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  Preface




  Economics never labels anything any more. Well, more accurately, it does; only now it hardly ever uses labels formed from people’s names.




  In part, this is due to the smorgasbord approach to ideas taken by economics. Like many other academic disciplines, economics ruthlessly mixes and matches, customizes and adapts, rips and mashes the most penetrating insights, the most appropriate models from all different sources, applying them to whichever economic problem is currently being addressed. In those circumstances the message gets through to the practitioner economist that it is more useful to know an idea itself, and how to apply and modify it, than to peer into its provenance or to understand how the originator of that idea thought about three or five other substantively different problems.




  In mathematics, this idea is taken even further. The most powerful and insightful practitioners are those whose names become so merged with a discovery that their surnames get lowercased whenever mentioned with the matching idea.The proper name disappears as anything distinctive, and instead becomes just vocabulary.




  In economics, perhaps partly at fault as well, those intellectual leaders in the profession now, whose names are most likely to deserve such adjectivization, themselves eschew debates that might lead to such identification. Thus, for instance, the same economists who argued that the money supply is the fundamental cause of inflation also argued for the importance of fiscal balance and discipline in determining, again, inflation. The same economists whose work set the agenda for decades of business cycles research were also the ones who provided calculations showing that such economic fluctuations are fundamentally insignificant for society’s well-being overall. Mainstream economics pragmatically emphasizes debate about results, not about methodologies.




  So, certainly, individuals’ names can be bolted onto specific curves, econometric estimators, statistical tests, probability inequalities, interest-rate rules, and mathematical equations and models—but not onto entire systems or ways of thinking.




  The case of Friedrich Hayek, however, provides a rare example of a consistent body of work in the profession where such identification might be justified.




  Living the frenetic cultured existence of the mid-1900s—as political events forever changed the global geography of intellectual endeavor—Hayek became one of the twentieth century’s most influential economists and political philosophers. In economics he made profound and enduring contributions in areas as diverse as monetary and business cycle theory, the social organization of dispersed knowledge, and the spontaneous emergence of order. But while seemingly varied, all these research questions were attacked by Hayek from a consistent, unified perspective. It is this single perspective then that potentially can be most identified with Hayek.




  However, matters are complex from the opposite direction as well.




  Hayek viewed business cycles as having their initiating impulse of central bank credit overexpansion and their propagation mechanism of misallocation of capital across short- and long-term investments.This is echoed in many modern technical treatments—both empirical and theoretical—of economic fluctuations. Hayek saw the price system as the single leading mechanism by which limited local knowledge and actions can be efficiently aggregated into optimal social outcomes—through human action, not human design. This is, in one guise, simply the fundamental theorem of welfare economics. But combining these two Hayek propositions—that on business cycles and that on local knowledge—also recovers critical ingredients of Robert Lucas’s rational expectations reconciliation of the short-run Phillips curve with monetary neutrality. Being clear about the distinction between monetary and credit overexpansion brings to the fore modern econometric investigations of the different roles of money and credit over business cycles. Exploring the full implications of whether markets perfectly aggregate imperfect information is precisely the idea underlying a rich seam of technical research in microeconomics.




  Hayek’s description of order emerging spontaneously, in a self-organized way, from out of seeming chaos—the application of which to economics he coined the term catallaxy—turns out to be the defining characteristic of the science of complex adaptive systems. It is an idea that sees profound application not only, again, in the fundamental theorems of welfare economics, but in areas as varied as Alan Turing’s explanation for the black and white speckled patterns on cattle, hypotheses on the emergence of peaks and troughs in economic activity across not just time but geographical space, and indeed is embedded deeply in speculations on the origins of life itself, in research on computational and mathematical biology.




  While pre-Thatcher, pre-Reagan mainstream politics and social policy worldwide might have grown interventionist with fine-tuning and demand management, and thus distant from Hayek’s intellectual position, by contrast, many mainstream economists and social scientists never really left Hayek. Instead, the great majority have absorbed his ideas so implicitly that the name has been not just lowercased but left unmentioned altogether. Hayek’s ideas are seamlessly intertwined with so much of modern academic economics that, indeed, practically everyone in the profession has come into contact with or uses Hayekian insights. What this does for intellectual history is likely unfortunate. But, on the other hand, it might be the ultimate accolade for Friedrich Hayek, an intellectual concerned with ideas and knowledge, and their use for good in society.




  I congratulate the Ludwig von Mises Institute for bringing back into print Hayek’s writings on business cycles. This collection will be a critical touchstone for future thinking in the area.




  Danny Quah




  London School of Economics




  March 2007




  Foreword




  It is with great pleasure that I fully support the reproduction of these works. I congratulate Lew Rockwell and his team for having the foresight to do this in honor of Hayek, one of the most important economists of the last century.




  An old Polish soldier who had settled in London after World War II exposed me to the teachings of Hayek when I was sixteen years old. He had fought the Nazi machine as a member of the Royal Air Force. An equally nasty totalitarian force subsequently occupied his country: the Stalinist Communists. After the war, he settled in my neighborhood, and I got talking to him. He was adamant that I read Hayek as Hayek could show me all that was wrong with totalitarianism. The book offered was The Road to Serfdom. I did. I dedicate this reproduction to all those people who have suffered untold hardship under various totalitarian regimes.




  Setting my sights on the London School of Economics, where Hayek had taught for twenty-plus years in the 1930s through the 1950s, as a place to study, to my great pleasure, we could study, as part of our political theory course, The Constitution of Liberty. Although Hayek had taught at the LSE in the economics department, none of his economic works were taught. Indeed, I was totally ignorant, up until my mid-twenties (i.e., post-university) of his economic works, which needless to say were the works cited in the awarding of his Nobel Prize. Further, it was Hayek who led me to the works of Ludwig von Mises, about whom I am certain that I would have otherwise known nothing.




  Just as my Polish friend sparked my social and political interest in Hayek, I hope this volume can do the same for others concerning his economic work. This volume intends to revitalize Hayek’s contribution to the study of economic fluctuations (more commonly now called business cycles) and monetary theory. Hayek demonstrated an entrepreneurial and empirical attitude toward his work. Just as his social, political, and legal work is rich with warning about too much well-meaning government interference, so too are his neglected economic works.




  After his time at the Institute for Business Cycle Research in Vienna, he funded his own trip to the United States to interview economists and develop his work. Hayek understood the importance of statistical verification but was also committed to getting the theory right rather than counting on empirics to generate their whole result. His legacy should be to complement theoretical quibbles with hard facts, and these essays contain rich avenues to pursue.




  One particular area I would like to draw the reader to is his works contained here on the business cycle, which was the work that grew from Mises’s initial work on the matter in 1912, which has become known as the Austrian theory of the business cycle. Most contemporary economists have dismissed this work as not being in accordance with the observable facts and thus not worthy of being taught; hence, perhaps why I never saw sight nor sound of his teachings as an undergraduate.




  In brief Hayek contends that an artificial manipulation by government of the interest rate creates a subsidy of credit that causes entrepreneurs to bring forth projects that were hitherto marginal. In reality, the consumers do not want the goods of these projects, so there is a misallocation (malinvestment) of resources. A careful reading of these early Hayek essays pre-empts the modern debate over rational expectations and shows that the cluster of errors can be avoided by his steadfast commitment to methodological individualism. Entrepreneurs are neither lemmings nor computers because they are heterogeneous.




  If we extend the assumption of heterogeneity from capital to entrepreneurs, the question is, which type of entrepreneur is creating the cyclical activity of interest? Standard economic theory suggests that it is the marginal entrepreneur who moves the market, and Hayek points us in a direction that very few scholars have acted upon. I would find great value in subjecting this point to empirical evidence, to see who these marginal entrepreneurs are (the ones who are exposed when their credit subsidy is removed in a monetary contraction), and the conditions of their entry and exit. Perhaps moral hazard is not the greatest problem created by subsidized credit, and the effects of adverse selection create even larger inefficiencies.




  Hayek stressed the role of relative price movements and focused attention on the interest rate. But he also provided a rich and accomplished critique of the use of abstract, aggregate variables. This presents a temptation for theorists to overemphasize interest rate changes, despite the fact that they only affect the risk of highly leveraged firms. In many cases the volume of credit, raw money creation by the Central Bank, seems a more realistic variable than the rate of interest.




