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A tribute to Norman Barry
(25 June 1944 — 21 October 2008)
Martin Ricketts

Delivered on 6 November 2008

It is my sad task today to address the congregation at the funeral of a
great scholar, a close colleague and a staunch personal friend. I first met
Norman when he took up his post at Buckingham in 1982 and for the next
25 years we shared the ups and downs of life here as well as many overlap-
pinginterests. It turned out that we had much in common and had a similar
intellectual outlook, even though Norman’s background was in politics
and mine was in economics. Having read and studied Hayek, Norman had
a grasp of economics that was very rare among political theorists, while
as a student of Stanley Dennison, John Jewkes, Jack Wiseman and Alan
Peacock, I had been schooled in political economy and public finance, and
had been introduced to the history of economic thought. I would not like
to calculate how many hours we must have sat in pubs, offices and seminar
rooms discussing questions of common interest. To be able to spar with
Norman over such an extended period with the utmost good humor was
one of the most formative experiences of my life. It helped that we came
from differing disciplines because it reduced our perception of personal
rivalry to very manageable proportions. We questioned and tutored one
another out of mutual interest. The education that he provided in politi-
cal theory, constitutional law and social philosophy did not threaten him.
My attempts to help with Austrian economics, public choice and the
economics of social policy did not threaten me. It was a pure form of intel-
lectual barter that strengthened us both. It must say something about us,
however, that we did not write a single joint paper.

Norman graduated from the University of Exeter and arrived at
Buckingham after stints at Queens Belfast (where he met the economist
George Shackle) and Birmingham Polytechnic. He was immensely proud
to be a member of the University of Buckingham. Of course, like all things
that are important to us, it could occasionally be the object of criticism.
Indeed we are more inclined to voice our disappointments over things we
care about than over things that we can take or leave. But, for Norman, the
University of Buckingham became a central feature in his life and career.
It was not just a place where he happened to have a job. The University

ix



x  Elgar companion to Hayekian economics

gave him a freedom that he could not feel elsewhere. And he gave the
University intellectual firepower in defense of its independence and even
of its existence. In 1994 he wrote The Case for Independent Universities, a
pamphlet that was used by the University during the National Committee
of Enquiry into Higher Education in 1997 under the chairmanship of Sir
Ron Dearing.

One has to remember that, in the 1970s, Norman’s views were deeply
unfashionable. Not only did he defend classical liberal social science, he
was a political theorist who was interested in economics and who intro-
duced economic analysis into his politics. He was one of the first political
theorists in the UK to master ‘public choice’ theory — the so-called eco-
nomics of politics. He admired the work of James Buchanan and Gordon
Tullock in The Calculus of Consent and Anthony Downs’s Economic
Theory of Democracy. He was one of the first to consider the implications
for political theory of the economic analysis of public goods. He had
read Charles Tiebout’s 1956 article ‘A pure theory of local expenditures’
[Journal of Political Economy, 64 (5), 416-24] and deduced the implica-
tions for the economic analysis of competitive federalism long before his
professional colleagues, and this marked him as an unreliable outsider if
not a defector to the enemy.

Escaping from an uncongenial consensus was important. But equally
important was a psychological benefit from being at the University of
Buckingham. As a critic of state power and more specifically of state
finance of higher education, he could avoid all charges of hypocrisy by
coming to Buckingham. Here he was paid by his students, just as Adam
Smith would have approved. He could be at one with himself. Buckingham
was his natural home.

On his arrival in Buckingham, Norman had already published Hayek’s
Social and Economic Philosophy, a work admired by Sir Alan Peacock
who was then Vice-Chancellor. He had also produced a textbook — An
Introduction to Modern Political Theory — that went to four editions.
Norman particularly enjoyed meeting alumni of Oxford or Cambridge
who admitted to him that his textbook was widely used and greatly
appreciated for its clarity and coverage — even if (as Norman liked to
believe) it had to be circulated in brown paper envelopes. In the follow-
ing two decades, a stream of high-quality work came from his pen (and
later his keyboard). His books on classical liberalism and libertarianism,
welfare policy and business ethics were translated into Japanese, Chinese,
Turkish, Italian and Swedish. He published papers in internationally
respected journals including the British Journal of Political Science, the
Cornell Law Review and the top-ranking journal in the United States,
Political Theory. Here he engaged seriously with the top minds of the
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time. In his 1984 article ‘Unanimity, agreement and liberalism’ [Political
Theory, 12 (4), 579-96], he offered a powerful critique of the philosophi-
cal foundations used by the future Nobel Laureate James Buchanan in his
approach to constitutional choice. His inaugural lecture at Buckingham
contrasted the philosophical problems encountered by end-state theories
of justice compared with theories of justice derived from rules of just
conduct.

Norman produced over 150 publications on a wide-ranging set of
issues. The pensions problem; marriage and divorce; Austrian econom-
ics; German neo-liberalism (he was an ardent admirer of Ludwig Erhard
and the German Ordoliberals); essays on the history of political thought
including the work of Edmund Burke, Hume, Smith, Rousseau and
Bastiat; varieties of capitalism and issues of corporate governance; insider
dealing; citizenship and rights; and constitutional law. He was happy to
stoop to journalism — defending the financial innovator Michael Milken,
the takeover raider T. Boone Pickens and Gordon Gekko from their
detractors during the 1980s era of ‘greed is good’. Essentially he saw these
figures as protectors of shareholders against the depredations of arrogant
and unaccountable managers. As he put it when reviewing the more recent
Enron, WorldCom and Tyco scandals in the Financial Times, ‘All the
players of the 1990s were very hot on business ethics but they were much
cooler on right and wrong’.

Although Norman was at home at Buckingham, his world was actu-
ally much wider and far-flung. From his lair he could foray out to wage
a continual guerrilla campaign of disruption against the advance of col-
lectivist thinking. His network ran through the Institute of Economic
Affairs in London, where he was a member of the Advisory Council,
through to contacts in think tanks and associations across the world. He
was a regular visitor to the Philosophy Centre at Bowling Green, Ohio
where he once stayed at the Buck-Eye Budget Motor Inn — a residence,
he delighted in telling me, as impersonal as it was possible to imagine and
therefore the nearest to his ideal of abstract market coordination. Yet this
vaunted disdain for all communal ties was pure affectation, and the irony
was transparent. I can attest to the affection in which he was held at the
Philosophy Centre by the flow of emails that I have received enquiring
after him. He regularly attended and occasionally arranged conferences
organized by the Liberty Fund. I remember attending one in Bruges
arranged with the expert administrative help of our own Anne Miller [i.e.
of Buckingham]. He lectured in New Zealand, Australia, Japan, Italy
and many other countries. And, of course, he was a regular visitor to
the Association for Liberal Thinking in Turkey, a connection that has
brought us recently a stream of welcome visitors to the Beloff Centre for
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the Study of Liberty. As he himself would have put it — again heavy with
irony — he was indeed ‘big’ in Turkey.

One of the great delights of Norman’s company was his ability to use
humor for the serious purposes of communicating ideas. If he was joking,
he was probably also trying to draw attention to a serious point. Indeed,
to some degree, the more serious the point, the more likely he would be to
joke aboutit. In this he was in a great English tradition. On the other hand
he enjoyed pure flippancy. He liked the idea of persiflage — the lightest of
banter — although, even here, he took his banter seriously. This derived
from his libertarianism. As a clever man he relished pure wordplay and
sharp wit. But I think he also actually enjoyed annoying his socialist oppo-
nents whom he rightly or wrongly took to be almost completely humor-
less. Why should all these pompous fools insist that we have to be serious
all the time? He once recounted with great pleasure, for example, the
story of Noel Coward’s riposte to the newspaper reporter who asked how,
during the depression years of the 1930s he could enjoy his champagne
breakfast — ‘Doesn’t everyone’?

But, as well as the short flippant observation or witty wordplay,
Norman was capable of gradually constructing the most elaborate and
whimsical flights of fancy. In the early days he managed to establish a
surreal link between the competition within a group of us to produce
the most academic papers in each calendar year and the Tour de France.
A whole vocabulary developed of which the most important element
concerned the metaphorical ‘yellow jersey’ supposedly worn by the race
leader. This inevitably led to the invention of jerseys of more and more
colors to represent more and more ridiculous (and provisional) achieve-
ments by his imaginary rivals. Like a game of Mornington Crescent, 1
might lay claim to being the wearer of the lime green jersey without neces-
sarily having any idea what bizarre substage of the race this was supposed
to signify — although Norman might always be expected to think of some-
thing. He was delighted when, in an early annual report, it was revealed
that a member of the maintenance department had published an article
in Caravanning Weekly (or some similarly titled magazine) and thereby
had come higher in the publications race than many academic members
of staff. Topsy-turvy figured, I think, significantly in Norman’s humor — a
Gilbert and Sullivan element.

In terms of musical theatre, however, his taste was less Gilbert and
Sullivan and more Rodgers and Hart. The sophistication of the lyric
seemed to be the key to his taste. He was genuinely knowledgeable
about the history of the American musical — perhaps part of his overall
love affair with the United States. He disliked sentimentality and pre-
ferred the words of Larry Hart, Cole Porter and Stephen Sondheim to



A tribute to Norman Barry  xiii

Oscar Hammerstein. He could be somewhat pedantic — criticizing the
use of the line ‘stamp me and mail me’ in the song ‘Get me to the church
on time’ sung by Eliza Doolittle’s father in Lerner and Loewe’s My
Fair Lady — on the grounds that a cockney would never have used the
American ‘to mail’ as a verb but the English ‘to post’. Somehow ‘stamp
me and post me’ did not work at all and required extensive re-writing
of the rest of the song. I’'m not sure whether he ever solved the problem
to his satisfaction.

The plays of Tom Stoppard were another interest of Norman’s and he
acted as the organizer of a Liberty Fund conference to discuss them. He
naturally liked the fact that Stoppard was seen as a right-wing playwright
in an age of ‘angry young men’, ‘kitchen sink’ drama, and social protest.
The characters in Stoppard’s plays are often academics or other intellectu-
als facing ethical dilemmas. My Oxford Companion to English Literature
says of the play Jumpers, for example, that ‘the physical acrobatics of the
jumpers of the title parallel the verbal gymnastics of (the central charac-
ter’s) lengthy speeches, which are brilliantly witty parodies of academic
philosophy’. One can see immediately that this would appeal to Norman.

He reviewed theatrical performances and films and revealed in this jour-
nalistic output much about himself and his approach to politics. “‘When 1
first read the Diaries,” he says in his review of Bridget Jones, ‘I thought — at
last a female reactionary . .. who smokes Silk Cut and drinks too much
Chardonnay. She must be a conservative ... I had not felt so confident
about the future since I read that the Spice Girls were Thatcherites’.
Actually he goes on to conclude that Bridget is actually not interested in
politics at all, but he is nevertheless determined to claim her and does so
with the observation that it is precisely because she has no interest in poli-
tics that she is a real conservative.

Norman himself often claimed that he disliked politics — a seemingly
paradoxical observation for a Professor of Politics. But there is no doubt
that he hated practical politics. For Norman, nothing could disguise the
basic truth that politics is the business of making collective choices and
that, in practice, it mostly involves one lot of people bossing around
another lot of people. Politics must in the end confer power to coerce and
this was always repellent to him. He preferred agreement and the gains
that accrue to non-coerced trade. Hence his emotional preference for the
study of economics and his devotion to Hayek. He studied politics, he
said, in the way that a biologist studies a lethal bacterium. If people like
Bridget Jones who are indifferent to politics are conservative, it is difficult
to see Norman in the same camp. In the end, Norman was a classical
liberal, hating politics but deeply interested in social and political theory
and continuing the search for ways of gaining the collective benefits from
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a strong state whilst somehow imposing constitutional limits on its hydra-
like tendency to grow.

It was in 1997 at a conference not far from Hamburg that I first became
aware that Norman was finding it difficult to walk. I remember we made it
to a suitable hostelry, ordered some beer, our talk turning to academic and
other matters and, making light of the episode, he recovered fairly rapidly.
Norman always made light of his condition. After he was diagnosed with
multiple sclerosis, and even as his condition worsened so that relatively
simple tasks became increasingly difficult, I never heard a single word of
self-pity. He would occasionally admit to a bad day but in the tones of
scientific detachment — a simple observation of the facts. His determina-
tion to continue was formidable. Even in the last months, as he concen-
trated intently on the task of holding a cigarette between his fingers, and
I nervously anticipated the hot ash dropping onto a newspaper, we talked
of academic papers still to be written. As Norman’s physical and mental
faculties were eroded, an unquenchable will remained untouched — an
absolute determination, like Ulysses in a once much-admired poem by
Tennyson, to go on to the bitter end:

Come my friends,

“Tis not too late to seek a newer world.

Push off, and sitting well in order smite

The sounding furrows; for my purpose holds
To sail beyond the sunset, and the baths

Of all the western stars, until I die.

Those of us who remain should draw what courage we can muster from
Norman’s example. For, as the eponymous hero of Tennyson’s poem says
as he encourages his oarsmen to set out once more:

Tho’ much is taken, much abides; and tho’

We are not now that strength which in old days
Moved earth and heaven; that which we are, we are;
One equal temper of heroic hearts,

Made weak by time and fate, but strong in will

To strive, to seek, to find, and not to yield.



1. Introduction
Roger W. Garrison

A BRIEF BIOGRAPHICAL SKETCH OF FRIEDRICH
A. HAYEK!

Friedrich August von Hayek (1899-1992) was a notable contributor to
twentieth-century economics and a central figure of the Austrian school.
He is credited for advances not only in the field of economics but also in
the fields of psychology, epistemology and political philosophy. His schol-
arly output spans seven decades.

Hayek was born in Vienna (then the capital of Austria-Hungary) on 8
May 1899. He served in the military as an artillery officer in World War I
before entering the University of Vienna, where he obtained doctorates in
law and political science. After spending a year at New York University
(1923-24), Hayek returned to Vienna where he joined the celebrated
Privatseminar conducted by Ludwig von Mises. In 1927 Hayek became
the first director of the Austrian Institute for Business Cycle Research.
His writing during the late 1920s reflected his experience in New York,
during which time the US was experiencing the early phases of a dramatic
economic boom, and his participation in Mises’ seminar, during which his
appreciation for the Austrian theories of money and business cycles were
strengthened.

On an invitation from Lionel Robbins, chair of the economics depart-
ment at the London School of Economics (LSE), Hayek delivered a series
of lectures at the LSE in 1931 and subsequently accepted the Tooke Chair.
With his lectures published as Prices and Production ([1931] 1935), Hayek
emerged as the principal rival of John Maynard Keynes on the issues of
business cycles and stabilization policy.

During the late 1930s and early 1940s Hayek’s research centered on the
role of knowledge and discovery in market processes and on the methodo-
logical underpinnings of the Austrian school. In particular, Hayek empha-
sized the subjectivism and methodological individualism that underlay the
Austrians’ thinking. His contributions in these areas were an outgrowth of
his participation in the debate over the possibility of economic calculation
under socialism. A key article during this period was his ‘Economics and
knowledge’ (Hayek, 1937).

Though written for popular consumption, Hayek’s Road to Serfdom

1
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([1944] 1967) can be seen as an application of his theorizing about social-
ism in all its forms. He was able to foretell the sequential consequences
of encroaching socialism in England with an acuity that derived from his
having witnessed the same sequence in his native Austria 20 or 25 years
carlier (Hayek, [1944] 1967, p.2). Unfortunately, Hayek’s reaching out to
the intelligent layman was accompanied by — and, in all likelihood, helped
bring about — his estrangement from the economics profession.

In 1950 Hayek left the LSE and joined the Committee on Social
Thought at the University of Chicago. His research there encompassed
the broader concerns of social, political and legal philosophy. It was
during his Chicago years that he wrote The Constitution of Liberty (1960).
He returned to Europe in 1962 with appointments at the University of
Freiburg, West Germany and then (in 1969) at the University of Salzburg,
Austria. His Freiburg-Salzburg years were devoted to producing the
three-volume Law, Legislation and Liberty (1973, 1976 and 1979). Hayek
returned to Freiburg in 1977, residing there until his death in 1992.

HAYEK’S EVOLVING PERSPECTIVES?

Beyond the present volume’s Chapter 2, in which Denis O’Brien sets out
the place of Hayek in the history of economic thought, the sequencing of
the chapters reflects the twists and turns of Hayek’s academic career. 1
have resisted dividing the book into parts out of concern that that would
overemphasize the shifts in Hayek’s focus, as outlined above, and eclipse
the underlying continuity of Hayekian thought. I am aware of the special
attention that has come to be given to Hayek’s ‘Economics and knowledge’
(1937), an article which, according to Terence Hutchison (1981), marks
Hayek’s rejection of Mises’ a prioristic thinking and his turn towards Karl
Popper’s falsificationism. Hutchinson took this perceived change of mind
as implying a first-order distinction between ‘Hayek I’ and ‘Hayek II’. In
my judgment Bruce Caldwell has effectively countered Hutchison in part
by quoting from a 1981 letter from Hayek to Hutchison indicating that
‘I was never an a priorist’ (emphasis in the original), and that tJhe main
intention of my [1937 article] was to explain gently to Mises why I could
not accept his a priorism’ (Caldwell, 2004, pp.420-21).

Although Roy McCloughry, editor of a compilation of Hayek’s early
essays, swears off the task of interpreting Hayek, he identifies the 1937
article as a ‘watershed in Hayek’s thought” (McCloughry, 1984, p.viii) —
almost as if this characterization involved no interpretation. The supposed
watershed is taken to be the point when Hayek turned from the charac-
teristics of an achieved equilibrium to the analysis of the equilibrating
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process. That is, before the watershed, he was concerned with the end-state
relationships that can be set out in a general equilibrium framework; after
the watershed, he was concerned with the dispersion of information and
with the price system as a network for communicating that information. I
question whether this bifurcation can survive a broader understanding of
Hayekian economics.

At best McCloughry’s distinction is overdrawn. In Hayek’s early writ-
ings, he was always careful to square his own theorizing with the general
equilibrium theory of the Lausanne school of economics rooted in the
works of Léon Walras. But the emphasis was on ‘general’ rather than on
‘equilibrium’. It would be more accurate to say that Hayek always paid
explicit attention to the general interdependencies among all markets —
whether or not the market forces associated with those interdependencies
are conceived as having actually achieved a state of equilibrium.

Having absorbed the insights of Walras and other Continental econo-
mists, Hayek had a keen awareness of both the virtues and the limita-
tions of Alfred Marshall’s partial equilibrium analysis. When theorizing
about money, capital accumulation or capital consumption, or about
fluctuations in business activity and widespread employment, it is imper-
missible to focus the analysis on one or two broadly defined markets
while impounding others by way of a ceteris paribus assumption. Hayek
was aware of the fallacious doctrines and disastrous policies that could
be — and were — derived from the unfounded use of ceteris paribus. The
undue extension of partial equilibrium analysis was evident both in the
unschooled thinking of politicians and businessmen and in the theorizing
of Keynes and other British economists who were schooled in Marshallian
economics. It can fairly be said of Keynes that he had ventured far away
from Marshall in terms of the questions asked (about the macroeconomy)
but had leaned heavily on Marshall (relying, in effect, on partial equilib-
rium analysis) for the answers given. Keynes’s assumption of a fixed struc-
ture of industry in the context of changing rates of interest and dramatic
movements in employment and income is an especially relevant case in
point.

Hayek had witnessed the results of this mode of theorizing and was
neither surprised nor impressed. And because he was schooled in Vienna,
itis not surprising that Hayek himself did not adopt the same strategy. Nor
is it surprising that, having studied under the Walras-inspired Friedrich
von Wieser, he grounded his own thinking in the Lausanne school. It is
misleading, though, to identify the early Hayek as a general equilibrium
theorist, given what that term has come to mean. But it is to Hayek’s
credit that he focused his attention on the interdependencies identified by
Walras. Hayek’s response to Keynes’s Treatise on Money demonstrated
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the edge that Walrasian thinking had over Marshallian thinking when
macroeconomic relationships are at issue. And that edge was to become
sharper with the subsequent writings of both Keynes and Hayek.

It is certainly possible to detect a change in the focus of Hayek’s writ-
ings during his years of continuous interaction with British economists. In
carlier years he was concerned predominantly with the questions of how
the market process would have to operate if the preferences of consumers
were to get transformed into the production plans of business firms and
how government policy, particularly central-bank policy, could interfere
with this process. With his post-Continental writings he became more con-
cerned with the issue of how this same market process could in fact operate
even though the information on which the process is based is incomplete
and dispersed throughout the economy.

But Hayek was well aware of this second question in the early 1920s.
In fact, as indicated by his own introductory remarks in the McCloughry
edited volume (1984, p.1), he was already working with and under the
influence of Mises when Mises’ Socialism appeared in 1922. That book
dealt at length with the critical issue of economic calculation. Hayek may
well have believed as the 1920s wore on that the economics profession had
understood — or soon would understand — the full significance of Mises’
contribution. His own efforts, then, could be directed towards developing
the Misesian vision by focusing on the intertemporal coordination made
possible by unhampered credit markets and the intertemporal discoordi-
nation caused by misguided central-bank policy. If anything, the so-called
watershed referred to by McCloughry marks the period during which
Hayek became aware that the profession, at least in Britain, had in fact
not absorbed Mises’ insights at all. Hayek himself says as much when
reflecting in the late 1970s on his putting together a volume on collectivist
planning in the early 1930s. ‘I found that certain new insights which were
known on the Continent had not reached the English-speaking world yet’
(Hayek, 1994, p.79). Hayek goes on to say that it was this revisiting of
Mises’ (and others’) early ideas about socialism that led him to write the
1937 article ‘Economics and knowledge’ (ibid., p.80).

Also, Hayek’s Copenhagen lecture, delivered in 1933 (halfway between
the publication dates of the two editions of his Prices and Production),
casts doubts on the notion of a watershed. Even a casual reading of the
English translation, published six years later as ‘Price expectations, mon-
etary disturbances and malinvestments’ (Hayek, [1939] 1975), reveals that
his focus in that lecture is closer to his 1937 article than to his graph-laden
exposition in Prices and Production. Hayek expresses concern about the
gulf between the conventional statics and dynamics and about the inad-
equate treatment of time and hence of expectations, especially in theoriz-
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ing about trade cycles. The ongoing change in his thinking, however, can
be seen as an evolutionary one:

Not very long ago [1928? 1931? — RG] I myself still believed that the best way to
[deal with the gulf between statics and dynamics] was to say that the theory of
the trade cycle at which we were aiming ought to be organically superimposed
on the existing theory of equilibrium. I am now [1933, and later in 1937] more
inclined to say that the general theory itself ought to be developed so as to
enable us to use it directly in the explanation of particular industrial fluctua-
tions. (Hayek, [1939] 1975, pp. 137-8)

In sum, it had gradually dawned on Hayek that his British colleagues
could not appreciate Prices and Production and related writings because
they lacked a fundamental understanding of the significance of decentral-
ized decision-making in a market economy. In an attempt to overcome this
obstacle, Hayek began to deal in a more explicit way with the coordination
of individual plans on the basis of dispersed and incomplete information.
But both the early Hayek and the later Hayek were Walrasian in the looser
sense of attention to interdependencies, and both were concerned with the
market process as a coordinating mechanism. Even Hayek’s early (1928)
essay, ‘Intertemporal price equilibrium and movements in the value of
money’ (in McClaughry, 1984) provides much direct and indirect evidence
of the continuity of Hayek’s thinking.

ECONOMICS CUM POLITICAL PHILOSOPHY

Hayek’s move in 1950 from the LSE to the University of Chicago was
accompanied by another change in his focus — though, again, without
any implied discontinuity in his thinking. Had he been accepted into the
university’s department of economics, he may well have resumed work
on his technical economics. However, he was found unsuitable by his
would-be colleagues — not because of his political views but because of his
technical economics and, more specifically, his capital theory and business
cycle theory. Beyond citing an internal issue concerning the procedure
in hiring faculty, Milton Friedman mentioned only this one issue during
an interview conducted by biographer Alan Ebenstein. The economics
faculty ‘didn’t agree with [Hayek’s] economics. Prices and Production, his
capital theory — if they [Chicago’s economics faculty] had been looking
around the world for an economist to add to their staff, their prescription
would not have been the author of Prices and Production’ (Ebenstein,
2001, p.174). Hayek himself sized up the situation a little differently: ‘[t]he
econometricians didn’t want me’ (ibid., p. 175).
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Fortunately, the University of Chicago’s Committee on Social Thought
did want him. And, all things considered, the snubbing by the economics
department was not much of a bruising for Hayek. Interviewed in the late
1970s, Hayek indicated that by 1950 he had ‘become somewhat stale as
an economist’ and would have ‘found it difficult to return to systematic
teaching of economic theory’ (Hayek, 1994, p.126). The Committee on
Social Thought was conducive to his thinking and writing outside the
field of economics narrowly conceived, a circumstance that meshed with
his aspirations. As Ebenstein puts the matter, Hayek’s focus on ‘politi-
cal economy and societal philosophy over technical academic economic
theory during the last fifty years of his life reflected . . . his mature belief
that the former is more important than and incorporates the latter’
(Ebenstein, 2001, p. 176).

