 crisis in the real economy was preceded by turmoil
in the financial markets starting with Bear Stearns liquidity crisis and its acquis-
ition by JP Morgan Chase. The turbulences in the financial markets got intense
in the second half of 2008 with Lehman Brothers filing for bankruptcy on 15th
September and the Us government-sponsored enterprises Fannie Mae and Fred-
die Mac being placed into conservatorship. Similarly, the insurance company
AIG suffered from severe liquidity problems and was bailed out by the Federal
Reserve and the Treasury. The economy went into serious recession with the
year-on-year change in GDP going as low as —6.12% in the first quarter of 2009.

The economic stimulating policies that followed the economic contraction
from both the monetary and the fiscal sides, together with the consequent im-
provement of financial conditions and recovery in foreign economies were in-
dicated as important factors in the reverse of the economy back to GDP growth
in the final months of 2009 by the Board of Governors of the Fed.

The GDP further rebounded in 2010 when additional monetary policy stim-
ulus was put into place. The economy continued to record only moderate GDP
growth through the period 2011-2014. There were at least two slowdowns of the
rate of growth throughout the period, one in the first half of 2011 and later again
in the end of 2012. Another one seems to be on the way in the first half of 2014.

The overall shape of the Us economy in terms of GDP is shown in Figure 6.
The period of the recession of the economy as defined by NBER is depicted in
this and subsequent figures by the area shaded in red.

The unemployment in the period largely tracked the decline in GDP. In the
second half of 2008, it sharply rose to its highest level since the beginning of
1990s. The labour market continued to contract even more quickly in 2009, al-
though in the second half of the year it was slowly reaching its bottom. The

unemployment rate touched 10% at its highest.
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Figure 6: Real gross domestic product growth in the usa (Federal Reserve of St. Louis,
2014).

Only very slow improvement in overall employment was seen throughout
the 2010. The Board of Governors of the Fed commented that ‘{o]ver most of
the period, the pace of hiring was insufficient to substantially reduce the unem-
ployment rate Signs of bettering came at the end of the year.

The unemployment humbly decreased in 2011 reaching 8.2% at the end of
the year. Throughout the remaining years of 2012-2014 the unemployment rate
was decreasing in steady pace, while it still remains above the pre-crisis levels.

The unemployment rate over the period of 2007-2014 as reported by Bureau
of Labor Statistics is depicted in Figure 7.

The inflation has been measured by the Federal Reserve in terms of chain-
type price index for personal consumption expenditures (PCE) since 2000. This
index is somewhat different from the usual consumer price index (cP1) mainly
in that it has changing weights and thus takes into account substitution on the
part of consumers.

Although the pck inflation spiked reaching 4% at the onset of the economic
crisis, at the end of 2008 it went down to almost zero. The Board of Governors

of the Fed noted in its annual report for the year 2008:
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Figure 7: Civilian unemployment rate in the UsA (Federal Reserve of St. Louis, 2014).

‘The downturn in sales and production, along with steep declines
in the prices of energy and other commodities and a strengthening
in the exchange value of the dollar, has contributed to a substantial

lessening of inflation pressures in the past several months.

There was a period of mild deflation as defined by PCE price index through-
out 2009, which rebounded at the end of the year to 2.04%. This was explained
by the rise in energy prices by the Board of Governors. Meanwhile the core PCE
inflation, which excludes food and energy items, remained subdued, i.e. below
2%.

The pcE inflation stayed mostly below 2% over the years 2010 to 2014. It
exceeded this value in 2011 and early 2012. However, the Fed’s monetary policy
is mainly based on the core inflation as measured by core PCE price index, which
only touched 2% from below in the period.

The overall situation of the changes in the PCE price index in the years
2007-2014 is put forward in Figure 8. We also show the changes in core PCE

price index and for comparison add the changes in standard cpI.
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Figure 8: Changes in PCE price index, core PCE price index and CPI over the previous
year in the usa (Federal Reserve of St. Louis, 2014).

3.3.2 Monetary policy measures

The Federal Reserve responded with severe cuts of the federal funds rate in re-
sponse to the emerging economic woes. From the value of 5.25% in the middle
of 2007, the Federal Open Market Committee (FOMC) lowered the rate by 3.25
pp to 2%. As the turmoil in financial markets intensified and the economic is-
sues showed to engulf the real economy, the Fomc further decreased the rate
to effectively zero. The unprecedentedly low federal funds rate remained fluc-
tuating in a narrow band around 0.15% to this day.

The schedule of effective federal funds rate over the observed period is por-
trayed in Figure 9.