  Hayek’s faculty position at the LSE (1931–1950) not only raised the profile of the Austrian School, but also elevated capital theory to one of the key economic issues, by highlighting (and translating) the key Swedish and Austrian insights for the English-speaking orthodoxy. During this period the LSE was the frontier of the continental tradition, and Hayek, Keynes, Robinson, Sraffa, Shackle, Robbins, et al. were at the peak of their discipline. This volume reminds us of a time when Austrian theory sat at the top of the table of debate, and offers us the way to return there.




  Hayek was writing in a tradition where economists were conscious of the practical relevance of their work. To be sure, Hayek utilized grand thought experiments and abstraction, but his theoretical work always sought to understand the real world. Since then a divergence has occurred between self-referential academics and a generation of business consultants who lack the rigor of price theory. I am sure that a reassessment of the likes of Hayek is of fundamental importance to any young economist seeking to bridge these two spheres and return to a science of commerce.




  In fact, the critical problem of how individuals coordinate is the thread that runs throughout Hayek’s work, and the monetary aspect returns with his late attention to the nationalization of money. In these works we see Hayek as a price theorist, and as a facilitator of economic inquiry. As an entrepreneur I recognize deep insights throughout Hayek’s work, but also several points that have to be expanded and verified. This volume should not be seen as an example of preservation, but an engine of discovery.




  Toby Baxendale




  London




  March 2007




  Introduction




  Friedrich A. Hayek was barely out of his twenties in 1929 when he published the German versions of the first two works in this collection, Monetary Theory and the Trade Cycle and “The Paradox of Saving.” The latter article was a long essay that was to become the core of his celebrated book and the third work in this volume, Prices and Production, the publication of which two years later made him a world-renowned economist by the age of thirty-two. But the young Hayek did not pause to savor his success. He was already hard at work on “Reflections on the Pure Theory of Money of Mr. J.M. Keynes,” a lengthy critical review of John Maynard Keynes’s two-volume Treatise on Money, which had been published in 1930. Hayek’s two-part review appeared in late 1931 and 1932. There followed within a few years the other three works collected in this volume. “The Mythology of Capital” appeared in 1936 and was a response to Frank Knight’s hostile criticisms of the Austrian theory of capital. A short article on “Investment That Raises the Demand for Capital” and the monograph Monetary Nationalism and International Stability were published in 1937.




  These seven works taken together represent the first integration and systematic elaboration of the Austrian theories of money, capital, business cycles, and comparative monetary institutions, which constitute the essential core of Austrian macroeconomics. Indeed these works have profoundly influenced postwar expositions of Austrian or “capital-based” macroeconomics down to the present day.1 The creation of such an oeuvre is a formidable intellectual feat over an entire lifetime; it is an absolute marvel when we consider that Hayek had completed it in the span of eight years (1929–1937) and still well shy of his fortieth birthday.




  Hayek’s amazingly precocious intellect and creative genius are on full display in these works. Thus, before the age of thirty, Hayek already had fully mastered and begun to synthesize and build upon the major contributions of his predecessors in the Austrian tradition. These included, in particular: Eugen von Böhm-Bawerk’s theory of capital and interest; Knut Wicksell’s further elaborations on Böhm-Bawerk’s capital theory and his own insights into the “cumulative process” of changes in money, interest rates, and prices; Ludwig von Mises’s groundbreaking theories of money and business cycles; and the general analytical approach of the broad Austrian School from Menger onward that focused on both the subjective basis and the dynamic interdependence of all economic phenomena.




  There is something else about Hayek that becomes apparent when reading his contributions in this volume. The young Hayek was a great economic controversialist, perhaps the greatest of the twentieth century. His entire macroeconomic system was forged within the crucible of the great theoretical controversies of the era. His opponents were some of the great (and not so great) figures in interwar economics: Keynes, W.T. Foster and W. Catchings, Ralph Hawtrey, Irving Fisher, Frank Knight, Josef Schumpeter, Gustav Cassel, Alvin Hansen, A.C. Pigou, and Arthur Spiethoff to name a few. Hayek took on all comers without fear or favor and inevitably emerged victorious. As Alan Ebenstein notes, “Hayek came to be seen in Cambridge, as Robbins’s and LSE’s point man in intellectual combat with Cambridge.”2




  Hayek’s prodigious dialectical skills and his relentless drive to root out and correct even the most entrenched economic errors are exhibited throughout this volume. Hayek’s review of Keynes’s Treatise on the Pure Theory of Money is the exemplar of disputation in theoretical economics. Keynes was Hayek’s senior by a generation and at the time the leading economist in Great Britain and among the most famous public intellectuals in the Anglophone world. Keynes worked hard and long on his treatise, and clearly intended it to be his magnum opus, a dazzling leap forward in the theory of money based on “a novel means of approach to the fundamental problems of monetary theory.” But Keynes’s reach far exceeded his grasp given his parochial and stunted training in economic theory—one course in economics and the study of Alfred Marshall’s clunky and disjointed textbook. Keynes’s Treatise never stood a chance. For the brilliant and courageous young Hayek was waiting, pen in hand, to show up the Treatise as a theoretical dead end rather than the new departure in monetary theory Keynes had hoped for.




  Hayek’s blistering review essay is a positive thrill to read. He relentlessly scrutinizes and exposes the shaky and patchwork structure of Keynes’s theoretical arguments and then dismantles it brick by brick, leaving nothing standing. Keynes’s reaction reveals just how deeply Hayek’s review cut as well as his own cavalier attitude toward intellectual pursuits. Keynes’s reply to the first part of Hayek’s essay, which dealt with the first, purely theoretical volume of the Treatise, was not properly a reply at all but a critique of Hayek’s book Prices and Production. Upon publication six months later of the second part of Hayek’s article, which focused on the second, applied volume of the Treatise and in which Hayek was a bit more complimentary, Keynes remarked to Hayek, “Oh never mind, I no longer believe all that.”3 Yet Keynes was not done. A month later, Keynes, as chief editor of the Economic Journal, published a nasty review of Hayek’s Prices and Production written by one of Keynes’s more uncomprehending and rabid disciples, Piero Sraffa. Keynes’s fellow Cambridge economist, Arthur C. Pigou, was aghast at this behavior. Without naming names, Pigou wrote,




  

    A year or two ago, after the publication of an important book, there appeared an elaborate and careful critique of a number of passages in it. The author’s answer was, not to rebut the criticism, but to attack with violence another book, which the critic had himself written several years before. Body-line bowling. The methods of the duello. That kind of thing is surely a mistake.4


  




  In the “The Mythology of Capital,” Hayek took on the long and bitter crusade against the Austrian theory of capital waged by Frank Knight, fifteen years Hayek’s senior, an eminent American economist and the founder and leader of the early Chicago School. Hayek fittingly adopted as the introductory quotation of his article a statement by Eugen von Böhm-Bawerk, not coincidentally the greatest economic disputant of the nineteenth century and Hayek’s chief influence in capital theory. Hayek’s quotation of Böhm-Bawerk read, “With every respect for the intellectual qualities of my opponent, I must oppose his doctrine with all possible emphasis, in order to defend a solid and natural theory of capital against a mythology of capital.” This is actually a concise statement of the early Hayek’s general method of attaining theoretical breakthroughs: he would carefully develop the correct theoretical position and then use it as a weapon with which to strike down the fallacies of his opponents. In this article he proceeded to demolish Knight’s claim that capital, once accumulated, was a permanent fund that perpetually and automatically reproduced itself without regard to human purposes and the prevailing conditions of scarcity. Hayek trenchantly characterized Knight’s notion of capital as “a pseudo-concept devoid of content and meaning, which threatens to shroud the whole problem in a mist of words.”




  “The Paradox of Saving,” which was for Hayek “the beginning of a continuous development of thought” that shaped his research agenda throughout the 1930s, was a critique of the underconsumptionist approach to depression. Specifically, Hayek was responding to two American writers, Waddill Catchings and William Trufant Foster who had coauthored a series of essays and tracts on the topic in the 1920s and even offered a $5,000 prize for the best critique of their doctrine in 1925. In the course of his point-by-point refutation of their argument, Hayek integrated Böhm-Bawerk’s analysis of the period of production with Mises’s theory of the business cycle and provided the latter theory with an explicit basis in capital theory for the first time.




