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A Discussion With
FRIEDRICH A. VON HAYEK

INTRODUCTION BY GOTTFRIED HABERLER

Professor Hayek is best known as the author of The Road to Serfdom
and The Constitution of Liberty. But these two books are only tiny
tips of a huge iceberg.

In his evaluation of Hayek’s work for the Nobel Prize Committee
of the Swedish Academy, Professor Machlup lists fifteen books, ten
other books edited and introduced, ten pamphlets, and more than
130 articles, not counting translations and revised editions. Professor
Hayek’s writings cover not only all the major areas of economics, but
also social philosophy, political philosophy, legal philosophy, philoso-
phy of science, psychology, and intellectual history.

I can do no better than to read a few sentences from the official
statement of the Swedish Royal Academy of Science, announcing the
award of the Nobel Memorial Prize in Economic Science, 1974:

Professor Hayek’s contributions in the field of economic
theory are both profound and original. . . . He tried to pene-
trate more deeply into the business-cycle mechanism than
was usual at that time. Perhaps partly due to this more pro-
found analysis, he was one of the few economists who
warned about the possibility of the major economic crisis
before the great crash came in the autumn of 1929. . .. The
Academy is of the opinion that von Hayek’s analysis of the
functional efficiency of different economic systems is one of
his most significant contributions to economic research in
the broader sense. . .. As in all areas where von Hayek has



carried out research, he gave a profound historical exposé of

the history of doctrines and opinions in this field. . . . His

guiding principle when comparing various systems was to

study how efficiently all the knowledge and information
dispersed among individuals and enterprises is utilized. He
concluded that only through far-reaching decentralization in

a market system with competition and free price-fixing

would it be possible to make full use of knowledge and

information.

Today Professor Hayek is going to speak about inflation and
recession, a subject in which he has been interested for more than
fifty years. When he came to the United States for the first time in
the early 1920s, it was to study U.S. monetary policies. After he
returned to Vienna and became the first director of the Austrian
Institute for Business Cycle Research, he kept abreast of develop-
ments in the United States. It was in the monthly report of the
Business Cycle Institute, I think in February 1929, that he boldly
predicted the imminence of a crisis and a business cycle downturn in
the United States.

Now let me remind you, the 1920s were years of stable prices.
After the sharp depression of 1920-21, the price level in the United
States remained fairly stable until 1929. That was generally regarded
as a sign that the business cycle had been vanquished. Professor
Hayek’s prediction thus ran counter to the views prevailing at that
time.

The present situation reminds some people ominously of what
happened in the 1920s. Especially worrisome are the combination of
inflation and unemployment—a new phenomenon—and the sudden
intensification of the recession in the last quarter of 1974. The reces-
sion had started earlier, but the sudden downturn took most people
by surprise. Today many fear, rightly or wrongly, that the recession,
the sharpest we've had in the postwar period, may actually turn into
a full-blown depression.

We are very anxious to hear what Professor Hayek has to say
about that problem.

REMARKS BY FRIEDRICH AUGUST VON HAYEK

Professor Haberler, ladies and gentlemen: From the scientific point of
view, there are many more interesting problems than inflation, and
many to which I would rather devote my time.



But at the present moment I regard it as the prime duty of an
economist to devote at least a large part of his energies to persuading
the public of one essential truth which people will have to understand
before we can hope for a more sensible policy. And that basic truth,
as I see it, is simply that the present unemployment is a direct and
inevitable consequence of the so-called full employment policy we
have been pursuing for the last twenty-five or thirty years.

Nothing short of this insight—that, by creating employment
through inflation, we lay the foundations for a future period of worse
unemployment—will prevent the public from pressing for more infla-
tion as soon as unemployment becomes alarming. Until we succeed
in altering public opinion on this point, the outlook for the future
seems to me pretty hopeless.

I don’t think there is much hope for the near future in any case.
The probable course of events is that inflation will be resumed as
supposedly necessary to restore employment, that the intolerable
effects of such inflation—which will come even if it does not succeed
in removing unemployment—will lead to price controls, and that
in this way the market system will be destroyed for the time being.

To assert publicly, as I have done, that the cause of the present
unemployment is the full employment policy of the past, implies, of
course, the assertion that the great majority of our fellow economists,
and particularly those to whom governments have, in fact, been listen-
ing during this period, have been wrong, have thoroughly discredited
themselves and, I would add, have forfeited their right to be heard.
It is a regrettable but undeniable fact that the present economic
crisis represents also a very serious crisis in the science of economics:
it is we, or at least the great majority of our colleagues, who have
made a mess of things; and the best an economist can do is to con-
tribute to the long overdue collapse of the Keynesian bubble, of that
fashionable body of opinion which has been dominating economics
for the last thirty years.

Before we can return to a reasonable stability and perhaps lasting
prosperity, I am convinced that we must exorcise this Keynesian
devil—by which I mean not so much the teachings of Lord Keynes
himself as those of some Keynesians. Lady Robinson, one of the
most prominent among them, has quite recently told us that they
“sometimes had some trouble in getting Maynard to see what the
point of his revolution really was.” ?

1Joan Robinson, “What Has Become of the Keynesian Revolution?” in Essays on
John Maynard Keynes, Milo Keynes, ed. (Cambridge 1973), p. 125.



This is, of course, a very big subject, and I must confine myself
to two or three main points. I shall begin by stating the essential
element of the Keynesian theory which I think to be wrong. I shall
then turn to the question of how it came about that a theory which
all economists—or almost all reputable economists—would have re-
garded as highly misleading forty years ago, could become generally
accepted and remain so for such a long period. Finally, I shall ask
what the abandonment of this particular technique of securing full
employment implies.