Hence, Hayek’s writings post-1950 do not require that we extend
Hutchison’s bifurcation and declare a ‘Hayek III’. Throughout his long
career, the common concern was coordination in a free society. His under-
standing of equilibrium states, the equilibrating process and the requisite
social institutions combine into a remarkably coherent perspective on
both the narrow and the broad issues of a market economy. In the early
years of the revival of Austrian economics in the United States, Gerald P.
O’Driscoll, Jr wrote a book titled Economics as a Coordination Problem:
The Contribution of Friedrich A. Hayek (1977). Hayek himself penned the
‘Foreword’. In it he wrote:

It is a curious fact that a student of complex phenomena may long himself
remain unaware of how his views of different problems hang together and
perhaps never fully succeed in clearly stating the guiding ideas which led him
in the treatment of particulars. I must confess that I was occasionally myself
surprised when I found in Professor O’Driscoll’s account side by side state-
ments I made at the interval of many years and on quite different problems,
which still implied the same general approach. That it seemed in principle pos-
sible to recast a great part of economic theory in terms of the approach which I
had found useful in dealing with such different problems as those of industrial
fluctuations and the running of a socialist economy was [most] gratifying to me.
(O’Driscoll, 1977, p.ix)

And had O’Driscoll’s book been extended to include social philosophy,
Hayek may well have been even more gratified.

Not all of the contributors to this volume would ascribe a lifetime of
cohesiveness to Hayekian thought, especially in connection with aspects
of Hayek’s capital theory and business cycle theory of the 1930s and of
the legal framework recommended by Hayek in his post-1950 writings.
And as even I would concede, in Hayek’s treatment of these and other
topics, the devil is in the details. But the chapters in this volume suggest
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a preponderance of cohesiveness — in part by virtue of the unavoidable
overlap among the contributions, where similar arguments are made in
dealing with very different issues.

Some of the overlap, much of it helpful in revealing the interconnections
among different aspects of Hayekian thought, derives from the different
ways of narrowing the focus of the separate contributors. One focuses
on a particular time period, the 1930s; another on a particular book, The
Pure Theory of Capital. Four of the contributions focus on the relation-
ship between Hayek’s ideas and those of another economist: Keynes,
Friedman, Mises and Lachmann. The rest focus on particular topics,
broad and narrow, almost all of which tend to be interrelated: socialism,
the socialist calculation debate, social justice, spontaneous order, globali-
zation, free trade and trade unions.

A NOTE ABOUT THE ORIGIN AND DEVELOPMENT
OF THIS VOLUME

The selection of contributors to this volume reflects, in large part, the good
judgment and entrepreneurship of Norman Barry. More than a dozen
invitees answered his call for contributions. Collectively, they produced a
scholarly, even-handed and fairly comprehensive treatment of Hayekian
thought. It was to be a long road, though, from the initial acceptances of
invitations in 2003 to the eventual appearance in print of the final product.
Understandably, these chapters, all of substantial length and worthy of
inclusion in Norman’s project, could not be written in haste. This aspect
of the production time was to be expected.

However, Norman’s health had begun to decline in the late 1990s and
his condition became increasingly debilitating. Still, Norman pressed on
with his academic career, but in his final years progress on his publication
project was dramatically slowed.

I never had the privilege of knowing Norman Barry personally, but I
knew him through his writings and through our correspondence about
my own submission to the volume. These connections gave me some idea
about his character. When I discovered from others sometime in 2008 that
his health had become an issue, I contacted him through Linda Waterman,
the University of Buckingham’s Departmental Administrator, and offered
to become co-editor of the volume. Somehow I wasn’t surprised to learn
that his resolve to finish the job himself despite his failing health had
already ruled out any thought of a co-editor.

In October of 2008, I was contacted by Mrs Waterman with the sad
news of Norman’s passing and with encouraging remarks about the
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possibility of my taking over the editorial responsibility of his publication
project. Subsequent overtures from Edward Elgar resulted in my becom-
ing co-editor.

Norman’s and my editing, then, has been strictly seriatim. And the tran-
sition was a rocky one despite the help and understanding of Edward Elgar
and of Norman’s close friend and colleague Martin Ricketts. Only a few of
the contributions to the volume were found in Norman’s files. Exhaustive
searches over a period of many months failed to unearth any hard copies
or electronic copies of any of the other papers. Not even a complete and
up-to-date listing of submitted papers was found. And though there was
reason to believe that edited copies of the papers and even a nearly com-
pleted introduction by Norman did exist, hope of finding any of them
faded. Then, after getting a few leads from known contributors, I began
to track down other contributors and to get still other leads. Eventually,
there were enough chapters, all of good quality, to more than justify
pushing forward with the project. I issued several new invitations, which in
the end netted two additional contributions (by Richard Ebeling and Peter
Lewin). And the pre-copy-editing finalization of the chapters allowed
authors of some of the earliest submissions to include updated material
and to cite recent literature.

On a personal note, let me say that I first became aware of Norman
Barry shortly after my arrival at Auburn University in late summer
of 1978. 1 had just completed a 15-month residency at the Institute
for Humane Studies in Menlo Park, California, during which I
worked toward completing my dissertation on the relationship between
neoclassical and Austrian monetary theories. Happily, my stay over-
lapped Friedrich Hayek’s residency at the Institute for Humane
Studies — his during the summer of 1977. To say the least, opportunities
to interact with Hayek did wonders for my enthusiasm for my disserta-
tion topic.

While settling in at Auburn and beginning my teaching career, I
paid a visit to the university bookstore and just happened to notice
in the new-arrivals section Hayek’s Social and Economic Philosophy
by Norman Barry (1979). I didn’t realize at the time how surprised I
should have been to find such an academic publication at a state school
bookstore that specialized mainly in textbooks and T-shirts. And now,
on rereading large portions of Norman’s book at the end of my teach-
ing career, | am gratified to realize that my introduction to the Elgar
Companion to Hayekian Economics is wholly compatible with his own
view of Hayek’s economic and philosophical writings. In the preface
Norman wrote:
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Professor Hayek has found academic recognition and very great world-wide
respect for his contributions in a wide variety of disciplines and it is the aim of
this book to present his social and economic philosophy as an integrated system
of ideas in which seemingly very different subject areas can be seen as elements
in a comprehensive framework. Thus, while Hayek is probably known publicly
as a leading advocate of free market economics this standpoint finds its true
significance only in a wider philosophical context. (Barry, 1979, p.ix)

Though critical of many specifics of Hayekian theory, the contribu-
tions to the present volume will stand in testament to the many ways in
which Norman’s summary assessment captures the essence of Friedrich
A. Hayek.

NOTES

1. The first four paragraphs draw largely from Garrison and Kirzner (1987).
2. This section draws from and elaborates upon Garrison (1985).
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2. Hayek in the history of economic
thought!

Denis O’ Brien

[1]t is hardly remembered that there was a time when the new theories of Hayek
were the principal rival of the new theories of Keynes. Which was right, Keynes
or Hayek? There are many still living teachers of economics, and practical econ-
omists, who have passed through a time when they had to make up their minds
on that question; and there are many of them (including the present writer) who
took quite a time to make up their minds. (Hicks, 1967, p.203)

INTRODUCTION: HAYEK’S BACKGROUND

In order to form a view on Hayek’s place in the history of economic
thought, it is necessary to look at his career, the impact of his ideas, their
internal coherence, his relationships with his contemporaries and critics,
and finally to consider the perspective two decades after his death. Each
of these aspects of Hayek’s life and work will be considered in sections
of this chapter. However it is first necessary to look at his intellectual
background.

Hayek was an Austrian economist, a product of the style of economics
which developed under the leadership of Carl Menger in the four decades
before 1914.2 The Mengerian school developed a corpus of economic
theory and an approach to economic problems which were quite distinct
from other forms of marginalism.? Yet within its ranks there are diverse
elements.

As Hayek himself made clear when writing about Schumpeter (1967,
pp-339-41; 1992, pp. 160-65), members of the Austrian school themselves
followed different paths in their development. Hayek made it possible to
attempt some evaluation of the importance of different members of the
Austrian school, as seen from his own standpoint, through the series of
essays he wrote on them (O’Brien, 1994b, pp. 366-7), and in this way he
shed some light on their importance for him.

But the main sources for him are clear from the contents of, and
acknowledgements in, his own economic writings. First comes Menger,
whose emphasis on subjectivism proved a starting point, though Hayek
later laid much more stress on the evolutionary elements in Menger’s 1883

11
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book. Second, from Béhm-Bawerk, Hayek took — with highly adverse
intellectual and professional consequences — a non-subjective theory of
capital, one which he ultimately (but belatedly) abandoned. Third, the
greatest influence on Hayek was neither of these. It was Ludwig von Mises
(Hayek, 1992, pp.25-30).

Before Hayek came under the influence of Mises, his education in eco-
nomics was narrow, although he was familiar with the work of Wieser
and of the later Austrians such as Hans Mayer and Richard Strigl. Under
Mises’s influence, he embarked upon a wide self-education in economics
through scholarship (Rosner and Winckler, 1989; O’Brien, 1994a). Hayek
read enormously widely, and was scrupulous in his acknowledgment of
predecessors.? Indeed the first of the four lectures which make up his Prices
and Production is essentially a lecture on the history of economic thought.
For Hayek, scholarly study of the history of economics was inseparable
from the development of the subject of economics itself (O’Brien, 1994b).

In addition it was Mises who brought home to Hayek the full implica-
tions of a subjectivist approach to general equilibrium; and it was Mises’s
Gemeinwirtschaft which led directly to Hayek’s abandonment of social-
ism (Hayek, 1992, pp. 133, 136). It was Mises who found employment for
Hayek, in the study of the trade cycle, and it was under the influence of
Mises that Hayek was working in the 1920s.

THE 1930s: AN OUTSIDER

As Hayek’s Austrian colleague Ludwig Lachman has testified, Hayek
‘made a triumphant entry into the University of London in 1931°; he ‘had
become a rather lonely figure by 1939’ (Lachman, 1986, p.225; see also
Blaug, 1992, p.31). In the intervening decade Hayek had been, as Hicks
later remembered, a central figure in the intellectual dramas of the 1930s.

The story started with an invitation to Hayek from Lionel Robbins,
newly established as Professor of Economics at the London School of
Economics (LSE), to deliver a series of lectures, Prices and Production,
which created a sensation (Schumpeter, 1954, p.1120; Benassi, 1987,
p-263). Robbins read economic literature in German; something of an
outsider himself, he sought to establish at LSE an alternative tradition to
the Marshallian tradition embodied in the dominant Cambridge school
of economics (Robbins, 1933, pp.xiv—xvi; 1930; 1934b, pp.xvii—xix).
Menger’s works were reprinted at LSE, with an introduction by Hayek;
Mises’s seminal book on money ([1924] 1934) (earlier reviewed by Keynes
despite subsequently claiming that he could not read German — O’Brien,
1998a, p.43) and his Gemeinwirtschaft (Socialism) (Mises, [1932] 1936)
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were translated under Robbins’s auspices. Hayek, an outsider to the
British system, and trained in a very different kind of economics, thus
joined with Robbins in an attempt to alter fundamentally the centre of
gravity of economics in Britain.

As if this were not enough, Hayek, like Robbins, was opposed to many
of the fashionable academic nostrums of the day. His opposition to
Marxism set him apart from a number of academics, notably at LSE itself,
and his continuation of the criticisms of the idea of a planned socialist
economy, following the work of Mises, ran entirely counter to the prevail-
ing climate. His position was ultimately to be justified, but not before an
academic myth had arisen (and been sedulously propagated) that Hayek
had somehow been defeated on this issue by Lange who advocated such a
system; but the justification came long after the decade now being consid-
ered. Hayek was to continue this critique into the 1940s, and to live long
enough to see the breakdown of the East European Marxist regimes and
the discoveries that followed; the Trabant plant in East Germany, sup-
posedly the most efficient part of the old Soviet Empire, was described by
one motoring journal as a ‘toxic slag heap’. But such events were far in the
future; in the 1930s Hayek’s critical attitude won him few friends. The per-
ception, which Hayek derived from Mises, that there was a core problem
stemming from factor valuation, and a fundamental failure to understand
all that markets achieved, was not welcome (Vaughn, 1980).

But it was the success of Keynes’s General Theory, and of the quite
extraordinarily swift Keynesian Revolution, which did the most funda-
mental damage to Hayek’s standing. It was not just a question of operat-
ing on aggregate demand, but a fundamental methodological opposition
to the kind of aggregation embodied in the IS-LM (investment saving—
liquidity preference money supply) revolution which left Hayek such a
lonely figure. In the view of Keynes’s biographer, the impact of the General
Theory was such that the Austrian outpost at LSE crumbled — Hayek and
Robbins failed to reply, and Lerner, Kaldor and Hicks deserted to the
Keynesian camp (Skidelsky, 1992, p. 573). The failure by Hayek to reply
was probably a crucial blow to his reputation, and the reason that he later
gave —that he thought that Keynes would change his mind yet again, as he
had done between the Treatise and the General Theory — is unconvincing
(O’Brien, 1994a, p.362). It seems more likely that he had been worn down
by the abuse directed at him by Cambridge writers early in the 1930s,
a strategy on their part which thus proved successful.> At all events, as
Leijonhufvud has observed, the Austrian approach to macroeconomics
became of interest only to ‘antiquarians’ after 1936; it was abandoned
by monetary economists (Leijonhufvud, 1981, p.133) and indeed Hayek
acknowledged defeat in some comments delivered at the Royal Statistical
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Society in 1938. Critically he admitted that there might not be a regular
periodicity of macroeconomic fluctuation and also rejected the idea of
monocausal trade cycles (Hayek, 1938; Riihl, 1994, p.190).

HAYEK AND CAMBRIDGE

The relationship between Hayek and Keynes got off to a bad start, with
a ‘strong disagreement’ in 1928 (Hayek, 1978, p.283). But it was Hayek’s
review of Keynes’s Treatise on Money (1930) in 1931 that proved the start-
ing point for what was effectively a feud which lasted for the decade and
was only stilled by a reconciliation during the war (Caldwell, 1995).

There was much in Keynes’s Treatise that was irritating to someone
familiar with the work of Wicksell and of Mises. It even made the outra-
geous claim, as Laidler has noted, that there was at the time of its pub-
lication no pre-existing body of monetary theory (Keynes, 1930, vol. 1,
p- xviii; Laidler, 1999, p.130). Moreover, Hayek’s review made a number
of good points. Keynes’s curious treatment of profit as something distinct
from other income, which could be explained by an inequality between
savings and investment, the unsatisfactory treatment of investment and
of the capital stock, the subjective originality of the book, the laborious
equations, the tortured terminology — it was hardly surprising that Hayek
found much that was unsatisfactory. Even later enthusiasts for Keynes’s
work, such as Patinkin (1976), have had strong reservations about the
Treatise. Moreover, as Hayek continued his critique into a second part, he
was able to quote a passage from the Treatise which could well have been
written by Wicksell, only to find that the Wicksellian mechanism had been
obscured by peculiar definitions of savings and investment so that ‘the
rate of interest which will equilibrate “savings” and “investment” in Mr
Keynes’s sense is quite different from the rate which would keep them in
equilibrium in the ordinary sense’ (Hayek, 1932a, p. 66).

Nor was Hayek alone in his dismay at the Treatise. Robertson (1931)
and Hawtrey were only two of those who were fundamentally unhappy
about it. But Keynes’s response to Hayek was abusive. He dragged into
his response an attack upon Hayek’s Prices and Production, which he
described as ‘one of the most frightful muddles I have ever read, with
scarcely a sound proposition in it’ (Keynes, 1931, pp.55-6) and then,
using his position as editor of the Economic Journal, he commissioned
a review of Hayek’s book by Sraffa. This managed to be both pompous
and abusive. It was impossible from the content of Sraffa’s review to see
what Hayek’s book actually said. The review began with the observation
that:
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all this in four lectures must have been a feat of endurance on the part of
the audience as much as of the lecturer. For however peculiar, and probably
unprecedented, the conclusions may be, there is one respect in which the lec-
tures collected in this volume fully uphold the tradition which modern writers
on money are rapidly establishing, that of unintelligibility. (Sraffa, 1932a, p. 86)

In the closed community of British academia, this abuse, delivered
with the sanction of the editor of one of the leading journals in the world,
did Hayek much harm, as Lachmann subsequently testified. Elsewhere
it was recognized that Hayek had been wronged; the American econo-
mist Howard Ellis referred to the ‘astonishing misrepresentations’ of
Sraffa’s attack (Ellis, 1934, p.365n). But the biggest problem with the
Sraffa review — and it reflects ill on the academic community that it
should have done Hayek harm — was its own unintelligibility. Sraffa was
clearly unwilling to reveal the theoretical standpoint from which he was
arguing, as with his 1926 attack on Marshallian price theory, though
it subsequently became clear in that case that the starting point was
Marx and Ricardo (O’Brien, 1984, pp.251-2). It was Ludwig Lachmann
who decoded Sraffa’s review in the light of the latter’s subsequent
writings and pointed out that it marked the start of the neo-Ricardian
counter-revolution, being, like Sraffa’s 1926 article (though Lachmann
does not mention this) both anti-subjectivist and anti-neoclassical.
(Lachmann, 1986, pp.226-7). But nobody appeared able or willing to
sort this out at the time. Hayek challenged Sraffa to make explicit his
theoretical starting point (Hayek, 1932b, p.103), but Sraffa ducked the
challenge (Sraffa, 1932b, p.114).

It was thus impossible to have a dialogue with either Keynes or Sraffa.
With Hayek’s other critics it was possible. Thus Arthur Marget’s (1932)
review of Prices and Production, and that of Hansen and Tout (1933),
both come like a breath of fresh air. The authors of these articles were
outside Britain; Hayek did indeed have a debate with Hansen and Tout,
responding to their review in an article in Econometrica (Hayek, 1934).
Later critics within the UK such as Tom Wilson (1939-40) and Nicholas
Kaldor (1939, 1942), as well as Hawtrey (1932, 1933, 1940, 1941), may
have disagreed strongly (in the case of Hawtrey in particular, very
strongly indeed) with Hayek’s analysis; and their criticisms were very far
from groundless. But at least it was possible for Hayek to read the criti-
cisms and to respond to them. With Cambridge, however, there seemed
no possibility of dialogue.
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SUBJECTIVISM

One of the bases of Sraffa’s attack upon Hayek had been his aversion
to subjectivism. Indeed a thorough-going subjectivism of the kind to be
found in Austrian economics did not play well with a British audience.
Yet employed as a critical tool — as in Hayek’s later critique of ‘scientism’
— the idea drew attention to fundamental issues. Subjectivism was to play
a central role in Hayek’s sustained and brilliant critique of a set of ideas
which many of his academic contemporaries found seductive: histori-
cism, socialism and scientism. We could only understand the development
of society resulting from countless individual decisions, he argued, on
the basis of introspection as a key to subjectivism, not by misguidedly
attempting to posit the existence of metaphysical entities such as ‘society’.
It was a fallacy that the methods of natural science could be transferred
to the much more complicated social and economic world, because in the
latter, actions were based upon beliefs rather than upon objective facts,
and there could not be an objective body of data on which a planner could
operate (Hayek, 1941b, 1942-44).

To Anglo-Saxon tastes, Hayek was prone to overstate the claims for
subjectivism, to claim indeed that it was the most important develop-
ment in economics in the last hundred years (1942-44, 1, p. 281), and even
trying to find a subjective basis for the theory of rent (ibid., pp.282-3).
But the questions which subjectivism raised for such metaphysical entities
as ‘society’, ‘the economy’, ‘capitalism’ and ‘the class struggle’ were real
enough. If journalists and other political commentators seem unable to
function without reference to such concepts in our own time, as well as the
more recent, and even more nebulous, ‘international community’, Hayek’s
position has the merit of forcing recognition that such concepts are meta-
physical and that statements such as ‘society insists that . . .” literally have
no meaning, and are merely rhetorical flourishes. Moreover, the reliance
of scientism on such metaphysical concepts reveals the hollowness of its
claims to be applying the methods of natural science to social phenomena.

Hayek’s development of his critique of scientism was, for the most part,
published in the early 1940s, by which time he had already become a lonely
figure. But things did not improve much after the Second World War.

HAYEK IN THE POST-WAR WORLD

Hayek was to blame the 1944 publication of The Road to Serfdom — tre-
mendous popular success though it was (Blundell, 2005, pp.25-6) — for
his becoming an outcast (Hayek, 1994, p.103). Yet it is not clear that, at
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least as far as his fellow economists went, the reactions were extravagantly
hostile. The review by Pigou expressed the opinion that ‘[flew who read
through this earnest and admirably written plea will fail to be interested
and stimulated by his treatment of it, and fewer still to close the book
without a feeling of respect for and sympathy with the writer’ (Pigou,
1944, p.219). There were respectful reviews by Schumpeter (1946), Aaron
Director (1945) and J.J. Spengler (1945). Even socialist writers such as
Evan Durbin (1945) and Erich Roll (1945), however strongly they disa-
greed with Hayek, were prepared to debate the issues. The really vitriolic
abuse came instead from those outside the ranks of economists.

But in 1950 on abruptly leaving LSE, Hayek was turned down by
the Chicago economics department. This is unlikely to have been due,
at least decisively, to The Road to Serfdom, though Hayek’s book had
been received with outrage by the American left, and academics have an
instinct to conform. Itis also true that Hayek’s opponent Oscar Lange had
recently enjoyed a successful spell in a chair in the Chicago department,
before becoming an ambassador (Backhouse, 2002b). But it would be
hard to argue that the majority of the Chicago department, or the Chicago
tradition, were instinctively opposed to the message of Hayek’s book.¢
Rather the problem seems to have lain with Hayek’s economics. Milton
Friedman has testified that the problem was partly internal — the depart-
ment’s right to choose staff rather than accord with the wishes of the
administrators — but particularly that the department did not like Hayek’s
capital theory and the analysis of Prices and Production. According to
Friedman, ‘if they had been looking around the world for an economist
to add to their staff, their prescription would not have been the author of
Prices and Production’ (Ebenstein, 2001, p.174). Moreover Friedman has
expressed himself strongly about the monetary theory espoused by Hayek
and Robbins at LSE in the 1930s, which he considered a disastrous version
of the quantity theory. Hayek, through the intercession of John Neff, was
given a position on the Committee on Social Thought, and he occupied
this chair for about 15 years. But he was there in the role of a social phi-
losopher rather than that of an economist more narrowly defined.

As Hayek’s career as a social philosopher developed, those who might
have been expected to provide some intellectual support could be seen
distancing themselves from him. In particular Robbins, having already
distanced himself from The Road to Serfdom (O’Brien, 1988, p.66), was
unenthusiastic about Hayek’s 1960 book, The Constitution of Liberty
(Robbins, 1961). The same was true of Viner’s (1961) review of the book,
this despite testifying that Hayek was an economist ‘of the first rank’.
There were, one suspects, particular causes for this. Hayek’s hostility to
Bentham, whom he regarded with some justification (Rothbard, 1995,
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pp-49-68) as a constructivist, would not have pleased Robbins (Hayek,
1960, pp. 55, 174, 435; cf. 1973-79, 1, pp. 22, 128-9; 1973-79, 11, pp. 17-23,
44-8). Hayek had indeed pointed to a fundamental fallacy of pain—
pleasure evaluation: the assumption that all effects could be known at the
outset, when in truth there were always unintended consequences.

More troublingly, there is a suspicion raised by the reviews that the
strongly anti-religious Robbins, Viner and (especially) Frank Knight
(1967), who could all otherwise be expected to be sympathetic to Hayek,
seemed to have found the agnostic Hayek insufficiently hostile to religion.

Hayek thus became successively more isolated, even from those who
might have been expected to have much in common with him. His influ-
ence and standing clearly faded during the 1960s. Indeed one commen-
tator has pointed to the fact that an acknowledgment by Malinvaud of
Hayek’s work on prices in intertemporal equilibrium was later dropped
and replaced by a reference to Hicks (Milgate, 1979). Most startlingly
of all, George Shackle, who had been a graduate student of Hayek in
the 1930s, and who was later to write appreciatively about him (Shackle,
1981), omitted almost all mention of Hayek’s economics from his 1967
book The Years of High Theory, which was supposed to be about eco-
nomic theory in the 1930s (Béhm, 1992, pp. 8-10).