As soon as in August 2007, the Federal Reserve started to implement ex-
traordinary monetary policy measures in order to deal with the problems in
short-term markets. These included lowering collateral quality requirements
and large open market operations. In the final months of the year the Fed intro-
duced a Term Auction Facility in order to supply short-term credit and brought
up currency swap arrangements with other central banks to increase usp liquid-

ity in foreign markets.
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Figure 9: Effective federal funds rate in the Usa (Federal Reserve of St. Louis, 2014).

In March 2008 further facilities were introduced, such as Term Securities
Lending Facility, which provided primary dealers with Treasury securities for a
term of 28 days up to $200 billion, or Primary Dealer Credit Facility. The range of
collaterals accepted in open market operations were gradually broadened. The
problems with money market mutual funds’ liquidity were warded off by a spe-
cial facility in September 2008. In October, the Fed started outright purchases
of asset-backed short-term commercial papers.

The Fed also intervened in the Bear Stearns acquisition by JP Morgan Chase
with a loan up to $30 billion, provided provisional lending to Fannie Mae and
Freddie Mac, extended a loan up to $85 billion to AIG. The Federal Deposit
Insurance Corporation (FDIC) also extended its guarantees on various losses of
FDIC-insured institutions.

The extraordinary liquidity programmes and direct purchases of mortgage-
backed securities were essentially extended in 2009. The facilities were being
phased offin the first half of 2010 but judging that the pace of economic recovery
is weak the Fed announced that it would reinvest the principal of the debt it was
already holding in longer-term Treasury securities. In November a new plan to
buy additional $600 billion of long-term Treasuries was announced and became

known as the second round of the so-called quantitative easing (QE).
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In September 2012 another round of QE was declared and comprised of pur-
chasing $4o0 billion of agency mortgage-backed securities per month. It meant
that the Fed was planning to increase its holding of long-term securities at a

total pace of $85 billion per month.
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Figure 10: Federal Reserve balance sheet assets (Federal Reserve Bank of Cleveland,
2014).

The Fed continued the extraordinarily expansionary policy throughout the
year 2013. In December 2013 the FOMC announced attenuation of the buying pro-
grammes by decreasing the outright purchases of mortgage-backed securities to
$35 billion and long-term Treasuries to $40 billion. This was further decreased
to $30 billion and $35 billion respectively as of February 2014, $25 billion and
$30 billion respectively as of April 2014 and the current plan as of May 2014 is
to continue expanding the balance sheet at a pace of $20 billion and $25 billion
for the respective type of securities.

The bigger picture of the expansion of the Fed’s balance sheet with assets
assigned to groups defined by the Federal Reserve Bank of Cleveland is depicted
in Figure 10.

While the monetary base more than quadrupled over the course of seven
years, the growth in M2 money stock was $49 billion a month from December

2007 to April 2014 compared to only $30 billion a month over the period of the
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preceding business cycle (from the beginning of the recession to another). The
M2 money stock thus grew 51% over the seven years.
The development of the M2 money stock throughout the observed period is

presented in Figure 11.
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Figure 11: M2 money stock of the UsA (Federal Reserve of St. Louis, 2014).

We can conclude this section with stating that in the past seven years, an
unprecedented monetary expansion has been taking place. The federal fund
rate hit the so-called zero lower bound and extraordinary measures pumping
new money onto the markets were implemented. This is a crucial prerequisite

for setting in of the boom phase of the business cycle as described by the ABcCT.

3.3.3 Market and natural interest rate discrepancy

As we have described in the theoretical part of this thesis, monetary expansion
is recognisable by money coming into existence on the one hand and on the
other by the interest rate on the market being pushed below the natural rate,
i.e. the rate that would prevail in a market without the expansion.
Nevertheless, as we have also noted, the differences in absolute magnitudes
of the interest rates can be explained by various factors and an entreprenuer or
an economist is not able to extract the true natural rate from the market if it

was skewed in one or other direction.
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We therefore take the approach of Keeler (2001), who notes that due to the
usual characteristics of monetary policy and the mechanisms it uses, the short-
term interest rates are usually depressed further down than long-term interest
rates. He finds a pattern of this effect throughout eight economic cycles in the
years 1950 and 1991 in the UsA, which shows that in the beginning of the cycle,
the slope of the yield curve (i.e. the ratio of long-term and short-term rates) is
usually elevated and later in the expansion the yield curve flattens.

In our analysis we study the slope of the yield curve in the observed period of
2007-2014. For the long-term interest rate we use the 10-year Treasury constant
maturity rate and for the short-term interest rate we use the 3-month Treasury
constant maturity rate. We calculate the slope of the yield curve based on the

Keeler’s formula, which is the following:

1+ iy

s=In =
1+ gy

where s represents the slope and i; and igy represent the long-term and short-
term rates respectively. The form of the resulting yield curve slope is depicted

in Figure 12.
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Figure 12: Slope of the government yield curve in the UsA. Based on Federal Reserve of
St. Louis (2014).
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In the graph, we can compare the slope of the yield curve in the height of
the previous boom cycle in 2007 and how the slope soared in the wake of the
bust when new expansionary monetary measures were established. It has since
then been markedly high and the levels are comparable with the levels in the
first three years of the previous cycle of 2001-2007.