  The other works in this volume, although they were not overtly controversial pieces, followed much the same pattern as his critiques of Keynes, Knight, and Foster and Catchings. Hayek wrote Monetary Theory and the Trade Cycle as an explication of the monetary causes of the business cycle. However, in order to do so, he believed that he had to “save the sound elements in the monetary theories of the trade cycle” by refuting those naïve quantity theorists who posited a simplistic and mechanical connection between the aggregate money supply and the average price level. Thus he took after the price “stabilizers” like Irving Fisher and Gustav Cassel who were the forerunners of the modern monetarists. He identified “the critique of the program of the ‘stabilizers’” as “the central theme of this book.” Nor did Hayek tread lightly in verbalizing his criticisms. He placed the blame for “the exceptional severity and duration of the depression” squarely on central banks’, particularly the Fed’s, “experiment” in “forced credit expansion,” first to stabilize prices in the 1920s, and then to combat the depression in the early 1930s. Hayek defiantly declared:




  

    We must not forget that, for the last six or eight years [up to 1932] monetary policy all over the world has followed the advice of the stabilizers. It is high time that their influence, which has already done harm enough, should be overthrown.


  




  Prices and Production, often seen as the companion volume to Monetary Theory and the Trade Cycle, developed in much greater detail the synthesis of Misesian business-cycle and Böhm-Bawerkian capital theory that Hayek first sketched out in “The Paradox of Saving.” Once again, Hayek’s positive contribution, i.e., a fully developed statement of Austrian business cycle theory, was at least partially motivated by his intent to engage and refute what he regarded as an economic fallacy, specifically, the Anglo-American version of the quantity theory. After summarizing that theory in three propositions, he referred to them as “delusions” that “make it possible to assume that we can neglect the influence of money [on the real structure of production] so long as the value of money is assumed to be stable.” In the short article on “Investment That Raises the Demand for Capital,” Hayek drew out the subtle implications of an accepted proposition regarding the sunk costs of already invested capital to show the complete inadequacy of simplistic monetary explanations of the business cycle that treat capital as an abstract homogeneous aggregate and ignore the intricate interrelationships among the concrete goods composing the capital structure. Again, Hayek was not gentle in his rhetoric. He insisted that his positive restatement of the proposition in question rendered it “so obvious as to put its logical correctness beyond dispute,” which meant that “much of the purely monetary analysis of the trade cycle now current is built on very insufficient foundations.”




  In Monetary Nationalism and International Stability, Hayek extended Mises’s monetary theory to provide a groundbreaking analysis of the international operation of the pure gold standard and the widely misunderstood role of international monetary flows therein. Hayek also identified the systemic flaw in the classical gold standard—a centralization of gold reserves in the hands of national central banks or “the national reserve system”—that led to its destruction by monetary policy. Thus Hayek argued that the demise of the gold standard in 1931 was caused by the influence on monetary policy achieved by the ideas of “Monetary Nationalism” after World War I. Wrote Hayek, “[L]ong before the breakdown of the international gold standard in 1931, monetary policy all over the world was guided by the ideas of monetary nationalism.” In critically analyzing the proposals of the monetary nationalists for a regime of fluctuating national fiat currencies, Hayek presented the first comprehensive case against so-called freely fluctuating exchange rates, which has yet to be improved upon. Integrating his argument with Austrian business cycle theory, he demonstrated that fluctuating exchange rates do not prevent the international transmission of macroeconomic fluctuations as long as there exists free trade in all orders of capital goods as well as in consumer goods—even if governments under the influence of monetary nationalism are able to impede international capital flows.




  As always, Hayek was not shy about identifying the individuals to whom his critical remarks applied. Thus he characterized Keynes’s disciple and later biographer Roy Harrod as “one of the most ardent advocates of monetary nationalism.” Hayek also harshly criticized Charles R. Whittlesey for whom “almost the whole argument in favor of monetary nationalism is based on the assumption that different national currencies are different commodities and that consequently there ought to be variable prices of them in terms of each other.” Ever the dialectician, Hayek proceeded to point out the naïve fallacy vitiating Whittlesey’s argument:




  

    No attempt is made to explain why or under what conditions and in what sense the different national moneys ought to be regarded as different commodities, and one can hardly avoid the impression that the author has uncritically accepted the difference in denomination as proof of a difference in kind.


  




  This last work, which was a slight volume of fewer than one hundred pages, was basically the reproduction of a series of lectures that Hayek delivered at the Graduate Institute of International Studies in Geneva. We can only speculate what course the Keynesian Revolution and, indeed, the economic history of the Western world would have taken had Hayek abandoned work on his abortive Pure Theory of Capital to “undertake the larger investigation” that his friends (viz., LSE economists Lionel Robbins, Frank Paish, and Frederic Benham) advised “the subject deserves.” Hayek himself believed that it “would certainly have been a much bigger and much better book” had he incorporated their suggestions. If Hayek, who was at the peak of his academic fame and analytical and rhetorical powers, had revised and expanded the lectures into a proper book, Monetary Nationalism and International Stability may have become the Austrian tract for the times that rivaled the General Theory and derailed the Keynesian juggernaut right at the outset. This was Hayek’s great missed opportunity and not, as he often later lamented, the narrowly technical review of the General Theory he failed to write.




  The present volume thus presents the combative and assertive, yet always polite, Hayek, fully confident in the superiority of the intellectual armamentarium supplied by his great predecessors in the Austrian tradition and in his own ability to wield it. Here we look in vain for the irenic and temporizing Hayek who was later to dedicate a book to “the Socialists of All Parties.”5 The former Hayek seemed to completely disappear sometime after the publication of the Pure Theory of Capital in 1941. It is an open question whether this radical change in attitude was the result of a strategic choice that corresponded to Hayek’s shift out of economics into the broader field of social theory. Hayek himself lent credence to this interpretation in later reflections:




  

    When it proved that … the General Theory … conquered most of the professional opinion, and when in the end even some of the colleagues I most respected supported the wholly Keynesian Bretton Woods agreement, I largely withdrew from the debate, since to proclaim my dissent from the near unanimous views of the orthodox phalanx would merely have deprived me of a hearing on other matters about which I was more concerned at the time.6


  




  Hayek’s transformation may also have been a temperamental response to the crushing blow to his reputation as an economist caused by the overwhelming success of the Keynesian Revolution. Hayek also provided some evidence for this view of the matter in another one of his reminiscences:




  

    I had a period of twenty years in which I bitterly regretted having once mentioned to my wife after Keynes’s death that now Keynes was dead, I was probably the best-known economist living. But ten days later it was probably no longer true. At that very moment, Keynes became the great figure, and I was gradually forgotten as an economist.7


  




  Many laboring in the thriving cottage industry of Hayek biographers, critics, and interpreters have commented on the transition from a “Hayek I” to a “Hayek II” that began in the late 1930s, portraying it as almost wholly an intellectual reorientation and change in research interests. Few, if any, have recognized the radical alteration in analytical procedure and rhetorical style that characterized this transformation. This is evident by comparing the works in this volume with later essays penned by Hayek II, e.g., those anthologized in his Studies in Philosophy, Politics and Economics.8 However Hayek I re-emerged almost immediately after receiving the Nobel Prize in 1974 fully armed and with renewed passion for intellectual combat. In a remarkable flurry of articles, pamphlets, booklets, and interviews, he aggressively demolished the intellectual case for postwar Keynesianism and confidently offered new and radical proposals for extricating the Western industrial nations from the stagflationary mire into which they had foundered under the guidance of Keynes’s disciples.9




  The re-publication of these works in a single volume is a magnificent event that fills a yawning gap in the Austrian macroeconomic literature and provides modern Austrians with a model of how to advance economic theory through reasoned debate and criticism.




  Joseph T. Salerno




  Pace University




  April 2007
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  MONETARY THEORY AND


  THE TRADE CYCLE




  




  Translated from the German by N. Kaldor and H.M. Croome (London: Jonathan Cape, 1933). Originally written in German as Geldtheorie und Konjunkturtheorie (Vienna: Holder-Pichler-Tempsky, 1929).