First, the basic contention, which I believe to be wrong and from
which we must free ourselves, is the belief that employment is a direct
and simple function of what is called aggregate demand, and that by
keeping aggregate demand at a sufficiently high level we can lastingly
secure full employment.

This view—which, as Keynes knew very well, had for genera-
tions been held by economic cranks but had been rejected by econo-
mists—came to be accepted by economists for two reasons. Or
perhaps I should have said three reasons, for the silver voice of that
genius in persuasion, Lord Keynes, contributed a good deal to the
result. Lord Keynes was exceedingly difficult to resist in conversation
or discussion. Even if you knew that he was wrong, you sometimes
found it extraordinarily hard to maintain your position while you
talked to him—although once you turned away, you realized that you
had been misled.

But I will not talk about the personal side. Rather I want to
examine the basic validity of the central contention.

Let me say, first, that there are two circumstances in which
changes in aggregate demand are indeed the dominating factor in
determining the level of unemployment; and these two circumstances
have governed the development of the theory.

The first one was an accidental historic situation—but an historic
situation that determined the climate of opinion in the country which
then dominated economic theory. In 1925, Great Britain had made a
laudable attempt to return to gold but mistakenly to do so at the
former parity. This policy created a situation where real wages were
generally too high because they had been artificially raised by the
revaluation of the pound. In consequence, British industry, largely
dependent on exports, had become unable to compete in the world
market. In this situation, the restoration of employment required a
reduction of real wages which could be achieved by a general rise of
prices.



This particular situation, however, while it largely explains the
growth of Keynes’s own views, would not be sufficient to explain
their wide acceptance.

The second situation in which it is true that an increase of
employment requires an increase in aggregate demand is found in the
later stages of a depression when, in consequence of the appearance
of extensive unemployment, the economy frequently is subjected to a
cumulative process of contraction. The original substantial unem-
ployment leads to a shrinkage of demand that causes more unemploy-
ment, and so on; it releases a deflation due to the “inherent instability
of credit” (to use the terminology of a once very influential but now
undeservedly almost forgotten economist who died a few days ago,
R. G. Hawtrey).

Once you have the kind of situation in which there already exists
extensive unemployment, there is thus a tendency to induce a cumu-
lative process of secondary deflation, which may go on for a very
long time. I am the last to deny—or rather, I am today the last to
deny—that, in these circumstances, monetary counteractions, delib-
erate attempts to maintain the money stream, are appropriate.

[ probably ought to add a word of explanation: I have to admit
that I took a different attitude forty years ago, at the beginning of the
Great Depression. At that time I believed that a process of deflation
of some short duration might break the rigidity of wages which I
thought was incompatible with a functioning economy. Perhaps
I should even then have understood that this possibility no longer
existed. I think it disappeared in 1931 when the British government
abandoned its attempt to bring wages down by deflation, just when
it seemed about to succeed. After that attempt had been abandoned,
there was no hope that it would ever again be possible to break the
rigidity of wages in that way.

[ still believe that we shall not get a functioning economy until
wages again become flexible, but I think that we shall have to find
different techniques for that purpose. I would no longer maintain,
as I did in the early ’30s, that for this reason, and for this reason only,
a short period of deflation might be desirable. Today I believe that
deflation has no recognizable function whatever, and that there is no
justification for supporting or permitting a process of deflation.

So much for the first reason for the widespread acceptance of a
direct relation between aggregate demand and unemployment: it is
indeed the dominating phenomenon in the later stages of a depression.

But there is another reason which, I believe, contributed a great
deal to the acceptance of this, in my opinion, rather crude and over-



simplified belief in a direct functional connection between total or
aggregate demand and the volume of employment.

This curious reason is the result of the dominating fashion of
scientific method: There is undoubtedly some connection, some corre-
lation, between the two factors. It is a very rough one; but if we
look at the statistics we find not only that, very roughly, aggregate
demand and employment move in fairly close correspondence, but also
that this happens to be the only relevant regularity which can be
statistically confirmed.

The alternative explanation of extensive unemployment—which,
until the middle of the ’30s, was fairly widely accepted and which,
I believe, is still the true and correct one—has the unfortunate prop-
erty of not being verifiable by statistical methods. To an economist
today, however, only that is true which can be proved statistically,
and everything that cannot be demonstrated by statistics can be ne-
glected; hence, the true theory has been disregarded.

You may be puzzled by the assertion that there should be a true
theory which cannot be statistically confirmed. The explanation is
somewhat complex and I can indicate it only very briefly. I have made
the subject the main content of my Nobel Memorial lecture, which I
delivered in Stockholm four months ago, but I will try to put it con-
cisely. It is a very good illustration of a more general phenomenon,
namely, that with modern scientistic prejudices about what is to be
accepted a valid argument, it can happen that a false theory is re-
garded as true because there is some statistical evidence in its favor,
and that the true theory is rejected because, by its very nature, it
cannot be supported by statistical evidence—which is the only kind
of observation which counts for that point of view.

That’s a point on which you probably have some doubts. Can
there be a theory the conclusion of which cannot, by its nature, be
statistically supported? I believe I can give you, in this case, an
example which, to me, is fairly convincing.

What was the traditional pre-Keynesian view about the causes
of extensive unemployment? Generally speaking, it was the assump-
tion of a discrepancy between the distribution of demand among
different industries and the distribution of labor and other resources
among these industries. As the result of that discrepancy, there will
be a lack of correspondence between demand and supply in many
sectors, an insufficient demand in some of them and an excessive
demand in others; and, as always happens in the case of a discrepancy
between demand and supply, resources of all kinds will be idle.



