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Jeffrey Herbener is chairman of the department of economics at Grove City College.

WOODS: Jeff, you have done something that has never been done before. There is no
competition here. You are a monopolist in the superficial sense. There is no other attempt that
| have seen to take a mainstream textbook and apply a systematic Austrian critique to it. In
lesson after lesson you are putting the words of Samuelson side by side with an Austrian
analysis of topic after topic that people encounter in economics. | wanted to do this—well, let
me clarify that: | wanted you to do this—because | wanted there to be a tool, first of all, for
students who are handed these textbooks and who want to know: what would be the Austrian
response to what | am reading? They’re not going to find that in Human Action with a lot of the
sorts of concepts that come up in the standard text. And likewise for the general public, who
will hear some of these concepts in the financial press, in the popular media, and don’t really
know what the Austrian response is.

Now we have a systematic Austrian reply. | think it’s a tremendous contribution. The
contribution that | made was to think of it, and then instead of doing it myself, to think, well,
what sucker could | line up to do this?

HERBENER: Yeah, here | am.
WOODS: | am delighted to say you came to mind first.
HERBENER: | have read Samuelson so you don’t have to.

WOODS: Yeah, that’s exactly right. Well, let’s start with that: tell us, what is the significance of
Paul Samuelson and this textbook?

HERBENER: Samuelson, of course, published this book in 1948. He somewhat immodestly
claimed later in an interview that he didn’t care who made the country’s laws as long as he
could write their textbook. So his task was to provide the economic education to every
interested party in the whole country, and his book did succeed wildly. Millions of copies have



been sold, and it really did teach a generation after World War Il economics. They learned
Samuelson’s reductionist modeling view of economics, which has been, of course, a disaster.

WOODS: And Samuelson is probably the most widely read—obviously, because of how well the
textbook sold—Keynesian popularizer in the United States. When | say popularizer, | don’t
mean to diminish him, because he was an original economic thinker in his own right, but
nevertheless, he basically taught Keynesian economics to American students, right?

HERBENER: Yeah, that’s absolutely correct. Samuelson did make contributions in various areas,
but Keynesianism he just swallowed whole from Keynes, and again, he sort of immodestly said
about his conversion in the 1930s that it was really this sort of epiphany that he had—a kind of
euphoria even to encounter Keynesian economics after Keynes published his book in 1936.

WOODS: | don’t know if euphoria is quite the word we would use.
HERBENER: (laughs) No, | don’t think so.
WOODS: All right, so who’s Nordhaus?

HERBENER: Nordhaus is his colleague, or was his colleague, at MIT, and so they collaborated.
Samuelson recognized, of course, that he wouldn’t live forever, so he took on a co-author to
perpetuate the book. But the basic structure of the book stayed the same. The basic content
was pretty much the same from all the way back to 1948. | was surprised, actually, when | first
read his introduction, where he says we are middle-of-the-road guys, we’re not extremists
either on the left or the right. He had said exactly the same thing in 1948: that he was in favor
of the mixed economy, and he just wanted to set out what that should look like.

WOODS: And the tone of the book leads you to think that, that | admit that the market is great
at providing goods and services, but then we need the government for this, this, this, and this,
and so that seems like a reasonable position to take. And then you just relentlessly, in topic
after topic, present what the kids are going to be encountering in this textbook and in many
textbooks, and then right after it an Austrian analysis. Some of these topics I've never seen an
Austrian analysis of before, and that was really why | wanted to do this project.

All right, if somebody studies this textbook for a year, and you had to start unraveling some of
the misconceptions, what would be the most pronounced and fundamental misconception that
person would have walked away with from that textbook?

HERBENER: Yeah, | think probably the basic, fundamental fallacy that Samuelson pushes that
underlines all of the things he does in the book is this reductionist modeling assumption. The
foundation for him of all economic reasoning is an optimization model functionally expressed in
some equations, and he thinks that all of human life can be usefully explained by having this
simplistic expression and then applying this to the actual complex human reality of society.



WOODS: Give me an example of how he’s talking about an issue that we also would want to
talk about, an issue of importance, but that because of his presuppositions he fails to perceive
or understand or penetrate to the essence of that issue.