  Preface




  The German essay,1 of which the following is a translation, represents an expanded version of a paper2 prepared for the meeting of the Verein für Sozialpolitik,3 held in Zurich in September 1928, and of some remarks contributed to the discussion at that meeting. Although, in revising the translation, I have made numerous minor alterations and additions (mainly confined to the footnotes), the general course of the argument has been left unchanged. The book, therefore, still shows signs of the particular aim with which it was written. In submitting it to a public different from that for which it was originally intended, a few words of explanation are, perhaps, required.




  In Germany, somewhat in contrast to the situation in English-speaking countries, monetary explanations of the trade cycle were always, or at least until quite recently, regarded with some mistrust. One of the aims of this study—one on which an English reader may feel that I have wasted unnecessary energy—was to justify the monetary approach to these problems. But I hope that this more explicit statement of the role of the monetary factor will not be found quite useless, for it is not only a justification of the monetary approach but also a refutation of some oversimplified monetary explanations that are widely accepted. In order to save the sound elements in the monetary theories of the trade cycle, I had to attempt, in particular, to refute certain theories that have led to the belief that, by stabilizing the general price level, all the disturbing monetary causes would be eliminated. Although, since this book was written, this belief has been somewhat rudely shaken by the crisis of 1929, I hope that a systematic examination of its foundations will still be found useful. The critique of the program of the “stabilizers,” which is in many ways the central theme of this book, has now occupied me for many years, and since I deal here only with some special problems that have grown mainly out of these studies, I may perhaps be permitted to refer below to other publications, in which I have partly dealt with certain further theoretical problems and partly attempted to use these considerations for the elucidation of contemporary phenomena.4 In particular, my Prices and Production, originally published in England, should be considered as an essential complement to the present publication. While I have here emphasized the monetary causes that start the cyclical fluctuations, I have, in that later publication, concentrated on the successive changes in the real structure of production, which constitute those fluctuations. This essential complement of my theory seems to me to be the more important since, in consequence of actual economic developments, the over simplified monetary explanations have gained undeserved prominence in recent times. And since, in all my English publications, I have purposely refrained from combining purely theoretical considerations with discussions of current events, it may be useful to add here one or two remarks on the bearing of those considerations on the problems of today.




  It is a curious fact that the general disinclination to explain the past boom by monetary factors has been quickly replaced by an even greater readiness to hold the present working of our monetary organization exclusively responsible for our present plight. And the same stabilizers who believed that nothing was wrong with the boom and that it might last indefinitely because prices did not rise, now believe that everything could be set right again if only we would use the weapons of monetary policy to prevent prices from falling. The same superficial view, which sees no other harmful effect of a credit expansion but the rise of the price level, now believes that our only difficulty is a fall in the price level, caused by credit contraction.




  There can, of course, be little doubt that, at the present time, a deflationary process is going on and that an indefinite continuation of that deflation would do inestimable harm. But this does not, by any means, necessarily mean that the deflation is the original cause of our difficulties or that we could overcome these difficulties by compensating for the deflationary tendencies, at present operative in our economic system, by forcing more money into circulation. There is no reason to assume that the crisis was started by a deliberate deflationary action on the part of the monetary authorities, or that the deflation itself is anything but a secondary phenomenon, a process induced by the maladjustments of industry left over from the boom. If, however, the deflation is not a cause but an effect of the unprofitableness of industry, then it is surely vain to hope that by reversing the deflationary process, we can regain lasting prosperity. Far from following a deflationary policy, central banks, particularly in the United States, have been making earlier and more far-reaching efforts than have ever been undertaken before to combat the depression by a policy of credit expansion—with the result that the depression has lasted longer and has become more severe than any preceding one. What we need is a readjustment of those elements in the structure of production and of prices that existed before the deflation began and which then made it unprofitable for industry to borrow. But, instead of furthering the inevitable liquidation of the maladjustments brought about by the boom during the last three years, all conceivable means have been used to prevent that readjustment from taking place; and one of these means, which has been repeatedly tried though without success, from the earliest to the most recent stages of depression, has been this deliberate policy of credit expansion.




  It is very probable that the much discussed rigidities, which had already grown up in many parts of the modern economic system before 1929, would, in any case, have made the process of readjustment much slower and more painful. It is also probable that these very resistances to readjustment would have set up a severe deflationary process that would finally have overcome those rigidities. To what extent, under the given situation of a relatively rigid price and wage system, this deflationary process is perhaps not only inevitable but is even the quickest way of bringing about the required result, is a very difficult question, about which, on the basis of our present knowledge, I should be afraid to make any definite pronouncement.




  It seems certain, however, that we shall merely make matters worse if we aim at curing the deflationary symptoms and, at the same time (by the erection of trade barriers and other forms of state intervention), do our best to increase rather than to decrease the fundamental maladjustments. More than that: while the advantages of such a course are, to say the least, uncertain, the new dangers it creates are great. To combat the depression by a forced credit expansion is to attempt to cure the evil by the very means which brought it about; because we are suffering from a misdirection of production, we want to create further misdirection—a procedure that can only lead to a much more severe crisis as soon as the credit expansion comes to an end. It would not be the first experiment of this kind that has been made. We should merely be repeating, on a much larger scale, the course followed by the Federal Reserve System in 1927, an experiment that Mr. A.C. Miller, the only economist on the Federal Reserve Board and at the same time its oldest member, has rightly characterized as “the greatest and boldest operation ever undertaken by the Federal Reserve System,” an operation that “resulted in one of the most costly errors committed by it or any other banking system in the last 75 years.” It is probably to this experiment, together with the attempts to prevent liquidation once the crisis had come, that we owe the exceptional severity and duration of the depression. We must not forget that, for the last six or eight years, monetary policy all over the world has followed the advice of the stabilizers. It is high time that their influence, which has already done harm enough, should be overthrown.




  We cannot hope for the overthrow of this alluringly simple theory until its theoretical basis is definitely refuted and something better substituted for it. The opponents of the stabilization program still labor—and probably always will labor—under the disadvantage that they have no equally simple and clear-cut rule to propose; perhaps no rule at all that will satisfy the eagerness of those who hope to cure all evils by authoritative action. But whatever may be our hope for the future, the one thing of which we must be painfully aware at the present time—a fact that no writer on these problems should fail to impress upon his readers—is how little we really know of the forces that we are trying to influence by deliberate management; so little indeed that it must remain an open question whether we would try if we knew more.
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  CHAPTER 1




  The Problem of the Trade Cycle




  I




  Any attempt either to forecast the trend of economic development, or to influence it by measures based on an examination of existing conditions, must presuppose certain quite definite conceptions as to the necessary course of economic phenomena. Empirical studies, whether they are undertaken with such practical aims in view, or whether they are confined merely to the amplification with the aid of special statistical devices of our knowledge of the course of particular phases of trade fluctuations, can at best afford merely a verification of existing theories; they cannot in themselves provide new insight into the causes or the necessity of the trade cycle.




  This view has been stated very forcibly by Professor A. Lowe.5




  “Our insight into the theoretical interconnections of economic cycles, and into the structural laws of circulation,” he says, “has not been enriched at all by descriptive work or calculations of correlations.” We can entirely agree with him, moreover, when he goes on to say that “to expect an immediate furtherance of theory from an increase in empirical insight is to misunderstand the logical relationship between theory and empirical research.”




