An economy built on an illusion is hardly a
sound structure
By John P. Cochran

Thursday,February7th, 2013

George Melloan’s “The Fed’s Asset-Inflation Machine” in today’s Wall Street Journal, while not
mentioning Austrian economics, provides some very Austrian sounding analysis of the impact of
Fed policy, both current and past on the economy.
Some highlights:
The nearly 2,000-point rise in the Dow Jones Industrial Average since last June no doubt at least
partly reflects asset inflation, since there has been very little in the economic or political outlook
to justify it.
Echoing Salerno’s recent excellent analysis of the overconsumption aspect of ABCT:
Asset inflation often produces something called “wealth illusion,” the belief that pricier asset
holdings necessarily make one permanently richer. Illusions are dangerous. Eventually, painful
reality intervenes.
Fed error feeds the boom and housing bubble leading to the current bust:
Mr. Greenspan would fail to heed his own warning. Urged on by his soon-to-be successor, Ben
Bernanke, Mr. Greenspan would hold interest rates down too long, setting off a mid-2000s credit
binge that sent assets soaring, home prices in particular.
The inevitable bust:
As Mr. Greenspan had feared, a crash in asset values did profound damage to the real economy.
We are still living with it.
I would argue, following Frank Shostak (“Fed’s policies expose mainstream fallacies”), it was
the credit expansion and the resulting malinvestments that did considerable harm to the real
economy. A return to asset prices to more realistic values is part of the correction, not the cause
of the ‘profound damage’.
Melloan concludes:
But an economy built on an illusion is hardly a sound structure. We may be doomed to learn that
lesson once again before long.
Credit creation which causes both malinvestments and over-consumption due to ‘wealth illusion’
of asset inflation. Asset inflation is a direct result of created credit. Melloan thus informs the
www.csinvesting.org

Page 1

reader indirectly through a quote from German banker/economist German banker and economist
Kurt Richebächer (April 2005 newsletter) ”there is always one and the same cause of [asset
inflation], and that is credit creation in excess of current saving leading to demand growth in
excess of output.”
For a detailed discussion of ABCT which spells out how these forces played out and are
continuing to play out in the current economy see Joe Salerno’s excellent (maybe the best new
paper on ABCT in the last 10 year?) paper, A Reformulation of Austrian Business Cycle Theory
in Light of the Financial Crisis.
Melloan concludes:
But an economy built on an illusion is hardly a sound structure. We may be doomed to learn that
lesson once again before long.
Too bad Chairman Bernanke’s vast scholarship on the Great Depression does not appear to have
included the best study of the 1929-1933 period, Rothbard’s America’s Great Depression.
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1. An economy built on an illusion is hardly a sound structure | @EconomicMayhem says:
Thursday, February 7, 2013 at 4:54 pm
[...] http://bastiat.mises.org/2013/02/an-economy-built-on-an-illusion-is-hardly-a-soundstructure/ [...]
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Dennis Sperduto says:
Friday, February 8, 2013 at 11:38 am
“Too bad Chairman Bernanke’s vast scholarship on the Great Depression does not appear
to have included the best study of the 1929-1933 period, Rothbard’s America’s Great
Depression.”
I would add that Rothbard’s outstanding study also, and perhaps most importantly,
documents the credit expansion deliberately undertaken by the Federal Reserve in the
mid-1920s. As ABCT indicates, this credit expansion was the cause of the initial
economic downturn in 1929.
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3. theCL Report: Supermen, We Think Not says:
Friday, February 8, 2013 at 4:33 pm
[...] An economy built on an illusion is hardly a sound structure [...]
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Martin Faries says:
Sunday, February 10, 2013 at 2:46 am
An economy built on an illusion may not be a sound structure, but it is a great way to rob
people.
The more I look at the economic crisis, the more I am convinced that what Austrians are
up against is NOT simply unsound economic policy, but a propaganda machine run by
the power elite of gigantic dimensions. It is like the Matrix.
These elite bankers do not need to work too hard to sell their agenda in a technical sense
(since the average person does not really understand these issues anyway). As long as
they have the backing and blessing of Congress, all they really need to do is sell their
propaganda, public relations, and myth-making. The gullible, impressionable minds of
the citizenry will take care of the rest.
Speaking of myths, they are infinitely more powerful in the minds of men than a pile of
facts, books, learned articles, or other scholarly material, however true they may be. The
average person does not read such things! Their minds are fed on a diet of archetypes,
myths, legends, stories, and sound bytes.
To sum up, Austrians are intellectual power houses. Menger, Mises, Rothard, et al., have
built a wonderfully unassailable intellectual discipline.
That is not the problem.
The problem is reaching and changing the mind of the average person. Just as a free
market economy serves the masses (primarily average people, not rich people), Austrian
economics serves the needs of the average person. We cannot get anything done without
them.
Maybe Austrians need a talented cadre of cartoonists, comedians, storytellers, advertisers,
novelists, mystery writers?

