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Abstract 
A Bachelor Thesis in Political Science by Dan Hegelund, Spring 2012.  
“The Keynesian/Austrian Debate. A Reconstruction of the Debate between 
Keynesian and Austrian Economists”.  
Supervisor: Mats Lindberg. 

John Maynard Keynes is commonly hailed as one of our time’s greatest economists, 

but his ideas are challenged by Ludwig von Mises, Friedrich Hayek, and the Austrian 

School of Economics. This thesis is a reconstruction of the debate between Keynesian 

and Austrian thought, specifically the theoretical arguments surrounding the Great 

Depression in the U.S., such as regarding thrift, production, consumption, interest 

rates, inflation, the gold standard, and the federal reserve. The thesis concludes that 

despite the polarized debate, there are points of agreement between Keynesian and 

Austrian economic theories. Furthermore it begs the possibility that policy makers 

have adhered to convenient parts, while ignoring inconvenient parts, of respectively 

Keynesian and Austrian thought, and we must try harder to bridge the gap between 

opposing theories. Finally, I suggest that maximum profit should not be our goal but 

an equilibrium of economic and ethical targets. 
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Part I: Rationale of the Thesis 

Chapter 1: Introduction 

1.1 Problem Statement 

In August 2008 the world was hit by a financial crisis, which till this day (May 2012) 

is shaking the global economy. In the aftermath Europe was shaken by massive 

demonstrations, the Middle East exploded in a Spring Revolution, and the U.S. 

experienced the birth of two new movements: the Tea Party and Occupy Wall Street. 

Who was to blame for the mess we found ourselves in, and who held the answers? 

The answer seemed to depend on whom you asked. The GOP primaries in the U.S. 

saw Congressman Ron Paul blaming the Federal Reserve and the so called Keynesian 

Economics for the current crisis, and Paul touted Austrian Economics as the solution 

to all of our economic problems. But there were just as many experts, if not more, 

who claimed the opposite, that indeed the Free Market, touted by Austrian 

Economists, was to blame, and what was really needed was more Keynesian 

intervention, not less. 

In the coming decades there will undoubtably be no lack of theses analyzing the 2008 

global economic crisis. Was it a natural outcome of the Al-Qaida-declared war on 

western civilization? Was it a result of too much state intervention in the economy? Or 

too little? Perhaps Karl Marx was right all along, and we are witnessing the collapse 

of capitalism? Or perhaps booms and busts are a natural and unavoidable element of 

the business cycle? So enormous is the topic, and so vast are the opportunities of 

research, that one can only hope to contribute to the debate by shedding an 

investigative light on some small yet significant aspect of the topic.   

This thesis focuses on the conflicting ideas of Keynesian and Austrian Economists. 

John Maynard Keynes is generally esteemed as one of our time’s most influential 

economists. And the Austrian School – recently  popularized by Ron Paul, The Tea-

party, and the Libertarian movement – is one of Keynes’ harshest critics. But what are 
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the arguments about? And which side is right?  With this thesis I begin what will 1

probably be a life long journey of attempting to understand and analyze the concepts 

and arguments of Keynesian and Austrian Economics. Where better to begin than at 

the beginning? The disagreements between Keynes and the Austrian school did not 

begin in 2008, but leads back to the Great Depression. Hence, I begin my research by 

looking at the historical and theoretical arguments surrounding the Great Depression. 

In other words, this thesis does not deal with the current Keynesian/Austrian debate, 

but with the debate that preceded it, specifically the theoretical arguments surrounding 

the Great Depression in the U.S. This is partly the consequence of the limitations 

which an undergraduate-thesis naturally provides.   

1.2 Aim and Objectives 

By reconstructing and analyzing the theoretical arguments between Keynes and the 

Austrian School surrounding the Great Depression, this thesis seeks to answer the 

following questions: 

*In which way do Keynesian and Austrian economics disagree about the causes of a 

financial crisis, specifically the Great Depression? 

*In which way do Keynesian and Austrian economics disagree about the solutions to a 

financial crisis, specifically the Great Depression? 

*What are the central disagreements between Keynesian and Austrian economists? 

The thesis is restricted to the theoretical arguments surrounding the Great Depression 

in the U.S.  

1.3 Relevance of the Study 

By beginning to properly grasp and analyze such issues which birthed the Keynesian/

Austrian disagreement, I hope to lay the groundwork and provide the proper context 

for further studies in the future. It is my aim to aid such researchers who would do 

 I am not implying that one is right and the other is wrong. Depending on certain circumstances, they 1

may both be wrong, or both be right; or right about some things, and wrong about other things. 
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studies in the causes and solutions to the 2008 global economic crisis from a 

Keynesian and/or Austrian perspective, by providing the reader with a reconstruction 

of the historical and theoretical context to the Keynesian/Austrian arguments, 

beginning at the time of the Great Depression. 

It is my impression that policymakers and social scientists sometimes shy away from 

certain economic questions, choosing to defer these matter to the experts, because 

they fear that their mathematical or economic proficiency is insufficient to grasp what 

is assumed to be technical theories. I hope to show that the questions at hand are 

completely understandable without a mathematical or economical background. By 

gaining a clearer understanding of what exactly the Keynesian and Austrian argument 

is about, and their respective views on the cause and solutions to financial crisis, I 

believe we will gain a nuanced and broader perspective, rendering policy makers and 

practitioners better equipped to correctly evaluate, assess and act according to attained 

knowledge. It will also provide us with a clearer lens by which we may better examine 

the current –and future– economic crisis. 

1.4 Overview 

Chapters one and two present the rationale for the thesis, with chapter one focusing on 

the problem statement and aim, while chapter two accounts for the method and 

research design. Chapters three and four introduce the debaters and sources. Chapters 

five through nine present the results of my reconstruction of the debate. Each of these 

introduces first the Keynesian perspective, followed by the Austrian perspective. 

Finally in chapters ten and eleven an analysis, discussion, and conclusion are made. 

Chapter ten focuses on answering the specific research question of the thesis, while 

chapter eleven attempts to raise additional questions and problematizations, while 

identifying potential lessons applicable to the 2008 economic crisis in the U.S.  
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Chapter 2: Methodological Framework 

2.1 Method 

I agree with Marsh & Stoker that “both qualitative and quantitative Methods have a 

role to play in social science research and that, often, these methods can be combined 

to advantage” (Marsh & Stoker 2002:231). In this particular research, however, I saw 

no value in conducting a quantitative study, hence the thesis’ qualitative approach. 

Since I am investigating a problem to which there exists two diametrically opposed 

yet established interpretations involved in an ongoing debate, it seemed befitting to 

conduct a reconstruction of the debate drawing on the rich tradition of dialectics.  

By reconstruction, a method used among others by Hanna Pitkin, John Rawls, and 

Robert Nozick, I mean the process in which it is I the researcher who selects the 

topics, the arguments, and the counterarguments based on what I have deemed most 

relevant to the aim of the thesis. In other words, the debate in this thesis is my creation 

(Vedung 1977:89-93). Let me be clear: Keynes, Mises, and Hayek did indeed have an 

ongoing debate about the very topics raised in this thesis. Yet, they also debated other 

issues. The topics being debated in this thesis are therefore my choice, not theirs.  I 

have selected a few key arguments from each side of the debate, which exemplify and 

are representative of the kind of arguments made by Keynesian and Austrian 

economists, purposefully selecting such arguments as might also serve us well in 

understanding the current Keynesian/Austrian debate surrounding the 2008 global 

economic crisis. One must also realize that had we indeed watched a debate between 

Keynes, Mises, and Hayek, they may have used other arguments than the ones 

presented here. The arguments presented here are my choice, based primarily on 

secondary sources, and secondarily on primary sources (Vedung 1977:89-93).  

Drawing on the classical tradition of the dialectics, I deemed it structurally advisable 

to present the arguments in such a fashion as to first argue the case from a Keynesian 

perspective (thesis), which is the most wide-spread and well-known of the two, and 

then follow up with the Austrian perspective (antithesis), which can be regarded as the 

challenging or opposite position. The method, stemming all the way back from 
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Socrates and Aristoteles, involves gaining a clearer understanding and enlightenment 

of a subject by listening to two experts from the most opposing standpoints (thesis and 

antithesis) .  2

2.2 Reconstruction of the Debate 

The research design of chapters 5-9, which is where the actual reconstruction of the 

debate takes place, is as follows.  

Chapters 5 and 6 deal with the creation of the Federal Reserve, the “roaring twenties”, 

and the Great Depression. They deal with the historical arguments of what caused the 

Great Depression, why it lasted so long, and what finally ended it.  

Chapters 7 and 8 deal with the theoretical arguments that most prominently figure in 

my secondary sources in relation to the Great Depression. They are representative of 

the type of arguments that Keynes, Mises, and Hayek had and which are still being 

debated to this day. 

Chapter 9 presents an example of ethical and philosophical questions which also 

characterized the Keynesian and Austrian debate. It touches on Hayek’s book, “Road 

to Serfdom”, and Keynes’ response to it. 

2.3 Sources: Primary and Secondary 

Without reading the complete works of Keynes, Mises and Hayek, I have however 

sought to read abstracts and chapters which seemed especially relevant to my thesis, 

and I have quoted their respective works where appropriate. This process has been 

made easier by the fact that Skidelsky, Woods, Skousen, and Wapshott often have 

quoted the primary sources, hence enabling me to find passages of interest in the 

original sources. When referencing I reference both the original work and the 

 In chapter eleven I give suggestions as to how one may attempt to find a synthesis between the two 2

positions.
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secondary source in which the quote is found. It is, however, these secondary sources 

which have been the main source material for this thesis. See ‘Introduction of the 

Debaters’.  