  The reason for this is clear. The means of perception employed in statistics are not the same as those employed in economic theory; and it is therefore impossible to fit regularities established by the former into the structure of economic laws prescribed by the latter. We cannot superimpose upon the system of fundamental propositions comprised in the theory of equilibrium, a trade cycle theory resting on unrelated logical foundations. All the phenomena observed in cyclical fluctuations, particularly price formation and its influence on the direction and the volume of production, have already been explained by the theory of equilibrium; they can only be integrated as an explanation of the totality of economic events by means of fundamentally similar constructions. Trade cycle theory itself is only expected to explain how certain prices are determined, and to state their influence on production and consumption; and the determining conditions of these phenomena are already given by elementary theory. Its special task arises from the fact that these phenomena show empirically observed movements for the explanation of which the methods of equilibrium theory are as yet inadequate. One need not go so far as to say that a successful solution could be reached only in conjunction with a positive explanation of elementary phenomena; but no further proof is needed that such a solution can only be achieved in association with, or by means of, a theory that explains how certain prices or certain uses of given goods are determined at all. It is not only that we lack theories that fulfill this condition and that fall outside the category best described as “equilibrium theories” 6—theories that are characterized by taking the logic of economic action as their starting point; the point is rather that statistical method is fundamentally unsuited to this purpose. Just as no statistical investigation can prove that a given change in demand must necessarily be followed by a certain change in price, so no statistical method can explain why all economic phenomena present that regular wave-like appearance we observe in cyclical fluctuations. This can be explained only by widening the assumptions on which our deductions are based, so that cyclical fluctuations would follow from these as a necessary consequence, just as the general propositions of the theory of price followed from the narrower assumptions of equilibrium theory.




  But even these new assumptions cannot be established by statistical investigation. The statistical approach, unlike deductive inference, leaves the conditions under which established economic relations hold good fundamentally undetermined; and similarly, the objects to which they relate cannot be determined as unequivocally as by theory. Empirically established relations between various economic phenomena continue to present a problem to theory until the necessity for their interconnections can be demonstrated independently of any statistical evidence.7 The concepts on which such an explanation is based will be quite different from those by which statistical interconnections are demonstrated; they can be reached independently. Moreover, the corroboration of statistical evidence provides, in itself, no proof of correctness. A priori we cannot expect from statistics anything more than the stimulus provided by the indication of new problems.




  In thus emphasizing the fact that trade cycle theory, while it may serve as a basis for statistical research, can never itself be established by the latter, it is by no means desired to deprecate the value of the empirical method. On the contrary, there can be no doubt that trade cycle theory can only gain full practical importance through exact measurement of the actual course of the phenomena it describes. But before we can examine the question of the true importance of statistics to theory, it must be clearly recognized that the use of statistics can never consist in a deepening of our theoretical insight.




  II




  Even as a means of verification, the statistical examination of the cycles has only a very limited value for trade cycle theory. For the latter—as for any other economic theory—there are only two criteria of correctness. First, it must be deduced with unexceptionable logic from the fundamental notions of the theoretical system; and second, it must explain by a purely deductive method those phenomena with all their peculiarities that we observe in the actual cycles.8 Such a theory could only be “false” either through an inadequacy in its logic or because the phenomena it explains do not correspond with the observed facts. If, however, the theory is logically sound, and if it leads to an explanation of the given phenomena as a necessary consequence of these general conditions of economic activity, then the best that statistical investigation can do is to show that there still remains an unexplained residue of processes. It could never prove that the determining relationships are of a different character from those maintained by the theory.9




  It might be shown, for instance, by statistical investigation that a general rise in prices is followed by an expansion of production, and a general fall in prices by a diminution of production; but this would not necessarily mean that theory should regard the movement of price as an independent cause of movements of production. So long as a theory could explain the regular occurrence of this parallelism in any other way, it could not be disproved by statistics, even if it maintained that the connection between the two phenomena was of a precisely opposite nature.10 It is therefore only in a negative sense that it is possible to verify theory by statistics. Either statistics can demonstrate that there are phenomena the theory does not sufficiently explain, or it is unable to discover such phenomena. It cannot be expected to confirm the theory in a positive sense. The possibility is completely ruled out by what has been said above, since it would presuppose an assertion of necessary interconnections, such as statistics cannot make. There is no reason to be surprised, therefore, that although nearly all modern trade cycle theories use statistical material as corroboration, it is only where a given theory fails to explain all the observed phenomena that this statistical evidence can be used to judge its merits.




  III




  Thus it is not by enriching or by checking theoretical analysis that economic statistics gain their real importance. This lies elsewhere. The proper task of statistics is to give us accurate information about the events that fall within the province of theory, and so to enable us not only to connect two consecutive events as cause and effect, a posteriori, but to grasp existing conditions completely enough for forecasts of the future and, eventually, appropriate action, to become possible. It is only through this possibility of forecasts of systematic action that theory gains practical importance.11 A theory might, for instance, enable us to infer from the comparative movements of certain prices and quantities an imminent change in the direction of those movements: but we should have little use for such a theory if we were unable to ascertain the actual movements of the phenomena in question. With regard to certain phenomena having an important bearing on the trade cycle, our position is a peculiar one. We can deduce from general insight how the majority of people will behave under certain conditions; but the actual behavior of these masses at a given moment, and therefore the conditions to which our theoretical conclusions must be applied, can only be ascertained by the use of complicated statistical methods. This is especially true when a phenomenon is influenced by a number of partly known circumstances, such as, e.g., seasonal changes. Here very complicated statistical investigations are needed to ascertain whether these circumstances whose presence indicates the applicability of theoretical conclusions were in fact operative. Often statistical analysis may detect phenomena that have, as yet, no theoretical explanation, and which therefore necessitate either an extension of theoretical speculation or a search for new determining conditions. But the explanation of the phenomena thus detected, if it is to serve as a basis for forecasts of the future, must in every case utilize other methods than statistically observed regularities; and the observed phenomena will have to be deduced from the theoretical system, independently of empirical detection.




  The dependence of statistical research on preexisting theoretical explanation hardly needs further emphasis. This holds good not only as regards the practical utilization of its results, but also in the course of its working, in which it must look to theory for guidance in selecting and delimiting the phenomena to be investigated. The oft-repeated assertion that statistical examination of the trade cycle should be undertaken without any theoretical prejudice is therefore always based on self-deception.12




  On the whole, one can say without exaggeration that the practical value of statistical research depends primarily upon the soundness of the theoretical conceptions on which it is based. To decide upon the most important problems of the trade cycle remains the task of theory; and whether the money and labor so freely expended on statistical research in late years will be repaid by the expected success depends primarily on whether the development of theoretical understanding keeps pace with the exploration of the facts. For we must not deceive ourselves: not only do we now lack a theory that is generally accepted by economists, but we do not even possess one that could be formulated in such an unexceptionable way, and worked out in such detail, as eventually to command such acceptance. A series of important interconnections have been established and some principles of the greatest significance expounded; but no one has yet undertaken the decisive step that creates a complete theory by using one of these principles to incorporate all the known phenomena into the existing system in a satisfactory way. To realize this, of course, does not hinder us from pursuing either economic research or economic policy; but then we must always remember that we are acting on certain theoretical assumptions whose correctness has not yet been satisfactorily established. The “practical man” habitually acts on theories that he does not consciously realize; and in most cases this means that his theories are fallacious. Using a theory consciously, on the other hand, always results in some new attempt to clear up the interrelations that it assumes, and to bring it into harmony with which theoretical assumptions; that is, it results in the pursuit of theory for its own sake.




  IV




  The value of business forecasting depends upon correct theoretical concepts; hence there can, at the present time, be no more important task in this field than the bridging of the gulf that divides monetary from non-monetary theories.13 This gulf leads to differences of opinion in the front rank of economists; and is also the characteristic line of division between trade cycle theory in Germany and in America—where business forecasting originated. Such an analysis of the relation between these two main trends seems to me especially important because of the peculiar position of the monetary theories. Largely through the fault of some of their best-known advocates in Germany, monetary explanations became discredited, and their essentials have, moreover, been much misunderstood; while, on the other hand, the reaction against them forms the main reason for the prevailing skepticism as to the possibility of any economic theory of the trade cycle—a skepticism which may seriously retard the development of theoretical research.14




  There is a fundamental difficulty inherent in all trade cycle theories that take as their starting point an empirically ascertained disturbance of the equilibrium of the various branches of production. This difficulty arises because, in stating the effects of that disturbance, they have to make use of the logic of equilibrium theory.15 Yet this logic, properly followed through, can do no more than demonstrate that such disturbances of equilibrium can come only from outside—i.e., that they represent a change in the economic data—and that the economic system always reacts to such changes by its well-known methods of adaptation, i.e., by the formation of a new equilibrium. No tendency toward the special expansion of certain branches of production, however plausibly adduced, no chance shift in demand, in distribution or in productivity, could adequately explain, within the framework of this theoretical system, why a general “disproportionality” between supply and demand should arise. For the essential means of explanation in static theory—which is, at the same time, the indispensable assumption for the explanation of particular price variations—is the assumption that prices supply an automatic mechanism for equilibrating supply and demand.