In the Mont Pelerin Society and through the foundation of the Institute
of Economic Affairs, Hayek managed to maintain some sort of contact
with his contemporaries and some circulation for his ideas. But much
of the 1960s was a bleak time for his reputation. It was with works by
John Hicks from the mid-1960s that Hayek’s reputation began to revive.
First there was Hicks’s pathbreaking Capital and Growth (1965), which
undoubtedly helped to revive interest in the Austrian theory of capital.
Secondly there was the discussion in Hicks’s Critical Essays in Monetary
Theory (1967). This provided a serious re-evaluation of Hayek’s macro-
economics. Then, with the growing awareness in the early 1970s that infla-
tion throughout the Western world was getting out of control, there was
a reawakened interest in Hayek’s approach to inflation (Spencer, 1975;
Maling, 1975; Backhouse, 2002a). Moreover, as inflation was seen to
distort economic signals in markets, there was renewed interest in Hayek’s
treatment of economics and knowledge.

The macroeconomic model together with Hayek’s work on the frame-
work for economic activity, much of which dated from the 1960s, were
identified by the Nobel Memorial Prize committee as his key contribu-
tions when the prize was awarded to Hayek (Royal Academy of Sciences,
1974). With the resurgence of interest, Fritz Machlup, in paying tribute
to Hayek’s contribution, was able to claim that [tJhe victory of Keynes’s
theory on the political scene and in the halls of the universities did not
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mean that all scholars turned their back to Hayek’s hypotheses’ (Machlup,
1974, p.202; 1976).

The resurgence of interest in Hayek’s work was to last well into the
next decade. Since it was Hayek’s trade cycle theory and his approach to
inflation which reawakened interest, it seems best to examine this in more
detail.

TRADE CYCLE THEORY

Although Hayek had an extensive knowledge of the monetary literature
in English, German, French and Italian, and had been working on mon-
etary questions since the 1920s, the underlying mechanism for his analysis
of the trade cycle was taken from Mises’s reinterpretation of Wicksell’s
cumulative process. The idea was that, with a bank lending rate less than
the marginal rate of profit, there would be a distortion of the relative
prices of consumption and investment goods, compared with the relation-
ship which would have existed in response solely to consumer preferences
for present and future goods. Monetary expansion, which lay behind the
lower bank lending rate, did not primarily affect the general price level
but this relative price relationship, as both Mises and Hayek repeatedly
emphasized. Then the expansion of the investment good market, resulting
from the cheap credit, enabled producers of investment goods to capture
resources from producers of consumption goods. This shifted leftwards
the supply schedules for consumption goods. The resulting rises in their
prices imposed forced savings on consumers. This was stage 1.

But animportant — and often neglected —stage 2 followed. The enhanced
factor incomes, resulting from factors being bid away from the production
of consumption goods, shifted upwards the demand curves for consump-
tion goods, restoring the pre-disturbance relative price ratio of consump-
tion and investment goods, and the output of the former to their original
levels. The increase in output involved the reattraction of resources back
into the consumption goods industries. This led the producers of invest-
ment goods to seek yet further loans from the banking system, in order
once more to bid up the prices of factors, and to try to complete the
investment projects upon which they had embarked as a result of the
initial credit expansion. Thus monetary expansion disturbed a general
equilibrium in which, prior to the disturbance, the relative outputs of
consumption goods and investment goods reflected consumer preferences
for consumption goods and savings, and the social rate of time preference.

As Kaldor (1942) was to argue persuasively (though Hayek, 1942,
denied this), Hayek departed significantly from this model in his later
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writings on the trade cycle. The version put forward by Hayek in Profits,
Interest and Investment (1939) and in The Pure Theory of Capital (1941a)
is different from the Mises-derived version described above, and which
is to be found in Prices and Production (1931a) and Monetary Theory
and the Trade Cycle ([1929] 1933). The later version is built around the
(misnamed) Ricardo Effect. In this version, an increase in the demand for
consumption goods, possibly because of a reduction in the rate of interest,
raises profits in the consumption goods industries because real wages fall
during a boom. Nominal wages are sticky, but the prices of consumption
goods rise. The increased profitability leads to a demand for investment
in capacity; but this is capital-widening, rather than the capital-deepening
(more roundabout production processes), which was involved in the
earlier model. However the fall in real wages reduces the equilibrium ratio
of capital to labour; this is what Hayek called the Ricardo Effect. Hayek
believed that this latter effect would be more powerful than the stimulating
effect of demand for machinery for capital widening, so that there would
be a slump in the capital goods industries as entrepreneurs substituted
labour for capital. So, as Kaldor pointed out, the idea that production
methods would become unduly roundabout was replaced in this later
version by the idea that they might become unduly direct.

This later version was clearly not very satisfactory. As Wilson (1939-40)
pointed out, the arithmetical examples in which Hayek showed a direct
and dramatic effect of changes in real wages on profitability were highly
sensitive to the unrealistically short turnover rates for capital which he
posited.

By the time Hayek centred his trade cycle model around the so-called
Ricardo Effect, he was engaged in what can be seen in retrospect to have
been a defensive exercise; in Lakatosian terms, the scientific research
programme of his trade cycle model was in a degenerating phase. But
the earlier, Mises-derived, model is a much more impressive structure.
It is true that the argument was developed within the context of a closed
economy, a key assumption of which Hayek seems to have been scarcely
conscious though it was pointed out by Haberler (1937, pp. 32, 66) and by
subsequent critics (Hummel, 1979, p. 134), and it was subject to sustained
and accurate criticism. Dennis Robertson, who like Hayek attached
importance to the phenomenon of forced saving (or ‘induced lacking’ as
he called it) (Presley, 1978, p.115), found the Austrian model oversimpli-
fied (Robertson, 1940, pp.184-8). He made the fundamental empirical
criticism of the basic model that Hayek exaggerated the difficulty which
a change in the interest rate, as the boom came to an end and banks
moved to protect their reserves, would cause to those engaged in invest-
ment where this had been financed from retained profits or from long
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loans at lower rates of interest than those now prevailing (ibid., p. 100n).
Robertson believed that Hayek exaggerated the sensitivity of investment
to small changes in the interest rate.

More damagingly still, Hawtrey, the largely unsung hero of interwar
British macroeconomics, made two fundamental criticisms of the Mises
model. First — and this criticism was primarily directed at Keynes’s
Treatise — Hawtrey argued that changes in the bank lending rate did not
have a significant effect upon the long-run rate of interest (Hawtrey, 1938,
pp- 184-95). Secondly, Hawtrey (1941) argued that Hayek had fundamen-
tally misunderstood how investment worked. Capital could not be viewed
apart from the enterprise, and within the enterprise the costs and returns
associated with investment were only part of a much wider picture involv-
ing marginal costs and returns. The aim of the enterprise was to maximize
the net return, not to maximize the return per unit of capital, a point made
also by Kaldor (1942). Moreover, increased investment could take the
form of widening rather than deepening capital. Which of the two was
more important was essentially an empirical question, but capital deepen-
ing was forced upon Hayek by the assumption that the cycle started from
a position of general equilibrium with full employment.

But the assumption by Hayek was not arbitrary. All the factor-price
effects of the model would not work if there were unemployed resources
on which the capital goods industries could draw without bidding factors
away from the consumption goods industries.

There were other difficulties. Hayek (1931a, p.139) believed that the
end of a boom involved uncompleted investment projects. Like much
else in the theory this was an empirical question, though the belief
seems to have been grounded on Central European experience around
1930. But in the logic of the theory investment projects must be incom-
plete, as Neisser pointed out (Haberler, 1937, pp.49-50). Otherwise the
whole resource-recapture cycle would not be necessary because the extra
investment, as it came on stream, should be able to provide the required
consumer goods (as consumers ceased to suffer forced saving) without
competition for resources.

The original version of Hayek’s trade cycle theory was thus distinctly
shaky, and this was apparent to his contemporary critics. But the Ricardo
Effect was even less convincing. First, it relies upon a stylized fact (which,
like other stylized facts, turns out not to be a fact) that real wages fall
during a boom. (It was however implied by the forced saving argument
of the earlier trade cycle theory.) Put forward by Hayek on a number
of occasions, the Ricardo Effect was criticized by Kaldor (1942) and by
Tom Wilson (1939-40). It seems to be quite clear, despite attempts to
defend it (O’Driscoll, 1975), that it is not even in Ricardo; and certainly
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not in the passages cited by Hayek in support of this origin (Kaldor, 1942;
Ferguson, 1973; O’Brien, 1994b, p.368). But, most damagingly of all, as
Kaldor showed in a series of articles, the Ricardo effect did not provide
a satisfactory theory of a trade cycle; in particular, as Wilson pointed out
(193940, p.234), the change in real wages would not necessarily influence
the choice of method — it would raise profits on both capital-widening and
capital deepening.

THE QUANTITY THEORY OF MONEY QUESTION

Hayek’s theory of the trade cycle, at least in the version in Monetary
Theory and the Trade Cycle, was a monetary theory (Colonna, 1994). This
was clear enough to Hayek’s contemporaries. Ellis (1934, pp.162-5) saw
the Mises theory as part of the cash balance approach. Haberler (1937,
pp- 31ff.), surveying trade cycle theories, classified Hayek as offering a
monetary overinvestment theory. Friedman (1974, p. 158) identified the
LSE theory in the 1930s as a distorted version of the quantity theory.

There are dissenters from this last view. Hicks (1977, p.63) has denied
the quantity theory classification on the surprising ground that a direct
link between the money supply and the price level is broken by the pos-
sibility of holding balances, where credit supply is unconstrained by bank
liquidity. O’Driscoll and Rizzo have argued that the theory differs from
the quantity theory because of the microeconomic focus of the argument
(O’Driscoll, 1977, pp.135-42; O’Driscoll and Rizzo, 1985, pp. 188-228).
But there is no genuine microeconomics in Hayek’s trade cycle theory,
because the myriad of prices somehow become aggregated into representa-
tive consumer and producer goods prices and factor rewards.

As has been pointed out by Hageman (1994), Hayek was actually trying
in 1929 to reintroduce money into the dominant German trade cycle
theory. His treatment of historical figures such as Thornton, and above all
Cantillon, show causality as running from money supply changes to prices
(O’Brien, 1994b, p.360). Fundamentally, all that is different from the
quantity theory is that one price level is replaced by two, representing the
prices of consumer and investment goods respectively. Hayek says explic-
itly that a change in the money supply is central to the argument ([1929]
1933, pp.101-2, 107). Indeed several writers (Humphrey, 1984; Bellante
and Garrison, 1988; Seccareccia, 1994) have noted parallels with Fisher’s
treatment of the quantity theory. Undoubtedly Hayek ([1929] 1933,
pp- 106-7) confused the issue because, following Mises’s own emphasis,
and in common with Haberler (1937), and later Robbins, he dismissed the
concept of a general price level as without significance.
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Hayek, like Mises, maintained that changes in the general price level
could not cause a trade cycle ([1929] 1933, p. 13), but the way in which he
presented this has caused confusion. It has been suggested that he did not
believe that changes in the money supply caused cyclical fluctuations at
all (Rihl, 1994, p. 195) and he has even been hailed as an opponent of the
quantity theory (Aréna, 2002). But the inescapable fact is that the price
level must rise in Hayek’s model: first the price of investment goods rises,
and then that of consumption goods rises, restoring the original relative
price ratio. Furthermore, since (as we shall see) Hayek envisaged the accel-
eration of inflation, he must indeed have had some concept of the general
price level.

Hayek’s exposition caused further confusion because some believed —
even so perceptive a critic as Hicks (1967, p.208) — that the secondary
recovery in the consumption goods industries had been left out of Prices
and Production. Even an acute critic like Marget (1932) believed that
Hayek’s theory was compatible with a stable overall price level. This
was something that Hayek asserted, but overall price stability could
only be explained by productivity rising so fast that, without the trade
cycle-induced changes, the general price level would have fallen. But were
productivity rising that fast, it is by no means obvious that a restoration
of expenditure on consumer goods would have caused their prices to rise.

In summary, Friedman’s perception of the fundamental similarity of
Hayek’s approach with the quantity theory was not misplaced. Rather it
was Hayek’s exposition which has misled later commentators. Indeed it
has been plausibly argued by Bellante and Garrison (1988; Garrison, 1989;
Bellante, 1994) that Hayek’s and Friedman’s two versions of monetary
disequilibrium can be regarded as complementary: Friedman focuses upon
labour market disequilibrium, Hayek upon capital market disequilibrium.

CAPITAL THEORY

Perhaps the major problem raised by Hayek’s treatment of macro-
economic fluctuations is to be found in capital theory. Hayek started from
the position that the period of production — Béhm-Bawerk’s concept — was
related to the preferences of individuals for present and future goods, and
its length determined marginal investment and profitability. Hayek refers
to Béhm-Bawek in an essay on factor rewards dating from 1926, a 1927
essay on interest theory, and in the essay on intertemporal equilibrium of
1928 (McCloughry, 1984, pp.33-54, 55-70, 71-117); and the period of
production features in Prices and Production (P&P) (Hayek, 1931a, Ch. 2).

It was an unfortunate theoretical path to follow. Hawtrey took the
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trouble to understand as fully as was possible the model underlying P&P,
unlike those in Cambridge who simply abused Hayek. He also reviewed
the English version of Hayek’s Monetary Theory and the Trade Cycle
(MTTC) (Hawtrey, 1933) and was scathing about the capital theory. Of
that in P&P he wrote:

1 feel bound to say that Dr Hayek has spoiled an original piece of work which
might have been an important contribution to monetary theory, by entan-
gling his argument with the intolerably cumbersome theory of capital derived
from Jevons and Bohm-Bawerk. This theory, when it was enunciated, was a
noteworthy new departure in the metaphysics of political economy. But it is
singularly ill-adapted for use in monetary theory, or indeed in any practical
treatment of the capital market.

The result has been to make Dr Hayek’s work so difficult and obscure that
it is impossible to understand his little book of 112 pages except at the cost of
many hours of hard work. And at the end we are left with the impression, not
only that this is not a necessary consequence of the difficulty of the subject, but
that he himself has been led by so ill-chosen a method of analysis to conclusions
which he would hardly have accepted if given a more straightforward form of
expression. (Hawtrey, 1932, p. 125)

Indeed it was apparently the capital theory which had led Hayek to the
belief that an extension of credit would necessarily be spent in lengthen-
ing the period of production. But, as Hawtrey pointed out, not only was
extra credit used to hold increased stocks, but Hayek’s view did not of
itself produce a trade cycle. It was apparently necessary, Hawtrey (1933,
pp-185-7) argued in his review of MTTC, to introduce non-monetary
causes to do this. As we shall see, in the discussion of a falling price level,
this was not necessarily the case; but even Hawtrey missed that.

It was clear to Hayek’s colleagues that the period of production was an
encumbrance. Lionel Robbins (1934a) omitted it from his Hayekian The
Great Depression (O’Brien, 1988, pp.106-7), and Kaldor, one of the two
translators of MTTC, attacked the concept (Kaldor, 1939).

It is easy to show that it is impossible to arrive at a scalar measure of
capital stock (Laidler, 1999, pp.33-4). But in truth nothing hinges on a
scalar measure of this kind. Though Hayek talked about shortening or
lengthening of the production process, he frequently avoided reference to
a ‘period of production’ (e.g. Hayek, 1934; O’Brien, 1994b, p.359). The
period of production was essentially an irrelevance, a fifth wheel to which
Occam’s Razor must necessarily apply. It has no empirical counterpart,
and nothing in the theory stands by its presence, as Hayek admitted in
controversy with Frank Knight (Hayek, 1936, pp.206-7). If removed, we
are simply left with the proposition that investment may become greater
than voluntary saving. This can be clearly seen if we look at John Presley’s
(1978) illuminating discussion of Dennis Robertson. The crucial indica-
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tion for both Hayek and Robertson that something was wrong was not
a lengthening of the immeasurable — the period of production — but the
occurrence of forced saving (Robertson’s induced lacking). The policy
implication is clear enough: an increase in the rate of interest. But it
only differs in detail from Wicksell, whose policy prescription, as Tom
Humphrey (1992) has shown, requires both an inflation and a price level
target for stability. What Hayek required for his model was a relative price
target. There is no role for the metaphysical idea of a period of production.

Hayek could have seen clearly enough from Robbins’s 1934 book that
it was possible to give a clear exposition of his theory without the period
of production. Perhaps the book did help to turn Hayek away from the
concept. It had already received little emphasis in MTTC, dating origi-
nally from 1929, though it was prominent in P&P of 1931. But that book
was designed to impress a London audience with the difficult novelty of
an alternative tradition. Later Hayek rejected the period of production
concept outright, as in his The Pure Theory of Capital (1941a). The last
link with B6hm-Bawerk had gone (Blaug, 1992, p. 32).

In some ways it is puzzling that Hayek stuck with the concept for as
long as he did. In so doing he left himself open to Cambridge critics who,
even now, focus upon the concept (e.g. de Vivo, 1994). Yet Mises himself
was to reject the period of production as an ‘empty concept’ (1949, p. 489;
Moss, 1976, p. 54).

There were, I think, three reasons why Hayek persevered with this
unfortunate concept. Firstly, it was part of the programme to establish
the legitimacy of an Austrian alternative to Anglo-Saxon economics. For
this, a lineage was necessary, and B6hm-Bawerk was a founding father of
the line. Never mind that the period of production in the latter’s work is
crude. This can be put down to inferior technique. Secondly, the period of
production was part of Hayek’s ill-judged product differentiation, distin-
guishing his trade cycle theory from that of Fisher. This was a mistake. It
had the unfortunate effect of alienating a potential source of support in
the Chicago department, and it later enabled those who wished to dismiss
Hayek’s work to point to his ill-advised use of the period-of-production
concept. Thirdly, the sad truth is that, in his review of Keynes’s Treatise,
Hayek had painted himselfinto a corner. He made great play of the absence
of capital theory from the Treatise, and with Keynes’s failure to acquaint
himself with B6hm-Bawerk’s work (Hayek, 1931b, pp. 7-8; 1931c, p.63;
1932a, pp.81-3; Butos, 1994, p.473). He thus placed himself in the posi-
tion of having to show why capital theory is of central importance.

The triangles through which Hayek sought to explain his theory of
capital, and which involve a scalar quantity, one which is thus vulnerable
to the standard criticism that its value will change with a change in relative
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prices, really make no sense, and there is ample testimony that they
confused contemporaries (e.g. Robinson, 1972). Jevons, whose priority
Hayek scrupulously acknowledged (1931a, p.38), had a clear understand-
ing of such triangles, with time on the horizontal axis and investment on
the vertical one. But Hayek attempted to use the vertical axis both for
inputs — ‘intermediate products’, the Austrian ‘higher-order’ goods — and
outputs of consumer goods. Howard Ellis, in his book on German mon-
etary theory saw clearly enough that the triangles were meaningless (Ellis,
1934, pp.353-4); but others persevered in an attempt to make sense of
them. One of the particular difficulties which they encountered was the
problem of fixed capital (Hicks and Weber, 1973, p. 192; Steedman, 1994,
p-14). There was no correspondence between inputs and outputs where
capital lasted a long time. Even Lutz (1943, p.304), who tried to solve the
dimensionality problem of the triangles by arguing that they could only be
interpreted by measuring inputs in terms of the output to which they gave
rise, had to accept that with fixed capital there was an insoluble problem.

Modern Austrians — with some exceptions (Steele, 1993) — have under-
standably distanced themselves from this part of Hayek’s work. He has
been criticized for the abandonment of subjectivism in P&P (O’Driscoll
and Rizzo, 1985); and most recent Austrian writers, from Lachmann
(1956) onwards, employ a thoroughgoing subjective treatment of capital
as a structure of plans (e.g. Horwitz, 1996, 2000), without any idea of a
scalar.

THE INFLATION ACCELERATION ISSUE

Hayek undoubtedly expected that, if inflationary bank lending were
allowed to occur, inflation itself would accelerate unless the banks were
constrained by reserve considerations (Hayek, 1934, pp.155-7; 1960,
pp-330-33, 336-9; 1972). For this he has been criticized. Yet it would be
surprising if Hayek had not given some thought to the matter, given that
he had witnessed the hyperinflation in Continental countries after the
First World War (Rosner and Winckler, 1989), and given that he was to
maintain this theme in his later work, though without reliance upon his
trade cycle model, relying subsequently on the erosion of money illusion
(Hayek, 1967, pp. 282, 295-9).

The acceleration mechanism in the trade cycle model is however per-
fectly comprehensible in terms of the model. Starting from full employ-
ment, resources have to be bid away from the production of consumer
goods, and they are then recaptured by the consumer goods industries
once factors with enhanced incomes spend those incomes. We thus have a
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sequence involving a rise in the price of producer goods, a rise in the price
of labour, a rise in the price of consumer goods, another rise in the price of
labour, and so on. Assuming for simplicity that all the price rises are at an
equal percentage rate r, we have a series of the form (1 + r)”. If the money
supply increases to finance these price increases is proportionate to the
price increases, and if we assume that the proportion is unity for simplic-
ity, the money supply increases will be of the form (with the first term set
tounity) 1 + (1 +r) + (1 + r>+ ... + (1 + r)". Over any finite period
of time the series will produce a finite sum, and that sum will provide the
starting value for the next run of the series. Thus the money supply is
growing at an increasing rate.

This was recognized by contemporaries, even Haberler (1937, pp. 44,
46, 51) despite his resistance (1927) to the idea of a general price level. For
the mechanism to work it is necessary that the initial monetary expan-
sion should occur in an economy at full-employment general equilibrium.
While this was understood, it was not fully appreciated that the resource
recapture played a central role. As already noted, Hicks mistakenly
believed it to be absent from P&P, even though it is present both in that
book (Hayek, 1931a, pp.57, 89) and in MTTC ([1929] 1933, p.217). It
was clearly recognized by Haberler, who cited it in his Prosperity and
Depression (1937, pp. 45-6).

The fear of an acceleration of inflation undoubtedly underlay the oppo-
sition of Hayek to monetary and fiscal expansion in the 1930s. Hayek
consistently maintained this position (Skidelsky, 1992, p.469; O’Brien,
1994a, p.360), arguing in his 1934 reply to Hansen and Tout (1933) that
boosting demand was mistaken, thus ensuring that the ‘LSE Austrians’
repelled their potential allies in Chicago as Friedman (1974, pp. 162-3) has
subsequently testified. Hayek later softened his opposition to government
macroeconomic policy (1960, pp. 223, 324-39); but not very much.

THE FALLING PRICE LEVEL ISSUE

In controversy with Wicksell, the Swedish economist Davidson had
pointed out that equality of the bank lending rate with the marginal rate
of profit would not produce a stable price level (Hayek, [1929] 1933,
pp-113-15; Hayek, 1932¢, pp.122-4, 129; Uhr, 1960, pp.279-92; Uhr,
1975, pp.21-2). With a trend growth in productivity, the price level
would fall unless the money supply were steadily increased, for which
it would be necessary to have the bank lending rate below the ‘natural
rate’. Mises and Hayek, as Wicksell’s successors, were then faced with
the realization that in this dilemma lay the key to a periodic cycle. For
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if the bank lending rate were kept below the ‘natural rate’, the whole
process of expansion which they envisaged would be set in motion; and it
would only be checked, after successive rounds of price increases, when
banks became concerned about their liquidity positions. Thus aiming for
a stable price level entailed a commitment to a trade cycle (Hayek, [1929]
1933, p.119).

Faced with this difficulty, Hayek, Haberler and Robbins were prepared
instead to envisage a price level falling in line with the secular increase in
productivity. But such a policy raised a host of difficulties: not merely the
distributive implication of increasing rentier income, which was hardly
likely to be popular in the 1930s, but, as Hummel (1979) has pointed out, a
falling price level would have the effect of raising the value of the deflated
rate of interest (where inflation was now negative), which could thus
rise above the marginal rate of profit and produce a depression without
a preceding boom. As subsequent controversy has shown (Dowd, 1995;
Selgin, 1995a, 1995b) there exist many difficulties with the falling price
level policy prescription.” But it was a logical outcome of the Mises—Hayek
model, as is indeed clear from Hayek’s paper on intertemporal equilib-
rium, where it is argued that if future prices are not expected to fall (in line
with productivity) then more investment than is warranted will take place
(1928, pp.92-3).

THE ROLE OF GENERAL EQUILIBRIUM

Perhaps the difficulties concerning the future price level may explain why
Hayek showed some signs of moving away from equilibrium theorizing
from 1937, as Bruce Caldwell (1988) has argued. Others believe that his
commitment to at least Lausanne general equilibrium was rather super-
ficial in the first place. Aréna (1994, p.211) has pointed out that the
passage frequently cited as evidence of Hayek’s commitment to general
equilibrium ([1929] 1933, pp.42-3) is normally curtailed before the point
at which it goes on to refer not merely to Lausanne but also to James Mill
and to Say. There is also a discernible change in Hayek’s work from about
1937, in a much increased emphasis on evolutionary forms, linking this
with the same element in Menger’s work (O’Brien, 1994a, pp. 351-2, 357).
Moreover, as Lachmann (1940) pointed out, general equilibrium involves
reversibility, whereas Hayek’s apparatus does not.