2.4 Limitations 

This thesis cannot and does not seek to be a comprehensive work analyzing and 

presenting all arguments made by either side. Such an endeavor would require a PhD 

dissertation.  

The target audiences of this thesis are fellow students and researchers in the social 

sciences; not primarily economists or mathematicians. Therefore the thesis will not 

take into account such arguments which require advanced mathematical or economical 

learning.  

By the term “Keynesian” I am referring to those economists in general who hold a 

positive view of Keynes’ economic theories. By the term “Austrian” I am referring to 

those economists in general who hold a positive view of the Austrian school of 

thought. This thesis does not have as an aim to shed light on various branches of the 

Keynesian and Austrian school.  

In order to simplify the reading of the text I more often than not refer to Keynesian 

economics, Keynesian economists or the Keynesian school of thought as simply 

“Keynesian”. I likewise refer to Austrian economics, Austrian economists or the 

Austrian school of thought as simply “Austrian”.  

The arguments presented in this thesis do not reflect my own views. I merely restate 

the arguments which proponents of the Keynesian and Austrians school have made. 

As far as my own interpretation is concerned, these are limited to the interpretation, 

analysis, and problematization in the final two chapters (10 & 11).  
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2.5 A note on Interpretation 

In conducting my analysis I have sought inspiration and guidance from the 

philosophical hermeneutics of Hans-Georg Gadamer (Bleicher 1980:108-127). 

Gadamer objected to the false universalism of the natural sciences which seemed to 

dominate the sciences with its stringent methodological approach to research. 

According to Gadamer hermeneutics is not an elaboration of rules and techniques for 

correct understanding. The pretense, or false ideal, that by following certain 

formalized steps in our research we will arrive at “the truth” can never be realized 

because, according to Gadamer, every act of understanding is embedded in a historical 

context that guides the research. As a researcher I am conditioned by a normative, 

historical and linguistical “tradition” that is never fully transparent to me. There is 

according to philosophical hermeneutics no neutral way or method to conduct a 

research (Ibid. 108-127). Before we even begin to attempt to analyze a text, or my 

case a debate, we/I have already placed it within a context (Vorhabe), a perspective 

(Vorsicht), and conceived it (Vorgreifen) in a certain way. Instead of natural sciences, 

Gadamer appeals to history and tradition as the ground for our reflections  (Ibid. 

108-127 and Hoffman 2003).  

As part of my preparation I have also investigated potential blind spots or areas of 

criticism in Gadamer’s method. Here are some of the critiques that I found.  

Emilio Betti in the 1960s criticized Gadamer’s philosophical hermeneutics for being a 

kind of subjectivism or relativism. If our text analysis is conditioned by subjective 

prejudices rooted in our normative, historical and linguistical “tradition”, then every 

interpretation is relative, and it is not possible in principle to speak of a correct 

interpretation in a definitive sense—a consequence that Betti took to be intolerable 

(Betti 1962/Hoffman 2003). Gadamer replied that a genuinely hermeneutical 

philosophy can never claim to have definitive answers, as he words it, “perception is 

never a mere mirroring of what is there” since perception always remains “an 

understanding of something as something . . . perception includes meaning” (Gadamer 

2004:81 as cited in Hoffman 2003). 
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Jürgen Habermas in the 1970s questioned Gadamer’s appeal to history and tradition 

instead of the natural sciences. Habermas’s main accusation was that the shared 

traditions, language, and social understandings that Gadamer argues are constitutive of 

any inquiry, Enlightenment has demonstrated to be shaped by the experiences and 

political concerns of a particular group (i.e. white, western, upper-class men), hence 

vulnerable for untruth, oppression, and distortions (Grondin 1994:129–35/Hoffman 

2003). Gadamer replied by emphasizing the need to challenge ideas —it is the contact 

of different perspectives that makes possible a disclosure of truth. A truth which must 

always continue to be questioned. Gadamer writes: “The essence of the question is the 

opening up, and keeping open up of possibilities” (Gadamer 2004:266 as cited in 

Hoffman 2003).  

Keeping the criticism of Betti and Habermas in mind, I have nevertheless proceeded 

to carry out my analysis inspired by Gadamer’s philosophical hermeneutics by          

1) challenging the ideas of both Keynesian and Austrian thought, by comparing them 

to each other, 2) asking open questions which allow for the answer to evolve in 

whatever manner the research unfolds.  
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Part II: Introduction of the Debaters 

Chapter 3: Primary Sources 

3.1 John Maynard Keynes 

John Maynard Keynes (1883-1946) attended King’s College, Cambridge, where he 

earned a degree in mathematics (Skousen 2009, chapter 13). At the outbreak of World 

War I Keynes joined the treasury, and in the wake of the Versailles peace treaty he 

published the best-seller, 'The Economic Consequences of the Peace', in which he 

criticized the war reparations demanded from Germany, predicting that it would result 

in German nationalism (Skidelsky 2009:160-161). Keynes' best-known work, 'The 

General Theory of Employment, Interest and Money' (1936), secured his position as 

Britain's most influential economist. In 1942 he was made a member of the the house 

of lords as a member of the Liberal Party (Skidelsky 2009:74). Keynes called Irving 

Fisher the “great-grandparent” of his own theories (Keynes 1973c:202-203). Other 

influences were Knut Wicksell, Thomas Malthus, Nicholas Johannsen, and John M. 

Robertsson. Keynes was one of the architects behind the Bretton Woods agreement, 

which created the International Money Fund (IMF) and the World Bank (Skousen 

2009, chapter 13).    

3.2  Ludvig von Mises and Friedrich Hayek 

During “the roaring 20’s”, Ludvig von Mises (1881-1973) and Friedrich Hayek 

(1899-1992) predicted the Great Depression, which caused the economics profession 

to pay attention. Their works were translated into English, and economists from all 

over the world flocked to Vienna to attend Mises seminars. Mises’s macro model drew 

upon earlier works by David Hume, David Ricardo, Knut Wicksell, and Mises’s 

teacher, Eugen Böhm-Bawerk (Skousen 2009, chapter 13). Hayek, his younger 

colleague, was invited to teach at the London School of Economics. Hayek argued 

that it was futile for governments to interfere with forces that were, in their own way, 

as immutable as natural forces (Wapshott 2011, chapter 3). In 1974 Hayek won a 
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Nobel Prize for Economics, arousing further interest in Austrian economics (Skousen 

2009, chapter 12). Joseph Schumpeter claimed that Hayek’s book, ‘The Road to 

Serfdom’, “met with a sweeping success that [had] never been equaled by any strictly 

theoretical book” (Schumpeter 1954: 1120, as quoted in Skousen 2009, chapter 12). 

Nobel laureate John Hicks wrote that, “when the definitive history of economic 

analysis during the nineteen-thirties comes to be written, a leading character in the 

drama (it was quite a drama) will be Professor Hayek” (Hicks 1967:203 as quoted in 

Skousen 2009, chapter 12).  

3.3 Other primary sources 

Several other primary sources are drawn upon and quoted in passing of which I will 

just mention a few here. For a full list, see Bibliography. 

Jean-Baptiste Say (1767-1832). French economist, discovered the productivity theory 

of resource pricing, the role of capital in the division of labor, and “Say’s 

Law” (Encyclopedia Britannica). 

Eugen von Böhm-Bawerk (1851-1914). Austrian economist, mentor of Ludvig von 

Mises. Austrian Minister of Finance from 1895 to 1904, and was pictured on the 100 

schilling note until the introduction of the Euro (Encyclopedia Britannica). 

Milton Friedman (1912-2006). American economist, a leading proponent of 

monetarism, won a Nobel Prize for Economics in 1976 (Encyclopedia Britannica). 
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Chapter 4: Secondary Sources 

4.1 Robert Skidelsky 

Skidelsky is a recognized authority on Keynes. Skidelsky argues the case of 

Keynesianism, often against the arguments presented by Austrians. His book “The 

Return of the Master” is my main source for the Keynesian perspective. I selected this 

book because it is his most recent, and it as well touches upon all of the topics of this 

thesis. When Skidelsky cites a passage from a primary source, I have often looked it 

up in order to read the quote in its context.  

4.2 Thomas E. Woods, Jr 

Wood’s “Meltdown” comes endorsed by Ron Paul (a recognized proponent of 

Austrian Economy) with the following words, “There is no better book to read on the 

present crisis than this one” (Woods 2009:xi-xii). Woods’ states that he represents “the 

free-market perspective–specifically, the ideas of Ludvig von Mises and F.A. 

Hayek” (Ibid:7-8). Woods also comes recommended to me by correspondence with 

the Mise Institute (see Appendix A). Likewise, when Woods cites a passage from a 

primary source, I have often looked it up in order to read the quote in its context. 

4.3 Mark Skousen 

Skousen is a noted economist and historian. His book The Making of Modern 

Economics! recently won recognition from the Ayn Rand Institute which published its 

first “top ten must-read books in economics,” in which The Making of Modern 

Economics was ranked second right behind Henry Hazlitt’s classic Economics in One 

Lesson. It also won the Choice Book Award for Outstanding Academic Title 2009. 

Skousen has a classical, non-Keynesian, perspective on economics. His book contains 

many quotations from primary sources. 

4.4 Nicholas Wapshott 
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The title of his book, Keynes Hayek: The Clash that Defined Modern Economics, was 

an obvious reason for choosing this book. It received very good reviews. Wapshott 

presents the Keynesian/Austrian debate from a pro-Keynesian perspective. 