These discrepancies of demand and supply in different industries,
discrepancies between the distribution of demand and the allocation
of the factors of production, are in the last analysis due to some
distortion in the price system that has directed resources to false uses.
It can be corrected only by making sure, first, that prices achieve what,
somewhat misleadingly, we call an equilibrium structure, and second,
that labor is reallocated according to these new prices.

Lacking such price readjustment and resource reallocation, the
original unemployment may then spread by means of the mechanism
I have discussed before, the “secondary contraction,” as I used to
call it. In this way, unemployment may eventually become general.

The primary cause of the appearance of extensive unemployment,
however, is a deviation of the actual structure of prices and wages
from its equilibrium structure. Remember, please: that is the crucial
concept.

The point I want to make is that this equilibrium structure of
prices is something which we cannot know beforehand because the
only way to discover it is to give the market free play; by definition,
therefore, the divergence of actual prices from the equilibrium struc-
ture is something that can never be statistically measured.

The theory which asserts that unemployment is an effect of a
deviation of the actual price structure from the equilibrium structure
is thus a theory that cannot be confirmed by statistics. It’s the kind
of theory which I believe you find in many other fields of economics.
What we can confirm from daily observation are the elements from
which a theory is built up, our knowledge of the behavior of individ-
uals in various situations. But we cannot test statistically the result-
ing conclusions, which are derived from these empirical data about
individual behavior.

In contrast, the modern fashion demands that a theoretical
assertion which cannot be statistically tested must not be taken seri-
ously and has to be discarded. As a result of this belief, a theory
which, in my opinion, is the true explanation has been discarded as
not adequately confirmed, and a false theory has been generally
accepted merely because it happens to be the only one for which
statistical evidence, even though very inadequate evidence, is available.

Viewed as part of our intellectual history, this is a very interest-
ing case; but unfortunately it has had very painful and unpleasant
consequences. I like to discuss it, not merely because it’s so important
in itself, but because it shows more generally how important our views
about the appropriate scientific procedure can be for the practical
application of economics.



It’s quite possible to ruin an economic system because economists
have wrong ideas about the proper way of approaching scientific prob-
lems: such ideas may induce them, as in this case, to discard as
inapplicable an intellectually very satisfying theory and to adopt an
inadequate one.

This is really the main point I wanted to make—though it should
be merely an introduction to a more detailed discussion. But I must
go on to the second subject of my talk, namely, what conclusions
should we draw from our insight, what ought to be our policy in
the future?

At least in these introductory remarks, I do not wish to discuss
the question which Professor Haberler suggested as my main problem,
that is, what to do in the immediate future. It would be inappropriate
for me to discuss that question within a week after my arrival in this
country; and in fact, I haven’t a great deal to suggest for the
immediate future.

For forty years I have preached that the time to prevent a
depression is during the preceding boom; and that, once a depression
has started, there is little one can do about it. My advice was com-
pletely disregarded as long as the boom lasted. Now suddenly, when
my prediction has come true and we have reached the stage where,
in my opinion, little can be done about the inevitable reaction which
has set in, people suddenly turn to me and ask for my opinion. I am
very much tempted to answer, “Well, if you had listened to me before,
you wouldn’t be in that mess.” Of course, I do not mean you—I mean
the public in general.

What I want to discuss is policy in the long run—by which I
mean not only the very long run in the Marshallian sense, but policy
over the next few years. What we should absolutely avoid is any
attempt to recreate employment, or diminish unemployment, by a
further dose of inflation.

I will confess that I do not know whether, at this moment, even
a strong additional dose of inflation would still be effective. I expect
that it will be attempted, and I rather hope that it will not succeed and
that we shall be forced to turn to the fundamental problem of the
readjustment of the structure of production.

But the main point is: what can we do to avoid the same sort of
mistakes in the future?

The public, having so long been taught false doctrines, is still
convinced that the government has it in its power substantially to
reduce or perhaps, in the short run, completely to abolish unemploy-
ment by such tricks as deficit spending, increasing the quantity of



money, and so on. Is there any possibility of preventing the govern-
ment, even if it should wish to act more sensibly, from being forced
by public opinion into repeating its mistakes and being driven to
more and more inflation?

This leads me to a point where I am afraid I have persistently
disagreed with many of my closest friends and associates. I believe
that if we want to prevent the government from giving in to public
pressure for quick and rapidly effective measures, we must put fetters
on what the government can do and restore several institutions which
were designed to prevent the government from abusing its powers,
and particularly its powers to inflate.

In fact, the long period of accelerating inflation we have behind
us has been very largely the effect of the removal, one-by-one, of
those checks on undue credit expansion which the practical wisdom
of the past had erected to prevent governments and monetary author-
ities from inflating. The abandonment of the gold standard was
largely motivated by the wish to give governments greater powers
of expansion. The Bretton Woods agreement, with its endeavor to
put the burden of adjustment on the creditor countries and to relieve
the debtor countries of the need to contract, was another step in that
direction. The various decisions that provided for additional inter-
national liquidity at a time when it was already clear that the process
of inflation had started, were further milestones on that road. And
finally, the abandonment of fixed rates of exchange, which were the
last obstacle preventing the central banks from expanding without
limits, has made it possible to continue inflation indefinitely.

In a way, I regard our experience of the last twenty-five years
as a large-scale repetition of the periodically recurring credit expan-
sions which we used to call the business cycle. We have made it
possible for that process of credit expansion to go on for twenty-five
years by removing those checks which in the past used to terminate
these periods of expansion after a few years.