But, all that conceded, it is still true, as Smithies (1941) pointed out in
his perceptive review of Hayek’s Pure Theory of Capital, that the later
book is still about equilibrium, albeit a moving equilibrium in which all
plans are fully realized. This is a matter of some importance in relation to
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modern developments in economics which cite Hayek as a forerunner, as
we shall see.

METHODOLOGY

There is considerable controversy about Hayek’s methodological posi-
tion. By many commentators, including the present writer (O’Brien,
1994a, p.364), he has been seen as an a priorist in the Misean mould.
Bruce Caldwell (1994) has maintained that Hayek never was an a priorist.
Terence Hutchison, as a middle way, has argued that Hayek, having read
the original German version of Popper’s Logik des Forschungs, changed
his approach in 1937 (Hutchison, 1981, p.125; 1994, p.217; Hamouda and
Rowley, 1994, p. 186).

But the weight of the evidence from Hayek’s writings seems clear
enough. He was, and he remained, an a priorist, and somebody who
was led seriously astray by this methodological stance. In this methodo-
logical position, which dates at least back to J.E. Cairnes, and which was
espoused also by Robbins (O’Brien, 1988, Ch. 3; Hutchison, 1978, pp. 210,
224), reasoning to a necessary conclusion proceeds on the basis of assump-
tions. Any contact with reality takes the form of ‘verification’: checking
the validity of the assumptions in order to be satisfied that the theoretical
approach used was appropriate for the particular conditions to which it
was applied. This still seems a reasonable reading of Hayek’s 1937 paper
which is sometimes taken of evidence of his change of view. Of course if
introspection is regarded as a source of assumptions — and it certainly was
by Hayek (O’Brien, 1994a, pp.351-3) — verification becomes very tricky.
There can be no assurance of uniformity of psychological response, as
Robbins himself emphasized strongly when attacking attempts to justify
progressive taxation by reference to diminishing marginal utility (O’Brien,
1988, pp.23-5, 39).

But it is even doubtful whether Hayek took very seriously the idea of
verification. After all it was assumed in his writing, and in that of his allies,
that the US money supply had increased, and that this had produced a
boom followed by a depression (e.g. Hayek, 1934, p. 161). But this was an
assumption which was eminently subject to verification, and it was simply
wrong (O’Brien, 1998a, pp. 33-5). Hayek’s position here led him seriously
astray and damaged his standing forever; indeed the Austrians have been
charged, however unfairly, with facilitating the rise of Hitler by opposing
reflationary measures (Hutchison, 1992, pp.110-12).

Latterly Austrian writers have accepted that the US money supply had
actually fallen; Haberler (1986) is an example. But the whole of Hayek’s
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trade cycle theory suffered from a fundamental empirical weakness. For
Hayek, like Keynes in the Treatise, believed that the bank rate influenced
short-term rates of interest, that these in turn affected long-term rates,
which influenced investment in fixed capital. In fairness to Keynes, he
did attempt to justify this on the basis of what was, it later emerged, an
unsatisfactory run of data. Ralph Hawtrey, who was very much better at
this kind of work than Keynes, denied all these connections, and showed
in A Century of Bank Rate (1938, pp.184-95) that Keynes was mistaken.
Reviewing the evidence, Hicks (1940) in turn accepted the argument.
Hawtrey established that the short-term rate had very little influence on
capital outlay. This result was fundamentally damaging to Hayek; far
more damaging than to Keynes, who had moved on from the apparatus
of the Treatise. Yet Hayek appears to have been unmoved, and to have
regarded the empirical results as irrelevant.

After shifting the balance of his argument concerning the trade cycle
towards the Ricardo Effect, he supervized the doctoral research of Tsiang
(1947). The latter, though phrasing his findings very cautiously, did not
find empirical support either for the Ricardo Effect or for the idea that
real wages fell in the upswing of the cycle, which underpinned the effect.
(Tsiang’s result here confirmed earlier work concerning the behaviour of
real wages in the cycle — 1947, pp.2-3.) Yet there is no sign that Hayek
responded to these findings. In his comments at the Royal Statistical
Society in 1938, Hayek had remained sceptical about empirical work,
despite his putative change of heart in 1937, and he does not seem to have
altered his view, leaving a legacy of suspicion of empirical work in the later
Austrian literature (Dolan, 1976, pp. 6-7; Spadaro, 1978, p. 212).

HAYEK AND NEW CLASSICISM

In 1977 Robert Lucas, the leading figure in new classicism, explicitly linked
his work to Hayek’s MTTC ([1929] 1933). In particular he argued that the
book accepted the need, recognized until Keynes’s General Theory, to
incorporate trade cycle theory into Lausanne general equilibrium. He
made the point that Keynes had redirected professional effort towards
‘the apparently simpler question of the determination of output at a point
in time, taking history as given’ (Lucas, 1977, p.7). He went on to argue
that the trade cycle literature ‘had been directed at identifying institutional
sources of instability, with the hope that, once understood, these sources
could be removed or their influence mitigated by appropriate institutional
change’ (ibid., p.8). By contrast Keynes offered a way of rectifying the
economy however the position in which it found itself had come about.
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It is true that Lucas rejected Hayek’s reliance upon the interest mecha-
nism, as requiring interest-clasticities of investment which were far too
high to be plausible. But there was clearly a link in Lucas’s mind between
what he was trying to do, as signalled in particular by his 1975 paper, and
what Hayek had done.

Subsequently a number of writers have argued that any similarity
between Hayek’s work and new classicism is superficial. Thus some
(Butos, 1985; Cochran and Glahe, 1999) have argued that the new clas-
sical models require markets to clear continuously, which was not true
of Hayek, and that the new models are equilibrium models, whereas in
Hayek the economy is out of equilibrium. Riihl (1994) has concluded that
Hayek’s analysis has little in common with the new classical one, even
though the question of a trade cycle within an equilibrium model remains
a concern because the problem has not been solved. Aréna (1994) has
argued that the new classical approach is very much closer to Walras than
Hayek was, and Hamouda and Rowley (1994) have rejected the new clas-
sical parallel on the grounds that such an approach involves a closed prob-
ability distribution, as distinct from something like Shackle’s ‘possibility’
(1972, pp. 364-404).

The most fundamental criticisms have come from Kevin Hoover (1988,
1994). He argues, firstly, that the new classicals ask how a Walrasian
economy adapts, with given tastes, endowments and production pos-
sibilities, to exogenous or policy-generated fluctuations; the Austrians
ask much broader questions with the evolution of tastes, expectations
and technology involved. Secondly, the new classicals want a predictive
model, and they use mathematics and econometrics. The Austrians do not
use these tools, and want understanding rather than prediction. Thirdly,
the latter take the dispersal of information as fundamental; for the former
it is limited to the degree necessary to produce fluctuations. Fourthly,
Lucas et al. duck out of real disaggregation of macroeconomics by the use
of representative-agent models. Finally, equilibrium of new classicals is
market clearing, while for Austrians it is plans becoming compatible — a
distinction short-circuited by new classicals using tdtonnement to achieve
market clearing. (Hoover, 1994, p. 579).

Hoover has also pointed out that the use of rational expectations, which
puts the economy close to, if not at, equilibrium, poses a real problem
for Austrians and that the new classicals have incorporated a cycle into
general equilibrium via stochastic elements. However such stochastic dif-
ferential equations are still deterministic. The new classical model assumes
that plans are already in existence, whereas for the Austrians they are part
of a continual learning process operating through the market mechanisms
(1988, pp. 235-6, 247).
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Rational expectations blur the distinction between risk and uncertainty
(Hoover, 1988, p.239), and Hayek’s work provides a good basis for criti-
cizing rational expectations in whichever of the competing definitions one
accepts (O’Driscoll and Rizzo, 1985, pp.214-26). Furthermore Hayek’s
doctrine of unintended consequences sits very ill with the rational expecta-
tions concept. The idea of some physics-type model, as constructed by the
new classicals, being in any way acceptable to Hayek is clearly strained
(Hoover, 1988, p. 240).

While there is substantial weight in all these points, there is more to be
said. It is true that the attempt to use representative agents as a micro-
reduction of macroeconomics is regarded as at best a failure and at worst
as bogus (Hoover, 1988, pp.243-4; Hausman, 2003). But it has been
persuasively argued that an individualist reduction of macroeconomics is
probably impossible (Levy, 1985); and in any case, Austrian trade cycle
theory itself involves aggregation. We have production goods lumped
together as one category, and consumption goods in another category.
The trade cycle hinges on a change in the relative prices of these two aggre-
gated sectors.

In summary, new classical economics has encountered some of the same
problems which Hayek and his successors encountered. The new classi-
cists have, with technical apparatus, attempted to deal with what Hayek
regarded as an important question — a trade cycle in the context of general
equilibrium. While, viewing Hayek’s work as a whole, it is possible to
argue that he was concerned with the broad range of issues which critics of
the new classical parallel have cited, there are important parts of Hayek’s
later theoretical work, including The Pure Theory of Capital (1941a),
which did indeed involve an equilibrium trade cycle. The links between
Hayek’s trade cycle writings and those of the new classicists are perhaps
rather greater than the assembled critics have allowed.?

OVERVIEW

Hayek’s career fits into a recognizable pattern. First there were the late
1920s and the 1930s, when Hayek rose to considerable prominence as a
theorist and was, up to 1936, the main intellectual opponent of Keynes.
But the victory of Keynes’s General Theory (1936) undoubtedly led to a
significant reduction in Hayek’s personal standing, and it did not recover
as a result of his later theoretical work which culminated in The Pure
Theory of Capital.

What brought Hayek to a new peak (Table 2.1) was his critique of
scientism and of the roots of totalitarianism. This encompassed both his
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Table 2.1 Hayek citations (1926-2003)

Time span No. of yrs Cites Citations/year
1926-30 5 7 1.4
1931-36 5 32 6.4
1937-43 7 26 3.7
1944-45 2 751 375.5
1946-59 14 116 8.3
1960-70 11 228 20.7
1971-80 10 291 29.1
1981-90 10 104 10.4
1991-2003 13 17 0.8
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continuation of Mises’s exposition of the impossibility of central planning,
his withering examination of the work of Saint Simon and Comte (1941b,
1942-44), and his brave (and possibly personally disastrous) attack upon
the direction in which he saw Western society going after the Second
World War, which found expression most notably in The Road to Serfdom
(1944) (O’Brien, 1994b, pp. 351-9). The third and most sustained peak was
that in which he worked out, with great care and scholarship, a vision of
economic activity based upon a legal framework, which was essentially
developing Smith’s vision of the constraint of economic activity by law,
religion and custom (O’Brien, 1998c¢). This effort found its expression in
two great works, The Constitution of Liberty of 1960, and Law, Legislation
and Liberty, the three volumes of which appeared over the years 1973-79.
It was in the 1970s also that he received the Nobel Prize, when his earlier
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Table 2.2 Hayek citations (2003-2011)

Year Citations
2003 68
2004 70
2005 95
2006 122
2007 119
2008 154
2009 173
2010 159
2011 149
200
180 -
140 - ]
2 1204 L . . —
8
:-'E 100 4
O 804
60
40
20 4
(] T T T T T T T T 1

2003 2004 2005 2006 2007 2008 2009 2010 2011

work on the trade cycle and his most recent on a free society were cited as
particular achievements.

The most recent citation data show, not surprisingly, that as the world
financial system suffered a series of shocks of a kind not included in the
conventional probability distributions, there has been an upsurge of inter-
est in Hayek’s work. This upsurge is evident in Table 2.2 and the accom-
panying chart.

The pattern of citations shown in Table 2.1 corresponds to this outline of
his career. Only in the 1990s did the citations almost cease. Furthermore,
from analysis of relative citations by Deutscher (1990, pp. 189-202), it is
evident that Hayek was amongst the most cited authors in the great theo-
retical controversies of the 1930s.?
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Yet a large part of Hayek’s work has experienced years of neglect. As
Dostaler (1994, p. 148) has emphasized, it is important to read what Hayek
actually wrote. Like Adam Smith, he is cited but unread (Hamouda and
Rowley, 1994, p. 178), which leads to inaccuracy and distortion. Yet even
in his Teutonic professor style, his work has much greater immediacy
than the secondary literature. Return to this work is both necessary and
profitable. Hayek quite clearly anticipated Rawls’s principle by suggesting
maximizing the income potential of the least well-off (1967, p.173)'° — yet
itis possible for the secondary literature to contest this because few readers
will be familiar with the original.

There is also a quite extraordinary mainstream hostility to Austrian
economics in general and to Hayek in particular (Rizzo, 1992). Some of
the latter seems visceral.!! Despite this hostility, there are still those who
attempt to carry the Austrian flag. There are different kinds of Austrians,
but the gaps between them are much smaller than the gulf between all of
them and mainstream economics; and the heritage which the Austrians
share, as Backhouse (1985, p.378) has pointed out, is not Béhm-Bawerk
or Schumpeter, it is Menger, Mises and Hayek. The main Austrian centre,
formerly New York University, seems now to have moved to George
Mason University in Fairfax, Virginia. Austrian views have been kept
alive by the Foundation of Economic Education (Irvington, NY) dating
from the 1940s, and in more recent years the Ludwig von Mises Institute
(Auburn, AL) has greatly increased the visibility of the Austrian school.
However, the list of contributors to volumes on Hayek (and their aca-
demic affiliations) reveals a much wider constituency. Particular Hayekian
themes are also being developed, such as the sustained work by Roger
Garrison (1985, 1989, 2001) on Hayek’s trade cycle model.

Moreover an Austrian approach to economics provides a good basis for
criticizing the mainstream literature. Although Spadaro (1978, pp.206-7)
has suggested that such an approach, at least if primarily defensive, is
a misallocation of resources, it is apparent from the Austrian literature
that criticism can be a good method of developing an alternative research
programme.'? The intellectual descendants of Hayek have been good at
asking awkward questions (e.g. Lachmann, 1978). The vulnerable areas
of mainstream economics are many, and Hicks himself has testified to
the inadequacy of so central a part as the Paretian system (1967, p.138).
Hayek and other Austrians asked the awkward questions that mainstream
theory sidesteps. Such questions include economic actors taking deci-
sions on the basis of a constantly changing supply of knowledge which
causes, in turn, constant revision of plans. This difficulty extends to the
problem of intertemporal coordination and the revision of plans across
time (Garrison, 1985). More generally, what meaning has the concept
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of rational behaviour with time-dependent knowledge? (Boland, 1978;
Langlois, 1985). Again, the Hayekian treatment of expectations is much
less constrained than the mechanistic treatment of rational expectations,
and far more suggestive than the arbitrary changes in expectations which
Keynes employed in the General Theory. The questions raised by Hayek’s
treatment of knowledge'® are fundamental to an understanding of how a
real economy works, as Leijonhufvud has argued (1968, p.401). Yet the
mainstream is averse to even acknowledging the existence of such ques-
tions." Indeed, the Keynesian mainstream for long largely ignored the
time dimension of investment (Tsiang, 1949).5

But Hayek bequeathed more than awkward questions. There are pos-
sibilities of developing his understanding of markets through experimental
economics (Smith, 1982) and game theory (Schmidt, 2002), though the
closed probability distributions would not have appealed to Hayek (cf.
Shackle, 1972, pp.24, 161, 422). Even the capital theory may not be a dead
end: following the pioneering work of Hicks, writers such as Desai and
Redfern (1994) and Zamagni (1984, 1987) have produced highly math-
ematical interpretations of ‘traverses’ between equilibria.

Less promising is Hayek’s work on the denationalization of money.
While the free banking literature has taken its inspiration from Hayek
(Dowd, 1994), there has been serious criticism of theidea of competition in
currencies (King, 1983; Summers, 1983). The transaction costs of multiple
issues (Edwards, 1980), and the possibility of moral hazard, are so serious
that it is unlikely that any unitary state would follow this path although,
as Hayek himself pointed out, in border areas, especially in Europe, com-
peting currencies have in the past operated in parallel. But they are cur-
rencies originating with national issuers, not commercial organizations.
Of course, as Hayek stressed, states have abused their powers of issue;
but currency competition has to be considered as a remedy for this not in
isolation but in comparison with other possible remedies such as inflation
targeting (Howard, 1977).

On the other hand his treatment of competition in the markets for goods
and services has proved important. Hayek insisted on analysing the way in
which competition works, as distinct from the sterile definitional approach
of Lausanne general equilibrium. The fixation of economists with perfect
competition led them grossly to underestimate the achievements of
the competitive system (Hayek, 1949, pp.102-6; 1967, p.174; 1973-79
II1, pp.65-8). As Backhouse (2002a, pp.278-9) has emphasized, Hayek
focused on rivalry, new products and new processes; to putit another way,
Hayek addressed not maximization subject to constraints but the much
more fundamental issue of moving the constraints. Competition should be
viewed as a continuous discovery process, as Smith understood, not a set
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of conditions like perfect competition. Such a view has lasting validity.'¢
Moreover it has had an important policy impact, for competition policy
illustrates perfectly why Austrian, and specifically Hayekian, economics
lacks fashionable appeal. It undermines the idea of an active competi-
tion policy (in which many economists have found highly remunerative
employment) and thus accords with the devastatingly successful Chicago
anti-antitrust school.”” (O’Brien, 1998a, p.29). Indeed a key member of
that school cites Hayek (Demsetz, 1988; 1989, pp.219, 223; Demsetz,
1995, p.171; DiLorenzo, 1994).

CONCLUSION

Hayek came into the English-speaking world as an economist, not as
a philosopher. But his work broadened out to embrace philosophical
considerations relating to the framework of economic activity, which
linked with his overriding concern with freedom and responsibility.
He thus found a key role in the development of British liberalism, as
Cockett (1995) has shown at length. The influence of Mises led Hayek
on to Smith, Burke, Ferguson and Hume, and to the concept of spon-
taneous order, and ultimately to some of the most important writing
that economists have produced about the framework of economic activ-
ity (O’Brien, 1998c). The Austrian understanding of the operation of
markets, with which this is associated, has been of great importance,
notably at those times when fashionable opinion has favoured planning,
whether indicative (as in the 1960s) or directive (Lavoie, 1986; O’Brien,
1998b, p.1195).

The line of development goes from Menger to Mises to Hayek. The
combined direct influence of the last two continues, and historians of eco-
nomic thought cannot neglect the importance of Hayek in the story of the
development of the subject. Hayek has been called Bohm-Bawerk’s great-
est pupil (Blaug, 1985, p. 541). The link is unfortunate; it has been argued
above that Hayek would have done well to steer clear of Bohm-Bawerk’s
capital theory. He was Mises’s greatest pupil far more, and he managed,
starting from that base, to counter the vanity of academics who wished to
plan society, to explain the fundamental nature of markets, and also — and
this is worth emphasizing in an academic climate in which scholarship is
at a discount — he was one of the last of the great scholar economists. The
questions which he asked were not trivial, and they do not permit of easy
answers. They are thus not attractive to the economist-as-technician. To
be blunt, Austrian economics is not good for outside career opportunities
and, because of the ruling mainstream, it is not good for academic career
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opportunities either.’® But of its importance as one of the strands in the
development of our subject there can be no doubt.

NOTES

Though edited for the present volume, this chapter, which serves as a foundation for
many of the subsequent chapters, originally appeared as Chapter 10 in Denis P. O’Brien
(2007), History of Economic Thought as an Intellectual Discipline, Cheltenham, UK and
Northampton, MA, USA: Edward Elgar.

For a fascinating account of the Austrian background see Caldwell (2004).

It is now clear that Schumpeter’s claim (1954, pp.837, 918), that there was no funda-
mental difference between Menger, Walras and Jevons, was wrong (Jaffé, 1976).

I am quite unable to understand the implication in Streissler (1994, p.48) that Hayek
was grudging with acknowledgments.

It is true that Pigou, himself the victim of such abuse, did courageously take up the
challenge and review the General Theory, in the LSE journal Economica (Collard, 1981,
pp- 125-6); but he did at least enjoy the status of an insider, unlike Hayek.

It is however surprising to learn that the ‘left’ was predominant among social scientists
in Chicago in the 1930s (Caldwell, 2004, p.233).

As Howard (1977) has pointed out, Hayek later settled for a stable price level. Haberler
(1986) also came to recognize problems with a falling price level.

It seems that Lucas himself has accepted Hoover’s view (Snowdon and Vane, 1998,
p-121).

In the period 1931-35, Hayek was third in the list of most cited macroeconomists
(behind Keynes and Robertson), and for 1936-39 he was seventh (Deutscher, 1990,
pp- 190-93). I owe this data on citations to John Creedy.

Rawls, it is true, focuses on the distributive outcome. But experience shows that, pre-
cisely because of unintended consequences, we have limited control over that. Hayek
instead looked to the creation of conditions for the attainment of such equality.

Thus Fischer (1986, p.433), in a very hostile article, accuses Hayek (1976) of ignorance
of Klein (1975) — yet Hayek explicitly cites Klein’s article (1976, p.37). See also the
comments by Ackley quoted by Bellante and Garrison (1988, pp.335-6) and Solow’s
description of Hayek’s trade cycle model as ‘completely incomprehensible’ cited by
Garrison (2001, p.4).

O’Driscoll and Rizzo (1985) provide a good example of this.

Or Hayek’s and Morgenstern’s; see Caldwell (1994) and Foss (1995).

Hutt, whose work on search was belatedly acknowledged by Leijonhufvud (1969, p.31),
with chagrin, was simply pushed out of mainstream consciousness.

In Leijonhufvud’s view (1981, p. 173), Keynes gave little thought to capital or economic
growth.

It is thus capable of further development. It has been argued that Kirzner’s theory of
entrepreneurship derives from Hayek (Kirzner, 1997; Palermo, 1999, pp. 104-5). The
suggestion (Hamouda and Rowley, 1994, pp. 191-2) that the Japanese keiretsu system
might render Hayek’s vision of competition irrelevant now seems, two decades later,
rather quaint.

In destroying anti-trust policy, the Chicago economists destroyed industrial economics,
creating a desert in which game theory took root.

For exploration of possible links with another ‘outside’ branch of economics —
institutionalism — see Boettke (1989), Caldwell (1989), Samuels (1989) and Rutherford
(1989, 1994).
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3. Hayek and economic theory in the 1930s
Martin Ricketts

THE YEARS OF HIGH THEORY

It was Shackle (1967) who coined the term ‘the years of high theory’ to
describe the period between 1926 and 1939. These were years of upheaval
in economic ideas accompanying momentous economic events. The First
World War seemed to have swept away an entire self-regulating economic
as well as social order. By comparison with the relative stability of the
Victorian and Edwardian world and its accompanying economic theory
(associated in England with Alfred Marshall, and on the Continent with
economists such as Carl Menger and Leon Walras) the new world was
harsh and seemingly highly unstable. A price system, until 1914 widely
perceived as acting like a barely noticed thermostat successfully adjusting
a heating system to take account of changing weather conditions, began
instead to plunge people into bouts of stifling heat and icy cold. By the
late 1920s large-scale resource unemployment and the study of the busi-
ness cycle were at the centre of economic attention. Dynamics rather than
equilibrium statics became the focus of theoretical effort.

Hayek played a leading part in the theoretical debates of this era
although the period ended with his efforts mainly rejected, and Shackle
does not think it necessary to discuss his contribution. Hicks (1967) reflects
that Hayek was ‘a leading character in the drama’ of the 1930s though his
economic writings were not widely studied after the Second World War.
‘It is hardly remembered that there was a time when the new theories of
Hayek were the principal rival of the new theories of Keynes’ (p. 203). In
this chapter an attempt is made to set out the basic features of Hayek’s
economics up to 1945 and to discuss why he failed in his aim of ‘bridging
the gulf between “statics” and “dynamics™” (Hayek, [1935a] 1939, p.137).

‘AUSTRIAN’ CAPITAL THEORY AND THE
STRUCTURE OF PRODUCTION

Hayek was director of the Austrian Institute for Trade Cycle Research
(1927-31). His thinking on industrial fluctuations was heavily influ-
enced by Ludwig von Mises (who played a major role in establishing
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the Institute) and the Austrian tradition of capital theory going back to
Boéhm-Bawerk. Much of Hayek’s effort in the 1930s was taken up with an
attempt to show that the disruptive crises to which the market system was
from time to time subject could be traced to the influence of monetary dis-
turbances upon entrepreneurs’ decisions about capital structure. During
1930-31 Hayek delivered a series of lectures at the University of London
setting out his provisional ideas and these were published as Prices and
Production (1931).

Lecture 2 of Prices and Production sets out the basic conceptual appa-
ratus of Austrian capital theory. Essentially, Hayek envisages a world
in which final consumers’ goods are produced in a series of stages. The
‘original means of production’ (labour and natural resources) are applied
over time and produce a sequence of ‘intermediate goods’ of rising value.
Eventually the goods are complete and are available for consumption.
In this early formulation Hayek imagines that each stage of production
requires a constant application of the original means of production and
that each stage is of the same length of time. The system can be thought
of as a version of Adam Smith’s treatment of division of labour by which
production is broken into specialized activities undertaken one after the
other. If each activity takes the same length of time and each involves the
same additional application of labour and materials, the result is a par-
ticular example of Hayek’s ‘structure of production’. Because resources
are assumed to be applied at a constant rate over time, attention is focused
on the only other structural feature — the number of stages into which
production is divided or the ‘length’ or ‘roundaboutness’ of the produc-
tion process.