Part III: Reconstruction of the Debate 

Chapter 5: The Federal Reserve and the Gold Standard 

5.1 The Keynesian Perspective 

The Federal Reserve System was created on December 23, 1913 with the enactment 

of the Federal Reserve Act. This was immediately followed by a credit-induced boom, 

characterized by optimism, willingness to take risk, and increased speculation. Here is 

how Fred Garlock describes the mood in an 1926 article from the Journal of Land & 

Public Utility Economics: "caution was thrown to the wind by both bankers and their 

customers, speculation became rife, an enormous burden of debt was contracted, and 

economy was lost in a swirl of extravagance" (Woods 2009, chapter 2). Keynes and 

Fisher praised the boom of the 1920’ies as a “triumph” for the Federal Reserve. Both 

Keynes and Fischer believed it quite possible that the Federal Reserve System had 

solved the problem of the reoccurring busts (Skousen 2009, chapter 11). Keynes 

believed that deep slumps were the result of a market system left to itself, and 

therefore it was government role to ensure that they did not happen (Skidelsky 

2009:19). Skidelsky writes (2009:108): “Keynes thought that expansion of the money 

supply aiming to lower the long-term interest rate - and reduce the real wage - would 

be sufficient to rescue an economy from a slump”. In a crisis, the Federal Reserve 

would expand the money supply by such measures as buying U.S. debt from 

commercial banks, by loosening credit requirements, by cutting the prime lending 

rate, or by simply printing more money (Skousen 2009, chapter 11). The Fed should 

also influence the movement of interest rates downward to encourage investments and 

consumption (Woods 2009, chapter 4). In Keynes own words: 

 The remedy for the boom is not a higher rate of interest but a lower rate of interest! 

 For that may enable the so-called boom to last. The right remedy for the trade cycle 
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 is not to be found in abolishing booms and thus keeping us permanently in a  
semi-slump; but in abolishing slumps and keeping us permanently in a quasi-boom  
(Keynes 1964 [1936]:322 as cited in Woods 2009, chapter 4).  

When the Austrian economists warned that a crash (“bust”) was approaching, Keynes 

and Fischer couldn’t disagree more (Skousen 2009, chapter 13). Keynes and Fisher 

did not accept the inevitability of the boom-bust cycle (Skidelsky 2009:96). Keynes 

stated: “Economists set themselves too easy, too useless a task if in tempestuous 

seasons they can only tell us that when the storm is long past the ocean is flat 

again” (Keynes 1971:65 as cited in Skousen 2009, chapter 11). And again: “I am 

interested not only in the diagnosis, but also the cure” (Skidelsky 2009:89). According 

to Woods, Keynes and Fisher “assured the American people that permanent prosperity 

had arrived and that the business cycle had been tamed forever” (Woods 2009, chapter 

5). Keynes even went as far as saying that “We will not have any more crashes in our 

time” (Somary 1986 [1960]:146–47 as cited in Skousen 2009, chapter 13). In late 

1928 Keynes wrote two papers refuting the claims of Austrian economists that we 

were witnessing an artificial inflation, concluding that there was “nothing which can 

be called inflation yet in sight” (Skousen 2009, chapter 13). Fisher agreed, stating in 

October 1929, one month before the stock market crashed, that  the stocks had reacher 

a “permanently high plateau” and that the stock market would be “a good deal higher 

than it is today within a few months” (Woods 2009, chapter 5).   

I can’t help but notice, that the optimistic predictions of Fisher and Keynes parallel 

similar optimism prior to the 2008 crisis. In March 2007 Treasury Secretary Henry 

Paulson called the economy “as strong as I've seen it in my business career" (Woods 

2009, chapter 3) and in March 2008 he said "our financial institutions are strong... our 

banks are strong. They're going to be strong for many, many years” (Woods 2009, 

chapter 3). Paulson’s positive outlook was echoed by Federal Reserve chairman Ben 

Bernanke who said in May 2007, “We do not expect significant spillovers from the 

subprime market to the rest of the economy or to the financial system." (Woods 2009, 

chapter 3). 
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When the Great Depression struck in 1929, Keynes lost his fortune, and with it  his 

trust in laissez-faire economics (Skidelsky:79-80).  

Keynes in May 1930 stated: 

 we are now in the depth of a very severe international slump, a slump which will 
 take its place in history as amongst the most acute ever experienced. It will require 
 not merely passive movements of bank rates to lift us out of a depression of this  
order, but a very active and determined policy (Keynes 1981:345 as cited in  S k i d e l s k y 
2009:80). 

Keynes and Fischer blamed the crash on too high interest rates which encouraged 

“hoarding” (savings) instead of consumption (Skidelsky 2009:81). They blamed it on 

the government for not spending sufficiently on public-works, which according to 

Keynes and Fisher could have jump-started the economy (Woods 2009, chapter 5). 

Finally they blamed it on the Gold Standard’s defectiveness and inelasticity to respond 

to the needs of the economy (Skidelsky 2009:84-85). They criticized the gold standard 

for its inability to achieve price stability. According to Keynesians, Gold rushes in 

Australia, Brazil, California, Canada, and South Africa would create considerable 

inflations from time to time, which would be followed by sudden financial collapses. 

At other times there seemed to be “shortages of money”, due to hoarding (excessive 

savings), or simply the inability of gold to keep up with financial growth (Skousen 

2009, chapter 11 and 13). Another criticism was the immense resources it took to 

produce a monetary metal, a “barbarous relic” as Keynes called it. Paul Samuelson 

exclaimed, “How absurd to waste resources digging gold out of the bowels of the 

earth, only to inter it back again in the vaults of Fort Knox, Kentucky!” (Samuelson 

1970:700 as cited in Skousen 2009, chapter 15). Since the boom-bust cycle was 

viewed to be caused by the gold standard, the corresponding solution, promoted by the 

likes of Irving Fischer and John Maynard Keynes, was to get off the gold standard, 

and in exchange adopt fiat money, which would enable the Federal Reserve to more 

quickly act or react to improve the economy, by expanding or contracting the money 

supply. Keynes proposed that currencies be aligned to a basket of sixty key 
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internationally traded commodities and allowed to float annually up to 2 percent either 

side of their pegged value (Wapshott 2011, chapter 4). According to Paul Krugman, 

"What saved the economy, and the New Deal, was the enormous public works project 

known as World War II, which finally provided a fiscal stimulus adequate to the 

economy's needs” (Woods 2009, chapter 5).  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5.2 The Austrian Perspective  

The Austrians criticized the naivety and danger of the Keynesian quest for a never 

ending boom. They argued that busts are unavoidable, and that creating artificial 

booms through the means of the Federal Reserve would only make the inevitable bust 

so much more severe. Austrians criticized the Federal Reserve mainly on two fronts. 

First, the expansion of the money supply, and second on the manipulation of the 

interest rates (Woods 2009, Skousen 2009).  

According to the Austrian argument, on the free market interest rates go down as a 

result of public savings. The deferred consumption provides the resources needed to 

successfully complete investment-projects. In contrast, when the Federal Reserve 

lowers the rate it does not reflect that such savings have actually taken place. It is true, 

that as a result of the artificially lowered interest rates, investments in new projects are 

begun. However, the necessary resources required to sustain such investments do not 

exist (because the interest rates were not lowered as a result of actual savings). As a 

result the investment-projects cannot all be completed. The necessary resources to 

complete them have not been saved by the public. Moreover, the kind of projects that 

are started differ from those that would have been started on the free market (Woods 

2009, chapter 4). Ludwig von Mises draws an analogy between an economy with 

artificially low interest rates and a home builder who falsely believes he has more 

bricks than he really does (Mises 1998:557 as referenced in Woods 2009, chapter 4). 

Woods summarizes as follows: 

 He will build a house whose size and proportions are different from the ones he  
would have chosen if he had known his true supply of bricks. He will not be able to  
complete this larger house with the  number of bricks he has. The sooner he  d i s c o v e r s 
his true brick supply the better, for then he can adjust his production plans  before too 
much of the finished house is produced and too many of his  labor and  m a t e r i a l 
resources are squandered. If he finds out only toward the very final stages  o f t h e 
project, he will have to destroy almost the entire house, and both he and  society at 
large will be so  much the poorer for his malinvestment of all those  resources (Woods 
2009, chapter 4). 
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To make matters worse, since not enough resources exist to complete the investment-

projects, prices rise forcing the investors to take additional loans, resulting in an 

upward pressure on the interest rate. Now the Federal Reserve must increase the 

money supply further in order to sustain an artificially low interest rate. A vicious 

circle has begun. Woods writes: 

 In the short run the result of the central bank's lowering of interest rates is the  

apparent prosperity of the boom period. Stocks and real estate shoot up. New  construction 
is everywhere, businesses are  expanding their capacity, and people  are enjoying 
a high standard of living. But the economy is on a sugar high, and  reality inevitably sets 
in (Woods 2009, chapter 4). 

 

Another problem, according to the Austrians, is that expanding the money supply 

causes inflation, and inflation discourages savings (Woods 2009, chapter 5). More on 

the argument about thrift and deficit spending in chapter 8. 

