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What Hayek Would Do 
How Austrian Economists Would Fix the Crisis and Stop it 
Happening Again 
 
Robert Miller  – Adam Smith Institute, 2013 
 
Mainstream economists did not predict and cannot explain the ‘Great 
Recession’. Their ‘solutions’ have failed. 
 
Only the long-marginalised ‘Austrian’ economists saw that a boom built on 
excess money and credit must end in a bust. Trying to revive the boom is 
folly: we should cut tax and regulation to help business re-adjust to the new 
economic reality. The role banks as intermediaries between savers and 
investors should be reduced to increase both stability and growth. This can be 
achieved by supplementing the Basel rules with a requirement that banks 
hold more hard cash. 
 
 
“WHY did no one see this coming?” asked the Queen at the London School of 
Economics in November 2008. The LSE’s finest stared at their shoes. 
 
Mainstream economists have been humiliated by 
the Great Recession. They did not predict it, cannot 
explain it, and their ‘solutions’ are not working. 
Only ‘Austrian School’ economists – whose 
approach was first developed by the Viennese 
economist Carl Menger (1840-1921) and later by the 
Nobel Prize winning British-Austrian economist 
FA Hayek CH (1899-1992) – have a convincing 
explanation of events and a coherent plan of action. 

Prices and information 

The key, say Austrians, is that the economy is an information system. Prices 
reveal where resources are scarce or plentiful, and co-ordinate the activities of 
producers and consumers. They transmit information about resources, 
commercial opportunities and people’s preferences. Interference with prices 
and pricing feeds false information into this process which causes damaging 
mistakes. 

One price that affects nearly all production is the price of credit – the interest 
rate. It is crucial in people’s decisions on where and how much to save and 
invest. Economic growth stems from diverting resources from consumption 
and using them to create the capital assets that will increase productivity – 
new factories, equipment, networks and skills. 

But it is not just a question of how much is saved and invested, say Austrians: 
the structure of that investment is crucial. Professor Steve Horowitz compares 
it to Lego. To make a Lego truck that works, it does not matter how many 
parts you have. You must have the right parts – wheels, axles, windows – 
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assembled in the right way. Modern production is complex: processes have to 
be co-ordinated (such as getting ore to the mill, ingots to the factory and cars 
to consumers) and can take a long time (think of the exploration, drilling, 
piping and refining of oil to fuel those cars). 

This complex web can be damaged – as 
happens when politicians and central bankers, 
pursuing growth, push down interest rates. 
Then, instead of reflecting the realities of the 
market for capital, these artificially low rates 
feed false information into the economy – 
leading businessmen use to make investment 
mistakes that distort and disrupt the whole 
economy. 
 
The business cycle 
 
And this is how boom-bust cycles start. The false information of easy credit 
misleads businessmen into thinking that resources are more plentiful than is 
actually the case. So they build, expand, hire staff, develop new products – 
and business booms. But because their information is false, they are investing 
unsustainably, in the wrong places, on the wrong things. Meanwhile, savers 
are misled too. Seeing lower returns on their deposits, they presume that 
there is less demand for their funds, and save less – starving business of the 
resources it needs.  
 
As a result producers do not have the wherewithal to complete the rose-tinted 
plans of the boom. The artificial boom turns to crisis. Now businessmen have 
to make the best of a bad job, and reshuffle their assets to bring them into line 
with economic reality. 
 
Recession is the inevitable result. Half-built factories and failing business plans 
have to be abandoned for their scrap value, or recycled as best they can. 
Workers will be laid off and will have to retrain. The temporary euphoria of 
the boom was bought at a high price in terms of economic loss, disappointed 
hopes and human misery. And all because of the misinformation that the 
central bank fed into the economy at the outset. 
 
Conventional economists see the recession as an 
unrelieved disaster. Austrians regard it as a 
painful but crucial part of the recovery. There 
will be losses and unemployment as physical and 
human capital is reshuffled from its boom-time 
uses to more sustainable ones. But that is a 
consequence of the boom, and cannot be avoided.  
 