The regularity of such early termination of the process of credit
expansion during the hundred years preceding 1931 was of course
largely due to the fact that the gold standard, in time, braked the
expansion. The gold standard was the first obstacle we removed.
Later on, we removed all the others. So that now we have a system
under which the politician is powerless to resist the pressure of those
who know—and, in most instances, know rightly—that the govern-
ment has the means in the short run, for a short period, to reduce
unemployment or relieve them of their momentary difficulties. A
politician can resist such pressure only if he can refer to some unsur-



mountable obstacle which prevents him from giving in. As long as
he has the power to satisfy those demands, he will be driven to
using that power.

I have always maintained this position against those of my
friends who were converted to a system of flexible exchange rates
on the ground that it gave more scope to a sensible policy. This
reason would be perfectly valid if those who conducted the policy,
once they were relieved of the institutional obstacles, were able to
act according to rational considerations.

The reason becomes invalid, however, when you realize that
politicians are under constant pressure for inflation and are able to
resist this pressure only by pointing out the obstacles which prevent
them from doing what they are asked to do. All these obstacles have
been removed, on the advice of economists, and we have been placed
in a position where the politicians—or those responsible for monetary
policy—have necessarily been driven into an accelerating inflation.
There are no longer any institutional obstacles to which they could
point and say, “I cannot do this,” and no political group or party
that wants immediate relief will listen to the consideration that any
short-run gain will have to be paid for by even greater suffering in a
year, or in two, or perhaps in five.

I therefore believe that if we are to hope for a more stable and
lasting prosperity, we will have to return to a more automatic system,
something rather like the old gold standard, like fixed rates of ex-
change, and so on.

I wish I could, at this point, go along with my friend, Milton
Friedman, who believes he can solve the problem by fixing the annual
rate of increase of M1 or M2 or M3 so that the discretion of the
monetary authorities would be strictly limited. I believe that, in this
case, a very eminent scholar has again been misled by the preoccupa-
tion with statistics, that is, by the fact that, for statistical reasons,
he has to draw a sharp line of demarcation between what he calls
money and what he calls near-money or credit.

If such a clear line could be drawn, something might be said for
strictly limiting what would be money under that definition.

It is one of the elementary facts of life, however, a fact which
a statistician has to disregard but which the practical banker must
heed, that the transition from money proper to all kinds of money
substitutes is gradual and continuous without any sharp lines of
demarcation, and that, in order to maintain a solvent credit system,
we must assure the constant convertibility of all kinds of money
substitutes into money proper. Any attempt to limit rigidly some
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part of this structure could, sooner or later, lead to a rather cata-
strophic monetary panic. For that reason—with great regret, since I
am much attracted by the sort of scheme Milton Friedman has pro-
posed—I do not believe that his proposal can solve the problem. But
I agree with the general aim of trying to go back to a more automatic
system and, above all, to a system which imposes definite restrictions
upon the monetary authorities and enables them to say to anybody
who brings pressure upon them: we can’t expand further, we are
prevented by our institutions from doing so.

I do not know whether we shall be able, in the foreseeable
future, to restore a system, such as the gold standard, which, although
not foolproof, is at least in some respect protected against the pressure
of fools. But it certainly is necessary to make people understand that
the now fashionable method of securing employment by monetary
and credit management is fundamentally false, and that so long as
we attempt to do so, we just repeat, on a greatly enlarged scale, the
kind of fluctuations we used to call business cycles. These fluctuations
were unpleasant enough when we allowed the misdirection of re-
sources by excessive credit expansion to go on for two or three years.
I am afraid they will prove to be even more unpleasant after we have
allowed this misdirection of resources to go on for twenty-five years.

Let me emphasize, in conclusion, that I am not arguing that
another Great Depression of the type of the 1930s is inevitable. Even
then, such a long-lasting and severe depression was not necessary,
but was largely due to the foolishness of the policies pursued. We
need not move into an equally serious and general depression if we
avoid equally foolish policies—which included, in my opinion, the
attempts made after 1929 to maintain demand and maintain wages,
policies initiated by President Hoover and then expanded by President
Roosevelt. But notice the proviso: if we do not make mistakes as bad
as those we made in the early “30s. I shall leave it to you to judge
what chances we have of avoiding such mistakes.

Thank you. [Applause.]

QUESTIONS AND ANSWERS

DR. HABERLER: Thank you very much for your provocative talk.
I am very glad to see that your thoughts are still contrary to much
of the modern conventional wisdom.

Professor Hayek is ready to answer questions and respond to
criticism. To start the discussion, let me ask one question or two.
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I was very glad you said that you find some justification in the
view that depressions are aggravated by a cumulative spiral and that
there is such a thing as a secondary deflation. Don’t you think that
it is possible to do something about that aggravation without recre-
ating the fundamental maladjustments which, in your opinion, caused
the depression?

PROFESSOR HAYEK: I hope I implied this. The moment there is
any sign that the total income stream may actually shrink, I should
certainly not only try everything in my power to prevent it from
dwindling, but I should announce beforehand that I would do so
in the event the problem arose.

[ am only a little upset by the arguments used now: at a time
when the quantity of money is still lustily increasing, people already
are talking about combatting deflation although there is nothing like
a deflation going on. The time for action will have come once
deflation starts.

DR. HABERLER: Yes, the present situation is complicated by the
fact that we have both inflation and unemployment. But going back
to the 1930s when prices were falling rapidly, would you say now
that at that time much could have been done to stop the spiral?