In response to the Keynesian accusation that the bust was due to the Gold Standard, 

the Austrians argued that if the Gold Standard had not acted as a disciplinarian, then 

the artificial boom of the twenties would indeed have been prolonged, much as 

Keynes and Fischer wished, but the inevitable crash would have been much more 

severe (Skousen 2009, chapter 12). Hence, removing the gold standard was exactly 

the wrong thing to do, thought the Austrians. They very much favored the 

international gold standard seeing in it numerous benefits and recognizing few of the 

problems that Keynesians saw. Austrians argue that the durable nature of gold ensures 

that the gold reserves increases steadily year by year at about 1-3 percent per year, 

allowing for the economy to grow at a consistent, moderate pace, whilst 

simultaneously preventing both severe inflation and severe deflation. According to the 

Austrians the gold standard functions as a disciplinarian that quickly cuts short any 

inflationary boom before it grows into a even worse financial bubble. Skousen  

explains it like this: 

 1. Under inflation, domestic incomes and prices rise. 2. Citizens buy more imports       
 than exports, causing a trade deficit. 3. The balance of payments deficit causes gold               
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 to flow out. 4. The domestic money supply declines, causing a deflationary collapse               
 (Skousen 2009, chapter 12).                

Although such a “deflationary collapse” can be severe, they argue that it is much 

preferable to the much greater collapse which will occur if a boom is allowed to grow 

into a bigger bubble. In other words, the bigger the bubble, the bigger the bust! An 

international gold standard, they argue, would bring about the bust before the bubble 

grows too big (Skousen 2009, chapter 12). 

According to Friedman: 

 The blind, undesigned, and quasi-automatic working of the gold standard turned out       
 to produce a greater measure of predictability and regularity—perhaps because its               
 discipline was impersonal and inescapable—than did deliberate and conscious                

control exercised within institutional arrangements intended to promote stability  
(Friedman and Schwartz 1963:10 as cited in Skousen 2009, chapter 15). 

Furthermore, Austrians do not agree with Keynesians that the Gold Standard is a more 

costly system than Fiat money. “The German Bundesbank employed 11,400 people in 

2007, the Banque de France 11,800 and the Federal Reserve System in the U.S. some 

23,000, to name just three'' (Woods 2009, chapter 6). These salaries Woods argues are 

subtracted from the production of useful goods and services.  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Chapter 6: The Great Depression 

6.1 The Keynesian Perspective 

The Great Depression saw the United States industrial output decrease more than 

30%, whilst the stock market lost 88%, and unemployment rose to over 25%, with 

similar figures in Europe and the rest of the world (Skousen 2009, chapter 13). The 

length and severity of the Great Depression caused Keynes, and many economists 

with him, to intensify his criticism of classical laissez-faire economics and the ability 

of a free-market capitalist system to correct itself (Skousen 2009, chapter 13). Instead 

Keynes painted a picture of an uncertain world, characterized by unpredictability, and 

the impossibility to to foresee future events. Our best hope was to have a proactive 

government which could try to offset the chaotic behavior of the “twilight zone-like 

economy” (Skidelsky 2009:111-112). 

According to Keynes, it was president Herbert Hoover who sank the United States 

into the Depression by means of his adherence to laissez-faire economics (Woods 

2009, chapter 5). On BBC radio addresses, Keynes blamed the crisis on hoarders, 

speculators, and gold bugs, while promoting his own “Keynesian” solutions: deficit 

spending, inflation, consumption, and the abandonment of the gold standard. Keynes 

wrote, “I expect to see the State... taking an ever greater responsibility for directly 

organizing investment” and “I conceive, therefore, that a somewhat comprehensive 

socialization of investment will prove the only means of securing an approximation to 

full employment” (Keynes, 1973 [1936]:164, 378 as cited in Skidelsky 2009:109). 

Keynes proposed the following solutions: until prosperity was restored the federal 

government’s budget should be kept deliberately in a state of imbalance, fiscal and 

monetary policy should be highly expansionary, and interest rates should be kept 

permanently low (Keynes 1973a: 128–31, 322 as referenced in Skidelsky 2009:178). 

Keynes believed that government should spend money now, and run a deficit if 

necessary, on public works. As Keynes put it, ”There is work to do; there are men to 

do it. Why not bring them together?” (Keynes, 1972 [1931]:91). Keynes was 

persuaded that the so called multiplier effect would ensure that the money was a good 

investment, since every job created by the government would add a further job to 
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supply that new worker with goods. According to the multiplier effect, a concept 

introduced by Richard Kahn but popularized by Keynes, every dollar invested in 

public works by the government would yield up to ten times the actual effect (Skousen 

2009, chapter 13). For example, if the government hired construction workers and 

suppliers to construct a new federal building costing $100 million, once these workers 

spend their income – Keynes suggested 90% – that $90 million becomes the revenues 

of other businesses. These businesses in turn hire new workers to handle the new 

demand, and these workers too spend 90% of their income, adding additional $81 

million (90% of $90 million) of spending power. Keynes believed the public 

investment had a multiplier effect that generated round after round until the new 

spending had run its course, having by that time increased up to tenfold. Here is how 

Keynes explained it: 

 The newly employed who supply the increased purchases of those employed on the 

 new capital works will, in their turn, spend more, thus adding to the employment of 
 others; and so on  (Keynes 1933:12 as cited in Wapshott 2011, chapter 9). 

and  

 the multiplier k is 10; and the total employment caused by . . . increased public  
works will be ten  times the primary employment provided by the public works  themselves, 
assuming no reduction of investment in other directions               (Keynes 1973a: 116–
17 as cited in Skousen 2009, chapter 13). 

Robert Skidelsky, as did Keynes, blames the duration of the depression on 

governments’ adherence to classical economics: “Governments at that time made 

heroic efforts to balance the budgets; they allowed banks to fail and households to 

default on their mortgages; they stuck to the gold standard, which kept the interest rate 

high for the first two years of the slump” (Skidelsky 2009:36). Keynes criticized and 

ridiculed Mises and Hayek for believing that the economy was self-adjusting and for 

offering classical solutions, such as wage reductions and balanced budgets (Skousen 

2009, chapter 13). Franklin D. Roosevelt finally lifted the U.S. out of the depression, 
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the Keynesians say, through massive government spending, public works, and 

regulations, the so called “New Deal” (Woods 2009, chapter 5).  

6.2 The Austrian Perspective  

According to Mises and Hayek, who unlike Keynes and Fisher had predicted the crash 

(Skousen 2009, chapter 11), it was not capitalism, but rather the negation of capitalism 

that caused the Great Depression (Robbins 1934:194 as referenced in Skousen 2009, 

chapter 12). The actions of the Federal Reserve in combination with the policies of 

both Hoover and Roosevelt, Austrians argue, was the exact opposite of laissez-faire 

economics, – it was central planning, monopoly privilege, and the suppression of 

competition. According to Woods (2009, chapter 3), no peacetime president in 

American history intervened in the economy to the extent Herbert Hoover did, by 

launching public works projects, raising taxes, extending emergency loans to failing 

firms, hobbling international trade, lending money to the states for relief programs, 

and calling on firms to give raises to their workers at a time of great business 

vulnerability. Franklin D. Roosevelt continued Hoovers policies, Woods argues, by 

suspending the antitrust rules, limiting output, raising taxes still more, expanding 

public works spending, establishing federal welfare programs, and imposing further 

restrictions on free economic activity (Woods 2009, chapter 3). Austrian economists 

claimed that government spending, such as were implemented under Roosevelt’s New 

Deal, would "crowd out" private investment and spending and thus did not have a 

positive effect on the economy (Higgs 2006:3–29). 

Nevertheless, it was the Federal Reserve that was the real crook and cause of the 

Depression. By artificially keeping the interest rate loan, while expanding the money 

supply, Mises and Hayek argued (Woods 2009, chapter 5) that the Federal Reserve 

was destroying the U.S. economy. Between July 1921 and July 1929 the  Federal 

Reserve increased the money supply by 55 percent, the vast bulk of which took the 

form of loans to businesses (Ibid. chapter 5). Meanwhile, they reduced the discount 

rate from 7 percent in 1921 to 3,5 percent in 1928. This decision to inflate and reduce 
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interest rates inevitably created the artificial and unsustainable boom of “the roaring 

twenties” (Skousen 2009, chapter 11).  

In Ludwig von Mises words: 

 The wavelike movement affecting the economic system, the recurrence of periods 

 of boom which  are followed by periods of depression, is the unavoidable outcome 
 of the attempts, repeated again and again, to lower the gross market rate of interest 
 by means of credit expansion. There is no means of avoiding the final collapse of a 
 boom brought about by credit expansion. The alternative is only whether the crisis 
 should come sooner as the result of a voluntary abandonment of further credit  
expansion, or later as a final and total catastrophe of the currency system involved  
(Woods 2009, chapter 3, original source not referenced by Woods). 

Hayek likewise warned:

Instead of furthering the inevitable liquidation of the maladjustments brought about 

 by the boom during the last three years, all conceivable means have been used to 
 prevent that readjustment from taking place; and one of these means, which has  
been repeatedly tried though without success, from the earliest to the most recent  
stages of depression, has been this deliberate policy of credit expansion.... To  combat the 
depression by a forced credit expansion is to attempt to cure the evil by  t h e v e r y m e a n s 
which brought it about; because we are suffering from a  misdirection of production, 
we want to create further misdirection – a procedure  that can only lead to a much more 
severe crisis as soon as the credit expansion  comes to an end (Hayek, 2008:6-7 as cited in 
Woods 2009, chapter 4). 

Friedman also joined the Austrian chorus in blaming the Federal Reserve for causing 

the Great Depression:  

The fact is that the Great Depression, like most other periods of severe 
unemployment, was produced by government mismanagement rather than by any 
inherent instability of the private  economy… Far from the depression being a 
failure of the free-enterprise system, it was a tragic failure of government (Friedman 
1982 [1962]:38, 1998:233 as cited in Skousen 2009, chapter 15). 