HERBENER: The easiest example of this, | think, is in the macro section, where he has an
aggregate demand/aggregate supply model, and so he reduces the entire complexity of all the
different production processes and the array of prices and profitability and capital structure
and so on just to aggregate demand spending flows. The only disaggregation in the model is
between consumption spending and spending on investment. It’s not that you can’t learn
something from that level of aggregation. It’s just that what you learn about the economy at
that level of aggregation is not very robust. It doesn’t include, obviously, all the different things
that we can learn by thinking about the actual processes of production and exchange in the
economy. And, of course, sometimes when Samuelson wants to talk about something that
relates to these micro-economic elements of the economy, he makes mistakes because all he
has is this super-aggregated framework to apply.

WOODS: | had Matt Machaj on the show a couple of weeks ago, and he was saying that he’s
pretty sure he can recall somewhere in the General Theory that Keynes said that he was
interested in the volume of spending, and not so much in the direction of spending. Is that
more or less what we’re talking about?

HERBENER: Yeah, that’s exactly it. Samuelson even emphasizes in the book that this was the
major breakthrough of Keynes. This is what modern macroeconomics rests on: the insight that
aggregate demand is the factor that explains everything—the business cycle and everything
else.

WOODS: Now, we’re going to have plenty of listeners who never took an economics course. So
clarify for people the difference between micro- and macroeconomics.

HERBENER: Well, even the split is somewhat artificial, introduced in modern economics by
Keynes, but basically the difference is that microeconomics deals with the supply and demand
and prices and production and particular markets. Here, of course, Samuelson in the first part
of the book, when he’s dealing with micro, accepts a lot of the standard neoclassical treatment
of these questions, which of course isn’t entirely wrong, but it’s somewhat misleading. Whereas
macroeconomics tries to deal with questions about the working of the economy as a whole,
and the view is just to take the micro analysis of demand and supply, and blow it up. In a sense
just multiply it. So if we have demand for apples and supply of apples at the micro level, at the
macro level we would just have the whole economy modeled by 10,000 markets of apples. Its
basically just the assumption that we have one good being produced by just two inputs. And
then we have one buyer, or at least one stream of spending, to buy this single good.

WOODS: All right, so it may be, and in fact seems likely that it is the case, that with this way of
looking at the economy you are seeing not a lot. You’re certainly not seeing the micro
foundations of what’s going on in the economy. You’re just seeing aggregate spending flows.



You're not seeing patterns of spending. You’re not seeing the capital structure. You’re not
seeing pretty much what makes the economy the economy. But what’s the practical
significance of this? The fact that they don’t see the economy in as robust or interesting a way
as we see it: does that have policy implications? Are they going to miss something that’s so
important that they are going to advise the government to do things that are stupid and
destructive?

HERBENER: That again is one of the remarkable things when you read Samuelson, how often
this fallacy he has that all spending, regardless of its source, has the same stimulating effect on
production runs throughout these macro chapters. So just to increase aggregate demand is in
and of itself for Samuelson, regardless of the source, to reemploy unemployed workers or to
restructure production processes. He has no conception of the distinction between
entrepreneurs on the market who are engaged in investment expenditures to build capital
capacity and to hire workers and produce products that people desire and will buy and
generate profit for the firm, and government officials who are just budgeting and spending on
things where there is no market test of the efficiency of their production through profit and
loss.

WOODS: Can you explain to a lay audience the concept of a production function?

HERBENER: What Samuelson does again is talk about aggregate production functions, and so
he takes what might be a sensible shorthand approach to the production of a single good
where he says, let’s consider the production of automobiles, and this would be brought forth by
a combination of capital and labor, and if we presume the capital is fixed in amount—we have a
certain number of factories—and we add more and more workers to these factories, we’d see a
particular relationship between the workers that we have in the factory and the output that we
get. He takes this sort of sensible shorthand view of the production relationship at the micro
level and blows this up for the whole economy. But the macro level, again, it’s as if we’re only
producing one good for the whole economy, and there are only two inputs in the production of
this one good, and oh, by the way, we can also ignore the capital capacity of the production of
this good and dwell only on what he calls the variable input—the labor input. So it’s bad
enough to use just a production function type of analysis at the micro level and not include the
entrepreneur’s calculations of the monetary implications of hiring labor or building a particular
factory, but it magnifies this error tremendously to treat the whole economy as a single
production function.

WOODS: Now, getting back to this general question of aggregation that we see among
Keynesians and Samuelson’s case in particular. How would this effect a Keynesian or a
Samuelsonian analysis of the 2008 crisis? How would they look at that in a way that’s different
from how Austrians would analyze it, even leaving out the central bank and the theory of the
business cycle—just the way they think about what would cause a downturn like that and how
they would look at what’s really happening. Wouldn’t they look at it as a matter of a collapse in
spending somehow? How would they look at what’s causing depressions?