www.csinvesting.org

Page 3

Believe me, the power elite knows all about this great truth about the nature of Man . The
number one commodity of the Banksters is not money, it is MYTH. Create the right myth
and promote it widely enough, and you control the human mind.
Log in to Reply
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Martin Faries says:
Sunday, February 10, 2013 at 3:28 pm
More testimony as to how the human mind works, and how easy it can be to
manipulate it:
False Memories of Fabricated Political Events
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2201941
Log in to Reply
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Fed’s policies expose mainstream fallacies
By Dr Frank Shostak, on 21 January 13

At the annual meeting of the American Economic Association in San-Diego on January 4-6 2013
Harvard professor of economics Benjamin Friedman said,
The standard models we teach… simply have no room in them for what most of the world’s
central banks have done in response to the crisis.
Friedman also advises sweeping aside the importance of the role of monetary aggregates. On this
he said,
If the model you are teaching has an “M” in it, it is a waste of students’ time. Delete. it.
According to most economic experts the Fed has re-written the central banking play book,
cutting interest rates to near zero and tripling its balance sheet by buying bonds. The federal
funds rate target is currently at 0.25%. The Fed’s balance sheet jumped from $0.86 trillion in
January 2007 to $2.9 trillion in January 2013.
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Professors who say they agree with the Fed’s approach to the 2008-9 economic crisis are
nonetheless challenged by how to explain this new world of central banking to their students.
Dramatic action by central banks to counter a global financial crisis cannot be explained by
traditional models of how monetary policy works, it is argued.
So what seems to be the problem here?
Now according to the traditional way of thinking, a lowering of interest rates activates the overall
demand for goods and services and this in turn, via the famous Keynesian multiplier, activates
general economic activity. Furthermore, according to the traditional way of thinking massive
monetary pumping should also lead to a higher rate of inflation.
Yet despite the massive monetary pumping, both economic activity and the rate of inflation
remain subdued. After closing at 8.1% in June 2010 the yearly rate of growth of industrial
production fell to 2.2% in December 2012. The yearly rate of growth of the consumer price
index (CPI) fell to 1.7% in December 2012 from 3.9% in September 2009. Additionally the
unemployment rate stood at the lofty level of 7.8% in December 2012 with 12.2 million people
out of work.

So why has the massive monetary pumping by the Fed and the near zero federal funds rate failed
to strongly revive economic activity and exert visible upward pressure on the prices of goods and
services?
Is the comment by Benjamin Friedman that money is not relevant now valid? We would suggest
that the fact that massive pumping by the Fed has failed to produce results along the line of
mainstream models doesn’t indicate that money supply is not important any longer in
understanding what is going on.
The fact that economic activity is currently not responding to massive monetary pumping as in
the past is indicative that prolonged reckless monetary policies have severely damaged the
economy’s ability to generate real wealth. Contrary to Friedman, we maintain that money very
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much matters. Contrary to mainstream thinking, an increase in money supply doesn’t grow but
rather destroys the economy.
The ongoing monetary pumping coupled with an ongoing falsification of the interest rate
structure has caused a severe misallocation of scarce real capital. On account of reckless
monetary policies, a non-wealth generating structure of production was created – obviously then,
on account of the diminishing ability to generate real wealth, it is not possible to support (i.e.
fund) strong economic activity.
Remember that monetary pumping is always bad news for the economy since it diverts real
funding from wealth generating activities to wealth consuming activities. It sets in motion an
exchange of nothing for something.
As long as the economy’s ability to generate wealth is still there the reckless monetary policies
of the central bank can be absorbed. Loose monetary policies can create the false impression that
they are the key drivers of economic growth.
However, once wealth generating activities as a percentage of total activities falls below the 50
percent line the reality takes over and general economic activity has to fall.
In response to the weakening in the wealth generating process various non-wealth generating
activities that were supported by wealth generators are coming under pressure. To stave off
bankruptcy they are forced to lower the prices of goods and services that they produce (the goods
they produce are very low on consumers’ preference scales). According to Mises,
As soon as the afflux of additional fiduciary media comes to an end, the airy castle of the boom
collapses. The entrepreneurs must restrict their activities because they lack the funds for their
continuation on the exaggerated scale. Prices drop suddenly because these distressed firms try to
obtain cash by throwing inventories on the market dirt cheap.[1]
It is not clear whether we have already reached this stage in the US. But the fact that despite
massive pumping by the Fed economic activity remains subdued raises the likelihood that the US
economy is not far from sinking into a black hole.
Aggressive policies by the Fed have highlighted the destructive nature of loose monetary
policies. Contrary to popular theories, the actions of the Fed have shown that monetary pumping
cannot grow an economy, it can only set in motion a process of destruction.
Mainstream economic thinkers are of the view that one can make the Fed’s policies more
effective by making the central bank’s policies more transparent and consistent. According to
Michael Woodford, a professor at Columbia University and one of the most influential current
thinkers about monetary policy, “the recent events…have given us a lot of reason to change what
we teach when we talk about monetary policy”. In future, Woodford said he would incorporate a
lot more discussion about the importance of stability in the financial sector on the macro
economy, and tell students why future expectations for central bank interest rates can be vital.
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“Explain why expectations are important for aggregate demand,” he told the panel. “Make it
credible that the central bank will actually follow through with the policy it is indicating,”
Woodford said, referring to the importance of convincing businesses and households to invest
and spend.
The belief that if Fed’s policies were to become more transparent and consistent will lead to
stable economic growth is fallacious. We have seen that it is the Fed’s actual policies that are the
key factor behind the destruction of the wealth generating process. Hence the damage inflicted
by these policies cannot be avoided even if the Fed is consistent and transparent.
Also, observe that the key problem with the mainstream perspective is the emphasis that all that
is needed for economic growth is boosting the demand for goods and services, i.e. demand
creates supply.
It is for this reason that mainstream thinkers used to hold the view that increases in the money
supply and the subsequent increase in the overall demand for goods and services is a catalyst for
economic growth.
We have seen that once money is pumped, it sets in motion an exchange of nothing for
something, i.e. the diversion of real wealth from wealth generators to non-wealth generators, and
subsequent economic impoverishment.
Summary and conclusion