  The next section will deal with these difficulties in more detail: a mere hint should therefore be sufficient at this point. At the moment we have only to draw attention to the fact that the problem before us cannot be solved by examining the effect of a certain cause within the framework, and by the methods, of equilibrium theory. Any theory that limits itself to the explanation of empirically observed interconnections by the methods of elementary theory necessarily contains a self-contradiction. For trade cycle theory cannot aim at the adaptation of the adjusting mechanism of static theory to a special case; this scheme of explanation must itself be extended so as to explain how such discrepancies between supply and demand can ever arise. The obvious, and (to my mind) the only possible way out of this dilemma, is to explain the difference between the course of events described by static theory (which only permits movements toward an equilibrium, and which is deduced by directly contrasting the supply of and the demand for goods) and the actual course of events, by the fact that, with the introduction of money (or strictly speaking with the introduction of indirect exchange), a new determining cause is introduced. Money being a commodity that, unlike all others, is incapable of finally satisfying demand, its introduction does away with the rigid interdependence and self-sufficiency of the “closed” system of equilibrium, and makes possible movements that would be excluded from the latter. Here we have a starting point that fulfils the essential conditions for any satisfactory theory of the trade cycle. It shows, in a purely deductive way, the possibility and the necessity of movements that do not at any given moment tend toward a situation which, in the absence of changes in the economic “data,” could continue indefinitely. It shows that, on the contrary, these movements lead to such a “disproportionality” between certain parts of the system that the given situation cannot continue.




  But while it seems that it was a sound instinct that led economists to begin by looking on the monetary side for an explanation of cyclical fluctuations, it also seems probable that the one-sided development of the theory of money has, as yet, prevented any satisfactory solution to the problem being found. Monetary theories of the trade cycle succeeded in giving prominence to the right questions and, in many cases, made important contributions toward their solution; but the reason why an unassailable solution has not yet been put forward seems to reside in the fact that all the adherents of the monetary theory of the trade cycle have sought an explanation either exclusively or predominantly in the superficial phenomena of changes in the value of money, while failing to pursue the far more profound and fundamental effects of the process by which money is introduced into the economic system, as distinct from its effect on prices in general. Nor did they follow up the consequences of the fundamental diversity between a money economy and the pure barter economy that is assumed in static theory.16




  V




  Naturally it cannot be the business of this essay to remove all defects and deficiencies from the monetary theories of the trade cycle, or to develop a complete and unassailable theory. In these pages I shall only attempt to show the general significance for this theory of the monetary starting point, and to refute the most important objections raised against the monetary explanation by proving that certain rightly exposed deficiencies of some monetary theories do not necessarily follow from the monetary approach. All that is wanted, therefore, is, first, a proof, using as our examples some of the best-known non-monetary theories, that the “real” explanations adduced by them do not, in themselves, suffice to build up a complete and consistent theory; second, a demonstration that the existing monetary theories contain the germ of a true explanation, although all suffer, more or less, from that oversimplification of the problem which results from reducing all cyclical fluctuations to fluctuations in the value of money; finally that the monetary starting point makes it possible, in fact, to show deductively the inevitability of fluctuation under the existing monetary system and, indeed, under almost any other that can be imagined. It will be shown, in particular, that the Wicksell-Mises theory of the effects of a divergence between the “natural” and the money rate of interest already contains the most important elements of an explanation, and has only to be freed from any direct reference to a purely imaginary “general money value” (as has already been partly done by Professor Mises) in order to form the basis of a trade cycle theory sufficing for a deductive explanation of all the elements in the trade cycle.




  




  5 In his essay, “Wie ist Konjunkturtheorie überhaupt möglich?” Weltwirtschaftliches Archiv 24 (1926), part 2, p. 166.




  6 Cf. Löwe: “Der gegenwärtige Stand der Konjunkturtheorie in Deutschland,” Die Wirtschaftswissenschaft nach dem Kriege, Festgabe für Lujo Brentano zum 80. Geburtstag, ed. M. Bonn and M. Palyi (Munich: Duncker & Humblot, 1925), vol. 2, p. 360.




  7 Cf. the excellent analysis given by E. Altschul in his well-known essay “Konjunkturtheorie und Konjunkturstatistik,” Archiv für Sozialwissenschaft und Sozialpolitik 55 (Tübingen: Mohr, 1926). Altschul as a statistician deserves especial credit when, recognizing the limitations of statistical methods, he writes (p. 85) “In economics especially, the final decision about the significance of a certain phenomenon can never be left to mathematical and statistical analysis. The main approach to research must necessarily lie through theoretically obtained knowledge.” Cf. also A.C. Pigou, Industrial Fluctuations, 2nd ed. (London: Macmillan, 1929), p. 37, “The absence of statistical correlation between a given series of changes and industrial fluctuations does not by itself disprove—and its presence does not prove—that these changes are causes of the fluctuations.”




  8 Professor A. Löwe, in his report “Über den Einfluss monetärer Faktoren auf den Konjunkturzyklus,” Schriften des Vereins für Sozialpolitik 173 (1928), part 2, p. 357, expresses his views in almost the same words. The above sentences first appeared in another article in the same volume.




  9 Cf. the analysis concerning “Argument der Wirklichkeitswidrigkeit” in the recent book by E. Carell, Sozialökonomische Theorie und Konjunkturproblem (Munich and Leipzig: Duncker & Humblot, 1929), for a very acute methodological argument. He opposes the thesis of Löwe (which remains, however, despite his analysis, the basis of my own work) that the incorporation of cyclical phenomena into the system of economic equilibrium theory, with which they are in apparent contradiction, remains the crucial problem of trade cycle theory.




  10 A well-known instance of such an apparent contradiction between a correct theoretical assertion and experience is the connection between the level of interest rates and the movement of prices. Cf. Wicksell, Vorlesungen, vol. 2, Geld und Kredit (Jena: Gustav Fischer, 1922). See also my essay, “Das intertemporale Gleichgevichts-system der Preise und die Bewegungen des Geldweries” (Weltwirtschaftiches Archiv 28 [1928], p. 63 et seq.).




  11 It should be noted that the idea of forecasting is by no means a new one, although it is often regarded as such. Every economic theory, and indeed all theory of whatever sort, aims exclusively at foretelling the necessary consequences of a given situation, event, or measure. The subject matter of trade cycle theory being what it is, it follows that ideally it should result in a collective forecast showing the total development resulting from a given situation under given conditions. In practice, such forecasts are attempted in too unconditional a form, and on an inadmissibly oversimplified basis; and, consequently, the very possibility of scientific judgments about future economic trends today appears problematical, and cautious thinkers are apt to disparage any attempt at such forecasting. In contrast to this view, we have to emphasize very strongly that statistical research in this field is meaningless except insofar as it leads to a forecast, however much that forecast may have to be hedged about with qualifications. In particular any measures aimed at alleviating the trade cycle (and necessarily based on statistical research) must be conceived in the light of certain assumptions as to the future trend to be expected in the absence of such measures. Statistical research, therefore, serves only to furnish the bases for the utilization of existing theoretical principles.




  Dr. O. Morgenstern’s recent categorical denial (Wirtschaftsprognose: Eine Untersuchung ikrer Voraussetzungen und Möglichkeiten [Vienna: Springer, 1928]) of the possibility of forecasting seems to be due only to the fact that he demands more from forecasting than is justifiable. Even the ability to forecast a hailstorm would not be useless—but, on the contrary, very valuable—if the latter could thereupon be averted by firing rockets at the clouds!