We suggest from the pattern observed that the effect of the monetary expan-
sion of the past years is noticeable in the structure of interest rates and indicates

that the market interest rates are manipulated under their natural levels.

3.3.4 Industrial activity across the structure of production

The second pattern that we attempt to illustrate is the pattern in industrial activ-
ity according to the position in the structure of production, or according to the
time-intensity of the production or the so-called Bohm-Bawerkian roundabout-
ness.

As there is no data available that would somehow treat the activity in the
economy according to a reliable measure of distance from the final product or
the production time intensity, we have to select some proxies for the effects we
want to study. From the obtainable data for the us economy we choose three
sectors with the differentiation along durability avialable. The selected sectors
are materials, manufacturing and consumer goods. The groups are then further
divided to durable and non-durable materials, durable and non-durable manu-
facturing and durable and non-durable consumer goods.

The durable materials sector includes mainly consumer parts materials and
equipment parts materials and the non-durable is consisting of textile, paper
and chemical materials groups. The main groups according to weight in dur-
able manufacturing are computer and electronic products manufacturing, ma-
chinery manufacturing, fabricated metal products manufacturing, aerospace
and miscellanous transporation equipment manufacturing and motor vehicles
and parts manufacturing. The non-durable manufacturing on the other hand
are mainly food, beverage and tobacco products and chemicals manufacturing.
The durable consumer goods include automotive products or home electronics.
The non-durable consumer goods are foods and tobacco, chemical products and

energy.
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The sectors are selected in such a way that they should mimic the distance
from the final consumption. On the axis going from materials through man-
ufacturing to consumer goods we would expect the activity to be affected, i.e.
boosted, by monetary expansion most in the materials sector, less in the man-
ufacturing and the least in the consumer goods. We would expect that along
the durability axis, the durable groups would be growing faster than the non-
durable groups due to the expansion and the corresponding effect of interest
rates below their natural levels.

The resulting pattern in the industrial activity of the groups defined above
is presented in Figure 13. The data are monthly and they are depicted as an
index with base in July 2009, i.e. the first month after the end of the recession

as defined by the NBER.
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Figure 13: Industrial production indices for the usa with base in June 2009 according
to the selected groups. Based on Federal Reserve of St. Louis (2014).

It can be seen in the analysis that the pattern of noticably higher growth of
activity in the durable sectors is clearly present. On the other hand the differ-
ences between the three groups are not very significant. The reasons for that
may be that the sector divisions available are in reality not exactly plausible as
proxies for the roundaboutness of production or time distance from the final

consumption.
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In this way, the effects that the theory would predict are only partially visible
in the data in the form of the visible discrepancy between industrial activities

related to durable and non-durable goods.

3.3.5 Prices across the structure of production

There is a third effect of monetary expansion that we should be able to show
and that is the relative movement of prices along the structure of production.
The theory would predict that the prices in the earlier stages should be bid
up faster during the continuing expansion than the prices in the later stages,
i.e. those closer to consumption. Also the effect of discounting explained in
section 1.4.1 should excercise disproportionate upward pressure on the prices in
the structure of production, affecting more the earlier stages.

In this particular analysis, the data available are more favourable to us as we
can use the producer price indices (PP1s) which are provided separately for parts
of economy closely resembling the stages of production as they are treated in
the ABCT. We chose three PPIs, the PPI of crude materials for further processing,
the ppI of intermediate materials and the pp1 of finished goods. As the names
suggest, we would expect these indices to represent the prices in the stages from
the earlier (crude materials) to the later (finished goods).

We analyse the pattern in the prices across the production stages in Figure 14.
We have also added the PCE price index to compare the growth of producer
prices with the growth in consumer prices themselves.

We can observe in the figure that the relative movement of the prices in
the structure of production follows the schedule predicted by the ABCT for the
period of boom. The compound annual growth rate (CAGR) of the prices of crude
materials for further processing, which represents the stages furthest from con-
sumption, was 8.8% and in total the prices increased by 49.1% in those less than
five years. The prices of intermediate materials representing the middle stages
registered CAGR of 3.6% with total increase of 18.1% over the period. The prices
growing the least were those of finished goods (i.e. latest stages) with CAGR of
3.0% and total increase of 14.9%. In comparison, the prices which are observed
for the purposes of maintaing the stable prices within the dual mandate of the

Fed grew only 1.7% annualy (in terms of CAGR) and 8.1% in total.
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Figure 14: Producer price indices according to the stages of production and PCE price
index in the usA. All with base in June 2009. Based on Federal Reserve of St. Louis

(2014).