  

Austrians also criticized the general view that Word War II rescued us from the 

depression. Ludwig von Mises stated that, "war prosperity is like the prosperity that 

an earthquake or a plague brings" (Woods 2009, chapter 5). On the contrary, Austrians 



!23

argue that the depression continued throughout the war, and was not saved until after 

the war, in 1946-1948, with renewed private investments (Higgs 2006:61–80). 

Chapter 7: Production and Consumption 

7.1 The Keynesian Perspective 

The mercantilist scarcity-of-money doctrine taught that it was money which created 

economic growth. It was widely held that economic crisis stemmed from a lack of 

money, and thus the solution was to find more money (gold and silver). However, 

Jean-Baptiste Say (1767–1832) pointed out that products are paid for with products. 

Money is merely a means of exchange, and hence the real issue, according to Say, is 

not a lack of money, but a lack of products being sold (Skousen 2009, chapter 9). 

According to Say, “a product is no sooner created, than it, from that instant, affords a 

market for other products to the full extent of its own value” (Say 1971:134 as cited in 

Skousen 2009, chapter 2).  

Say’s Law was virtually universally accepted as the foundation for classical 

macroeconomics, and remained unchallenged until Keynes. Keynes major work, The 

General Theory, has been called “a book-length attempt to refute Say’s Law” (Kates 

1998:212 as cited by Skousen 2009, chapter 13). Skidelsky writes: 

 In direct contrast, the Keynesian Revolution sprang from the perception that in  

circumstances so  frequent as to be called normal, total demand could fall short of  
total supply; that there was no guarantee that all that was produced would be  bought; and 
savings could be a subtraction from, not a part of, spending  (Skidelsky 2009:91). 

Keynes understood Say’s Law to mean that everything produced is automatically 

bought, a notion which he objected strongly to. The idea that “supply creates its own 

demand” (Keynes’ words, not Say’s), was according to Keynes “equivalent to the 

position that there is no obstacle to full employment” (1973a:25-26 as cited in 

Skousen 2009, chapter 13). In light of the Great Depression, this seemed laughable. 

Another place Keynes speaks of Say’s “fallacy that demand is created by supply” and 
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calls the theory “incompetent to tackle the problems of unemployment and the trade 

cycle” (1973a:xxxv as cited in Skousen 2009, chapter 13).  

According to Keynes (Skousen 2009, chapter 13), rather than the production of sought 

after goods resulting in a heightened consumption, it was reversely by increasing 

consumption that productivity would be increased. In an economic crisis, the answer 

according to Keynes was to let government stimulate consumerism by government 

spending. If necessary by deficit spending. According to Keynes (Ibid. chapter 13) 

recessions are primarily caused by failure of the level of demand, and similarly solved 

by stimulating consumption.  

It may at first glance seem as a case of the hen and the egg: which comes first, 

production or demand? But the policy implications are significant. For example, 

Keynesians see a deficit in aggregate demand (savings) as a problem: indeed, the 

cause of recessions.  Because saving are resources which are not beings spent, hence 

are a drain on the economy. Austrians on the other hand consider thrift (savings) as a 

precursor to economic growth, because savings allow for investments. Keynes 

prescribes stimulating consumer spending through government deficits programs such 

as the New Deal (Ibid. chapter 13). 

7.2 The Austrian Perspective 

Austrian economists agree with Say’s position that production leads to consumption. 

To quote Skousen (2009, chapter 2), “In short, Say’s law is this: Supply of X creates 

demand for Y”. In other words, any product empowers its seller to purchase a 

different product of the same worth as what was just sold. To buy, one must first sell. 

And to sell, one must first produce (Skousen 2009, chapter 9).  

Say and the Austrians point to production of constantly improving products as key to 

economic growth. Take as an example Apple whose release of a new product results in 

numerous new sales, enabling further productivity. In other words, production 

proceeds consumption (Skousen 2009, chapter 2).  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In the words of Skousen: 

 It would be foolish for you to go out and spend more money on a bigger house or 

 new automobile,  by either spending your savings or going into debt, as a way to 
 achieve a higher standard of living,  before you increase your income (Skousen  
2009, chapter 2). 

Not until you’ve increased your earnings, the result of production, would Austrians 

consider such a purchase wise. Austrians make an important distinction (Woods 2009, 

chapter 7, and Kates 1998:34) between consumptive expenditure (consumption) and 

productive expenditure (production). Consumptive expenditure does not contribute to 

wealth creation, they argue, rather it uses up some good without providing for its 

replacement, whereas productive expenditure involves using something up in order to 

create more or better resources in the future (Ibid.).  Adam Smith puts it this way : 

 A thousand ploughmen consume fully as much corn and cloth in the course of a  

year as a regiment of soldiers. But the difference between the kinds of consumption  i s 
immense. The labor of the ploughman has, during the year, served to call into  existence a 
quantity of property, which not only repays the corn and cloth which he  h a s 
consumed, but repays it with a profit. The soldier on the other hand produces  n o t h i n g . 
What he has consumed is gone, and its place is left absolutely vacant.  The country is the 
poorer for his consumption, to the full amount of what he has  consumed. It is not the poorer, 
but the richer for what the ploughman has consumed,  because, during the time he was 
consuming it, he has reproduced what does more  than replace it (Woods 2009, chapter 
7). 

Austrian economists take the position that consumption does not lead to economic 

growth, in fact overconsumption – i.e. consumption which is not preceded by 

production – can lead to a recession (Woods 2009, chapter 7, and Kates 1998:29). In 

Say’s own words: 

 People have bought less, because they have made less profit... The encouragement 

 of mere  consumption is of no benefit to commerce; for the difficulty lies in  
supplying the means, not in stimulating the desire of consumption; and we have  s e e n t h a t 
production alone, furnishes those means… Thus, it is the aim of good  g o v e r n m e n t t o 
stimulate production, of bad government to encourage consumption  (Say 1971:134, 139 
as cited in Skousen 2009, chapter 2). 
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John Stewart Mill echoes this sentiment when he says, “What a country wants to make 

it richer is never consumption, but production" (Mill, 1999:74 as cited in Woods 2009, 

chapter 7). 
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Chapter 8: Thrift and Deficit Spending 

8.1 The Keynesian Perspective 

In 1932 Keynes and Hayek debated the role of savings in the London Times. Keynes 

criticized savings, and promoted government spending, whereas Hayek criticized 

government spending, and defended the value of savings (Skousen 2009, chapter 9). 

Whereas the Austrians agreed with the classical virtues of high savings, balanced 

budgets, cutting costs, low taxes, and getting out of debt, Keynes blasted these 

measures as an “old-fashioned” and “absurd” approaches, stating that “The more 

virtuous we are, the more determined by thrift, the more obstinately orthodox in our 

national and personal finance, the more our incomes will fall” (1973a:111, 211 as 

cited in Skousen 2009, chapter 13).  
. 

Skousen writes: “In a radio broadcast in January 1931, Keynes asserted that thriftiness 

could cause a “vicious circle” of poverty, that if “you save five shillings, you put a 

man out of work for a day” (Skousen 2009, chapter 13).  
. 

Keynes treated savings as a subtraction from consumption, but not as a fund for 

investment. He believed that the more thrifty a society is, the more difficult it will be 

to maintain full employment (Skidelsky 2009:100-101, and Keynes 1973 [1936]:211). 
. 

Keynes believed that as national income rose, and individuals became richer, they 

would tend to save more of their income (1973a:31,97), hence buying less and 

subtracting money out of the total economy. This in turn would contract income and 

reduce economic growth, leading to joblessness and finally an economic recession. To 

quote Skousen (2009, chapter 14): “in the Keynesian model, if the public decides to 

save more during an economic downturn, it only makes matters worse. Consumers 

buy less, producers lay off workers, and households end up having less.” 
. 

Keynes argued that if investment exceeds savings, a boom occurs; but if on the other 

hand saving exceeds investment, a slump happens. This view led Keynes to call 

savings a “negative act of refraining from spending” (Keynes 1930:155 as cited in 
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Skousen 2009, chapter 13). Other Keynesian economist have agreed: Lorie Tarshis 

describes savings as “one of the main sources of our difficulty”, stating that 

government should do their utmost to reduce incentives to thrift (Tarshis 1947:521-12 

cited in Skousen 2009, chapter 14). Hyman Minsky, wrote “The policy emphasis 

should shift from the encouragement of growth through investment to the achievement 

of full employment through consumption production” (Minsky 1982:113 as cited in 

Skousen 2009, chapter 14). Foster and Catchings wrote (prior to Keynes): “[E]very 

dollar which is saved and invested, instead of spent, causes one dollar of deficiency in 

consumer buying unless that deficiency is made up in some way” (Foster & Catchings 

1927:48 as cited in Skousen 2009, chapter 13). The “some way” prescribed by 

Keynesians (Skousen 2009, chapter 13) was low interest rates and government issued 

credits to the consumers, so that they might consume more. This consumption, 

according to Keynes, would in turn lead to economic growth. It was in effect a 

reversal of Say’s law (Ibid. chapter 13). 

8.2 The Austrian Perspective  

The Austrians (Skousen 2009, chapter 13) consider a high level of savings beneficial 

to economic growth. According to Skousen (Ibid. chapter 13), “Hayek demonstrated 

that increased savings lengthens the capitalistic process, increases productivity, and 

thereby enlarges profits, wages, and income sufficiently for consumers to buy the final 

product” . 