Hayek used triangular diagrams originally devised by Stanley Jevons
and Knut Wicksell to illustrate the value added over time to intermediate
products by the process of investment and the relationship of consumption
to the stock of intermediate products (circulating capital). He preferred to
deal in discrete periods and arithmetic examples although the elementary
results are probably easier to illustrate using continuous time. If payments
to ‘original means of production’ in the manufacture of consumers’ goods
deliverable after a process of length * are made at a constant rate 0, the
value V of intermediate goods at any specified point in the process of pro-
duction ¢ will simply be given by ¥{(¢) = 81. For the given ‘length’ (#*) of the
production process and the given rate of gross investment 0, the value of
final consumers’ goods produced will be 6¢*. If this output of consumption
goods is to be maintained at a continuous rate over time, total payments
to the original means of production will have to occur at a rate 6¢* (that is,
there must exist at all stages 0 < ¢ < ¢* of the production process a stock of
intermediate goods valued at 8¢ and accumulating at the rate 6). The value
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of the total stock of intermediate goods (and hence the stock of circulating
capital) in such an ‘evenly rotating economy”’ will then be given by ,[“6tdt
= 0.56r*2 Notice that there is no net saving or investment in this economy.
The flow of payments to the means of production (6¢°) is just enough to
pay for the flow of consumers’ goods, and the capital stock remains con-
stant over time. Value added per period equals consumption per period.

Setting 8 = 1 for convenience, it is easy to see that a longer absolute
length of the production process will increase the capital intensity of
production. With #* = 4, the rate of output of consumption goods per
unit time is 4 while the capital stock is 8. The capital output ratio is
thus 8/4 = 2. With * = 6 and 8 = 1 the capital stock will be 18 and
the capital output ratio will have risen from 2 to 18/6 = 3. Indeed the
ratio of capital to output is simply 0.5¢*, a concept known to Austrian
capital theory as ‘the average period of production’. Clearly the entire
capital stock is not invested for the full period ¢*. Because investment
is undertaken at a constant rate, some capital is tied up for almost the
entire period of production while some will be invested at a late stage in
the process. The average period for which a unit of capital is invested
is 0.5¢*.

Objections to this conceptual apparatus are not difficult to formu-
late and a vigorous discussion of Austrian capital theory took place in
the 1930s." Would an increase in the number of stages of production
necessarily imply a longer overall duration of the production process?
Perhaps different stages could last for different lengths of calendar time?
Roundaboutness in terms of ‘number of stages’ and roundaboutness in
terms of elapsed time might be quite different. Would the production
of some goods require a greater application of the ‘original means of
production’ at some stages than at others? Other questions also suggest
themselves. As presented by Hayek in lecture 2 of Prices and Production all
capitalis ‘circulating capital’, the accumulation of ‘work in progress’. How
might the theory be adapted to cope with the existence of durable items
of capital equipment? Would technical advance and the use of specialized
machinery necessarily ‘lengthen’ the production process as Bbhm-Bawerk
supposed? These and other issues were at the heart of controversies over
capital theory in the 1930s. Such was the central importance of capital
theory to Hayek’s thinking on business cycles that his work on The Pure
Theory of Capital (1941) was to be a major intellectual commitment during
the late 1930s. It was a commitment that apparently left him intellectually
exhausted,? and the resulting theoretical structure is discussed in detail
elsewhere in this volume.
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INDUSTRIAL FLUCTUATIONS

For the purposes of this chapter, however, Hayek’s commitment to the
Austrian theory of capital is important because he regarded it as an inte-
gral part of his explanation of business fluctuations. A change from one
capital structure to another required such intricate adjustments to prices
and resource flows that it was here that Hayek looked for potential coor-
dination failures. A rise of t* from 4 to 6, as we have seen, increases the
proportion of capital to output from 2 to 3. Such a process is likely to be
disruptive as it involves a period of reduced consumption while the capital
stock is augmented and additional stages are inserted into the structure of
production, followed by a return to a new steady state. Presumably this
lengthening of the production process will only occur if entrepreneurs at
the relevant stages find it profitable to adjust their activities in an appro-
priate way. The crucial signal inducing this adjustment is provided by the
interest rate.

As goods move through the stages of production their value is increased
not only by the application of additional labour and raw materials but also
by the interest payments that are necessary to compensate for ‘waiting’.
Positive time preference implied that holders of assets had to be compen-
sated for agreeing to delay consumption. The prices of all existing assets
at every production stage thus had to rise by this rate of time preference
if they were to be held, and the ‘price margins’ established when capital
goods passed between stages of production would reflect this time pref-
erence rate. Hayek gave great attention to these ‘price margins’, seeing
them as providing the signals for changes in the structure of production.
If people became more ‘patient’ and this was reflected in a willingness to
support more roundabout production processes, net saving would occur
at the existing market interest rate which would then tend to fall. Existing
price margins between stages of production would now be more than suffi-
cient to compensate for waiting and the incentive to lengthen the structure
of production by holding assets for longer and laying them down sooner
(and thus adding to circulating capital) would be in place.* New savings
would thus, according to Hayek, be taken up and used as part of the stock
of circulating capital. Equilibrium would be restored when the rate of
interest in the market had fallen and the price margins between stages had
narrowed sufficiently to reflect the lower prevailing rate of time prefer-
ence. The market interest rate and the resulting capital structure would
then once more be fully compatible with the willingness of the population
to support a greater total stock of capital.

It was therefore characteristic of Hayek’s treatment of capital structure
in Prices and Production that he did not see saving as a danger that might
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lead to a depression. Indeed new saving was the only reliable means to
permanently greater consumption: ‘Every increase in consumption, if
it is not to disturb production, requires previous new saving ... If the
increase of production is to be maintained continuously, it is necessary
that the amounts of intermediate products in all stages is proportionately
increased’ (p. 95). A falling rate of interest associated with more patient
consumers will be correctly interpreted by producers as a sign that more
roundabout processes are now economically sustainable. For Hayek the
factor that gave rise to crises and industrial fluctuations was a falling
market rate of interest not associated with more patient consumers but
artificially contrived by the banking system.

THE INFLUENCE OF MONEY

Money was at the root of industrial fluctuations, which is why Hayek
is usually described as supporting a monetary or overinvestment theory
of the trade cycle. Expansions of credit leading to falls in the market
rate of interest unrelated to the real time-preference of consumers
were for Hayek a recipe for disaster. Here he followed the monetary
theory of Wicksell. Wicksell distinguished between the ‘natural rate
of interest’, which reflected the real time-preference of economic
agents, and the ‘market rate of interest’, which reflected the terms upon
which loans could be had from the banking system. In static equilib-
rium these two rates would be the same and, indeed, individual utility-
maximizing equilibrium required that economic agents adjusted their
intertemporal consumption patterns through borrowing and lending so
as to bring their rates of time preference into line with the market rate
of interest.

The activities of the banks, however, could induce a disequilibrium situ-
ation. If the market rate of interest fell below the natural rate, bank loans
and bank deposits increased as entrepreneurs undertook additional invest-
ments. This monetary expansion permitted producers to bid resources
away from consumers who had no plans to reduce their demands for
final goods. For so long as the market rate of interest was held below the
natural rate, the money supply would increase and more investment would
be undertaken than warranted by the real time-preference of the popula-
tion. However, consumers would eventually find that their real levels of
consumption were reduced by unanticipated increases in the prices of con-
sumers’ goods. The introduction of longer production processes would,
for a period, reduce the flow of ‘mature’ consumers’ goods. ‘For some
time society as a whole will have to put up with an involuntary reduction
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of consumption’ (p. 88). Inflation caused by monetary expansion thus
would lead to ‘forced saving’, and ‘an unforeseen retrenchment of . ..
real income’ — the ultimate source of the additional resources used for
investment.*

Hayek regarded the ‘lengthening’ of the production process induced
by monetary expansion and ‘forced saving’ as unsustainable. ‘These
elongations . .. are likely to be partly or wholly reversed as soon as the
cause of the forced saving disappears’ (p. 135). In 1931 he did not stumble
across the ideas of adaptive or rational expectations that came to play
such an important role after the 1960s in explaining the unsustainabil-
ity of continuous monetary expansion. He was clear, however, that ‘for
obvious reasons the banks cannot continue indefinitely to extend credits;
and even if they could, the other effects of a rapid and continuous rise of
prices would, after a while, make it necessary to stop this process of infla-
tion’ (p. 90). Once monetary expansion is ended, however, the return to a
shorter structure of production is what constitutes a crisis or depression.
The structure of production is too roundabout or, as we would now say,
capital-intensive, and only a return to a more appropriate capital structure
will end the crisis.

In a model based upon circulating capital the severity of the disruption
entailed by a return to a shorter structure of production seems difficult
to understand. Where capital takes the form of semi-finished goods,
transferring attention to completing final goods in order to satisfy con-
sumers’ demands rather than investing in the earlier stages of production
would not appear such a difficult adjustment problem. Hayek, therefore,
explains large-scale resource unemployment during a shortening of the
production process by introducing the concept of capital ‘specific’ to
particular stages of production in the form of specialized equipment. If
entrepreneurs have invested in specific machinery and equipment suited to
a longer production process than is eventually warranted, it may stand idle
because of lack of the additional resources required to ‘complete’ it. “This
phenomenon of a scarcity of capital making it impossible to use the exist-
ing capital equipment appears to me the central point of the true explana-
tion of crises’ (Hayek, 1939, p. 149). In other words resources have to be
moved from investment to consumption, which means that some specific
types of partly finished capital designed mistakenly for a highly capital-
intensive structure of production cannot be sustained in the long run and
will remain uncompleted.

The movement to less capital-intensive methods accompanying the
crisis is associated by Hayek (1939, p.8) with what he calls ‘the Ricardo
effect’. Ricardo argued that a change in the wages of labour:
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would not equally affect commodities produced with machinery quickly con-
sumed, and commodities produced with machinery slowly consumed. Every
rise of wages ... would lower the relative value of those commodities which
were produced with a capital of a durable nature. A fall of wages would have
precisely the contrary effect’.’

As already discussed, Hayek expected the prices of consumers’ goods to
increase during the boom phase of a cycle as entreprencurs bid resources
away from consumption. This rise in prices would imply a fall in the real
wage and this would lead entrepreneurs to substitute labour for machinery
and begin the process of shortening the structure of production.

Hayek’s interpretation of business fluctuations as successive ‘lengthen-
ing’ (in the upswing) and ‘shortening’ (in the downswing) of the structure
of production led him to the view that government policy should not try
to suppress the adjustment process. Once the monetary damage had been
done and entreprencurs had taken decisions in response to false price
signals the scope for government policy to help the situation appeared
limited. One way or another, the structure of production would return to a
configuration that was compatible with underlying ‘real’ factors. Attempts
at further credit expansion could not avert an eventual crisis, while higher
levels of government spending on final output would make the imbalance
between demand for consumers’ and producers’ goods even worse and
produce further ‘shortening’ in the structure of production. Hayek did not
therefore recommend an active monetary or fiscal policy. The important
thing was to prevent further confusion of price signals and the mistaken
decisions that accompanied them. No doubt the more flexible were prices
and the fewer the ‘frictions’ within the system, the more rapid would be the
recovery. But the process could not be expedited by government action.

MONETARY POLICY AND FLUCTUATIONS

The main policy question that concerned Hayek was how to avoid getting
into a crisis in the first place. This led immediately to a consideration of
the role of monetary policy in preventing the type of credit expansion that
Hayek saw as ultimately responsible for industrial fluctuations. What
was required was ‘neutral money’, a term that referred to a situation in
which ‘relative prices would be formed, as if they were influenced only by
the “real” factors which are taken into account in equilibrium econom-
ics’ (p. 130). In the static Walrasian world of general equilibrium theory,
money appeared merely as a ‘numeraire’. It did not itself influence the
relative exchange ratios of goods and factors but was simply a common
‘good’ in terms of which it was convenient to express equilibrium prices.
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Hayek realized that there was a paradox here. As a student in the tradi-
tion of Carl Menger he viewed money as an institution that had evolved
to cope with the uncertain future. It was a means by which people avoided
commitment and kept their options open. It permitted a far more exten-
sive division of labour, but it implied a reduction in the scope of barter.
Goods supplied no longer carried with them an immediate demand for
something else and the fixing of a ‘real’ exchange ratio. The existence of
money inevitably raised the possibility that hoarding (the accumulation of
money balances and thus supply unmatched by demand) or dishoarding
(spending out of money balances and thus demand unmatched by new
supply) might occur. The behaviour of transactors would now depend
upon factors such as ‘confidence’ or the state of ‘expectations’, while if
people tried to tie things down by contracting for the future delivery of
goods using money prices, these could only be guesses as to what the ‘real’
equilibrium prices would turn out to be.

There was thus a paradox in defining money as ‘neutral’ with reference
to a static equilibrium world in which the peculiar function of a medium of
exchange was not required. Conversely, in a world of ‘indirect exchange’
and an uncertain future it was not easy to see how money could ever be
neutral in quite the sense implied by the injunction that it should not
disguise or distort ‘real’ factors. These ‘real factors’ could only finally be
known in an equilibrium that would effectively deprive money of its prin-
cipal purpose. These considerations led Hayek to remark that identifying
the necessary conditions required for the neutrality of money is ‘practi-
cally impossible’ and that perhaps ‘the ideal could not be realized by any
kind of monetary policy’ (p. 131).

Nevertheless, Hayek in lecture 4 of Prices and Production does offer
some thoughts on how monetary policy might be conducted so as to avoid
the periodic crises that so preoccupied all economic thinking in the 1930s.
His basic proposition is that so far as possible the authorities should try
to keep constant over time the flow of money payments. The title of the
lecture is “The case for and against an “elastic” currency’. Contemporary
opinion, according to Hayek, favoured an ‘elastic’ currency, one that
expanded and contracted with the demands of trade so as to keep con-
stant an index of prices. For Hayek this was a dangerous doctrine. Index
numbers of consumer goods prices could not reveal what was happening
to the ‘price margins’ between stages of production which, as we have
seen, influenced entrepreneurial decisions about the structure of produc-
tion. A rule that some average of consumer goods prices should be kept
constant would not, in principle, prevent monetary disturbance to the
structure of production. Hayek preferred to keep money payments con-
stant so that any increase in productivity and hence real output brought
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about through a ‘natural’ lengthening of the production process would
lead to gradually falling prices. Such falling prices would not be harmful
and indeed would represent ‘the only means of avoiding misdirections of
production’ (p. 105).

Constancy in the flow of money payments did not, however, consti-
tute an easily implemented policy. In the first place Hayek took what we
would now call a ‘broad’ view of money: “‘When I speak of changes in the
quantity of money, this is always meant to include that total of all kinds
of media of exchange (including all so-called “substitutes” for money)’
(p- 109). He was therefore confronted with the problem of establishing a
clear way of measuring the total money supply and a means of controlling
it. Here he relied on the ability of the central bank to expand or contract its
own credits with consequential knock-on effects up the ‘inverted pyramid’
of the credit system. Knowing what these effects would be was a serious
problem, particularly as reserve ratios were themselves not entirely fixed
but could vary with business conditions.

A second important problem was that keeping the flow of money pay-
ments constant would require the authorities to counteract any spontane-
ous changes in the ‘velocity of circulation’ caused by technical changes in
the methods of payment or by other factors leading to a greater or lesser
demand for money. A third (related) matter that concerned the structure
of production directly was what Hayek termed the ‘co-efficient of money
transactions’.® Here the point at issue was the degree to which the various
stages of production were carried out within vertically integrated firms
rather than by the transfer of intermediate products from one firm to
another through a relatively disintegrated supply chain. Hayek argued
that the relationship between the ‘structure of production’ (in terms of its
capital intensity or ‘roundaboutness’) and what we might call the ‘struc-
ture of business organization’ (in terms of the number of stages under-
taken within a single administrative unit) was a significant matter.” A
lengthening structure of production organized within vertically integrated
concerns would not require the use of additional monetary transactions.
If, however, more ‘stages’ required more market transactions as the inter-
mediate products advanced through the production process there would,
in the absence of other countervailing changes in the velocity of circulation
or in the quantity of money, be a depressing effect on prices. In effect, a
process of vertical integration reduces the demand for money balances and
disintegration increases it. Both were seen by Hayek as inconsistent with
the objective of trying to maintain the ‘neutrality’ of money.

Monetary policy for Hayek was therefore far from straightforward
and his work is littered with statements emphasizing that practical imple-
mentation of the theoretical ideal would be difficult if not impossible and
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that monetary analysis was in its infancy. Monetary disturbance was at
the root of industrial fluctuations but avoiding these disturbances seemed
to require monetary authorities with extraordinary technical and infor-
mational capabilities to adjust the money stock in response to changing
conditions and thus to maintain a constant flow of money payments.
‘Even under the best practicable monetary system, the self-equilibrating
mechanism of prices might be seriously disturbed by monetary causes’
(p. 161).

A summary of Hayek’s thinking on money in 1931 might therefore run
as follows. Decision-making in an economy which uses highly capital-
intensive processes of production and with a highly advanced division of
labour puts an enormous strain on the co-coordinating power of the price
system. Price movements must convey real information if they are to serve
their purpose. A fall in interest rates and price margins, for example, that
reflects greater saving and lower time preference, will lead entrepreneurs
to take decisions that are less likely to be proved mistaken by future events
than a fall in interest rates that is induced by monetary expansion.

EXPECTATIONS AND EQUILIBRIUM

The formation of expectations is crucial here. It is expectations of profits
that will determine the willingness of entrepreneurs to invest in more
roundabout methods. ‘If these entreprencurs entertain correct views
about the price changes that are to be expected as a result of the changes
in the method of production, the new rate of interest should correspond
to the system of price margins which will ultimately be established’
(p- 84). In other words Hayek might be interpreted as saying that entre-
preneurs, although not always correct in their expectations, will not make
systematic errors in the absence of monetary disturbances. If they have
some broadly correct view of the underlying ‘real’ forces at work, they
can form a more accurate conception of future developments than if they
are viewing the world through a distorting monetary lens. Given that the
option of dispensing with the monetary glasses entirely would greatly
reduce potential gains to trade, the aim of monetary policy must be to
correct for any inherent defects in sight that might develop over time and
to equip entrepreneurs with as near perfect vision as imperfect nature
makes possible.

A 1933 lecture on price expectations sets out clearly the importance that
Hayek began to attribute to the formation of expectations. Equilibrium in
traditional analysis abstracts from time and ‘could not be of great value’.
If the problems accompanying the passage of time were to be addressed:
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we must make very definite assumptions about the attitude of persons to the
future. The assumptions of this kind which are implied in the concept of equi-
librium are essentially that everybody foresees the future correctly and that
this foresight includes not only the changes in the objective data but also the
behavior of all the other people with whom he expects to perform economic
transactions. (Hayek, 1939, pp. 139-40)

Equilibrium required that decision-makers were not disappointed by
events and that the expectations held by transactors were mutually com-
patible. Thus it was important, given that existing prices would inevitably
play a large role in the formation of expectations, that actual prices should
not encourage false ideas and contain ‘the germ of such disappointments’.

Perhaps it is possible to discern in these ideas the influence of Gunnar
Myrdal whose great contribution to monetary theory was to distinguish
clearly between ex ante plans embodying intentions based upon expecta-
tions, and ex post outcomes. Monetary equilibrium required the equality
of ex ante plans to invest with ex ante plans to save. Only then would the
ex post bookkeeping equality of saving with investment not turn out to
disappoint expectations. It was in a paper published by Hayek in 1933
that Myrdal first ‘works out in detail the vitally important distinction
between “looking forward” and “looking backward”’.® Hayek did not,
however, incorporate these developments systematically into his think-
ing or advance the analysis of expectations. He confined himself to the
argument that monetary changes could play no role in re-establishing
equilibrium once it had been disturbed, and that a constant money supply
would be least likely to cause trouble by inducing incompatible expecta-
tions. Such a contention made more intuitive sense in the context of trying
to maintain a pre-existing equilibrium than in a situation of disequilibrium
and depression. It was this that lay behind the criticism that Hayek was
too inclined to start his analysis assuming a well-functioning system sat-
isfying the requirements of a static equilibrium, and that this betrayed a
mind-set unlikely to advance understanding of disequilibrium processes.

THE ECLIPSE OF AUSTRIAN CAPITAL THEORY

This somewhat harsh judgement on Hayek’s work on the economics
of business cycles in the early 1930s is supported by the fact that it did
not play a prominent role in the future development of the discipline. A
major problem for Hayek was that the economics profession ultimately
rejected his conviction that fluctuations could not be properly understood
without the support of the Austrian theory of capital. Not only was the
theory of capital itself subject to objections, but its use in the analysis of
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fluctuations was swept away by the Keynesian revolution. A ‘timeless’
capital-output ratio took the place of the Austrian average period of pro-
duction in models of long-run growth, and the tradition of Béhm-Bawerk
disappeared from mainstream textbooks. In the 1960s the ‘Cambridge
capital controversies’ concerned problems in the measurement of aggre-
gate capital, the coherence of the notion of its ‘marginal productivity’ and
the theoretical reliability of any systematic association between the rate
of interest and the ‘capital intensity’ or ‘roundaboutness’ of production
techniques.® Although these difficulties were at the heart of the ‘Austrian’
theory of capital, the debate in the 1950s and 1960s did not particularly
emphasize this historical association. The battle was viewed mainly as a
struggle between ‘neoclassical’ rather than ‘Austrian’ economists and their
Cambridge (England) critics. Harcourt’s (1972) summary of these contro-
versies does not contain a reference to Hayek’s work, while B6hm-Bawerk
appears in a single scholarly footnote.

In the late 1930s, Hawtrey (1939) still made the period of production
and the structure of production central pillars in his approach to capital
and devoted a whole chapter to a consideration of Hayek’s Prices and
Production. Hicks (1939, p.192) commented that ‘nearly everyone who
comes to the study of capital falls a victim to Béhm-Bawerk’s theory at
some stage or other’. But although Hicks admired the achievement of
Béhm-Bawerk and accepted that the theory was basically correct with
respect to the simplest special cases that it analysed (such as tree harvest-
ing or wine production), he, along with most of the post-war generation of
economists, abandoned it. It was perhaps a misfortune for Hayek that he
was so immersed in the tradition of Béhm-Bawerk that he was ‘unable to
let the matter go’ (O’Brien, 2004, p. 503).

THE ROLE OF THE STATIONARY STATE IN
DYNAMIC ANALYSIS

In a revealing paragraph in Value and Capital, Hicks (1939) throws the
problem with which Hayek was wrestling in Prices and Production into
sharp focus. The dependence of current quantities supplied and demanded
not simply on current prices but on the history of past expectations and on
current expectations of future prices was ‘the first main crux of dynamic
theory; and it marks the first parting of the ways’ (p. 117). We could either
face the issue or ‘evade the issue by concentrating on the case where these
difficulties are at a minimum. The first is the method of Marshall; the
second (broadly speaking) is the method of the Austrians. Its hallmark is
concentration on the case of a Stationary State’.
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Difficulties are at a minimum in stationary states because, as we have
seen, there is no net saving or investment and conditions replicate them-
selves period by period. Entrepreneurs (if we can call decision-makers in
stationary conditions by this name) will correctly expect existing prices to
continue so that current and expected future prices for each class of good
will be the same. This is, of course, precisely the method of Hayek in Prices
and Production. Preoccupation with stationary conditions, argued Hicks,
had a ‘baneful influence’. It was not that Austrian economists like Hayek
were not interested in disequilibrium. Hayek’s whole aim was to explain
fluctuations. But ‘stationary-state theorists naturally regarded reality as
“tending” towards stationariness’ although the theory itself supplied no
grounds for confidence that any such tendency actually existed. The result
was a preoccupation with an ideal capital structure that required certain
price ratios and static expectations for its perpetuation but that ‘told us
nothing about anything actual at all’ (p. 119).

Actual conditions were not stationary. The important question was
how the economic system would behave outside a stationary state in an
uncertain and monetized world. What were the forces, if any, that might
lead towards the stationary state and that underlay the assumed ‘tendency’
towards equilibrium? As we have seen, Hayek in Prices and Production
presented no real theory of expectations. This does not mean, of course,
that his insight that instability in the supply of money might lead to mis-
taken investment decisions was wrong, or that stability in monetary condi-
tions is not a sensible policy objective. But neither of these propositions is
necessarily dependent upon the validity of the Austrian theory of capital
which was his main focus of attention.