PROFESSOR HAYEK: You see, even at that time, I did say so. I
will tell you of an episode that may be significant. In 1929, or perhaps
1930, when the depression was beginning to get quite serious on the
European continent, a German political commission—the Braun Com-
mittee—proposed to combat it by reflation (though that term had not
yet been coined), by rapid credit expansion. One of the members,
in fact the main author of the report, was my late friend, Professor
Wilhelm Roepke. I thought that in the circumstance the proposal
was wrong, and I wrote an article against it. I did not publish the
paper, however, but sent it to Roepke with a covering letter in which
I made the following point:

Apart from political considerations, I think you should not—not
yet at least—start expanding credit. But if the political situation is
so serious that continuing unemployment would lead to a political
revolution, please, do not publish my article. That is a political con-
sideration, however, which I cannot judge from outside Germany,
but which you will be able to judge.

Roepke’s reaction was not to publish the article, because he was
convinced that at that time the political danger of increasing unem-
ployment was so great that he would rather risk the danger of
causing further misdirections by more inflation in the hope of post-
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poning the crisis; at that particular moment, such postponement
seemed to him politically necessary.

I have never denied that one can, in the short run, reduce unem-
ployment in that fashion. All I am arguing is that in the long run
you do more harm than good by inflation, and unless the circum-
stances of the moment threaten greater dangers, I would not inflate.

I realize this is not exactly the answer to your question. You
ask whether I have changed my opinion about combatting secondary
deflation. I do not have to change my theoretical views. As I explained
before, I have always thought that deflation had no economic function;
but I did once believe, and no longer do, that it was desirable because
it could break the growing rigidity of wage rates. Even at that time
I regarded this view as a political consideration; I did not think that
deflation improved the adjustment mechanism of the market.

SAMUEL A. MITCHELL, Research from Washington, Inc.: Once the
government nurtures the illusion that the public is entitled to unin-
terrupted real increases in purchasing power, how can it possibly take
the proper measures, or refrain from making mistakes, without run-
ning the risk of major social instability? Isn’t a more likely alternative
an effort to use the state’s coercive powers which, perhaps, could
be a prelude to a much more authoritarian environment and general
loss of liberty?

PROFESSOR HAYEK: I don’t think there is any way to avoid the
risk of major social instability in the present situation. I don’t feel
competent to answer the question of what degree of social unrest the
available alternative courses will produce. All I can say is that, as I
see it, only a course which aims at restoring the market, which
involves avoiding further inflation, even at the price of temporary
though very substantial unemployment, will make it possible to pre-
serve our fundamental political and cultural institutions, democracy
and personal liberty. Any other course, either letting inflation con-
tinue or deliberately resuming it as a means of combatting unem-
ployment, or increasing the quantity of money but clamping on price
controls, leads inevitably to a planned economy, a centrally directed
economy, involving the abolition of free institutions.

I think that there are only three possibilities at this moment.
The first would be a return to stable money, which is not possible
without passing through a period of very substantial and fairly pro-
longed unemployment.

The second alternative is to go on expanding rapidly enough to
create a tolerable level of employment. That means accelerating the
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rate of inflation and—perhaps I ought to have explained this earlier,
but I won’t stop to consider it now—accelerating inflation cannot
go on indefinitely. Sooner or later, it causes such a disorganization
of the whole economic system that it ceases to stimulate employment.

The third possibility—unfortunately, the most likely to be chosen
—is to go on expanding while trying to combat the effect on prices
by controls. That is a direct path to a centrally planned economy,
and that is the one we are most likely to go.

DUDLEY DILLARD, University of Maryland: I would like to ask a
question about scientific method, about the theory that a theory can
be true although its truth can’t be tested statistically. I am familiar
with your economic work, but not with your methodological and
philosophical work. But my question is, why should anyone accept
such a theory as true? Perhaps you could explain how you would
demonstrate, by other than statistical methods, why such a theory
is true.

PROFESSOR HAYEK: I think the answer is fairly simple. If we
take as premises some undisputed facts, which everybody accepts as
facts of daily observation, we can logically deduce from them certain
consequences, which permit only one answer to the problem. In
other words, if we deduce certain consequences from admitted facts,
by logically correct argument, the truth of our deductions has to be
accepted. You might object that I have left out some facts, and that
the result would have been different if I had not neglected those other
facts. Well, my answer to this objection would be: quote the facts,
please, and I shall be quite willing to consider them. We have been
talking about this problem for a hundred years, and nobody has yet
mentioned any generally admitted facts which would essentially
modify my conclusions.

As a result of the peculiar position of the natural sciences, which
deal with relatively simple phenomena, the doctrine has arisen that
it is always the predicted result which must be directly confirmed by
empirical evidence. But we can also arrive at new results from prem-
ises which we can confirm empirically; if these premises are accepted
and the logic of our deductions is accepted, I think we can be fairly
confident that the result will be true of the world in which we live.

Experience may, of course, contradict such a result; that is, such
a theory, like all theories, can be disproved, and we will accept it
only as long as it is not being disproved. But on the whole I think
we have been trying unsuccessfully to disprove the theory for a very
long time. And I am inclined to regard the recent experience as an
even better confirmation than any past one.
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CHIAKI NISHIYAMA, Rikkyo University: I earned my Ph.D. from
Professor Hayek, but at the same time I joined in the workshop of
Milton Friedman, and I am here really in a difficult position: I have
to defend Milton Friedman against my mentor.