Austrians were in agreement with John Stuart Mill, (20 May 1806 – 8 May 1873), 

who considered savings a productive form of production which adds to the national 

wealth, whilst he considered consumption an unproductive form of production which 

impairs it. Mill stated: “Consumption need never be encouraged” (Mill 1874:48 as 

cited in Skousen 2009, chapter 5). 
. 
Böhm-Bawerk gives us an example of saving money, time and labour in order to build 

a water pipeline from the spring to the house. Though at first the construction of the 

pipeline happens at the expense of consumption, time and other labour tasks, the final 
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result is an increase in production and a higher standard of living. One now “has at all 

times a copious supply of absolutely fresh water right in the house” (Böhm-Bawerk 

1959:11 as cited in Skousen 2009, chapter 7).  

Skousen gives a similar example. This time the citizens of two cities, which are 

separated by a river, cut back on current spending (time, money, and labour) in order 

to connect their two cities with a bridge: 

. 

 Once the bridge is completed, the twin cities benefit immensely from lower travel 

 costs and increased competition between St. Paul and Minneapolis. In the end, the 
 twin cities’ sacrifice has been transformed into a higher standard of living  (Skousen 
 2009, chapter 14). 

This increase in production, according to the Austrian argument, would not have been 

possible without high levels of savings (Woods 2009, chapter 7).  

Austrians argue (Woods 2009, chapter 7, and Skousen 2009, chapter 14) that when the 

public saves more, thus enlarging the combined pool of savings, numerable beneficial 

effects follow resulting in economic growth. Austrians view savings as future 

consumption and investment, leading to newer technology, education, research and 

development, equipment, and production. In contrast if the government runs deficits, 

it pushes interest rates upwards, which forces the Federal Reserve to expand the 

money supply further, if it wishes to keep the interest rate artificially low to stimulate 

consumption (Woods 2009, chapter 7). 
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Chapter 9: Dangers of Central Planning 

9.1 The Keynesian Perspective 

A year after its publication, ‘The Road to Serfdom’ had put the previously relatively 

unknown Austrian economist on everyone’s lips. Keynes took the time both to read 

and  to comment on the book (Wapshott 2011, chapter 13). Keynes’ comments are so 

fascinating and informative that I have deemed it beneficial and justifiable to include 

more and longer quotes in this section. It is a fascinating look into the mind and 

communication-skills of Keynes. 

First Keynes compliments Hayek for writing a “grand” book: 

 The voyage has given me the chance to read your book properly. In my opinion it is 
 a grand book. We all have the greatest reason to be grateful to you for saying so  
well what needs so much to be said. You will not expect me to accept quite all the  
economic dicta in it. But morally and philosophically I find myself in agreement  
with virtually the whole of it; and not only in agreement with it, but in a deeply  m o v e d 
agreement (Keynes 1977:385-387 as cited in Wapshott 2011, chapter 13). 

It is clear from several of Keynes’ writing, that - like Hayek - Keynes was concerned 

about the potential threat to personal liberty if government assumed an expanded role, 

admitting that the General Theory would be more easily adapted to a totalitarian state:   

 The central controls necessary to ensure full employment will, of course, involve a 
 large extension of the traditional functions of government. Furthermore... the free 
 play of economic forces may need to be curbed or guided... The theory of output as 
 a whole, which is what [The General Theory] purports to provide, is much more  
easily adapted to the conditions of a totalitarian state than is the theory of the  production 
and distribution of a given output produced under conditions of free  competition and a 
large measure of  laissez-faire (Keynes 1936a:379, and  1936b:preface as cited in 
Wapshott 2011, chapter 10). 
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Although Keynes favored the expansion of the money supply, deficit spending and a 

fixed interest rate, he also admitted the potential dangers , writing that: 

 Lenin is said to have declared that the best way to destroy the Capitalist System was 

 to debauch the currency... By a continuing process of inflation, governments can 
 confiscate, secretly and unobserved, an important part of the wealth of their  
citizens.... Lenin was certainly right... There is no subtler, no surer means of  overturning 
the existing basis of society than to debauch the currency (Keynes  1971 [1919]:134, 
246-247 as cited in Wapshott 2011, chapter 2). 

However, unlike Hayek, Keynes was optimistic about human nature and did not 

believe that his reforms would lead to a authoritarianism, what Hayek would call 

“serfdom” (Wapshott, chapter 10). In fact, Keynes believed the answer to the 

looming threat of totalitarianism was not less planning, but more planning! Let’s 

continue reading Keynes’ letter to Hayek: 

 I should say that what we want is not no planning, or even less planning, indeed I 
 should say that we almost certainly want more. But the planning should take place 
 in a community in which as many people as possible, both leaders and followers, 
 wholly share your own moral position. . . . Moderate  planning will be safe if those 
 carrying it out are rightly orientated in their own minds and hearts to the moral  
issue. This is in fact already true of some of them. But the curse is that there is also  a n 
important section who could almost be said to want planning not in order to  e n j o y i t s 
fruits but because morally they hold ideas exactly the opposite of yours,  and wish to 
serve not God but the devil. What we need, therefore, in my opinion, is  not a change in our 
economic programmes, which would only lead in practice to  disillusion with the results of 
your philosophy; but perhaps even the contrary,  namely, an enlargement of them 
(Keynes 1977:385-387 as cited in Wapshott 2011,  chapter 13). 
  

In other words, although Keynes admitted the potential danger of an expanded 

government and a debauched currency, he still believed that his recommended policies 

of an expansion of the money supply, a fixed interest rate, and deficit spending 

accompanied by extensive public works programs was the right thing to do.  
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9.2 The Austrian Perspective 

The principal targets of ‘The Road to Serfdom’ are what Hayek deemed the twin evils 

of socialism and fascism, and between the lines many saw a belated response to 

Keynes’ ‘The General Theory’ (Wapshott, chapter 13). 

According to Hayek one ought not view socialism and fascism as polar opposites, for 

both assaulted civil liberties by replacing market forces with comprehensive state 

planning. Central planning was unsustainable, according to Hayek, and could 

undeniably lead to despotism. Hayek writes : 

 We have progressively abandoned that freedom in economic affairs without which 
 personal and political freedom has never existed in the past. It is Germany whose 
 fate we are in some danger of repeating (Hayek 2010:137 as cited in Wapshott 2011, 
 chapter 13). 

The book in its entirety is a starch defense of our personal liberties, and the 

prerequisite of economic freedom. It was a harsh critique of Keynesian policies, 

which in his view would expand government and debauch the currency. Central 

planning and distribution of wealth were the main targets: 

 Our freedom of choice in a competitive society rests on the fact that, if one person 

 refuses to satisfy  our wishes, we can turn to another. But if we face a monopolist 
 we are at his absolute mercy. And an authority directing the whole economic system 
 of the country would be the most powerful monopolist conceivable… it would have 
 complete power to decide what we are to be given and on what terms. It would not 
 only decide what commodities and services were to be available and in what  
quantities; it would be able to direct their distributions between persons to any  d e g r e e i t 
liked (Hayek 2010:63). 

However, Hayek was not an alarmist. Although he disagreed with Keynes, he did not 

accuse him of willfully taking the U.S. down the “road to serfdom”: 

 It has frequently been alleged that I have contended that any movement in the  
direction of socialism is bound to lead to totalitarianism. Even though this danger  
exists, this is not what [The Road to Serfdom] says. What it contains is a warning  
that unless we mend the principles of our policy, some very unpleasant  consequences will 
follow which most of those who advocate these policies do not  w a n t ( H a y e k 
2010:preface).  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Part IV: Analysis 
In this part all references are to Part III: Construction of the Debate. For example, 

(5.3) means that I am referencing section 1 of chapter 5.  

Chapter 10: Answers to the Research Questions 

10.1 Causes of a financial crisis 

From my reconstruction in chapter 5 and 6 we see Keynesians identifying three 

specific causes. Firstly, too high interest rates had encouraged “hoarding” (savings) 

instead of consumption. As you may remember Keynes argued that if investment 

exceeded savings, a boom would occurs; but if on the other hand saving exceeded 

investment, a slump would happen. Secondly, Keynes blamed the government's 

adherence to classical laissez-faire economics. In other words, the government was 

too passive, and should have been more involved in managing the economy. Thirdly,  

Keynes blamed it on the Gold Standard’s defectiveness and inelasticity to respond to 

the needs of the economy, and its inability to achieve price stability .  

Keynesian explanation: 

• “hoarding” (savings) 

• classical laissez-faire 

• the Gold Standard 

Reviewing these explanation, I very well see how these might explain the Great 

Depression, but not other financial crisis. For example, we no longer have the Gold 

Standard, nor do governments any longer have a hands-off laissez-faire approach to 

economics. Whether or not “hoarding” it applicable to today, I do not know. This may 

be a research question for a future study. 

From my reconstruction in chapter 5, 6, and 7, we see that Austrian economists blame 

primarily the Federal Reserve, but also the policies of both Hoover and Roosevelt. 

Austrians criticized the Federal Reserve mainly on two fronts. Firstly, for expanding 

the money supply, and secondly for artificially keeping the interest rates low. How an 
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artificial boom (overconsumption) inevitably leads to a bust is discussed in chapter 

5-8. Austrians argue that no peacetime president in American history intervened in the 

economy to the extent Herbert Hoover did, and that Roosevelt continued Hoovers 

policies, accusing them of central planning and deficit spending (c.6.2 & c.9.2). 