From the perspective of the early twenty-first century, however, some
of Hicks’s observations about ‘Austrian’ thinking in the 1930s appear
curious. We are used to thinking of the Austrian School as being par-
ticularly associated with an analysis of disequilibrium situations, with
recognition of pervasive uncertainty, with an emphasis on the role of
entreprencurship, and so forth. It seems strange to think of ‘Austrian’
thinking as directing attention away from disequilibrium adjustment
because of an obsessive interest in stationary states. Yet this was the way it
seemed to many economists at the time. It was, however, another strand in
Hayek’s economic writing in the 1930s that played a central part in estab-
lishing our modern conception of the Austrian School.

This issue was the markets-versus-planning debate or the possibility of
socialist economic calculation. Information and economic change were
central concerns in this dispute. Here, the boot was on the other foot and
it was Hayek who was able to accuse his opponents of an obsession with
static equilibrium constructs in unreal worlds. As Blaug (1992) remarks,
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however, static general equilibrium analysis was by the late 1930s already
‘becoming the standard for theoretical sophistication in microeconomics,
in terms of which Austrian price theory stood condemned as antediluvian’.
For contemporary critics Hayek’s approach to fluctuations was too much
influenced by underlying concepts of stationary states. His approach to
the traditional theory of prices was, in contrast, too lacking in general
equilibrium rigour. Hayek had managed to fall foul of prevailing fashions
in both areas for apparently diametrically opposing reasons. There is a
strong case, however, that this is explained not by any lack of consist-
ency on his part but by the reverse. He had a highly consistent view of the
nature of the economic system at a time of huge theoretical innovation. It
is to Hayek’s approach to the price system that I turn in the next section.

THE CALCULATION DEBATE

The debate concerning the possibility of rational economic calculationin a
socialist state originated with a paper by Mises (1920, reprinted in Hayek,
1935b, pp. 87-130). In this paper Mises asserted that the absence of private
ownership of the means of production made any kind of rational approach
to resource allocation impossible. It was impossible because collective
ownership suppressed market transactions and this in turn prevented the
emergence of market prices to indicate the value of resources in different
potential employments. “Where there is no free market, there is no pricing
mechanism; without a pricing mechanism, there is no economic calcula-
tion’ (Hayek, 1935b, p.111). The top officials in a socialist state might
have some set of objectives that they wish to fulfil, but in the absence
of prices for the resources at their disposal they cannot know how best
to go about achieving them. Prices of factors of production in a market
economy provide decision-makers with imperfect information about the
value of alternatives forgone and thus implicitly carry the message: ‘to
make sure that you do not waste my services you should make sure that
the value of my marginal product exceeds this price’. Socialist officials
would have no such assistance with their decision-making and would ‘be
without any means of testing their bearings’ (p. 106). ‘Socialism’, argued
Mises, ‘is the abolition of rational economy’ (p. 110).

This paper had a massive impact and Hayek’s economics was clearly
heavily influenced by it. Hayek summarized his own view of market proc-
esses in a famous paper on “The use of knowledge in society’ (1945). It
represented an extension and elaboration of Mises” argument. Knowledge
is not universally available. It is dispersed across the entire population
and the great economic question is how to make the greatest social use
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of it. One method might be to construct a system that tried to transfer
this knowledge to a central organizer who could then use it rationally in
pursuit of some specified set of objectives. Hayek made the point that the
volume of possibly relevant information was virtually limitless; including
as it did not simply technical or scientific knowledge but also idiosyncratic
‘knowledge of time and place’. He added that a large part of this potential
stock of knowledge was of a type (‘tacit knowledge’) that was by its nature
incapable of being communicated by means of blueprints or statistics or
even words. For good measure he emphasized that knowledge was in an
endless state of flux so that any attempt at documentation would always
be out of date.

Hayek’s main point was that the ‘market’ was a decentralized solution
to this fundamental problem of making use of widely dispersed knowl-
edge. Decentralized decision-making meant that the people with local
knowledge could use it. In order to use it to good effect, however, they
needed to combine it with knowledge of things concerning which they had
no direct experience. The prices of resource inputs conveyed in a highly
economical form just enough information to make sure that the inputs
were appropriately allocated. Detailed information about why certain
price changes were occurring — political upheaval, technological change,
the development of new products that made use of or dispensed with
various inputs, freak weather conditions and so forth — were not necessary.
Price changes would induce decentralized responses that reflected the new
social valuation of the resource at the margin. Handling change was the
central problem. ‘It is, perhaps, worth stressing that economic problems
arise always and only in consequence of change’ (Townsend, 1971, p.21).
Mises also had emphasized this point when he conceded that a socialist
system might theoretically continue to replicate unchanged a status quo
established by the market. This, however, would be ‘impossible in real
life’. A static situation was only a theoretical construct ‘necessary . ..
for our thinking’ about economics but ‘corresponding to no real state of
affairs’ (Hayek, 1935b, p.109).

The socialist answer to Mises and Hayek was provided by Lange
(1938). This is not the place to review the entire calculation debate in
detail but a few of the main lines of argument are important because they
help to isolate what was distinctive about Hayek’s economic thought in
his years at the London School of Economics. Lange’s aim was to show
that the price system and socialism were not incompatible. He did this
by confronting the challenge head on. He contended that valuations for
goods and services could be generated in a socialist system. He interprets
Hayek (1935b) as saying that the function of the market is ‘to provide a
method of allocating resources by trial and error’ (Townsend, 1971, p. 37).
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Such a ‘trial and error’ procedure was possible under socialism. Some of
the details depended upon what kind of socialist system was envisaged —
whether, for example, the rate of saving was determined by individual
decisions or centrally imposed — but the main components were a straight-
forward application of a Walrasian ‘tdtonnement’ process.

Provisional prices of goods and labour would be established centrally.
Local decision-makers (whether consumers or producers) would face
these ‘parametric’ prices rather like transactors in a ‘perfectly competi-
tive market’. Producers would be asked to adjust their outputs so that
the marginal cost of production (evaluated using the provisional prices of
labour, intermediate goods and materials) of each good and service was
equal to its price. Of course there would be excess supplies and demands at
these provisional prices and the Walrasian price adjustment process would
be implemented. The central administrators would increase the prices of
goods and labour for which there was excess demand and lower the prices
of those for which there was excess supply. This would be an ‘ongoing’
process mimicking the behaviour of a ‘competitive’ market. As for new
capital, the (politically determined) quantity would be allocated ‘com-
petitively’ and a shadow price attached for use by local officials in their
investment appraisal. Lange goes so far as to conjecture that a planning
board, because of ‘its wider knowledge of what is going on in the whole
economic system than any private entrepreneur can ever have’ might be
able to approach an equilibrium price structure ‘by a much shorter series of
successive trials than a competitive market actually does’ (p. 55).

For 25 years after the end of the Second World War it was generally
accepted that Lange’s reply to Hayek and Robbins was decisive. Perhaps
it was Lange’s use of Walrasian general equilibrium ideas that made his
opponents seem unsophisticated, if not, as Blaug puts it, ‘antediluvian’.
Townsend (1971) summarized the view of the time when he commented
that socialist countries were mostly centralized dictatorships but that
Lange had shown ‘there is no reason in economic theory why they should
be this way’ (p. 15). This seems quite correct. It was possible in theory to
think of a scheme that would make socialist calculation, pace Mises, at
least possible and, pace Hayek and Robbins, compatible with a trial and
error process. Given that the origins of the dispute concerned the very
possibility of any kind of rational economic calculation under socialism it
is perhaps understandable that Lange’s article was widely seen as a knock-
out punch. The more subtle question, however, was whether the trial and
error process that Lange had identified for his socialist state did indeed
mimic the market well enough to fool everyone as he claimed, or whether
it was a distorted and lifeless caricature.
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CHARACTERISTICS OF HAYEK’S VIEW OF THE
PRICE SYSTEM

For Hayek, the calculation debate was not about the possibility of any
kind of rational approach to resource allocation under socialism. He had
already accepted, as noted by Lange, that this was ‘not an impossibil-
ity in the sense that it is logically contradictory’ (Hayek, 1935b, p.207).
The point for Hayek was that a socialist state would have to jettison the
competitive market, and this was so irrespective of the name attached to
whatever ersatz scheme it was necessary or expedient to introduce as a
substitute. Lange’s market process simply did not pass muster and would
not do the job as effectively as the real thing.

The central difference between Lange and Hayek concerned the for-
mation of prices and the means by which they changed. For Lange, the
competitive market functions by confronting consumers and producers
with given prices to which each person has to adjust their behaviour.
These prices then mysteriously change, period by period, in response to
excess supplies and demands. ‘As a result we get a new set of prices, which
serves as a new basis for the individuals’ striving to satisfy their subjective
equilibrium condition’ (p. 42). This is Lange’s attempt to specify in theo-
retical terms how markets actually work and, having conceived markets
as working in this way, he found it possible to replicate the process under
socialism.

Hayek could not accept that this was a reasonable theoretical abstrac-
tion capable of encapsulating and explaining the social potential of
markets. Prices convey information, but changes are not communicated
to all participants at once. He considers some new opportunity for the
use of tin. Only some people will know of this. Their actions will create
market gaps that will ‘in turn’ be filled from other sources and ‘the effect
will rapidly spread throughout the whole economic system’. “The whole
acts as one market . . . because [its members’] limited individual fields of
vision sufficiently overlap so that through many intermediaries the rel-
evant information is communicated to all’ (p. 25). Lange is substituting
a planning board as a single all-encompassing intermediary which signals
to all market participants at the same time to replace a mass of traders
continually adapting their prices to changing conditions. For Hayek, by
means of the price system, information is spread, in turn, through many
intermediaries.

This difference in perception of market processes was of the greatest
importance even if it was only dimly understood in the debates of the
time. Lange’s trial and error process was centralized in the sense that any
changes required in the structure of prices were centrally determined.
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Hayek’s trial and error process was decentralized in the sense that all
market participants adjusted the terms of their agreements as circum-
stances changed. The result would be that trade would not take place at a
single price for each good or service across the entire market. Itis true that
Hayek talks of the existence of ‘one price for any commodity’ but itis clear
from the context (immediately following the description of a continuing
process) that this is the situation arrived at once the ramifications of any
change have been worked through and ‘might have been arrived at by one
single mind possessing all the information’. In Lange’s system administra-
tors always make their decisions on the basis of a common understanding
of prices. Itis one of the fundamental requirements of his planning process
that prices are parametric and identical for all administrators. For Hayek,
if all traders are in agreement about the relative prices of goods and factors
across the entire economy it shows that economic change has subsided and
price adjustments have come to an end as people have fully adjusted to a
certain unchanging set of conditions and no further arbitrage possibilities
exist.

There is no doubt that differing ideas about how to model market proc-
esses were capable of generating great confusion. Looking at Hayek’s
work during this period as a whole, however, it is difficult not to credit
him with a consistent position. The first lecture of Prices and Production,
‘The influence of money on prices’, discusses the history of ideas on how
changes in the money supply come to affect prices not all in one go but
in a continuing adjustment process. Immediate and full adjustment of all
prices to monetary change would imply that monetary change would have
no ‘real’ impact. In fact, as we have seen, Hayek believed that money was
far from ‘neutral’ and that the path to a new price structure following a
monetary disturbance could be painful. This, of course, was the essence of
his approach to the structure of production. Changes in the market rate of
interest would not immediately be reflected in the prices of all intermediate
goods. The world could not be seen in terms of ‘simultaneous determina-
tion” and solutions to systems of simultaneous equations. His was a classi-
cal world of ‘cause and effect’.

The consequences of taking a Hayekian view of the market process
rather than the view espoused by Lange were wide-ranging. Lange
asserted, for example, that the criticism that a socialist system would
require the solution of millions of equations was misplaced. The same
‘equations’ would require to be solved in his system as would be required
in the market system, ‘and the persons who do the “solving” are the same
also’ (p. 54). Further, socialist administrators would have ‘exactly the
same knowledge, or lack of knowledge, of the production functions as the
Capitalist entrepreneurs have’ (p. 34). Lange was fully justified in reply-
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ing to the ‘millions of equations’ objection in the context of his proposed
system. But once more, each protagonist was curiously missing or misin-
terpreting the points raised by the other.

When Hayek complained about the complexity of the problems involved
in planning an economic system he was drawing attention to the fact that
the number and variety of goods and services (including intermediate
goods) that exist in the market was so enormous that it was effectively
beyond the capacity of a planning system to handle — even one based
upon Lange’s model. If a central authority was to set ‘parametric’ prices
it would inevitably have to specify the ‘goods’ to which the prices applied
and it would have to know at each point in time the extent of ‘excess
supply or demand’ in order to approve a price adjustment. In practice,
of course, index numbers might be employed, but index numbers were
anathema to Hayek. They inevitably concealed variations in relative prices
between items in the ‘basket’ of goods considered. Further, the charac-
teristics of goods and services in a market were changing endlessly. New
goods and services were being introduced and old ones improved. Solving
equations was not therefore the only issue. Simple administration was
quite sufficient to present massive difficulties. Under Hayek’s system, this
administrative apparatus was not required because there was no necessity
for a central register of every description of input and output. Transactors
knew the subtleties of their different trades and could assess whether an
available price was attractive or not. They did not need to describe all the
detailed features of goods and factors to a planning board nor wait for
instructions about what ‘parametric’ prices were to be used at any particu-
lar time.

The other misunderstanding concerned the nature of individual deci-
sions in a market. In Lange’s system all decisions are ‘calculations’ in the
following sense. Administrators are assumed to know the (centrally given)
accounting prices and the technical production opportunities that they
face. They then calculate and implement the input combinations that mini-
mize costs of production and the output at which marginal cost is equal
to price. For Lange this is precisely equivalent to the activity of ‘capitalist
entreprencurs’. We have seen, however, that for Hayek this could not be
the case. It would only be the case if prices were parametric for capitalist
entreprencurs. No doubt there might be instances where the richness of a
particular market was so great and conditions so stable that the market
approached this ‘equilibrium’ situation. In general, however, change was
the rule and with change came economic problems and non-parametric
prices rather than routine administration and equilibrium prices. The
economic problems associated with change were not amenable to solu-
tion through mere ‘calculation’. They required adjustments based upon
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judgements about the future. In a Hayekian competitive market, prices
had to be negotiated and marginal cost was a matter of subjective assess-
ment. There was an inevitable speculative and information-discovery
dimension to the activities of the participants in Hayek’s market process
that has been completely purged from Lange’s system. Socialist adminis-
trators and capitalist entrepreneurs do not perform the same function in
spite of Lange’s ingenious attempt to prove the contrary.

THE COMPETITIVE ORDER

Many of these points are precursors of more fully worked-out ideas that
Hayek developed later in the 1950s and 1960s. Hayek (1948, 1968) explic-
itly discusses the idea that competition is a ‘discovery procedure’ and that
this conception is quite different from, and indeed incompatible with,
the textbook notion of perfect competition. Perfect competition requires
that transactors cannot influence prices and it is precisely this feature
that Lange used to simulate the results of ‘competition’ in his ‘trial and
error’ process. Competition properly understood is more akin to scientific
research by which competing hypotheses are tested and either survive or
are refuted by emerging events. This element in Hayek’s economics greatly
influenced later work by writers such as Kirzner (1973) on the role of the
entrepreneur. This stressed the importance of alertness to hitherto unno-
ticed opportunities in the competitive process and the nature of ‘entre-
preneurial profit’, a category that finds no place in perfectly competitive
analysis.

This distinctive Hayekian view of the competitive market process was
refined after he had moved away from pure economics and further into
social philosophy in the years following the Second World War. He took
particular care to distinguish between an order created by design and a
‘spontancous order’ which emerges from a continuous process of indi-
vidual adaptations to changing conditions. The market order he termed
a ‘catallaxy’ to distinguish it from an economy proper which implies
conscious organization in pursuit of known ends. The competitive market
cannot be seen as pursuing or achieving specified collective ends. It simply
proceeds.' Although Hayek’s ideas on spontaneous order came to promi-
nence later in his career, his work in economics in the 1930s does reveal
their influence from the beginning. His (1933) inaugural lecture at the
London school of Economics (LSE) indicates that Prices and Production
and all his economic writing in the 1930s should be read as discussions
concerning the conditions that are necessary to the maintenance of a
spontaneous order. “‘We discover again and again that necessary functions
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are discharged by spontaneous institutions’, institutions that ‘at first we
did not even understand when we saw them’. He writes of ‘the spontane-
ous interplay of the actions of individuals’ and suggests, citing Mises, that
we still mistakenly ‘refuse to recognize that society is an organism and
not an organization’ (Hayek, 1933a, in Bartley and Kresge, 1991, vol. 3,
pp-26-7).

It is this last sentence that perhaps best explains the gulf in interpreta-
tion and understanding between Hayek and his critics during his time
at LSE. In the case of his account of business fluctuations Hayek was
attempting something very ambitious and ultimately not persuasive to
contemporary opinion. The structure of production was itself the product
of a spontaneous order. It involved the interplay of vast numbers of eco-
nomic agents trading and processing intermediate products in every stage
of development. The process was aided by the institution of money, itself
originally the outcome in Hayek’s Austrian conception (following Carl
Menger) of spontancous evolutionary forces. Like a modern-day ecologist
fretting about the consequences of man’s interventions in nature, Hayek
feared the destructive potential of ill-conceived policies on a possibly deli-
cate, organic and complex evolved order. This order was constantly and
incrementally changing but Hayek had only the tools of Austrian capital
theory to bring to bear on the problem and his account therefore seemed
dominated by the idea of the stationary state, a concept not unrelated to a
static equilibrium. In the depths of a depression this seemed an unpromis-
ing starting point.

In the calculation debate Hayek’s economics was informed by the same
philosophical understanding. The order arising out of a market catal-
axy was one thing and the order arising out of Lange’s organizational
substitute was another. One process was evolutionary and organic; the
other was consciously designed. Whether the ‘natural’ or the ‘artificial’
version was better depended on what objectives were being pursued, and
was difficult to resolve by appeal to pure reason. The question would
have to be settled by experience. To contemporary opinion, however, as
indeed probably to modern opinion, the idea that it was better to trust in
an evolved system that had no intrinsic purpose, rather than in a system
cleverly designed with the eventual achievement of an efficient equilib-
rium in mind, was difficult to grasp. It therefore either eluded the grasp
of most people or, where the idea was understood, was rejected. What
Hayek later termed the ‘fatal conceit’ of constructivist rationalism was
simply too powerful to be resisted and Lange’s use of general equilib-
rium theory proved more palatable to prevailing tastes than did Hayek’s
account of market process.
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CONCLUDING COMMENTS

The years between the wars saw economists struggling to understand the
processes of economic change. Static and comparative static theories were
widely seen as inappropriate tools for the task of explaining industrial
fluctuations or long-run growth. Hayek, Kaldor and Knight might all
have found room to agree with such a statement. If these methods still
made their appearance it was because alternative theoretical constructs
were so difficult to devise. Explanations of economic change still required
some lags, frictions, rigidities or other imperfections somehow to impede
a move from one equilibrium state of affairs to another as a result of an
exogenous disturbance. Given the possible number of exogenous influ-
ences that might be suggested, the number of possible imperfections that
might arise, and the technical difficulty of then predicting a time path of
results for a complex and interdependent system of autonomous agents, it
is hardly surprising that the field was so controversial.

Hayek played, as has been seen, a distinctive part in these discussions
about dynamic analysis. Perhaps he was all along too much of a social
philosopher ever to be fully understood by pure economists. His think-
ing always had an evolutionary and biological element that did not mesh
with the ‘mechanical’ and deterministic models with which economists
were familiar and which he still employed in his work during the 1930s.
Both in his theory of fluctuations and in his approach to the ‘calculation
debate’ Hayek took a position that was rejected by contemporary opinion.
Keynesian analysis swept away concern with the Austrian structure of
production, while the nationalization of industry and rational planning
characterized the post-war agenda. Nevertheless, economic debates are
rarely finally settled. Economists continue to argue about the distinction
between competition as a state and competition as a process, while experi-
ence with planning mechanisms was disappointing enough for Hayek’s
views to gain a more respectful hearing from the mid-1970s onwards.
Hayek may not have triumphed in the 1930s but many of the problems
of dynamic analysis that preoccupied him remain unresolved to this day.

NOTES

1. Blaug (1968, Chapter 12) provides a detailed review of the main protagonists of this
debate in the 1930s. Kaldor (1937) summarizes the controversy and contrasts his views
with those of Knight (another of the main critics of the Austrian theory).

See D.P. O’Brien’s entry on Hayek in Rutherford (2004, p.503).

The simplicity of this basic ‘Austrian’ theory of capital is very seductive. Unfortunately
the inverse relation between the market rate of interest and the ‘capital intensity’ of
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production processes does not generalize from cases involving even rates of flow of cir-
culating capital to cases involving heterogeneous capital goods and differing structures
of ‘waiting’. The intertemporal flow 10, 0, 16, for example, has a higher present value
than the flow 5, 15, 5 when evaluated at a rate of interest below 28 per cent and above
72 per cent. It has a lower present value evaluated at rates of interest in between.

4. A succinct account of Hayek’s model that is true to the original conception is not easy
to formulate. As Hicks (1967) points out, the ‘Hayek story’ was always perplexing.
In particular his assumption that the prices of producers’ goods initially rose relative
to consumers’ goods only for this relationship to be reversed later seems inconsistent
with “forced saving’. Why the lag between higher payments to labour and the demand
for consumers’ goods? Does this not imply ‘voluntary saving’? Why would consumers’
goods prices not respond almost immediately, thus short-circuiting any prolonged ‘real
effects’ from monetary expansion and avoiding the ‘lengthening’ of the production
process’?

5. Ricardo ([1817] 1891, Gonner Edition, Chapter 1, section 5, p.33). Ricardo’s statement
might make more intuitive sense to a modern reader if the word ‘cost’ is substituted
for the word ‘value’. Ricardo refers to ‘time which must elapse before (a good) can be
brought to the market’ (p. 31) and sees durable equipment as releasing its stored up
labour slowly over a long period. The context of the labour theory of value is, of course,
alien to the Austrian tradition but the connection between capital intensity and ‘time to
market’ is very compatible with the analysis of Bohm-Bawerk.

6. Hayek (1931) defines this as ‘the proportion between the total flow of goods to that part
of it which is effected by money’ (p. 121).

7. Hayek does not attempt to explain the degree of vertical integration in production. For
this he would have required some concept of ‘transaction cost’ which was to be formu-
lated by Coase (1937). He nevertheless realized that economic organization changed
over time and that it had monetary implications.

8. The quote is from an account by Bertil Ohlin of the development of the interwar
Stockholm School reported in Shackle (1967), p.229. Myrdal’s paper was published in
Hayek (1933b).

9. For a retrospective on these debates see Cohen and Harcourt (2003).

10. These ideas are fully explored in Hayek (1976, vol. 2).
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4. Hayek’s Pure Theory of Capital
Gerald R. Steele

INTRODUCTION

In 1941, The Pure Theory of Capital was too late — and too obscure — to
catch the attention of an economics profession that was fixated upon John
Maynard Keynes. Although capital is central to issues of market coordi-
nation, capital theory held no broad interest, even prior to the developing
era of Keynesian economics:

In the Cambridge tradition that governed Keynes’s brief study of econom-
ics, the Mill-Jevons theory of capital, later developed by B6hm-Bawerk and
Wicksell was not seriously considered. By about 1930, these ideas had been
largely forgotten in the English-speaking world. (Hayek, 1983, p.48)

By Hayek’s own description, The Pure Theory of Capital is a ‘highly
abstract study of a problem of pure economic theory’ that attempts to
establish the ‘fundamentals’ that must serve ‘more concrete work on the
processes which we observe in the real world” (Hayek, 1941, p.v). In par-
ticular, Hayek wished to remedy earlier expositions of a monetary theory
of business cycles (Hayek, 1933, 1935, 1939) and to respond to criticisms
that arose primarily from ‘the inadequacy of its presentation of the theory
of capital which it presupposed’ (Shackle, 1981, p.242).

The protracted and interwoven development of Hayek’s capital theory
and business cycle theory was set against the background of an intense
rivalry between Hayek and Keynes in the 1930s. Hayek had seen that
‘an elaboration of the still inadequately developed theory of capital was
a prerequisite for a thorough disposal of Keynes’s argument’ (Hayek,
1983, p.46); and, in retrospect, he considered it an error of judgement that
he had given no time to an immediate and studious critique of Keynes’s
General Theory. So, in addition to serving Hayek’s own exposition of a
monetary theory of business cycles, The Pure Theory of Capital serves to
expose the fallacy of the central tenet of Keynes’s General Theory — one
that sits firmly in the mainstream of modern economics — for a ‘direct
dependence of investment on final demand’ (Hayek, 1983, p.48). Yet,
Hayek’s exposé remains generally ignored, with the effect that Keynesian
demand management (macroeconomics) together with marginal analysis
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(microeconomics) remain the dominant instruments of economic analysis.
The issues could scarcely be more important. To understand The Pure
Theory of Capital is to question the relevance of mainstream economics.