We can conclude that in the analysis of the price structure in the period
of monetary expansion of 2009-2014 we find support for the predictions of the

ABCT.

3.3.6 Equity markets across the structure of production

The fourth indication of how monetary expansion affects the structure of eco-
nomy that we would expect is in the prices in equity markets. There should
once again be pattern of the prices being elevated for the companies operating
in the early stages and relatively less elevated for the companies operating in
late stages.

To show if this is the case in the observed period, we chose three us equity
market subindices that should serve as proxies for the activity in the various
stages in the production structure. The index representing the latest stages of
production is the Dow Jones US Consumer Goods, for the earlier stages the
selected index is Dow Jones US Industrials and for the earliest stages it is Dow

Jones US Basic Materials. For the comparison of the growth in the indices we
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chose to put them on the same base that corresponds to their actual trough
during the crisis of 2007-2009, which is the beginning of March 2009.

The development of the three stock indices is put forward in Figure 15.
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Figure 15: Equity market indices according to the stages of production in the usa with
base in March 2009. Based on Bloomberg (2014).

The first fact interesting from the point of business cycle theory is that des-
pite only humble recovery in the real economy of the Usa, all the selected su-
bindices are as of the beginning of May 2014 already above their pre-crisis levels.

Secondly, we can see a familiar pattern in the indices until the stock markets
fall of August 2011, which happened mainly due to a downgrade of Us sovereign
debt rating from AAA to AA+ on 6th August. There were significant discrepan-
cies between the indices representing the stages and these differencies followed
what would be predicted by the ABCT. The markets reached their maximum on
21st July 2011 and at that time the Basic Materials subindex had grown 56% more
and the Industrials subindex had grown 27% more than the Consumer Goods
subindex since the trough in the beginning of March 2009.

After 2011, the scheme predicted by the ABCT has been partially broken. It
can be observed that the Basic Materials subindex is currently placed in the
middle in its growth since the March 2009 market bottom. Nonetheless, there

is still a marked difference between the Consumer Goods subindex representing
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the latest stages and the two indices representing the earlier stages. Again, in
terms of total growth since March 2009, as at the beginning of May 2014 the
Basic Materials subindex had grown 17% more and the Industrials subindex even
33% more than the Consumer Goods one.

We can conclude that there is a partial support in the stock market indices

data in the period 2009-2014 for the predictions of the ABCT.

Conclusions

After the expansionary monetary policies of 2000-2006, the economic crisis of
2007-2009 came as a surprise to most market actors as well as to the economic
community. It had not been foreseen and the mainstream macroeconomics had
some hard time finding its cause. The immediate reaction in the USA was a
new round of expansionary monetary policy, which over the years 2008-2014
attained unprecedented levels. In this thesis, we presented a theory that expli-
citly links these monetary policies to the causes of economic recessions in the
capitalist economy.

In the first part, we focused on explaining the concepts used throughout the
Austrian business cycle theory (ABCT). We pointed out some Austrian method-
ological tenets and explained the understanding of market as a process with its
important time dimension and the role of entrepreneurship. We showed the
unique Austrian approach to heterogeneity of capital in the explanation of the
structure of production of the market economy and what roles the time and
interest play there.

The second part focused on the full exposition of the ABCT. We explained
how the monetary policy expansion leads to the lengthening of the structure of
production and changes in relative prices in the economy and how this is not in
line with the underlying preferences and economic realities. We described the
ways in which it leads to malinvestment and consumption of capital, which is
eventually revealed and results in exposure of the errors that were made in the
course of the boom and subsequent reorganisation of the structure of produc-
tion accompanied by a recession. Still in the realm of the economic theory we

dealt with the most frequent criticisms of the theory.
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In the third part we illustrated the patterns predicted by the ABCT on the
latest round of the monetary expansion in the usa. We showed how the Federal
Reserve entered into extraordinarily loose monetary policy measures more than
quadrupling its balance sheet after it hit zero with its main policy interest rate.
Such a monetary expansion should be breeding ground for the effects described
by the ABCT for the phase of the boom. We studied the effects that would be
predicted by the theory on the interest rates, industrial activity, relative prices
and equity markets in the period of 2008-2014 and found support for the pre-
dictions especially in the interest rates and relative prices analysis, while only
partial support in the industrial activity and equity markets analysis.

We would say that it should come as no surprise if the humble economic
growth that ensued after the latest economic bust in the US economy came
to another decline in this decade as the economy seems to be in yet another
round of distortion of the structure of production caused by an extraordinarily

expansionary monetary policy.
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