Austrian explanation: 

• Expanding the money supply 

• Artificially setting the interest too low 

• Central planning 

• Deficit spending 

These explanations seem to me to be quite applicable to the current crisis. Notice 

some major differences between the Keynesian and Austrian explanations:  
 
1) Keynesians blame the Great Depression on too high interest rates. Austrians 

blame it on too low interest rates. How do they make their case? Keynesians argue 

that too high interest rates encourages “hoarding”, which they see as a subtraction 

from consumption, and therefore is damaging to the economy. Austrians argue that too 

artificially low interest rates encourage malinvestment or overconsumption which is 

not based on real economic growth, and therefore leads to an inevitable bust. 

2) Keynesians blame the Great Depression on too much saving (“hoarding). 

Austrians blame it on too little savings (deficit spending). Keynesians make the 

same argument as in point 1) above, that savings are a subtraction from consumption, 

or as Keynes calls it, a “negative act of refraining from spending” (c8.1). Austrians 

argue that savings are the true precondition for investments, and that deficit spending 

destroys the currency (this is discussed in chapter 5-8). 

3) Keynesians blame the Great Depression on classical laissez-faire (hands-off 

approach). Austrians blame it on Central Planning (hands-on approach). 

Keynesians make the arguments that had the Federal Reserve and Government 

intervened more, by lowering the interest rate further, expanding the money supply 

further, and making more public works, then we could “abolishing slumps” and 
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remain “permanently in a quasi-boom” (c5.1). Austrians argue that the actions of the 

Federal Reserve in combination with the policies of both Hoover and Roosevelt, were 

the exact opposite of laissez-faire economics, – it was central planning, monopoly 

privilege, and the suppression of competition (c6.2 & 9.2).  

10.2 Solutions to a financial crisis 

From my reconstruction in chapter 5 and 6 we see that Keynesians believe that lifting 

an economy out of a depression requires a “a very active and determined policy” of 

the Federal Reserve and Government (c5.1). Keynesians prescribe deficits spendings 

allowing for massive government spending on public works, government issued 

credits to the consumers, a highly expansionary fiscal and monetary policy, while 

interest rates are to be kept permanently low. This cocktail of solutions Keynesians 

argue will stimulate consumption which will result in economic growth. It in unclear 

whether Keynesians believe that a war can solve a financial crisis (?). 

Keynesian solutions: 

• massive government spending 

• permanently low interest rates 

• expansion of the money supply 

These solutions seem to be applicable to today, indeed is what the Obama-

administration is attempting to do to solve the current crisis. 

From my reconstruction in chapter 5, 6, and 8, we see that Austrian economists agreed 

with the classical virtues of high savings, balanced budgets, cutting costs, low taxes, 

and getting out of debt (c8.1). They prescribe a return to the Gold Standard, letting the 

markets determine the interest rate, and a hands-off, laissez-faire economics run by 

private citizens, not by the Government (or Fed). 

Austrian solutions: 

• laissez-faire (hands-off) 

• balanced budgets 

• high savings (resulting in solid investments) 
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• Gold Standard 

These solutions seem applicable to today, and are what Austrian proponents argue 

Obama should have been doing. 

Notice some major differences between the Keynesian and Austrian solutions:  
. 

1) Keynesians prescribe deficit spending, while Austrians prescribe balanced 
budgets. How do they each argue their case? According to the Keynesians, deficit 
spendings will allow for massive government spending on public works, government 
issued credits to the consumers, and permanently low interest rates, all of which can 
kick-start the economy. They argue that debt can be payed back when the economy is 
better. Austrians argue that if the government runs deficits,  it destroys the currency 
and adds an inflationary tax on the citizens. Government deficits push interest rates 
upwards, which forces the Federal Reserve to expand the money supply further, 
resulting in inflation (if the Government wishes to keep the interest rate artificially 
low). Furthermore, the Austrians argue that these are the very policies that cause 
depressions. 

2) Keynesians prescribe consumption, while Austrians prescribe savings. This 
dynamic has been explained several times already. Keynesians see savings a a 
negative act of refraining from consumption, but spending will kickstart the economy. 
Austrians, on the other hand, uses the common sense argument that when times are 
tough you had better save your money. Also, it is only savings that result in solid 
investments. 

3) Keynesians prescribe a permanently low interest rate, while Austrians want 
the markets to determine the interest rates. Keynesians argue that low interest rates 
will discourage saving, and encourage consumption and investments. Therefore 
interest rates should be kept permanently low. Austrians argue that interest rates are 
supposed to reflect the amount savings which have actually taken place. In this natural 
order the more people save the lower the interest rate becomes, thus encouraging 
investment and consumption based on the existence of real money. However, when 
the state artificially lowers the interest rates, it encourages mal-consumption, 
malinvestments, and debt without the money actually existing. Therefore projects are 
not completed, money is wasted, and consumers spend what they do not have. 

4) Keynesians prescribe an expansion of the money supply. Austrians on the 
other hand push for a return to the Gold Standard. You may wonder why I 
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contrast expansion of the money supply with the return to the Gold Standard. Because 
the main reason why Keynesians wanted to get off the Gold Standard was that it limits 
the ability to expand the money supply. Likewise the main reason why the Austrians 
want to return to the Gold Standard is because it limits the ability to expand the 
money supply. Keynesians want to be allowed to expand the money supply for the 
same reasons that they prescribe deficit spending. See point 1) above. Austrians 
prescribe a return to the Gold Standard because the Gold Standard acts as a 
disciplinarian, forcing Governments, businesses, and consumers alike to live within 
our means, whilst allowing for a moderate yearly growth in the economy.   

Notice how the Keynesians solutions to a financial crisis are the same as the Austrians 

causes! The very policies that Keynesians argue will save the economy are the very 

causes that Austrians argue will destroy the economy, and vice versa! 

10.3 Central disagreements between Keynesian and Austrian economists 

I have gone over the main disagreements above in 10.1-10.2. Not only are their 

disagreements big, but they are near opposites. Keynesians favor an expansion of the 

money supply, permanently low interest rates, and massive investments and loans by 

the government. Austrians argue that we need to return to the Gold Standard (or at 

least not expand the money supply aggressively), let the markets determine the 

interest rates, and balance the government budgets. Keynesians see “hoarding” as 

paralyzing for the economy and want to encourage consumption. Austrians consider 

over-consumption as destructive for the economy and wants to encourage savings. 

Rather than repeating again what I discussed above (10.1-10.2), I will try to identify 

other perhaps more fundamental disagreements between the two camps.  

It is my interpretation from my reconstruction in chapters 5-9 that Keynesians 

considered the economy utterly unpredictable. There was no invisible hand guiding 

the economy, according to Keynesians. A hands-off approach would not result in 

order, but in chaos. It would certainly not result in full employment, they argued. Our 

best hope was to have a proactive government which could try to offset the chaotic 

behavior of an unpredictable economy. Setting a permanently low interest rate would 

make the economy more predictable, they argued, allowing investor to invest based on 
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the knowledge that the interest rate would remain low. Against this paradigm, I 

interpret the Austrians to consider the economy to be like a natural eco-system which 

works perfectly in harmony with economic principals, which are both orderly and 

predictable in nature. Artificially setting the interest rate, for example, is a violation of 

this naturally working system and results in violent reactions. You can no more stop 

the economic principals from working the way they do than you can stop the sun from 

rising and setting. Attempting to do so will result in our dismay, not the sun’s (or the 

economic system’s). 

I interpret the Keynesian argument to imply that busts ought not be inevitable, but that 

we can surely learn how to create a never-ending boom. When bust threaten, we can 

avoid it from happening by taking action, i.e. print more money, spend more money, 

and consume ourselves out of the threatening bust. Austrians on the other hand look at 

busts as a natural result of over-consumption or malinvestment.  Trying to avoid the 

bust by more mal-consumption or more malinvestment may delay the bust for a  time, 

but it will make the coming bust so much bigger. The “only” thing to do when bust 

threaten is to buckle in your belt, and wait for the storm to pass. Keynesian solutions, 

they argue, only make the matter worse. 

Some of these differences are due to completely different understanding of economic 
theory. From my reconstruction in chapter 7 wee see that Keynes understood Say’s 
Law to mean that everything produced is automatically bought, which is not what 
Austrians understood Say’s Law to mean. Austrians interpreted Say’s Law to mean 
that any product empowers its seller to purchase a different product of the same worth 
as what was just sold. According to Keynes, rather than production resulting in a 
heightened consumption, it was by increasing consumption that productivity would be 
increased. Austrians argue that the encouragement of mere consumption is of no 
benefit to commerce; for the difficulty lies in supplying the means, not in stimulating 
the desire of consumption. In other words there is a real disagreement regarding how 
production and consumption impacts the economy. Likewise, from my reconstruction 
in chapter 8 wee see that Keynes called savings a “negative act of refraining from 
spending”. He asserted that thriftiness could cause a “vicious circle” of poverty. 
Keynesians argue that savings contract income and reduce economic growth, leading 
to joblessness and finally an economic recession. In contrast, Austrians consider a 
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high level of savings beneficial to economic growth. Austrians view savings as future 
consumption and investment, leading to newer technology, education, research and 
development, equipment, and production. This too is an essential disagreement.  
 