ANGLO-AMERICAN AND AUSTRIAN ECONOMICS

Referenced by Hayek as the ‘Anglo-American approach’, the marginal
analysis of modern microeconomics presents a theory of production such
that, with given technology (a ‘production function’ that relates output to
the input of capital and labour), factor productivities, hiring costs and the
level of activity, there exists an optimal combination of capital and labour.
Whenever the relative cost of hiring capital and labour changes, a simple
substitution takes place until the new optimal combination for production
is reached; that is, where the ratio of the marginal product of capital to
its hiring cost is equal to the ratio of the marginal product of labour to its
hiring cost. These are the familiar textbook details of neoclassical optimal-
ity, that derive from the implausible assumptions that inputs of capital and
labour are unambiguously quantifiable, independently priced and readily
substitutable. Although neoclassical theory sees capital as machinery, the
time required to build machines is not discussed. Instead, there is either
short-run analysis (where capital is immutably fixed) or long-run analysis,
where the combination of capital and labour and the level of output are
already optimally adjusted to the relative hiring costs and to the technical
parameters of the production function.

The crucial oversight is that capital plant (durable capital) is a pro-
duced means of production; that is, machines are themselves produced
by labour, usually working with other machines. The implication is that
when the cost of hiring labour increases, so too does the cost of producing
machines; and the neoclassical notion of a simple economically efficient
substitution between capital and labour is no longer obvious. The over-
sight is a corollary of abstracting from the requirement ‘for time to elapse
between effort and result in production’ (Shackle, 1981, p.253), from the
practical issue that some production methods require more time than
others, and from the idea that capital is destroyed in the process of pro-
ducing goods and services.

The use of labour to produce items of capital that are then employed,
together with labour, to produce consumption goods is described (in
the Austrian approach to economics) as an indirect, or ‘roundabout’,
method of production. Working capital is also required. To illustrate: in
the manufacture of bread, wheat and yeast are separately cultured (using
chemical nutrients and water) to reproduce themselves; the wheat is milled
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to produce flour; yeast and water are added, the mix is kneaded, allowed
to prove and then baked to produce bread. This process involves durable
capital (tractor, plough, grindstone and oven) and working capital (the
‘intermediate products’ of seed, yeast, nutrients, and a ‘wage fund’ from
which to remunerate workers in the period before their contribution to the
production of bread can be sold at market). Such considerations are lost
to neoclassical economics, where labour is set alongside durable capital to
the exclusion of working capital and the consideration of time.

The more revealing Austrian approach to production has its origins
in the work of David Ricardo. In the early nineteenth century, Ricardo
had shown that the labour theory of value — according to which rela-
tive product prices are determined by the amounts of labour required to
produce each product — could not be true when capital is used. The nub
of his explanation is that, if machine-X were capable of producing the
same output as that produced by (say) 100 labour-years, machine-X must
embody (thatis, can be produced by) fewer than 100 labour-years of work.
Otherwise, there would have been no point in building that machine. It
follows that a rise in the cost of hiring labour must increase the cost of
100 labour-years by more than it increases the cost of machine-X. So, a
rise in the cost of labour would trigger the substitution of machines for
labour, but not in the simplistic manner of the neoclassical approach. In
the development of this idea, William Stanley Jevons is credited with the
first explicit introduction of time into the theory of production (see Hayek,
1941, p.113), following upon which Austrian capital theory emerged in the
work of Eugen von Béhm-Bawerk, Knut Wicksell (‘honorary Austrian’),
Ludwig von Mises and Friedrich Hayek.

Roundaboutness comes both in the time taken to produce capital, and
in the productive life of capital. Although Jevons focused upon continu-
ous inputs, other possibilities present themselves given that resources may
be committed as investments over varying periods of time. Similarly, cor-
responding returns may also be obtained over varying periods of times.
At one extreme, a product may require inputs over an extended time-scale
to give virtually instantaneous consumption (continuous input/point
output); for example, a firework display. At the other extreme, a product
that is produced virtually instantaneously may give service over many
years (point input/continuous output); for example, a walking stick that
is cut from a tree. Most cases are hybrids in varying degree (continuous
input/continuous output). Whatever the profile, the expenditures neces-
sary to purchase inputs are most commonly incurred in advance of the
revenues received from the sale of outputs. This is the perspective of the
Austrian theory of capital.

In the Austrian approach, capital is presented as ‘equivalent to a “fund”
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out of which incomes, and particularly wages’ (Hayek, 1941, p.325) are
paid. For example, Robinson Crusoe might set aside fish (thereby saving
from current production to accumulate a wage fund) to sustain himself
during the period necessary to build a boat (durable capital). A successful
investment would see all of his circulating capital — the fund of fish and,
via Crusoe’s effort, their transformation into felled trees and vine and,
still further, into a boat — finally ‘turned over’ as fish are finally caught by
this roundabout method. In combining his direct with his indirect labour
efforts, Crusoe’s investment increases his capacity to catch fish.

Now, even by the simple illustrations of baking bread and catching fish,
relationships are shown to be sufficiently ‘complex’ to render it ‘seriously
misleading’ to ‘treat one part of capital as being permanent, and the other
part asinvolving no waiting whatever’ (Hayek, 1941, p. 330). Indeed, while
capital stock (tractor, plough and Crusoe’s boat) may have the appear-
ance of permanence, even the most durable item of capital will depreciate
in use, through natural deterioration and with obsolescence. In stressing
this impermanence, Hayek places the greater emphasis upon circulating
(rather than durable) capital. Circulating capital:

possesses the characteristics of capital in a higher degree than fixed capital,
and . . . those theories which tend to stress the importance of goods in process
rather than of durable goods have contributed more to the understanding of the
important problems in this field. (Hayek, 1941, p. 330)

The reasons are: that inputs are necessary to produce outputs; that
inputs are used up (however slowly) in their contribution to production;
and that time is required both to apply inputs and to obtain outputs. At
some stage, all elements of capital (tractor, plough, Crusoe’s boat, wheat
grindstone, yeast, water, oven and the wage fund) become transformed
into final consumption goods (bread and fish). At the end of its period of
circulation — as final consumption goods are eventually sold at market —
capital is ‘turned over’ and released in ‘free form’ (as income) and becomes
available either for reinvestment or for commitment elsewhere. Changes in
the deployment of capital stock are achieved through this release of capital
in free form as income together with the application of new saving from
income.

Changes in the deployment of capital over time ‘mainly depend on
the foresight of the entrepreneur capitalist” whose main function is ‘to
attempt to maintain his capital so that it will yield the greatest possible
return’ (Hayek, 1941, p.332). Entreprencurs with the greatest perception
gain at the expense of others but, in the uncertain world, new capital may
be financed as much from unanticipated windfall capital gains as from
income generated by normal business success. With poor entrepreneurship
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and business losses, investments are unlikely to be repeated in those areas
where yields were low. Contrariwise, the gains to successful entrepreneur-
ship release funds for further investments in areas of high yield, ‘which
means not only that new capital is formed in place of that lost elsewhere,
but that it is formed exactly where it is most needed, and placed in the
hands of those most qualified to use it” (Hayek, 1941, p. 333).

Capital is heterogeneous, existing in many different forms and the
incentives to invest are equally diverse; but, since every investment has
some impact upon the market valuation of output across all stages of pro-
duction, investments are necessarily interdependent.

Investment delivers consumption goods across a wide range of near and
distant future periods. For example, current investments might be directed
to provide a new ferry for next year and a bridge five years hence, when the
ferry may (or may not) be rendered obsolete. Against a limitless range of
possibilities, the most important consideration concerns the compatibility
of components within a capitalistic structure of production as it is devel-
oped continuously in the face of changing incentives and new opportuni-
ties. Hayek points to the narrower confines for a coherent configuration
of capital goods than for consumption goods. Whereas price adjustments
make it relatively easy to sell any consumption good that is brought to
market, in regard to capital goods, ‘there are definite proportionalities
between the different parts of the capitalistic structure of production,
which must be preserved if those parts are not to become completely
useless’ (Hayek, 1941, p.25).

For example, however much the price of a railway locomotive is
reduced, an absence of rail track leaves that investment with a very low
yield. Only in a static world might it be possible to link a given stock of
capital uniquely to a given constant stream of income. If a unit of input
were relocated from a shorter to a longer period of investment, this would
raise the stream of output forthcoming at a later date and reduce the
stream of output at an earlier date. The value of those two output streams
would be correspondingly affected; and so, too, would the respective
yields on the shorter (less roundabout) and the longer (more roundabout)
investments. This is a general feature and the context for two related and
important issues. How is the productivity of capital explained; and how
might the aggregate stock of capital be quantified?

HOW CAPITAL IS PRODUCTIVE

Capital is used because roundabout methods raise production above the
capacity of direct labour methods. So, where lies the source by which
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machine-X has a greater productive capacity than the 100 labour-years
that it takes to build; ‘why should the more time-consuming methods of
production yield a greater return? Ever since the time when it was first put
forward, this proposition as been the source of endless confusion’ (Hayek,
1941, p. 60).

(It still is.) The advantages that might be gained from a roundabout
method of production are often confused with those that can arise from
the division of labour or from technical progress. Technical progress is
separate and distinct from the application of a roundabout method. The
yield from a roundabout method per se is not derived from superior tech-
nology. Indeed, the choice of a method of production might be taken in
the context of a given state of knowledge.

The introduction of capital lengthens the period of production. While
greater efficiency might derive from the division of labour — the perform-
ance of a given set of operations by a larger number of men — this would
shorten the period of production. Even so (and this may explain the confu-
sion), the division of labour might accompany the introduction of a more
roundabout production process, since ‘it becomes possible to use certain
capacities, materials and tools which could not have been used if all the
labour had to be applied in the way that would give the final result by the
shortest possible route’ (Hayek, 1941, p. 71). Here a distinction is drawn
between the vertical division of labour (through a series of successive proc-
esses) and the horizontal division of labour (which involves the simultane-
ous application of different skills). Only the former would necessitate an
extension to the period of production and, thereby, contribute to the yield
attributable to capital per se.

In principle, a new technique or a more effective division of labour
should be discounted as explanations of a positive yield from the use of
a roundabout method; each of these would as readily apply to a direct
labour method. In practical terms, however, capital might be essential to
facilitate those gains (in which case the contribution of capital would be
inseparable from that of technology or skill specialization).

Beyond the role of capital as a vehicle for new techniques or in allowing
a greater division of labour and skill specialization, Hayek points to ‘one
general fact’ to explain the productivity gain from roundabout methods;
namely, that:

there will almost always exist potential but unused resources which could be
made to yield a useful return, but only after some time; and that the exploita-
tion of such resources will usually require that other resources, which could
yield a return immediately or in the near future, have to be used in order to
make these other resources yield any return at all. This simple fact fully suf-
fices to explain why there will always be possibilities of increasing the output
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obtained from the available resources by investing some of them for longer
periods. (Hayek, 1941, p. 60)

So, for Hayek, the greater productive capacity of machine-X derives
from the latent resources (whose use would otherwise be non-viable) that
are drawn into the production process. Capital investment creates eco-
nomic resources out of non-economic ‘resources’; and, from the released
potential of the latter, further opportunities to enhance productive capac-
ity may arise:

There are always an infinite number of natural forces which are capable of
being turned to some human use, and which are in this sense potential or latent
resources . . . the reason why resources which are capable of being turned to
some useful purpose are not actually ... so used is that they would have to
be combined with other resources which are more urgently needed elsewhere.
(Hayek, 1941, pp.60-61)

The absence of illustrative examples in The Pure Theory might have
been expected. Waterpower is introduced here to serve that purpose. Even
as a farming community chooses to set aside foodstuffs (as a wage fund) to
support the construction of its first waterwheel and mill house, time must
elapse before development raises riverbank sites to the status of economic
resources. Once they are fully occupied, any further increase in demand
would allow riverbank sites to command an economic rent.

In the earliest stage, the illustration shows how ‘investments’ consti-
tute ‘only the services of those resources which might also have given an
immediate return’ (Hayek, 1941, p. 63); that is, final consumption goods
in the form of foodstuffs. Then, during the period of construction of
the waterwheel and mill house, the output of final consumption goods
must fall as direct labour is diverted to work elsewhere; but eventually
waterpower not only delivers an enhanced capacity to produce final con-
sumption goods, it may also present further opportunities to draw other
previously uneconomic resources into the productive process; and so, ‘as
investment proceeds more and more of those natural resources which
were only potential resources are utilised and gradually drawn into the
circle of scarce goods, and have in their turn to be counted as investments’
(Hayek, 1941, p. 64).

More generally, the use of roundabout processes might also release the
potential of latent techniques, latent specialization of labour and latent
raw materials.
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THE STOCK OF CAPITAL

In physical terms, the overall capitalistic structure of production under-
goes continuous change as entrepreneurs set their investments according
to their expectations and anticipations of yield from different choices
regarding future production and income. Since those decisions constantly
redefine the values of the components that comprise the aggregate stock of
capital, this brings into question the (neoclassical) notion of a measurable
quantum of capital.

A roundabout method is defined by the requirement for time to produce
plant and machinery, together with the time of its productive life. A
simple average period of production (suggested by Béhm-Bawerk) is pos-
sible when inputs and outputs flow at a constant rate. The application
of compound interest (suggested by Wicksell) brings some refinement to
the concept. However, the measurement difficulties are intractable, and it
remained for Hayek to show that the quest for an unambiguous quantum
was futile:

there is no way in which the variety of technical periods during which we wait,
either for the products of different kinds of input or for particular units of the
product, can be combined into an aggregate or average which can be regarded
as a technical datum. No matter what procedure we were to adopt, the same
technical combination of different inputs would, under different conditions,
appear to correspond to different aggregate or average periods, and from
among the different combinations sometimes another would appear to be the
‘longer’. (Hayek, 1941, p. 145)

Hayek’s elucidations show that the ‘supply of capital’ can be described
only in ‘terms of the totality of all the alternative income streams between
which the existence of a certain stock of non-permanent resources
(together with the expected flow of input) enables us to choose’ (Hayek,
1941, p.147). Together with various combinations of other resources,
each constituent part of the stock of capital may be used in many differ-
ent ways; but the sacrifice made in order to achieve any particular income
stream can be stated only in terms of the potential income streams that
might otherwise have been achieved.

As the output stream at an earlier date falls when resources are real-
located to a longer-term project, ‘the value of the marginal products
of units of input invested for that ecarlier date increases, with the result
that it becomes profitable to invest more for that date’ (Hayek, 1941,
pp- 190-91). However, this is as far as it is possible to take the notion of a
marginal productivity of capital, because capital is only periodically avail-
able in a free form, to be applied readily in an endless variety of different
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uses. Entreprencurs optimize their aggregate yield by equating yields at
the margin; but the valuation of their capital (and, hence, the quantum
of capital; or, in Hayek’s original terminology, the ‘aggregate figure of
the amount of waiting’) is an outcome of their deliberation, rather than a
datum against which to make their decision:

In order to arrive at an aggregate figure of the amount of waiting involved in
each process we have to assign different weights to the different units of input,
and these weights must necessarily be expressed in terms of value. But the rela-
tive values of the different kinds of input will inevitably depend on the rate of
interest, so that such an aggregate cannot be regarded as something that is
independent of, or as a datum determining, the rate of interest. (Hayek, 1941,
p. 143)

However, those comments were unheeded by the participants in a long
needless dispute that extended beyond a decade into the early 1970s.

THE CAPITAL THEORY CONTROVERSY

Capital was central from the earliest stages in the development of ‘clas-
sical economics’ to the analysis of the distribution, accumulation and
growth processes of a capitalist economy. The respective shares of
wages and profits were regarded as the outcome of historical social class
relationships. This contrasts sharply with neoclassical economics, where
the application of marginal analysis to factor markets drives the conclu-
sion that, as more of a factor is hired, its marginal productivity falls as
its marginal hire cost rises. If the former exceeds the latter, factors are
hired; and if the latter exceeds the former, factors are fired. Hence the
neoclassical conclusion: the real value of the hire cost of a factor tends
to reflect the marginal productive contribution of the last factor hired
or fired.

In pointing to the result that the aggregate amount of heterogeneous
capital is quantifiable only by the discounted present value of its prospec-
tive future product, Joan Robinson (1953) initiated the capital theory
controversy. Equilibrium within the neoclassical paradigm requires the
marginal product of capital to be known; which requires the quantum
of capital to be known; which requires the remuneration of capital to be
known; which requires the marginal product of capital to be known. In
short: the quantum of capital employed is decided by its marginal produc-
tivity; but its marginal productivity is decided by the quantum of capital
employed. This was not new. Frank Knight had indicated the problem in
1936:
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Difficulty and complexity arise because the relation between capital and interest
take different forms and especially because of the danger of circular reasoning.
On the one hand, capital is usually and properly defined as ‘income’ capitalized
at some ‘rate of return’. But the interest rate is usually thought of as the ratio
between the net annual yield and a quantity of capital. On the face of'it, thisis a
vicious circle; interest cannot be a rate of return; i.e. a ratio to a principal, unless
the terms of the ratio are definable independently of the rate return itself, yet
in the same units of both numerator and denominator. (Knight, 1936, p.433)

And, thereafter, the feature was incorporated (as indicated by the citation
above) into Hayek’s subsequent work. Yet, Knight and Hayek feature
neither in the debates nor in the definitive summary (see Harcourt, 1972)
of the futile and protracted Cambridge controversies in the theory of
capital.

The attack (from Cambridge, England) upon the ‘profound truths’
of the neoclassical ‘parables’ (see Harcourt, 1972: p.122) was an attack
upon an easy but inappropriate opponent, whose own defence (from
Cambridge, Massachusetts) was predicated upon the simplistic timeless
notion of constrained optimization. The respective paradigms have little
common ground. Indeed, the neoclassical concept of a factor’s marginal
product is irretrievably lost, once production is acknowledged to be a
series of outputs following upon a series of inputs. Within the Austrian
framework, many of the issues raised in the controversies have little rel-
evance; these include the distribution of income between homogeneous
factors of production and the quantification of capital. Many other issues,
relating to the admission of capital as a factor of production, to the ideo-
logical stances taken in respect of capitalism, to the incentives for capital
accumulation, to the array of choice requiring investment decisions, and
to the causes and consequences of economic growth, were already ade-
quately addressed within the Austrian framework.

HAYEK’S RIVER ANALOGY

Whereas The Pure Theory of Capital is short on illustration, Hayek later
employed a river analogy to deliver a revealing insight into the complex
time-lapse relationships that may exist between investments and the
output of final consumption goods (Hayek, 1983). Tributaries flowing
into the upper reaches of a river deliver ever-changing volumes of water.
These are analogous to flows of new and replacement investment that are
determined by relative factor prices, technological change and the interest
rate. Analogous to a constant rainfall (but changing dispersion) within
the catchment of the river and its tributaries are variations in the alloca-
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tion of investment funds to diverse projects of different life duration. In
the broadest perspective, the river represents the structure of capitalistic
production that (given the dispersion of rainfall) delivers varying volumes
of water (supply of final goods) quite independently of the level of the tide
(demand for final goods) in the estuary. Of course, though independently
determined, spontaneous adjustments to prices and supply volumes are
expected where supply and demand are not in equilibrium.

Hayek’s most important claim is his denial of a direct causal relation-
ship between sales of consumption goods and changes in the upper reaches
of the stream of capitalistic production; and between sales of consumption
goods and the level of employment. So, Hayek rejects the Keynesian argu-
ment that the path to full employment might begin with general measures
to boost consumers’ expenditure; that a modest increase in consumption
goods’ prices would encourage new investments and employment. Both
theoretically and empirically, there is no single correspondence between
sales of final goods and changes in the upper reaches. Indeed, Hayek
believed it to be more generally the case that a revival of final demand in
a slump was ‘an effect rather than a cause of a revival in the upper reaches
of the stream of production’ (Hayek, 1983, p.46). That initial impetus is
most likely to emerge through spontaneous entrepreneurship — alertness to
opportunities and anticipation of change — in the widest sense:

ifentreprencurs. . . never altered their plans until after a change in final demand
(or any other change) had actually occurred . . . the adaptation of production
to change would be so expensive as to make it in many cases impossible . . .
because the capital available for investment in new forms would be so scarce.
(Hayek, 1941, p.330)

CAPITAL INVESTMENT, MONETARY
DISEQUILIBRIUM AND THE BUSINESS CYCLE

Intertemporal preferences determine the pace of capital investment and
the extent of capital accumulation. Only by sacrificing the production of
final consumption goods are resources diverted (as saving) to investment
projects. The vital need for any community to maintain minimum levels
of sustenance determines: (1) the maximum rate of input into a wage fund
(that is, saving in order to provide the resources to undertake investment);
and, by implication; (2) the lowest value to which positive time preference
(that is, the discount rate) might fall; and (3) the maximum rate of eco-
nomic growth (that is, the increase in productive capacity through capital
accumulation). All are inextricably tied. Where consumers’ choices set the
discount rate above the minimum vital level, saving is below the maximum
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attainable level and capital accumulates at less than the maximum rate.
Choice determines the rate of capital accumulation: if more jam is con-
sumed today, less jam can be produced tomorrow. Yet, capital’s inherent
productivity can influence that choice: the more enticing is the jam prom-
ised for tomorrow, the greater the amount of today’s consumption that is
likely to be postponed.

The decision to lengthen the process of roundabout methods of pro-
duction makes it possible to obtain a greater volume of final goods from
a given outlay; but these goods reach the market at a later date than the
lesser volume of goods from a shorter process. Whether it is more profit-
able to maintain or to alter the structure of production depends upon the
balance between the prices received for final output at different dates and
the cost of providing capital. In a setting of diverse capital stock of differ-
ent life duration, the situation is complex in that a redirection of invest-
ments may lead to different outcomes at different dates in terms of the
stock of capital and the level of output.

The ultimate yield of any particular investment is determined by many
factors including a multitude of unrelated decisions taken by many indi-
viduals. In general, the success of any particular investment depends upon
how well each production plan fits within a structure to which every plan
contributes. Machines are potentially commercially viable when their pro-
ductive capacity is greater than that of the labour needed to build them.
In using capital, time is required both to build and to realize the potential
of machines; so, their commercial viability rests upon the time discount
factor. When roundabout methods are used, resources are committed (in
carly stages of production) some time before final consumption goods
(from late stages of production) are ready for market. This implies that
‘backing’ (someone’s saving) is needed for the enterprise. The alternative
source of finance — bank credit — gives the linkage to Hayek’s monetary
theory of the business cycle.

Financial markets allow potential creditors (that is, savers who supply
‘loanable funds’) and debtors (that is, investors, who demand ‘loana-
ble funds’) to trade to mutual advantage. The natural rate of interest is
the price that equalizes the demand for loans with the supply of credit.
Whereas saving (that is, the non-consumption of current production)
allows the transfer of purchasing power from income recipients to poten-
tial investors, the provision of bank credit involves no tangible resource
transfer. Rather, bank credit creates purchasing power with no resource
backing.

Although the natural rate of interest rises with any increased demand
for loanable funds, an expansion of bank credit would hold the market
rate below the level of the natural rate. As the amount of bank credit varies
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(both rising and falling), the market rate of interest diverges (both nega-
tively and positively) from the natural rate of interest. So, if bankers apply
set commercial criteria for extending credit, any bunching of investment
opportunities (arising, say, from advances in technology or product devel-
opment) could lead to a bunching of bank credit. In that circumstance,
it would be likely for the market rate of interest to be forced below the
natural rate. When the process of bank credit creation is terminated — as
commercial banks hit the constraint of their finite reserve assets, or as the
central bank restricts the supply of reserve assets in order to maintain the
value and (hence) acceptability of high-powered money — the market rate
of interest would be forced above the natural rate.

Variations in the process of bank credit creation disturb the natural
state of equilibrium in the market for loanable funds. The application of
capital theory in a context of monetary disequilibria is the key element in
Hayek’s business cycle theory, which views production as an intertemporal
sequence of stages: investment goods are produced at stages that are early
in relation to the eventual emergence of consumption goods. Whenever
there is an increased willingness to save, the natural rate of interest falls,
so raising the incentive to invest in early stages of production. New saving
provides resources to create capitalistic (roundabout) methods of produc-
tion and to deliver sustainable economic growth (that is, permanently
higher levels of output of consumption goods, when roundabout methods
eventually come on line).

The origins of intertemporal economic instability (the business cycle of
boom and slump) derive from the monetary instability that is associated
with variations in bank credit creation. When new bank credit holds the
market rate of interest below the natural rate, the monetary theory of
business cycles shows there to be too much investment (overinvestment)
and the wrong type of investment (malinvestment). Overinvestment occurs
because ‘the case most frequently to be encountered’ (Hayek, 1967, p. 54)
is where new bank credit primarily delivers additional purchasing power
to investor-debtors. That increased demand for investment goods diverts
resources from the production of consumption goods. Too few consump-
tion goods are produced and there is too much investment. Malinvestment
occurs because unnaturally low interest rates give an extra incentive to
invest in the very earliest stages of production: too much investment is
directed to early stages of production, and too little is directed to late
stages of production. The forces setting the incentive to overinvest and to
malinvest are examined in the next section.