In Japan, we have constructed ten different M series, covering
the 100 years of Japanese monetary history, and we have found that
there is, indeed, a close correlation among all those different series.
Admittedly, this is not sufficient evidence for the assertion that M2
or M3 could substitute for some weighted average of all kinds of
money. But I'd like to present still another piece of evidence for
Milton Friedman’s assertion that we can optimize the money supply
by controlling M2 or M3. This evidence, too, comes from Japan’s
experience.

From 1965 on through 1970, the Japanese monetary authority
maintained the rise in the money supply every year at 16 percent; in
this period we had price stability and yet a very rapid rate of eco-
nomic growth. Reacting to the “Nixon Shock” of August 1971, how-
ever, the monetary authority let the rate of money supply suddenly
increase from 16 percent to 30 percent. Then, realizing that it had
made a mistake, it began to reduce the rate of money supply growth
as early as January 1973, and continued to do so, in a very gradual
way, for twenty-four months. The rate of increase was brought down
from 30 percent to the original level of 16 percent at the end of 1973,
and to 10 percent in September 1974.

Our rate of inflation was tremendous in the first and second
quarter of last year: the CPI went up 24.5 percent, the WPI 36 per-
cent. But those price indices have now come down: the rise of the
WPI to 4.9 percent a year, and that of the CPI to 13 percent. In
contrast, when the U.S. authorities tried to change the rate of money
supply, what they did was reduce it from 6 percent to zero for three
months, then shoot it up to 10 percent, and then reduce it once
again to zero six months later.

I wonder if this is what we monetarists are arguing for. When
we say that the rate of money supply is important, we’re not saying
that we should optimize it all at once, at all costs; rather I would say
that, if we can regard the case of Japan as a success, the reason is that
we have done it gradually, over a period of twenty-four months.

But I have to admit that while we succeeded in controlling infla-
tion, we created a large amount of unemployment. And that is a
problem which cannot be solved solely by sticking to monetarism.

Professor Hayek is absolutely right when he says that we have
to do something else. What we did in Japan was to try to convince
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labor that it was in its own interest not to raise nominal wage rates
but rather that reducing nominal wage rates would optimize their real
income. Apparently we have succeeded in this effort. Of course, we
should also, as Professor Hayek has emphasized, try to optimize the
price structure, perhaps by trying to reduce the rate of monopoly or
oligopoly or other organizational rigidities. Therefore, my final con-
clusion is more in line with your position, and in this way I try to
synthesize your position with Professor Friedman’s.

PROFESSOR HAYEK: I really do not disagree with anything you
said, and I hardly disagree from the theoretical argument of Milton
Friedman—there are only minor differences. But I do disagree on a
practical point.

[ am all in favor of the monetary authorities’ aiming at keeping
the increase in the quantity of money at a constant rate, as Friedman
proposes. What I oppose is that this aim should be legally imposed
upon them. I have to say this because I explicitly favor imposing
some external restraints upon the monetary authorities.

I would not use the legal restraint suggested by Friedman because
it would have certain dangerous consequences. In 1844, the British
attempted to place a fixed limit on the circulation of bank notes.
They were forced to circumvent this restriction by dispensing the
Bank of England in the three succeeding crises from the obligation
to keep the circulation within that limit. Nevertheless, the expectation
that the Bank of England would not be able to provide the liquidity
which was needed in such a crisis was one of the causes of the panics.
I believe the Friedman proposal would lead to the same situation. If
the public felt that the demand for liquidity exceeded the amount the
law permitted the central bank to provide, we would again get panics
of this sort. And for this reason, regretfully, I conclude that we must
leave a certain amount of elasticity and discretion to the monetary
authorities.

PROFESSOR JURG NIEHANS, Johns Hopkins University: I have a
question on exactly this point. I am not a defender of the 4 percent
rule. Still your main point of criticism was somewhat puzzling to me,
and maybe you could explain it.

You said it is one of the major duties of the monetary authorities
to see to it that the various types of money and near monies are
perfect substitutes, and you criticized the 4 percent rule because you
believe that, under such a rule, this obligation could not be discharged
and that this situation would lead to disturbances, crises, and so on.
On the other hand, you are for a gold standard. Now, in what respect
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would the gold standard, where gold takes the place of the monetary
base in some sense, be more elastic, and how could the monetary
authorities discharge their obligations better under a gold standard
than under the 4 percent rule? If I had to make a choice, I would
rather have a rigid, predictable 4 percent rule than a quantity of gold
which could not be exactly predicted, and the rigidity would not be
worse in the first case than in the second.

PROFESSOR HAYEK: First, let me consider a terminological point
which I must clear up to make sure that we do not misunderstand
each other. You used the expression “perfect substitutes” with regard
to different kinds of money. They cannot be perfect substitutes, and
[ am not suggesting that they should be made perfect substitutes.
Just because they are not perfect substitutes, it’s necessary to make
the various kinds of money freely exchangeable against each other;
at certain times people are very anxious to exchange one kind for
another.

Now, it is quite true that, under a gold standard, the most uni-
versal liquid element is gold and that you cannot, in the short run,
increase the quantity of gold. But you can increase the quantity of
gold in the hands of the public. That is the purpose for which the
central bank holds reserves, and the answer is that if it has enough
reserves and is able to give the public gold when it wants, it will
avert that sort of panic.

PROFESSOR EGON SOHMEN, University of Heidelberg: I think,
Professor Hayek, that in your major diagnosis of the reasons for
recessions, you may perhaps not be so far off from the emerging
professional opinion in this field, the modern conventional wisdom.
I was very pleased to see recently a book on the microeconomic foun-
dations of macroeconomic policy,> and I think this is precisely what
you are driving at. You stress the microeconomic reasons for mal-
adjustment and recession. I think almost any economist agrees that
rigid wages can be a cause of unemployment. The only trouble is,
of course, that it is politically very difficult to do something about it.
I would, therefore, like to hear what you would propose to do about
that problem.