Conventional economists advocate stimulating consumer demand to revive 
business. But this, say Austrians, is mistaken. A ‘stimulus’ does nothing to 
help move assets to better uses. Indeed, it merely shores up the unsustainable 
boom-time production structure. When the stimulus ends, the problems will 
reassert themselves, and the country will be deeper in debt. Production has to 
adjust to economic reality and the recession is the recovery process as people 
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reshuffle resources into a sustainable pattern. There is no escaping the fact 
that this is painful and takes time. 
 
Cutting it short 
 
To minimise the pain and duration of this reshuffling, capital, both human 
and physical must be able to move freely, and to follow the price signals that 
tell where they can best be employed. Prices need to be undistorted by 
governments or sectional interests to show where assets can be used most 
productively. 

Wage rates too must be free to give similar signals to workers. Probably, 
average wages will have to fall because the economy is actually less 
productive than was thought during the boom. Minimum wage laws that 
keep wages above the new market clearing level simply generate 
unemployment as employers and employees struggle to adjust. 

The price of capital – the interest rate – must be allowed to do its job too. 
Conventional economists would keep interest rates low to encourage people 
to spend rather than save – increasing consumption and reviving business. 
Austrians, by contrast, insist that we need more savings to fund the 
investment needed to save what we can from the boom-time production 
structure. 

The investment mistakes caused by the misinformation of easy credit were 
wide and cumulative. It takes time to correct them. The bigger the boom, the 
longer it takes to reshuffle human and physical resources into a sustainable 
structure. Trying to cut short the process with even lower interest rates may 
actually increase the damage. The recession, paradoxically, is part of the 
recovery process. 

The key is for governments to step out of the way and let markets work. That 
means: reducing marginal tax rates, which reduce incentives and blunt the price 
signals that will drive recovery; deregulation to make it much easier to set up 
and run new businesses, allowing assets and workers to find new productive 
niches; abolishing the minimum wage, which keeps wages above market rates 
and so perpetuates unemployment, particularly for the young and unskilled; 
and curbing the power of trade unions to fix wages above market clearing rates, 
which prevents or delays the necessary adjustment in the labour market. 

Fixing the banks 

The banking system can be the cause of violent boom-bust cycles. Not because 
the banks and bankers are greedy or reckless, but because of the banks’ ability 
to both create and destroy money. This is the result of the ‘fractional reserve 
banking’ system. When people deposit money in a bank, the bank retains only 
a tiny amount in its vaults. The rest the bank loans out. In turn, those funds 
are re-deposited and only fraction is retained as cash as the cycle is repeated, 
increasing the quantity of money. 

Prompted by the central bank’s easy-credit policy, banks can create money 
out of thin air. And that new money creates the illusion of prosperity and 
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fuels the boom. In the downturn, exactly the opposite happens. When the 
crisis begins, the banks become extremely cautious and contract their balance 
sheets - hence reducing the total of bank deposits. In short, the banks have 
amplify the boom by creating money and then amplify the downturn by 
destroying it. 

The ultimate responsibility, however, remains with the central bank, and the 
politicians egging them on to ease credit. Following conventional economic 
theory, central bankers simply did realise neither the massive dislocation that 
their policies can create, nor the misery they can cause. They are just as 
carried away by the excitement of the boom as everyone else. 

It seems very difficult for central bankers not to misuse the discretion given 
them. We need to curb their ability to set off damaging cycles, and they 
should focus on keeping the economy stable by ensuring that banks do not 
expand or contract the supply of money and credit.  

The Basel rules, even ‘Basel III’ – designed by central bankers – are 
insufficient. They require banks to retain more capital, in order to reduce the 
risk of future bank failures. But since the capital of a bank can come 
ultimately from loans made by other banks, such rules will not prevent future 
credit expansions and the consequent booms and busts. As a boom develops 
capital becomes increasingly abundant. 