  12 Professor Bullock, the Principal of the Harvard Economic Service (now the Harvard Economic Society), constantly emphasizes the complete absence of theoretical prepossession with which the work of the Institute is carried out. Sincere as this belief unquestionably is, however, one may doubt its validity when one reads, for instance, the following account given by Professor Bullock’s chief collaborator, Mr. W.M. Persons, the inventor of the famous Harvard Barometer. Here he attempts the following popular explanation of the latter:




  

    This account of the business cycle, based upon our statistical analysis, revolves about the fluctuation of short-time interest rates, speculation, and business. We may think of interest rates as varying inversely with the amount of the bank reserves in the credit reservoir. The flow in the supply pipe to this reservoir depends upon the volume of gold imports, gold production, and the volume of paper currency. There are two outlets from this reservoir of credit: one pipe furnishes credit for speculation in securities; the other pipe is for the flow of credit into business. When the level of credit in the reservoir is high, and perhaps the outlet to business is partially clogged, the flow of funds into speculation begins. After this flow goes on for some time, however, and the flow into business increases, the level of credit in the reservoir falls. Obstruction is offered to the flow into speculative markets by the devices of higher interest rates and direct discrimination against speculation and in favor of business. The outlet into speculation therefore becomes clogged but the flow into business goes on. The level in the reservoir becomes still lower until the time is reached when bankers consider it dangerous to allow the outflow to continue. We then have a halt in further credit expansion, or to use our illustration, both outlets are clogged for a time and bank reserves are brought back to normal by allowing the supply to again fill the tank. (“A non-technical explanation of the index of general business conditions,” The Review of Economic Statistics 2 [1920]: 47)


  




  13 Since the publication of the German edition of this book, I have become less convinced that the difference between monetary and non-monetary explanations is the most important point of disagreement between the various trade cycle theories. On the one hand, it seems to me that within the monetary group of explanations the difference between those theorists who regard the superficial phenomena of changes in the value of money as decisive factors in determining cyclical fluctuations, and those who lay emphasis on the real changes in the structure of production brought about by monetary causes, is much greater than the difference between the latter group and such so-called non-monetary theorists as Professor Spiethoff and Professor Cassel. On the other hand, it seems to me that the difference between these explanations, which seek the cause of the crisis in the scarcity of capital, and the so-called “underconsumption” theories, is theoretically as well as practically of much more far-reaching importance than the difference between monetary and non-monetary theories.




  14 Cf. the above-mentioned essay of A. Löwe in the Weltwirtschaftliches Archiv.




  15 By “equilibrium theory” we here primarily understand the modern theory of the general interdependence of all economic quantities, which has been most perfectly expressed by the Lausanne School of theoretical economics. The significant basic concept of this theory was contained in James Mill’s and J.B. Say’s Théorie des Débouchés. Cf. L. Miksch, Gibt es eine allgemeine Uberproduktion? (Jena: Gustav Fischer, 1929).




  16 Similar views are expressed by W. Röpke, “Kredit und Konjunktur,” Jahrbücher für Nationalökonomie und Statistik, 3rd series, vol. 69 (1926), p. 264 et seq.




  CHAPTER 2




  Non-Monetary Theories of the Trade Cycle




  I




  Any attempt at a general proof, within the compass of a short essay, of the assertion that non-monetary theories of the trade cycle inevitably suffer from a fundamental deficiency, appears to be confronted with an insuperable obstacle by reason of the very multiplicity of such theories. If it were necessary for our purpose to show that every one of the numerous disequilibrating forces which have been made starting points for trade cycle theories was, in fact, nonexistent, then the conditions of our success would, indeed, be impossible of fulfillment; for not only would it be almost impossible to deal with all extant theories but no conclusive answer could result, seeing that we should still have to reckon with a new and hitherto unrefuted crop of such theories in the future. Moreover the existence of most of the interconnections elaborated by the various trade cycle theories can hardly be denied, and our task is rather their coordination in a unified logical structure than the development of entirely new and different trains of thought. In fact, it is by no means necessary to question the material correctness of the individual interconnections emphasized in the various non-monetary theories in order to show that they do not afford a sufficient explanation. As has already been indicated in the first chapter, none of them is able to overcome the contradiction between the course of economic events as described by them and the fundamental ideas of the theoretical system which they have to utilize in order to explain that course. It will, therefore, be sufficient to show, by examination of some of the best-known theories, that they do not answer this fundamental question; nor can they ever do so by their present methods and by reference to the circumstances they now regard as relevant to trade cycle theory. When, however, the question is answered on different lines, viz., by reference to monetary circumstances, it can be shown that the elements of explanation adduced by different theories lose their independent importance and fall into a subordinate position as necessary consequences of the monetary cause.




  It is rather difficult to select the main types of trade cycle theory for this purpose, since we have no theoretically satisfactory classification. The latest attempts at such classifications, by Mr. W.M. Persons,17 Professor W.C. Mitchell,18 and Mr. A.H. Hansen,19 show that the usual division, which relies on external features and hardly touches the solution of fundamental problems, gives far too wide a scope for arbitrary decisions. As Professor Löwe20 has correctly emphasized (and as should be obvious from what has been said above), the only classification that could be really unobjectionable would be one that proceeded according to the manner in which such theories explain the absence of the “normal course” of economic events, as presented by static theory. In fact, the various theories—as we shall hope to show later—make no attempt whatever to do this. As there is, therefore, no classification that would serve our purpose, our choice must be more or less arbitrary; but by choosing some of the best-known theories and exemplifying the train of thought to which our objection particularly applies, we should be able to make the general validity of the latter sufficiently clear. The task is made rather easier by the fact that there does exist today, on at least one point, a far-reaching agreement among the different theories. They all regard the emergence of a disproportionality among the various productive groups, and in particular the excessive production of capital goods, as the first and main thing to be explained. The development of theory owes a real debt to statistical research in that, today, there is at least no substantial disagreement as to the thing to be explained.




  There is, however, a point to be emphasized here. The modern habit of going beyond the actual crisis and seeking to explain the entire cycle, suffers inherently from the danger of paying less and less attention to the crucial problem. In particular, the attempt to give the object of the theory as neutral a name as possible (such as “industrial fluctuations” or “cyclical movements of industry”) threatens to drive the real theoretical problem more into the background than was the case in the old theory of crisis. The simple fact that economic development does not go on quite uniformly, but that periods of relatively rapid change alternate with periods of relative stagnation, does not in itself constitute a problem. It is sufficiently explained by the adjustment of the economic system to irregular changes in the data—changes whose occurrence we always have to assume and which cannot be further explained by economic science. The real problem presented to economic theory is: Why doesn’t this adjustment come about smoothly and continuously, just as a new equilibrium is formed after every change in the data? Why is there this temporary possibility of developments leading away from equilibrium and finally, without any changes in data, necessitating a change in the economic trend? The phenomena of the upward trend of the cycle and of the culminating boom constitute a problem only because they inevitably bring about a slump in sales—i.e., a falling-off of economic activity—which is not occasioned by any corresponding change in the original economic data.




  II




  The prevailing disproportionality theories are in agreement in one respect. They all see the cause of the slump in the fact that, during the boom, for various reasons, the productive apparatus is expanded more than is warranted by the corresponding flow of consumption; there finally appears a scarcity of finished consumption goods, thus causing a rise in the price of such goods relatively to the price of production goods (which amounts to the same thing as a rise in the rate of interest) so that it becomes unprofitable to employ the enlarged productive apparatus or, in many cases, even to complete it. At present there is hardly a recognized theory that does not give this idea, which we only sketch for the moment,21 a decisive place in its argument, and we should therefore be well advised to begin by seeing how the various theories try to deal with the phenomenon in question. Apart from the monetary theories, which, as will be shown later, can only be considered satisfactory if they explain that phenomenon, there are two groups of explanations that can be entirely disregarded. In the first place there is nothing to be gained from an examination of those theories that seek to explain cyclical fluctuations by corresponding cyclical changes in certain external circumstances, while merely using the unquestionable methods of equilibrium theory to explain the economic phenomena that follow from these changes. To decide on the correctness of these theories is beyond the competence of economics. In the second place, it is best, for the moment, to exclude from consideration those theories whose argument depends so entirely on the assumption of monetary changes that when the latter are excluded no systematic explanation is left. This category includes Professor J. Schumpeter,22 Professor E. Lederer,23 and Professor G. Cassel,24 and to a certain extent Professor W.C. Mitchell and Professor J. Lescure.25 We shall have to consider later, with regard to this category, how far it is theoretically permissible to treat these monetary interconnections as determining conditions on the same footing as the other phenomena used in explanation.