At the annual meeting of the American Economic Association in San-Diego on January 4-6 2013
academic economists said that the latest monetary policies of the Fed made it difficult to employ
accepted theories regarding the effect of central bank policies on the economy. Experts are of the
view that in the “new world” because of Fed’s policies there is little room left for money supply
to explain the latest events, such as why economic activity and the rate of inflation are subdued
despite the Fed’s aggressive policies since 2008. Contrary to mainstream thinking the aggressive
policies of the Fed have highlighted the destructive nature of loose monetary policy – hence
money supply matters more than ever.
[1] Ludwig von Mises Human Action 4th revised edition p 562.
Dr Frank Shostak is a leading Austrian economist and director of Applied Austrian School Economics Ltd,
which aims to assess the direction of various markets using the Austrian School methodology. AASE aims
to make Austrian economics accessible to businessmen. | Contact us
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January 21st, 2013 at 19:58 · Reply

The American Economics Association was set up by the (German Historical School
educated) Richard Ely (the mentor of both T Roosevelt and Woodrow Wilson) to
UNDERMINE the understanding of economics in the United States.
Before the AEA political economy in the United States was dominated by followers of
Bastiat (and the rest of the French Liberal School) such as A.L. Perry. The AEA tried to
make move economics away from the free market (i.e. freedom) and back towards
government interventionism.
Sadly real economics such as Frank Fetter never really grasped that people like Richard
Ely were not economists with another point of view, people like Richard Ely (like the
Pragmatists in philosophy at the same time) were not really supporters of the basic
concepts of OBJECTIVE TRUTH in ECONOMIC LAW at all. Indeed Frank Fetter even
joined in Richard Ely’s “academic freedom” – not seeing that Ely’s real objective was to
make academic economics a “closed shop” (dominated by a guild – committed to
thinking up pretend “scientific” justifications for state interventionism) with the only
position in universities upon to real economists…. cleaning the toilets.
The antics of the AEA now (denying the importance of money and so on) are in the
tradition of its founder Richard Ely.
As for explaining the deeds of the Federal Reserve – that is not difficult.
The Federal Reserve is (like other major Central Banks) engaged in the direct and
indirect funding of government spending by creating money (from NOTHING), and also
engaged in the “cheap money” subsidy of banks and other favoured enterprises
(Corporate Welfare) by the same process of creating money – from nothing.
Their (the Central Bankers) argument is – that if they did not increase the “monetary
base”, “broad money” (the credit money bubble of the banking and general financial
services sector) would collapse.
The capital structure is now so distorted that the question no longer is “will this economy
collapse?”, only “when will this economy collapse?”
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