HERBENER: Yeah, that’s right. Their view is to take their idea of what they call potential GDP. So
again, they have this model in mind of a production function at the aggregate level, and then
it’s just a technical question of how many workers do you have and what’s your capital
capacity, and they plug that into their formula, and they generate what they consider to be the
GDP potential of the economy. And then anytime the actual production in the economy falls
below that, they’ll say we’re in a recession. And so it is this very simplistic view. And typically
what generates the decreased spending that leads to the decline in employment and
production is some what they call external shock to the economy. So something will happen—
Samuelson is fond of repeating over and over the oil shocks of the 1970s. He’ll say, well, we had
this big boost in prices of oil in the 1970s, and this raised costs and led to reduced production in
the United States, and it pulled the economy down below its potential GDP. And then only
aggregate demand increases can push production back up to its potential GDP. So it’s a very
reductionist view. It’s a very simplistic view of how things work. The Austrians, in contrast, say
that what happens in the boom is that the production processes throughout the economy that
are interrelated in the capital structure undergo malinvestment, and so it’s not excess spending
that generates the boom and lack of aggregate demand that generates the bust, but it’s a
misdirection of spending that leads certain production processes to be built up excessively and
other production processes to be underproduced according to what demands will eventually be
in the economy.

WOODS: Well, again, when | had Matt Machaj on, we were talking about the Taylor Rule, and
the Taylor Rule makes use of the idea of potential GDP and all this, and | couldn’t—I have never
really been able to get my head around this idea of potential GDP. | have always thought that |
must be missing something. | don’t have a Ph.D. in economics. My degrees are all in history.
Maybe | am missing something, because my initial response to this was to say that this very
concept begs the whole question. It takes for granted that there’s nothing wrong with the
capital structure in the economy. There’s nothing that’s been distorted about it. It’s just a thing
that can go on its present configuration indefinitely as long as we just pump enough juice into
it.

But what if there is more to life than just looking at the number of workers, the amount of K,
you know, all this stuff? What if they don’t interlock properly? What if because of the central
bank there’s been distortion of patterns of investment and patterns of spending such that,
yeah, in the aggregate you have a lot of stuff, but it doesn’t work together. So you can juice it
up all you want, but what you really need to do is in a way, disassemble and reassemble it.
Now, how can they not see that?

HERBENER: Yeah, | think the reason they can’t see this is precisely because they want a
tractable model of the economy. This isn’t just an assumption of Samuelson himself. This is held
by all neoclassical economists when they do macroeconomics. They have this concept of what
sometimes is called shmoo capital. The idea that the capital stock in the economy is like Play
Doh, and it can just be molded instantly without cost into whatever configuration one might



need for production. And if you think this, well, then, of course, capital can never be a problem.
You can’t have a problem with that. It may be that you’ve malinvested your capital, but you can
instantly reform the capital structure so that this is not a problem.

WOODS: Right, so there are no delays. There are no losses involved. In fact, there is your
potential GDP problem: during the time that you have to undo all this malinvestment, you are
foregoing production that would have occurred if you hadn’t had the malinvested capital
problem in the first place.

Let’s turn to a specific issue that | studied as an undergrad. | took some economics, and it
wasn’t—and you’re not saying, by the way, that everything in this textbook is completely
wrongheaded. In fact, at the very beginning you say sometimes the errors are quite subtle. But
in the case of the Phillips Curve, this would be, | think, an area where you would say this is
simply wrongheaded both empirically and theoretically. | learned the Phillips Curve tradeoff as
an undergrad even in the 1990s. It was still being taught. For all | know, it’s still being taught
today. What is the tradeoff of the Phillips Curve? Samuelson seems to embrace this
relationship, and what’s wrong with this idea?

HERBENER: The Phillips Curve is the alleged tradeoff between inflation and unemployment. So
the idea in Samuelson’s aggregate demand model is that if aggregate demand increases beyond
potential GDP, then there isn’t any more output that can be produced, and the increased
spending just generates higher prices, and if aggregate demand sags below potential GDP,
prices will soften. So you won’t get much price inflation, but you’ll have unemployment, and so
by engaging in fiscal and monetary policy, we can trade off in the economy higher price
inflation for lower unemployment, or we can, again, make the tradeoff in the other way. If
inflation is too rapid, we could draw back increases in demand and moderate inflation, but only
at the expense of more unemployment.