But I would not stop there. There are occasions when a major
industry utilizes only about two-thirds of its capacity, but at the same
time its prices are held rigidly constant or even increasing. Now I
was a little bit surprised that in The Constitution of Liberty, and

2 E. Phelps, ed., Micro-Economic Foundations of Employment and Inflation Theory
(New York, 1970).
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elsewhere, you have downgraded the importance of antitrust policy.
Such policy would seem to me to be one of the possible devices for
moving against price stickiness in the field of commodity markets—
and I think commodity markets are just as important as labor markets.

Finally, if central banks exercise price controls in dealing with
foreign exchange, major disequilibria can develop. People may not
want to hold certain currencies, and governments are then obliged
to clamp on controls in order to prevent people from freely exchanging
different currencies against each other. If this goes on for several
years, I think it would be a clear indication that there is a disequilib-
rium, that a certain price is out of equilibrium and ought to be changed.

It would seem to me that in line with your general position you
should be in favor of very strong antitrust policies to correct the
second type of disequilibrium, and you should also be in favor of
flexible exchange rates in order to correct the third type of dis-
equilibrium.

PROFESSOR HAYEK: I should be very sorry if I gave the impression
in The Constitution of Liberty that I was against a policy which aims
at restoring competition. But that doesn’t mean that I must approve
of antitrust policy as it is actually pursued.

I don’t believe that either the attempt to fight bigness as such,
nor the various efforts to aim at a competitive price as if competition
existed in fields where it cannot exist, can have the desired results. I
think there are other possible ways which avoid in particular the very
harmful discretionary powers actually conferred on the enforcing
authorities.

What I would do is to expand greatly an until recently little used
clause of the antitrust laws about triple damages to people whose
freedom of action has been infringed, and to leave it to the potential
competitors to act against attempts at restricting competition. I would
also favor very extensive alterations in private law to make the
prospects of competition more effective. But I have very grave doubts
about what is actually being done, and generally about what can be
done by an authority that has been given discretionary powers.

ILSE MINTZ, National Bureau of Economic Research: If I understood
you correctly, your theory is that unemployment arises because of
structural disequilibria, in contrast to the view that it is the conse-
quence of insufficient overall demand.

Now, if this theory is correct, would it not follow that job
vacancies in some industries should be roughly equal to the size of
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unemployment in other industries? In other words, should we not
find some industries that have a shortage of labor and other resources,
and other industries that have a surplus, that is, unemployment? If
this conclusion were correct, then we would also have an empirical
test for that theory because we could look at the number of vacancies,
compare it with the number of unemployed, and find out how this
ratio varies over time.

PROFESSOR HAYEK: Unfortunately, surplus and shortage of labor
are not symmetrical, because, if there exists an excess of labor, wages
do not fall, and if there is a shortage of labor, wages rise. In conse-
quence, where there exists a tendency to shortage, equality between
demand and supply is at once established by the rise of wages; but
where there is an excess of labor, wages do not fall to establish a
similar equilibrium. The two situations are not “on all fours” because,
as we all know, wages are only rigid downwards, but by no means
rigid upwards.

DR. HABERLER: May I pursue for a moment that question, which
I thought was a very good one. I agree with you that there is an
asymmetry: there may be no vacancies although there is unemploy-
ment. But you went further. You said that it is empirically impossible
to measure this discrepancy between the structure of demand and
the structure of the supply.

Now, if you say it is very hard to foresee it “‘ex ante,” I can see
that. But once the situation has arisen, isn’t it possible, then, to
distinguish between structural unemployment—let me say, in the
automobile industry, supposing it is overexpanded and has to contract
—and general unemployment which is the consequence of the sec-
ondary deflation? The next question would be, is it not possible that
the secondary monetary repercussions, the so-called secondary defla-
tion, is often much more important than the primary discrepancy
that brought it about?

PROFESSOR HAYEK: I have never seen that question empirically
investigated and should very much wish to see it attempted. I
hesitate to encourage anybody because I don’t expect he would get
very far; but if anybody were to succeed, I should, of course, be
greatly interested in the results.

DR. HABERLER: There was a lot of general unemployment in the
1930s in practically all industries; we could therefore say, without
detailed statistical study, that there was a lot of secondary deflation
and general unemployment created by that deflation, even if we
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cannot say precisely how much unemployment was of one kind or
the other.

PROFESSOR HAYEK: This reminds me of a point which I perhaps
should have mentioned earlier. There is a special difficulty about the
present situation. In the misdirection of labor and the distortion of
the structure during the past business cycles, it was fairly easy to
point to the excessive expansion because it was, on the whole, con-
fined to the capital-goods industries. The whole thing was due to
an overexpansion of credit for investment purposes, so you could
point to the industries producing capital equipment as those which
had been overexpanded.

In contrast, the present expansion of money, which has been
brought about partly by means of bank credit expansion and partly
through budget deficits, has been the result of a deliberate policy, and
has gone to entirely different channels. The additional expenditure
has been much more widely dispersed. In the earlier cases, I had no
difficulty in pointing to particular illustrations of overexpansion; now
I am somewhat embarrassed when I am asked the question, because
I would have to know the particular situation in a particular country,
where these additional money flows went in the first place, et cetera.
I would also have to trace the successive movement of prices which
indicate these flows. In consequence, I have no general answer to
this question.