Finally, touching on my reconstruction in chapters 9, there is a ethical and 
philosophical disagreement of major proportions regarding moral duties and 
consequences. Keynesians see it as a moral obligation to all but guarantee full 
employment. If the private sector can not guarantee full employment by natural supply 
and demand, then the government has a duty to step in with government programs, 
such as public works. Keynes recognized the dangers of an expanded government but 
thought that the solution was more and better planning, not less. Austrians on the other 
hand are of the opinion that real economic growth can only come from the private 
sector. Government programs distorts the economy in various ways, which despite of 
good intentions leads to more poverty, not more prosperity. Full employment can not 
be guaranteed. Furthermore, the dangers of an expanded government spilling into 
fascism, seems to be an ever present threat in the rhetoric of Austrian economists. 
Central planning not only destroy the real economy, but can lead to totalitarian 
regimes. --- On a personal note, I evaluate that the U.S. has moved in a more 
authoritarian direction since 9/11, with the Patriot Act, the National Defense 
Authorization Act, the Cyber Intelligence Sharing and Protection Act, the Trespass 
Bill, the FFA Reauthorization Act, etc. 
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Chapter 11: Conclusion 

11.1 In search of a Synthesis 

If Keynesians present the thesis, and Austrians the antithesis, what would be the 
synthesis? This question lies beyond the grasp of this paper. Nevertheless I will make 
some personal reflections.  
 

Keynesians argue that “hoarding” is bad for the economy, therefore we should not 
encourage savings. Austrians argue that over-consumption is bad for the economy, 
hence we should not encourage consumption. Perhaps a consensus could be reached 
regarding what ought to be considered “too much” savings or consumption? Instead of 
artificially setting the interest rate at a certain level, one might implement policies 
which encourage savings, but not “hoarding”. And likewise one might implement 
policies which encourage consumption, but not over-consumption. For example, little 
or no tax on savings, but an increased tax on “hoarding”. Deduction of consumption 
up until a certain level. When that level is reached, no more deduction in order to 
discourage further consumption. I do believe that a return to the Gold Standard is 
worth a serious consideration, based on the Austrian argument that it allows for 
moderate growth, but not artificial growth. Or one might consider alternatives which 
would accomplish the same goal.  

Keynesians argue massive deficits in order to avoid busts, whilst Austrians argue 
balanced budgets, and that busts cannot be avoided. Where might one find the 
synthesis? I suggest that governments not only balance their budgets, but set aside a 
certain amount every year. When a bust threatens, then this money which had been set 
aside could be spent in Keynesian fashion. This way we do not spend money that we 
do not have, but also we do not sit back and do nothing with busts threatening. Our 
investments are sound because they are based on real existing government savings, 
hence Austrians could not accuse the government investments of being 
malinvestments. 

Central planning or laissez-faire? Can there be a middle road? Central planning poses 

a few serious problems from an Austrian perspective: 1) manipulation of the natural 

supply and demand causes malinvestment and mal-consumption, 2) monopoly-like 

status threatens competition, a central pillar in a capitals economy, 3) expanded central 

governments can lead to fascism. Meanwhile laissez-faire poses problems of their 
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own from a Keynesian perspective: 1) In practice it does not guarantee full 

employment, 2)  it is unpredictable, 3) laissez-faire benefits the rich over the poor. 

How can we possibly find a synthesis to such diametrically opposed views? This 

would make an excellent thesis in and of itself, but I shall have to disappoint my 

reader by not coming with any suggestions in this paper. 

11.2 Areas of Future Research 

Through the writing of this thesis I have really come to realize how big the topic of 
Keynesian/Austrian economic debate is. There is so much more work I would like to 
do! Off course one could look even closer at the Great Depression, but personally I 
would prefer to examine something like the crisis on the 70’ies and the rise of 
Margaret Thatcher and Ronald Reagan from a Keynesian and Austrian perspective, 
comparing that to the findings of this thesis. Gaining a better understanding would 
assist both social scientists and policy makers in navigating the current and future 
economic crisis. Another topic of interest would be to study the U.S./China economic 
relationship. While the U.S. accuses China of following the ‘beggar thy neighbor‘ 
policy wherein it promotes its own interests at the cost of USA‘s, China argues that 
appreciation to Yuan is not a solution to US troubles. Investigating whether U.S./
China relations and the current economic troubles are related, would make an 
interesting thesis. In 11.1 I have already mentioned a few research question which I 
would love to dig my teeth into in order to find a synthesis between Keynesian and 
Austrian economic thought. This is an important task that needs to be done, because 
we can not go on ignoring the other side of the debate. We must attempt to find a 
consensus.  

11.3 Evaluation of method 

In evaluating strengths and weaknesses with my own work, I could not have been 
more pleased about the topic I chose. What I soon discovered, however, is how big a 
topic it really is, and I quickly had to face the consequences of my choice by the need 
to limit the scope of the research. I would have liked to touch on more arguments, and 
in greater depth. I would have liked to make a deeper analysis. Yet, the natural 
limitations of the requirements of an undergraduate thesis forced me to make some 
difficult decisions regarding what to include and what not to include. I had to “kill 
some darlings” on the way. Of a particular difficulty was finding material which 
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covered specific methodological instructions on how to step-by-step conduct a 
reconstruction. Was it a mistake to choose this method? No. Though I was forced to 
rely more heavily on my intuition regarding the research layout, I am quite convinced 
that this is a method I would use again in the future. Regarding my choice of sources, 
one might question my decision to choose post 2008 sources, since my thesis dealt 
with the Great Depression. This decision was based on my wish to read books which 
had had time to consider the implications of the 2008 global economic crisis, and to 
ensure that the arguments were relevant for today. All in all I am satisfied that my 
choices have been justified, and that the validity and reliability of my research is in 
concordance with what can be expected of an undergraduate thesis.  

11.4 Conclusion 

We are faced today with a tragic situation in which economic experts of recognition 
stand in opposing corners, hailing their own economic theories as absolute truth while 
refusing to recognize that the other corner might have something to offer. 
Characterized by boastful pride and demonizing of opposing views, an “our way, or 
the high way” attitude dominates both sides of the spectrum. Yet, sober minds must 
challenge this path of polarization, and attempt to find consensus and synthesis to 
issues which are after all not a philosophical contest, but impact everyday life for 
ordinary citizens. 16 trillion dollars in U.S. debt is not a game; we cannot afford to 
exclude any side which may contribute to the solution. As researchers we must engage 
in building bridges of understanding and not hide behind the excuse of it being to 
technical for social scientists. As policy makers we must reach out to Keynesians and 
Austrians alike and identify which economic principals we can agree on, and how one 
might compose sound legislation which build on the foundation of the full counsel - 
not just one side - of economic expertise.  

Economists seem to cherry-pick favorite arguments of the opposing view, in order to 
maximize the effect of their own arguments. Instead they ought to look for similarities 
and common ground, and ask themselves if there is anyway that we might have 
misunderstood one another. Likewise, policy makers seem to cherry-pick certain 
policy recommendation of their favorite economic mentor, without asking themselves 
whether or not there are warnings which they have overlooked. To make measurable 
achievements economists and policy makers alike must bite the bullet of trying to 
understand the opposing side, and critically consider whether they may have 
overlooked aspects even of their own favored theory. For example, Keynesians 
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economists and politicians argue that Keynes would have approved of deficit 
spending, but would he really have imagined the astronomical sizes that we have now 
reached? Or to give another example, Austrian economists and politicians argue that 
central planning is inherently bad, but could it not be used as a tool to encourage 
sound economic behavior and discourage damaging economic behavior?  
 

It is easy to make politics all about economic theories, but we cannot avoid the ethical 
implications of our policies. Keynes admits that Keynesian economy would work best 
under an authoritarian rule, but is economic sufficiency worth the cost of moral 
losses? Austrians admit that a laissez-faire economy does not guarantee full 
employment, which raises the same question of is economic sufficiency worth the cost 
of moral losses? Perhaps we must accept that because we are moral creature too, not 
just economic, we should not aim for maximum economic achievements, but rather 
for a moral and economic equilibrium.  

I personally cannot endorse expanding the money supply or running huge deficits. If a 
man must live within his means, so should government. This to me is common sense. 
If we want to kick-start the economy with Keynesian tactics, we must do it with the 
money that we have, not with the money that we do not have. Passing on debts to the 
next generation, expecting them to pay for our consumption, is both irresponsible and 
unethical, in my opinion. Joseph advised Pharaoh to prepare for the famine by storing 
grain during the good years – this seems like good advice to me. 
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From: DanHegelund<mail@commonground.se> Subject: Comment+or+Question+about+theMises
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Date: 21 februari 2012 19.18.22 CET To: contact@mises.org  

Dear sirs,

I am writing a university paper on Keynesian vs. Austrian Economics post 2008. I find plenty of books 
presenting the Keynesian view. For example, Skidelsky's "The Return of the Master". But I am having 
trouble finding any *academic* books representing the Austrian view written after 2008. Please help me 
out! Which book written after 2008 would be a good one to counter Skidelsky's "The Return of the 
Master"?

Sincerely,

Dan Hegelund 
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Dear Dan, 
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The very most recent of the ten books listed here - each in free PDF format - is Money, Sound and 
Unsound by Professor Joseph Salerno. The Austrian understanding of the business cycle is built upon 
the deleterious effects of the unsound money that Keynesians embrace. Their credit expansions without 
any simultaneous pool of voluntary private savings set off each boom. Busts must follow to clear supply 
and demand.

There is plenty here to counter Keynes. However, each of the ten add a fresh perspective to the Austrian 
argument. You will produce a rich paper if you consider a number of these.

I applaud your scholarship efforts. 

Send us your finished work if you think to. We'd be pleased to read it.

Floy Lilley 
adjunct scholar 
The Mises Institute
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