When new bank credit holds the market rate of interest below the
natural rate, more resources are in demand for investment purposes, but
the incentive to save is diminished. The corollary of that reduced saving is
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an increased demand for consumption goods. Initially, this is likely to be
met from stock, from the existing structure of production and from other
practical considerations:

capital and labor can be employed more intensely than is possible on a sus-
tainable basis. Routine maintenance of machinery can be postponed and the
machinery can be kept running more hours per day or more days per week than
usual. Additional workers can be drawn into the labor force, some workers
can work overtime, and others can postpone retirement. These considerations
allow for the production of both investment goods and consumption goods to
increase simultaneously but, of course, not on a sustainable basis. (Garrison,
2004, pp. 335-6)

It is because Hayek’s business cycle theory is built upon the assumption
that factors of production are fully employed that simultaneous increases
in demand for investment goods and consumption goods are incompat-
ible, so that something must give. Ultimately the attempts to save less
and to consume more are thwarted (as ‘forced saving’) by the diversion of
resources from the (late-stage) production of consumption goods to the
(early-stage) production of investment goods. ‘Forced saving’ delivers the
necessary real resources for the capital investments that are encouraged by
new bank credit and, thereby, create shortages in the supply of consump-
tion goods.

The overall effect is intertemporal disequilibria; that is, inconsistent pat-
terns between the implied schedules of supply and demand for consump-
tion goods, with excessive demands in the present and excessive supplies
in the future. In this scenario, the general tendency is for current prices of
consumption goods to rise, with subsequent consequences for incentives
to invest such that, even with the diversion of real resources to the produc-
tion of investment goods, the growth that is stimulated is unsustainable.

AN ILLUSTRATION

A numerical illustration shows the twin forces that are at work. There is
the interest rate effect that is caused by bank credit creation; and there
is the relative prices effect that is caused by shortages in the supply of
consumption goods. Consider two roundabout production methods: one
(single late stage) delivers net revenue of £110.00 after one year; and the
other (single early stage) delivers £259.37 after ten years. (In a primitive
Crusoe context, these might be the alternatives of collecting saplings for
immediate use as fuel and planting saplings to deliver mature trees for use
as fuel.) At a 10 per cent discount rate, the capitalized values (£100) of the
net revenue from each project are identical:
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£100.00 = £110.00 % (1.1000)!
£100.00 = £259.37 % (1.1000)~°

Now, with an expansion of bank credit that causes the discount rate
to fall to 8 per cent, the capitalized values would rise to £101.85 for the
late-stage project and to £120.14 for the early-stage project:

£101.85 = £110.00 % (1.0800)!
£120.14 = £259.37 X (1.0800)~°

This illustrates how a reduction in the discount rate gives an extra incen-
tive to invest in the earlier stage of production.

The consequential incentive to divert resources (from the late to the
early stage) would have the subsequent effect of creating a shortfall in
the supply of consumption goods and a general tendency for their prices
to rise. Now, if those higher prices were to increase net revenues from the
sale of consumption goods by (say) 3 per cent (so as to raise net revenues
from £110.00 to £113.30 and from £259.37 to £267.16, respectively), the
capitalized values (at a 10 per cent discount rate) would also rise by 3 per
cent from £100.00 to £103.00. However (assuming that the capital outlay
required for each project remains unchanged at £100.00) the internal rate
of return from the late-stage project would rise to 13.30 per cent, as com-
pared with a rise to only 10.33 per cent for the early-stage project:

£100.00 = £113.30 % (1.1330)"!
£100.00 = £276.16 %X (1.1033)7°

This illustrates how an increase in the prices of consumption goods
(relative to the prices of associated investment goods) gives a greater
incentive to invest in the late-stage project; that greater incentive derives
from the possibility of repeated investments earning 13.30 per cent, with
the potential to net £348.58 over ten years:

£348.58 = £100.00 X (1.1330)'°
a sum whose capitalized value of £134.39,
£134.39 = £348.58 X (1.1000)~'°
is directly comparable with that of only £103.00 for the early stage project.

To summarize: a fall in the discount rate gives an incentive to invest in
the more roundabout method (early stage) of production; and a rise in the
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prices of consumption goods (in relation to the capital outlay necessary to
produce them) gives an incentive to invest in the less roundabout method
(late stage) of production. Now, if the initial reduction in the discount
rate were caused by bank credit creation, these results (generalized) allow
a business cycle theory to be built upon capital theory and the impact of
two price distortions: the interest rate effect and the relative prices effect.

BUSINESS CYCLES: THEORY AND PRACTICE

Hayek’s business cycle theory shows how intertemporal distortions to
the price mechanism can adversely affect a market economy. So long as
bank credit creation holds the market rate of interest below the natural
rate, incentives exist (the interest rate effect) to divert investment from late
stages of production (that is, from the more imminent production of con-
sumption goods) to early stages of production (that is, to the less imminent
production of consumption goods). Even once that diversion of resources
is under way, intermediate goods previously and irrevocably committed
might sustain the flow of consumption goods for some time; but, sooner
or later, this must end. As resources continue to be diverted to early stages,
a scarcity of consumption goods is inevitable, so creating a tendency for
consumption goods prices to rise in relation to the prices of investment
goods (the relative prices effect). Ultimately, with the eventual cessation of
bank credit creation, a period of readjustment begins as (with the market
rate now rising) investment incentives become redirected to favour late
stages of production.

PRICE EXPECTATIONS

With the development of business cycle theory in the 1930s, the rel-
evance of a constant proportional rate, as against an accelerating rate,
of monetary expansion was debated; but the role of price expectations
was neglected. At one extreme, in the absence of price expectations, it is
a logical proposition that, [i]f capital is to become progressively deeper,
inflation must accelerate, but. . . a constant proportional rate of monetary
expansion would suffice to sustain and render viable a once and for all
step change in the time structure of production’ (Laidler, 1994, pp. 12-13).
At the other extreme, if agents fully adjust their behaviour according to
rationally formed price expectations so that prices move instantaneously
to new equilibrium levels, the key issue of whether ‘further injections of
bank credit’ might ‘enable the economy finally to achieve and then to
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sustain indefinitely a more roundabout structure of production’, invites
the ‘standard Austrian argument that attempts to stave off trouble by
further credit creation would lead to rising inflation and the ultimate col-
lapse of the currency’ (Laidler, 1994, p.11).

Keynes’s General Theory had encouraged central bankers to pursue
‘the policy of an autonomous rate of interest, unimpeded by international
preoccupations’ (Keynes, 1936, p.349). In that macroeconomic context,
monetary disturbances to real economic activity were less likely to be the
unwitting and unintended consequence of established commercial banking
practice. They were intended to achieve real macroeconomic objectives;
but while fully fledged Keynesian economics subsequently invoked the
full paraphernalia of monetary and fiscal demand management policies,
the goal of full employment without inflation proved elusive. Even as
aspirations became progressively diminished through the last quarter of
the century, the one instrument left in play — the interest rate — was, and
continues to be, routinely tailored as if it were relevant to the amelioration
of every perceived macroeconomic underperformance.

Now, inregard to theissue of whether economic growth fostered by bank
credit creation is necessarily unsustainable, the outcome turns on whether
forced saving delivers sufficient real resources to meet capital investment
commitments in full. The issue is whether investment projects, encouraged
at relatively early stages of production by monetary expansion, might be
completed, either before a monetary expansion is curtailed, or before rises
in the prices of consumption goods switch incentives to favour late stages
of investment. In the primitive context of Robinson Crusoe having set
aside (as saving) some fish, in order to provide time to build a boat (com-
mitting resources to an early stage of production), an inadequate amount
of saving would soon be apparent and cause Crusoe to revert to fishing
(recommitting resources to a late stage of production). In a less primitive
context, the principle remains: real resources are necessary to undertake
real capital investments. Given the direction of bank credit creation that
is presumed by Hayek’s business cycle theory (placing new buying power
in the hands of investor-debtors), real resources are diverted from late to
early stages of production, and an investment boom is initiated. Given the
presumption that bank credit creation cannot extend indefinitely, simple
practicalities suggest that some investment projects would be completed
(before a monetary expansion is curtailed, or before rises in the prices of
consumption goods switch incentives to favour later stages of investment)
and that some would be left unfinished (like Crusoe’s boat).

Projects, whose capital completely turns over, before the market rate
of interest reverts to the higher natural rate, would be retrospectively
viewed as sound investments. Those that come on-line, but are still
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time-discounting future earnings as the market rate of interest begins
its rise towards the natural rate, less so. At the furthest extreme, some
projects would be abandoned on the basis that sunk costs are no justifi-
cation for further commitments. Yet, in retrospect, such a boom would
have proven no less sustainable than one drawing from simultaneous
reductions in the market and natural rates of interest; that is, a boom ini-
tiated by an increase in voluntary saving. The explanation lies with three
practicalities: that the (macroeconomic) saving function is not robust;
that saving is intertemporally unpredictable; and that every historical
increase in real voluntary saving (in proportion to income) has always
been reversed. It might even be argued that bank credit creation gives a
more reliable basis (in terms of duration) for investment decisions; but
that case would be a misleading diversion. Even with the most favour-
able outcome to a bank credit-led investment boom, the overall situation
would be one where too few consumption goods are produced sooner
rather than later, and too many consumption goods are produced (or
were planned to be produced) later rather than sooner. This, rather than
whether a bank credit-led investment boom is or is not sustainable, is the
more telling point.

Investment per se is not necessarily a good thing; not even if, by the sac-
rifice of jam today, a greater abundance of jam is gained tomorrow. That
outcome would be desirable only if it were desired. So, although a credit-
led investment boom might be capable of sustaining a higher economic
growth rate, the net benefits accruing to consumers would be negative: the
benefit from an increased future volume of consumption goods would be
more than countered by the negative impact of forced saving. It is because
new bank credit is never distributed uniformly across all sections of the
community that relative prices are affected and the efficiency of a market
economy compromised. However, with a bank credit-led consumption
boom, the interest rate effect and the relative prices effect would be active
simultaneously and with offsetting tendencies. So, the particular distor-
tions that were emphasized in the 1930s would have less emphasis today.

DISPENSING WITH KEYNES: INVESTMENT
INCENTIVES AND THE MULTIPLIER

Hayek represents Keynes’s idea — that new investment is profitable only
when there is an increase in consumers’ demand — as ‘part of the same
widespread fallacy to which the businessman is especially prone’ (Hayek,
1978, p.213). The error lies in applying what holds for a single industry, to
industry as a whole:
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While, of course, the relative magnitude of the demand for equipment of a
particular industry will depend upon the demand for the product of that indus-
try, it is certainly not true to say that the demand for capital goods in general
is directly determined by the magnitude of the demand for consumers’ goods.
(Hayek, 1935, p. 143)

Any dependency of investment upon consumption applies only to exist-
ing techniques; it cannot be relevant to ‘investment which can increase
productivity per head of worker by equipping a given labour force with
more capital equipment’ (Hayek, 1978, p.213). That first possibility might
relate, for example, to investing in an additional shop (with an assistant)
to meet an increased demand for sweets; and the second possibility might
relate to investment in automatic sweet dispensers. The latter would be
‘encouraged by low product (consumer good) prices (which make it neces-
sary to save on labour costs) and discouraged by high ones’ (Hayek, 1978,
p-213). Indeed, by Hayek’s formal analysis, a general rise in consumption
goods’ prices enhances the relative profitability of less roundabout proc-
esses, and vice versa.

Hayek’s economic theory is predicated upon the assumption of full
employment, which he defends as relevant even to an economy in
recession:

An analysis on the assumption of full employment, even if the assumption is
only partially valid, at least helps us to understand the functioning of the price
mechanism, the significance of the relations between different prices and of the
factors which lead to changes in these relations. But the assumption that all
goods and factors are available in excess makes the whole price system redun-
dant, undetermined and unintelligible. (Hayek, 1972, p. 103)

Where resources are fully employed, there is an obvious trade-off
between the provision of goods for current consumption and the provi-
sion of goods for future consumption. Advance through economic growth
can be achieved only by present sacrifice. Any attempt to force growth by
monetary expansion has immediate inflationary implications that cannot
be ignored. Yet, according to Keynes’s General Theory, this difficulty is
absent in the presence of widespread unemployment among productive
factors.

Keynes argues that, with high unemployment, a bond-financed credit-
led investment boom could achieve quantity adjustments (that is, higher
levels of output) without the consequences that derive from forced saving.
This is not to say that consumption goods prices would not be affected.
Indeed, more highly priced consumption goods were expected to reflect
diminishing returns to labour and higher unit costs. Involuntarily unem-
ployed labour would acquiesce in the real wage reductions that this
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implies, and so there would be no inflationary impetus. However, the
case was made by default, because Keynes failed to show the processes
of adjustment. Investment instantaneously raises aggregate real income
and the instantaneous multiplier provides the exact amount of new saving
to finance the original investment. However, in admitting the practical
limitations of this instantaneous multiplier, Keynes discusses the extreme
case, where new investment expenditure is a total surprise so that, in the
first instance, no additional consumption goods are available to meet
the increase in demand. Then, ‘the efforts of those newly employed in
the capital-goods industries to consume a proportion of their increased
incomes will raise the prices of consumption-goods ... causing a post-
ponement of consumption’ (Keynes, 1936, p. 123).

Keynes saw the postponement of consumption (‘forced saving’) as tem-
porary, lasting for the time necessary to allow consumption goods indus-
tries to increase their production. Consumption would then rise above its
normal level — to compensate for the temporary postponement — before
reverting back to that normal level. While recognizing that these adjust-
ments were relevant to the analysis of business cycles, Keynes maintains
that they do not ‘in any way affect the significance of the theory of the
multiplier . . . nor render it inapplicable as an indicator of the total benefit
to employment to be expected from an expansion in the capital-goods
industries’ (Keynes, 1936, p.124).

And, as if haunted by this problem, he states that ‘Price-instability
arising in this way does not lead to the kind of profit stimulus which is
liable to bring into existence excess capacity’ (Keynes, 1936, p. 288). Why
not? For some unexplained reason, the unexpected abnormal profits
would be universally recognized to be windfall gains accruing to those
just fortunate enough to have products ‘at a relatively advanced stage of
production’.

Keynes describes no route that avoids the consequences of forced saving.
Furthermore, his ‘aggregations conceal the most fundamental mechanisms
of change’ (Hayek, 1931, p.277) and implicitly deny the importance of the
composition of any idle resources that are readily available. Appropriate
resources must be immediately at hand in the form of factors of produc-
tion, in the form of work in progress at every stage of completion and in
the form of consumption goods. Only then might there be no bottlenecks
or shortfalls in levels of production to meet new demands from formerly
unemployed workers. Yet, the message of Keynes’s General Theory is that
higher levels of investment might be financed by monetary expansion; that
is, without inflation and without any significant shortfall in the provision
of consumption goods.

Such events are only made possible by the unrealistic assumption of
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elastic and appropriate supplies of factor inputs and intermediate prod-
ucts. That such propositions were countenanced reflects upon the limited
objectives of Keynes’s General Theory. Investment appraisal, periods of
gestation, cash flow, pay-back periods, and problems of finance are not
pertinent to the problem of raising aggregate expenditure to a level that
generates full employment. That narrow focus has led, and continues to
lead, economic policy to be targeted upon full employment, with little
consideration of the consequences for the composition of production or
the implications for cyclical activity or economic growth.

HAYEK’S ACHIEVEMENT

Hayek’s intention was for The Pure Theory of Capital to provide a basis
from which to elucidate the function of capital in a money economy.
That second stage was never achieved. In retrospect, Hayek believed that
Austrian capital theory had stalled and he regretted that others had not
been drawn to the task (Hayek, 1994, p.96). Yet, while Hayek’s contri-
bution in advancing Austrian capital theory is acknowledged to contain
‘some of the most penetrating thoughts on the subject that have ever been
published’ (Machlup, 1976, p.29), a general view is that it provides ‘little
in the way of specific constructive results’ (Steedman, 1994, p.23), being
an exercise in pure logic and of ‘doubtful practical value’ (Fletcher, 1989,
p-246). So, although The Pure Theory of Capital is described as ‘a remark-
able contribution to knowledge’, that assessment is qualified by the fact
that it is ‘inconceivable that any statistical or practical use can be made of
the Austrian theory of capital’ (Shackle, 1981, p.250).

There is no argument in relation to statistics. The Pure Theory of
Capital does not lend itself to applied statistical work and that is enough
to condemn it to modern eyes:

To an economist today .. . only that is true which can be proved statistically,
and everything that cannot be demonstrated by statistics can be neglected . . .
the modern fashion demands that a theoretical assertion which cannot be sta-
tistically tested must not be taken seriously and has to be disregarded. (Hayek,
1975, pp.6-7)

And yet:

Nobody would probably seriously contend that statistics can elucidate even
the comparatively not very complex structures of organic molecules, and few
would argue that it can help us to explain the functioning of organisms. Yet,
when it comes to accounting for the functioning of social structures, that belief
is widely held. (Hayek, 1967, p. 31)
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In advancing Austrian capital theory beyond the early fraught attempts
to achieve meaningful quantification, Hayek’s work achieved much
deeper insights into the structures of capitalistic production. The quality
that distinguishes Austrian capital theory from the more widely appreci-
ated neoclassical theory of production is its close proximity to entrepre-
neurial experience. Business practice recognizes that time is essential to
the gestation of capital; and, thereafter, that production and earnings
extend into a finite and uncertain future. These features are fundamental
to entreprencurial activity. Rational entrepreneurial decisions — to incor-
porate (present and future levels of) costs, the (present and future levels of)
availability of labour, plant and machinery, the (present and future levels
of) interest rates, periods of gestation and the duration of earnings — are
captured by Austrian theory. By contrast, the out-of-time constrained
optimization of neoclassical theory offers no basis to analyse entrepre-
neurial activity. With that appreciation of The Pure Theory of Capital, a
paradox is resolved: that an exercise in pure logic should be deemed too
realistic to serve as a tool for analysis: ‘Degrees of realism range from K
(for capital) to an aerial photograph of the Rust Belt. K is too simple;
everything from the Pure Theory to the aerial photograph is too realistic’
(Garrison, 2001, p. 11).

If simplification is to be judged by the versatility of theory in practi-
cal application, The Pure Theory of Capital is certainly too complicated
(or realistic) either to deliver tractable microeconomic conclusions or to
serve macroeconomic forecasting. However, in revealing the deficiencies
of earlier presentations and in pointing to its own omissions, The Pure
Theory of Capital propagates the important message that dynamic com-
plexity is rarely overstated and — for the same reason — that economic
coordination is mostly likely to be achieved in the highest practical degree
as a spontaneous order within a liberal market system of production and
exchange.
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5. Hayek and Keynes
Roger E. Backhouse

POLITICAL PHILOSOPHY AND ECONOMIC
THEORY

Friedrich Hayek and John Maynard Keynes have come to represent two
sharply opposed political philosophies, thereby creating the danger that
their economic theories will be interpreted against the background of
the ideas currently associated with their names. The claim made in this
chapter is that to read their work this way is mistaken, for their economic
ideas changed significantly, even if (at least once Hayek had abandoned
his youthful socialism) there was considerable continuity in their political
positions. Keynes’s economic theory changed, as is well known, with the
General Theory ([1936] 1973), though the extent of his break with the past
should not be exaggerated. Hayek’s ideas changed significantly with his
article ‘Economics and knowledge’ (1937), though in his case too, earlier
ideas were not abandoned completely. However, although the two facets
of their thinking need to be separated, their political philosophies provide
important background to their economic theories.

Keynes never had great faith in the self-regulatory powers of capitalism
(see Backhouse and Bateman, 2009, 2011 for more extensive discussions of
his view of capitalism). The pre-1914 prosperity had been inherently fragile,
as he had argued in The Economic Consequences of the Peace ([1919]1971),
a view confirmed by the interwar experience of economic dislocation and,
eventually, mass unemployment. Throughout his career, he was concerned
to find a way to manage a capitalist economy so as to mitigate its worst
features. Policy could be placed in the hands of an intellectual elite, driven
by a sense of duty to pursue policies that were in the public interest: the
‘presuppositions of Harvey Road’ (Harrod, 1972, pp. 214, 226). He also
had a strong belief in the power of social science to solve the world’s prob-
lems. Moreover, the government’s position in the economy was such that
it was an illusion to think that it could abdicate from taking responsibility
for the economic situation by leaving things to market forces, even if it
wished to do so. He expressed this view that government had no choice
but to act most forcefully in the Tract on Monetary Reform ([1923] 1971)
where he argued that behind all the technical arguments about monetary
policy, inflation and the exchange rate, lay the reality that the government
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could not avoid taking a decision. He lambasted those who thought that
the gold standard absolved policymakers from this task:

In truth, the gold standard is already a barbarous relic . .. Advocates of the
ancient standard do not observe how remote it now is from the spirit and the
requirements of the age. A regulated non-metallic standard has slipped in unno-
ticed. It exists. Whilst the economists dozed, the academic dream of a hundred
years, doffing its cap and gown, clad in paper rags, has crept into the real world
by means of the bad fairies — always so much more potent than the good — the
wicked ministers of finance. (Keynes, [1923] 1971, p. 138)

In thinking that the gold standard absolved them from responsibility for
taking a decision over the value of the currency, policymakers were delud-
ing themselves. The only issue was whether policymakers would recognize
this or would persist in the illusion that they had no responsibility to take
a decision. Keynes took this idea further in “The end of laissez faire’ (1926)
in which he argued that the role of the state was not to do things better
than private enterprise would do them, but to do things that otherwise
would not be done at all. As the 1920s went on, with high unemployment
in Britain, and even more following the disaster of the Great Depression,
it was clear to Keynes that the economic system was not working and the
need was for an economic theory that would provide that guidance. By
the General Theory (Ch. 24) he was arguing that the state now had to take
a decision about the level of investment (though, interestingly, he wanted
decisions about the allocation of investment to remain as much as pos-
sible in private hands): if government could achieve full employment, the
private sector could be left to deal with the allocation of resources — the
‘classical’ theory would come into its own. Policymaking was always his
primary concern, all his other major works being directly addressed to
policy issues and so it is not accidental that, though the General Theory
was presented as a work of economic theory, it was taken as of direct rel-
evance to policy.

Hayek, in contrast, was converted from his youthful socialist, or social
democratic, leanings by his encounter with Ludwig von Mises in the 1920s.
He turned to the problem of the business cycle, offering a new theory that
he developed through the 1930s, culminating in The Pure Theory of Capital
(1941). Throughout this period he persisted in the belief that theory was
fundamental, and that statistical analysis could prove little. There was,
however, an important change in his theory. In the late 1920s and early
1930s his theory of the cycle was based on the theory of economic equi-
librium, developed by Leon Walras and integrated with Bohm-Bawerk’s
capital theory by Knut Wicksell. This view was first stated clearly in
two articles in 1927-28 on the theory of interest and intertemporal price
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movements, in which he developed the notion of an intertemporal equi-
librium (Hayek, 1984, Chs 3-4). His work prior to this (Hayek, 1925,
in Hayek, 1984, Ch. 1) could be seen as in the tradition of the English
currency school, emphasizing the dangers of an elastic currency: though
present, capital theory was marginal. The notion of intertemporal equilib-
rium provided the framework within which his major theory of the cycle
was developed, in his Monetary Theory and the Trade Cycle (1933, first
published in German 1929) and Prices and Production ([1931] 1935a). In
this work the idea of intertemporal equilibrium, and beneath that the more
general notion of a general equilibrium of the price system, was central
in his arguments about how monetary policy could disrupt the economic
system. In Hayek’s debates with Keynes during the early 1930s, he was
working within this framework, but prompted by his work on collectivist
economic planning (Hayek, 1935b) he moved towards a radically different
conception of markets as information-storing and processing mechanisms.

The changes in the theories of both Keynes and Hayek should establish
clearly the dangers attached to viewing their economic theories through
the lens of their political philosophies. Clearly, both believed that their
economic theories supported and helped to justify, their political posi-
tions, but it is arguable that both should be seen as using economic argu-
ments to support policies that they found attractive for philosophical,
political or ethical reasons. Keynes’s doubts about the stability of capital-
ism and the efficiency of unimpeded free enterprise could find expression
in the Cambridge quantity theory framework, the Wicksellian framework
of the Treatise on Money ([1930] 1971) or the approach of the General
Theory, in which he attempted to break free of all ‘classical’ theories.
In the same way, Hayek used both equilibrium theory and information
theory to justify his scepticism about whether stimulating demand could
do anything to improve the operation of the economic system. Thus
although Keynes and Hayek were reaching opposed policy prescriptions,
and at times were focusing o