The Freiburg Plan 

Instead we need what might be called The Freiburg Plan, after the German 
town where Hayek lived for many years. It would require the banks – slowly 
but steadily – to increase their holdings of liquid assets up to a specified limit 
of (say) 30%-40% of assets. This increased cash requirement slashes the ‘money 
multiplier’ by which banks can expand their deposits and create booms and 
bubbles and the illusion of prosperity. 

If the cash reserve ratio is only 3% (as the Basel rules allow), then for every 
£100 of new cash deposited, £3 must be retained, but £97 can be lent out. In 
turn, when the borrower deposits this £97, only £2.91 must be retained, while 
£94.09 can be lent out. And so it continues, with more and more deposits 
being created each time. In fact, as Figure 1 shows, under the 3% Basel cash 
reserve ratio, £100 injected into the system can increase the total of deposits to 
£2,219 after only 36 cycles of depositing and lending. So powerful is this 
amplification of the original credit, and so great is the illusion of prosperity it 
creates, that a small mistake by the central bank can snowball into profound 
financial and economic instability. And such mistakes are not uncommon. 

But an increase in banks’ cash reserve ratio greatly reduces this multiplier. 
With a 30% ratio, the same £100 could turn into just £333 after 36 cycles of 
lending and depositing, and credit growth slows markedly after just 7 cycles. 
By contrast, with a 3% Basel ratio, credit is still expanding after 36 cycles. 
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Setting the cash reserve ratio at ten times its current level might seem 
dramatic. But in fact, as Figure 2 shows, this was the norm in 1950. It fell 
sharply in the early 1970s and 1980s – a period marked by inflations, booms, 
busts and now bank failures. 

 

The Freiburg Plan would supplement Basel III, not replace it. Under current 
proposals, UK banks must increase their capital to 17%-20% of assets by 2019. 
If they also had to increase their cash reserves by 1% a year – and in a 
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recession – the strain would be too great. The 
solution is, first, to allow banks to offset their 
Basel against their Freiburg commitments, so that 
in any year they could choose either (or both), 
until eventually both targets are met – with 
capital of 20% of assets and cash of 30%-40%. 
Second, the Basel/Freiburg requirements would 
be suspended entirely when economic growth 
was negative. 

But would not such restrictions on bank lending choke off economic growth? 

On the contrary, the source of growth is not bank lending. Growth comes 
from saving, foregone consumption, and entrepreneurship. Saving and 
borrowing do not have to be done through the intermediary of the banking 
system and, if the Austrians are right, the economy has been unstable because 
the banks have been dominant as intermediaries. And if their role as 
intermediaries were reduced, the economy would be more stable and 
economic growth would be more rapid. 

Competition in currencies 

The central banks’ record in managing currencies is hardly good, as centuries 
of inflation and economic instability testify. So The Freiburg Plan would 
suspend central banks’ monopoly of currency issue and allow others to 
compete – as Hayek proposed, having seen how easily the Swiss, German and 
French currencies circulated so interchangeably in his border home town. 
That would require legal tender rules to be abolished, so that people could 
settle debts – including payments to the government – in any agreed 
currency, not just sterling. The government would be required to issue some 
of its debt in competing currencies, not just its own. And a currency regulator, 
OFCUR, would restrain the monopoly supplier of money in the same way 
that OFGEM promotes competition in the supply of gas and electricity. This 
system would again curb the ability of central banks to provoke booms: if 
their money started to lose its value, people would start using the money of 
its competitors. 

It may seem radical to allow private institutions 
to issue competing currencies. Yet, since the 
crisis, sovereign debt has become more risky 
than the debt of large corporations; the concept 
of large corporations providing money and 
liquidity is less strange today than it might have 
done a few years ago.  

Central banks may be here to stay; but competition can undoubtedly improve 
their management of currency. It may not even be necessary that the 
competition actually exist: the mere threat may be enough. And when was a 
monopoly not improved by competition or its threat?  
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