I do not doubt that in a sense we have today the same kind of
phenomenon, but the overexpansion, the undue increase of labor
employed in particular occupations, is not confined to a single, clearly
delimited block such as the capital-goods industries. It is now spread
much more widely, and the distribution is much more difficult to
describe. This is again a field some statistically minded economist
should investigate in order to show how the process operates in a
particular country. I should be most grateful for such an investigation.

DR. HABERLER: I think it is time to adjourn. Thank you very, very
much, Professor Hayek, for being with us today and for your inter-
esting talk. [Applause.]

20



SELECTED 1975 PUBLICATIONS

THE NATURAL GAS SHORTAGE AND THE CONGRESS, Patricia E. Starratt
(68 pages, $3.00)

OBSCENITY: THE COURT, THE CONGRESS AND THE PRESIDENT’S COM-
MISSION, Lane V. Sunderland (127 pages, $3.00)

PERFORMANCE OF THE FEDERAL ENERGY OFFICE, Richard B. Mancke
(25 pages, $1.50)

GOVERNMENT-MANDATED PRICE INCREASES: A NEGLECTED ASPECT
OF INFLATION, Murray L. Weidenbaum (112 pages, $3.00)

ELECTORAL REFORM AND VOTER PARTICIPATION, Kevin P. Phillips and
Paul H. Blackman (135 pages, $3.00)

ARAB-AMERICAN RELATIONS IN THE PERSIAN GULF, Emile A. Nakhleh
(82 pages, $3.00)

BRITAIN AT THE POLLS: THE PARLIAMENTARY ELECTIONS OF 1974,
edited by Howard R. Penniman (256 pages, $3.00)

STATE-LOCAL FINANCES IN THE LAST HALF OF THE 1970s, David ]. Ott,
Attiat F. Ott, James A. Maxwell, ]. Richard Aronson (105 pages, $3.00)

U.S.-SOVIET DETENTE: PAST AND FUTURE, Vladimir Petrov (60 pages, $3.00)

THE PHENOMENON OF WORLDWIDE INFLATION, edited by David I.
Meiselman and Arthur B. Laffer (218 pages, cloth $8.50, paper $4.00)

REGISTERING VOTERS BY MAIL, Richard G. Smolka in association with
Jack E. Rossotti (85 pages, $3.00)

PRICE CONTROLS AND THE NATURAL GAS SHORTAGE, Paul W. MacAvoy
and Robert S. Pindyck (81 pages, $3.00)

THE EXPECTED RETURN FROM PHARMACEUTICAL RESEARCH, David
Schwartzman (57 pages, $3.00)

DRUG DEVELOPMENT AND MARKETING, edited by Robert B. Helms (300
pages, cloth $9.00, paper $4.00)

WORLD FOOD PROBLEMS AND PROSPECTS, D. Gale Johnson (83 pages,
$3.00)

THE 1976 BUDGET: SHORT-RUN STABILIZATION POLICY AND THE LONG-
RUN BUDGET OUTLOOK, David ]. Ott and Attiat F. Ott (38 pages, $2.50)

INDUSTRIAL CONCENTRATION AND INFLATION, Steven Lustgarten (55
pages, $3.00)

CORRECTING TAXES FOR INFLATION, William Fellner, Kenneth W. Clarkson
and John H. Moore (47 pages, $2.50)

NUCLEAR THREAT IN THE MIDDLE EAST, Robert ]. Pranger and Dale R.
Tahtinen (57 pages, $3.00)

POLITICAL ELITES IN THE MIDDLE EAST, edited by George Lenczowski (227
pages, cloth $9.50, paper $3.50)

REDISTRIBUTION AND THE WELFARE SYSTEM, Edgar K. Browning (131
pages, $3.00)

REGULATION AND DRUG DEVELOPMENT, William M. Wardell and Louis
Lasagna (181 pages, $3.50)

THE NORTHEAST RAILROAD PROBLEM, George W. Hilton (59 pages, $3.00)

FRANCE AT THE POLLS: THE PRESIDENTIAL ELECTION OF 1974, edited
by Howard R. Penniman (324 pages, $4.50)

THE FEDERAL ANTITRUST LAWS, Third Revised Edition, edited by Jerrold G.
Van Cise (88 pages, $3.00)

SIGNIFICANT DECISIONS OF THE SUPREME COURT, 1973-74 Term, Bruce E.
Fein (148 pages, $3.00)

Discounts: 25 to 99 copies—20%; 100 to 299 copies—30%;
300 to 499 copies—40%; 500 and over—50%



A Discussion with Friedrich A. von Hayek presents the views of one
of the world’s most distinguished economists on the timely topics of
inflation, unemployment, and economic policy. Professor von Hayek
argues that “the cause of the present unemployment is the full em-
ployment policy of the past” and that the great majority of econo-
mists “have been wrong, have thoroughly discredited themselves
and . . . have forfeited their right to be heard.”

Friedrich A. von Hayek—the leading figure in the Austrian school
of economics—is the author of scores of learned essays and books.
Perhaps the best-known of his works are The Road to Serfdom, The
Constitution of Liberty, and Production and Prices. He is a founder
of the Mont Pelerin Society, an international organization of scholars
whose work is dedicated to preserving and extending political free-
dom, and is professor emeritus at the University of Chicago, the
University of Freiburg, and the University of Salzburg.

Professor Friedrich A. von Hayek was awarded the Nobel Memo-
rial Prize in Economic Science in 1974.

$1.50

American Enterprise Institute for Public Policy Research
1150 Seventeenth Street, N.W., Washington, D.C. 20036