The interesting thing about how Samuelson has integrated the Phillips Curve into his argument
is that he uses this to deflect the criticism that his approach obtained in the 1970s when we
experienced very dramatically both higher rates of price inflation and higher rates of
unemployment at the same time. | remember Murray Rothbard writing in the 1980s, and
pointing out that this presented a terrible dilemma to policymakers because, of course, if price
inflation is increasing, accelerating the same time that unemployment rates are rising,
policymakers can’t both step on the accelerator and increase aggregate demand to fight
unemployment and hit the brake of aggregate demand to fight price inflation at the same time.

And so Samuelson has to have a way to address this problem, and he uses the Phillips Curve to
do this by claiming that the Phillips Curve, actually, because of external shocks or some
exogenous factor, shifts over time. So it will shift out over time, especially when inflationary
expectations pick up, or again, some other factor external to his model. And this will worsen the
tradeoff, but the tradeoff is still there; it’s just at a higher level of price inflation and
unemployment.



The problem with this view, of course, if you just look at the empirical evidence, you just look at
a scatter diagram with price inflation and unemployment, and the correlation of each of these
items year by year, there’s absolutely no pattern to the direction of movement from one year
to the next, even if the pattern of a particular group, if you select it out of the data points,
might be correlated. From one year to the next, price inflation can go up while unemployment
is rising or price inflation can go down when unemployment is falling, and so on and so forth. So
there’s really no particular evidence or good theory for this tradeoff called the Phillips Curve.

WOODS: Could it be that the plausibility of the Phillips Curve comes from what we might see as
short-term effects of inflation? For example, when we get into the boom period of an artificial
boom? How do | want to phrase that, actually?

HERBENER: Yeah, it could be the case that you would have episodes like this, but it isn’t always
the case. So oftentimes during the boom we don’t see accelerated price inflation as
unemployment is being reduced by the stimulation of production. I think this idea just comes
from the model from the simplistic notion that we just really have one production process, and
of course, if people spend more to buy this good, it will both drive prices up and give more
profit to the producer and lead the producer to hire more, and if spending on this good goes
down, then the producer’s prices will fall, or at least moderate, and he’ll lay people off.

WOODS: In this course you’re hitting on topics, disparate topics, ranging from the environment,
to discrimination, to wage rate determination, to interest and profits, | mean, basically,
anything that anybody would expect to encounter—national income accounting, which is a
topic that we’ve discussed in a video together. Anything that anybody might expect to
encounter in an economics course, you deal with here. What is it in your own classes that you
use as a textbook, given that | assume you’re not using Samuelson in your classes, what do you
use so that you don’t have to spend the whole semester refuting fallacies except as an
intellectual exercise?

HERBENER: | use my colleague Shawn Ritenour’s book, called Foundations of Economics. In this
book, he writes basically a textbook-style treatise on economics. It’s sort of a cut-down version
of Rothbard’s Man, Economy, and State. It nicely lays out the macro section and also then does
the previous work to build the micro section to show how the economy functions, and then in
the macro section how the government, through central banking and so on, generates booms
and busts.

WOODS: Any parting words after this experience of yours? | know you had obviously read these
textbooks in the past, and you had been trained in a mainstream program and taken economics
all through your college and graduate school career, but was there anything that surprised you
or jumped out at you? Or was worse than you expected or better than you remembered? Or
anything like that? Any impressions when you’ve finished this project other than thank
goodness it’s over?

HERBENER: (laughs) Well, yeah, it was a relief, actually.



WOODS: I’'m sure it was.
HERBENER: When [ finished | took a week off and didn’t do any work.
WOODS: | saw the very last lesson. You look like a shell of a man by the end.

HERBENER: That’s exactly right. My wife was wondering if | would ever recover from it. But no, |
would say the book was pretty much what | expected. Although, as you pointed out, early on in
the very first lecture | did alert the students to the fact that some of these mistakes that
Samuelson makes are rather subtle. There is a wing of Austrian economists who are what we
might call ultra-subjectivists, who don’t think there’s anything such as economic law or any
order to society, and so on and so forth. And at least the neoclassical economists share with the
Misesian Austrian economists the view that there is in fact a social order, and at least that
aspect of economics comes through in Samuelson’s book.

WOODS: Well, Jeff, | am grateful for your time with us today, but super-grateful for the time
you took going through 31 textbook chapters to break new ground by giving the systematic
Austrian critique.