  It is, of course, impossible at this point to go into the peculiarities of all types of theory, as worked out by their respective authors. We must leave out of account the forms in which the various explanations are presented, and confine ourselves to certain underlying types of theory that recur in a number of different guises. Inevitably, this treatment of contemporary theories must fail to do full justice to the intellectual merits exemplified in each; but for the purposes of this chapter—that is, to show the fundamental objections to which all non-monetary theories of the trade cycle are open—this somewhat cursory and imperfect treatment may be enough.




  We may begin our demonstration by pointing out that all those forms of disproportionality theory with which we have to deal here rest on the existence of quite irregular fluctuations of “economic data” (that is, the external determining circumstances of the economic system, including human needs and abilities). From this assumption, they try to explain in one way or another that the fluctuations in consumption or some other element in the economic system occasioned by these changes are followed by relatively greater changes in the production of production goods.26 These wide fluctuations in the industries making production goods bring about a disproportionality between them and the consumption industries to such an extent that a reversal of the movement becomes necessary. It is not, therefore, the simple fact of fluctuation in the production of capital goods (which is certainly inevitable in the course of economic growth) which has to be explained. The real problem is the growth of excessive fluctuations in the capital goods industries out of the inevitable and irregular fluctuations of the rest of the economic system, and the disproportional development, arising from these, of the two main branches of production. We can distinguish three main types of non-monetary theories explaining the exaggerated effect of given fluctuations on capital goods industries. The most common, at the moment, are those explanations that try to show that, on account of the technique of production, an increase in the demand for consumption goods, whether expected or actual, tends to bring about a relatively larger increase in the production of goods of a higher order, either generally or in a certain group of these goods. Hardly less common, and differing only in appearance, are explanations that seek to derive these augmented fluctuations from special circumstances (non-monetary in character) arising in the field of savings and investment. Finally, as a third group, we must mention certain psychological theories, which, for the most part, have however no pretension to rank as independent explanations and which merely reinforce other arguments, and are open to the same objections as the two other main types.




  III




  We shall mention only the most important of our objections to the first type, which is the easiest to discuss from this point of view. It is common to so many economists that it is hardly necessary to mention particular representatives. The simplest way of deductively explaining excessive fluctuations in the production of capital goods is by reference to the long period of time that is necessary, under modern conditions, for preparing the fixed capital goods which enable the expansion of the productive process to take place.27 According to a widely held view, this circumstance alone is enough to make every increase in the sales of consumption goods, whether brought about by an intensification of demand or by a fall in the costs of production, capable of bringing about a more-than-proportional increase in the production of intermediary goods. This is explained either by the individual producer’s ignorance of what his competitors are doing, or—as is common in American writings—by the “cumulative effect” of each change in the sale of consumption goods on the higher stages of production. Owing to circumstances that will be explained later, the leading idea in all these types of explanation is that the long period which, with the present technique of production, elapses between the beginning of a productive process and the arrival of its final product at the market, prevents the gradual adjustment of production to changes in demand through the agency of prices and makes it possible, from time to time, for an excessively large supply to be thrown on the market. This idea is supported by another, which however, can be independently and more widely applied; that is, that every change in demand, from the moment of its appearance, propagates itself cumulatively through all the grades of production, from the lowest to the highest. This cumulative effect arises because at each stage, besides the change that would be appropriate to the actual shift in demand, another change arises from the adjustment of stocks and of productive apparatus to the alteration in market conditions.28 An increase in the demand for consumption goods will not merely call forth a proportional increase in the demand for goods of a higher order: the latter will also be increased by the amount needed to raise current stocks to a proportional level, and, finally, by the further amount by which the requirements for producing new means of production exceed those for keeping the existing means of production intact. (For instance, an extension of 10 percent, in one particular year, in the machinery of a factory that normally renews 10 percent of its machinery annually, causes an increase of 100 percent in the production of machinery—i.e., a given increase in the demand for consumption goods occasions a tenfold increase in the production of production goods.) This idea is offered as an adequate reason not only for the relatively greater fluctuations in production-goods industries but also for their excessive expansion in periods of boom. Similarly, the extensive use of durable capital equipment in the modern economy is often singled out for responsibility.29 Industries using heavy equipment are prone to excessive expansion in boom periods because small increments in this equipment are impossible; expansion must necessarily take place by sudden jerks. Once the new equipment is available, on the other hand, the volume of production has little influence on total costs, which go on even if no production takes place at all. New inventions and new needs, however, although they are often adduced as explaining the accelerated and excessive growth of capital goods industries, cannot be dealt with on the same footing. They only represent a special group of the many possible causes from which the cumulative processes described above may originate.




  IV




  There is virtually no doubt that all these interconnections, and many others that are given prominence in various trade cycle theories and which similarly tend to disturb economic equilibrium, do actually exist; and any trade cycle theory that claims to be comprehensively worked out must take them into consideration. But none of them get over the real difficulty—namely: why do the forces tending to restore equilibrium become temporarily ineffective and why do they only come into action again when it is too late? They all try to explain this phenomenon by a further, usually tacit, assumption, which one of the advocates of these theories, Mr. C.O. Hardy,30 has himself put forward as their common idea, by which, in my opinion, he brings out with the utmost clarity their fundamental weakness. He states that all those theories that are based on the length of the production period under modern technical conditions agree in regarding these conditions as a source of difficulty to producers in adjusting production to the state of the market; producing, as they must, for a future period, the market possibilities of which are necessarily unknown to them. He then emphasizes that in general it is the task of the price mechanism to adjust supply to demand; he thinks, however, that this mechanism is imperfect, if a long period has to lapse between production and the arrival of the product at the market, because




  

    prices and orders give information concerning the prospective state of demand compared with the known facts of the present and future supply, but they give no clue to the changes in supply which they themselves are likely to cause.31


  




  He tries to show how periodic over- and underproduction may result from an increase in demand acting as an incentive to increased production. He here states explicitly what others assume tacitly, and thus his exposition completely gives away the question-begging nature of all such arguments. For he holds that under free competition, in the case considered, more and more people try to profit by the favorable situation, all ignoring one another’s preparations, and “no force intervenes to check the continual increase in production until it reflects itself in declining orders and falling prices.”32 In this statement (according to which the price mechanism comes into action only when the products come on to the market, while, until then, producers can regulate the extent of their production solely according to the estimated total volume of demand) the fundamental error that can be shown to recur in all these theories is plainly revealed. It arises from a misconception of the deliberations that regulate the entrepreneur’s actions and of the significance of the price mechanism.




  If the entrepreneur really had to guide his decisions exclusively by his knowledge of the quantitative increase in the total demand for his product, and if the success of economic activity were really always dependent on that knowledge, no very complicated circumstances would be needed to produce constant disturbances in the relation between supply and demand. But the entrepreneur in a capitalist economy is not—as many economists seem to assume—in the same situation as the dictator of a socialist economy. The protagonists of this view seem to overlook the fact that production is generally guided not by any knowledge of the actual size of the total demand, but by the price to be obtained in the market. In the modern exchange economy, the entrepreneur does not produce with a view to satisfying a certain demand—even if that phrase is sometimes used—but on the basis of a calculation of profitability; and it is just that calculation that will equilibrate supply and demand. He is not in the least concerned with the amount by which, in a given case, the total amount demanded will alter; he only looks at the price he can expect to get after the change in question has taken place. None of the theories under discussion explains why these expectations should generally prove incorrect. (To deduce their incorrectness from the fact that overproduction, arising from false expectations, causes prices to fall, would be mere argument in a circle.) Nor can this generalization be theoretically established by any other method. For so long, at least, as disturbing monetary influences are not operating, we have to assume that the price that entrepreneurs expect to result from a change in demand or from a change in the conditions of production will more or less coincide with the equilibrium price. For the entrepreneur, from his knowledge of the conditions of production and the market, will generally be in a position to estimate the price that will rule after the changes have taken place, as distinct from the quantitative changes in the total volume of demand. One can only say, as to this prospective price of the product concerned, that it is just as likely to be lower than the equilibrium price as to be higher and that, on the average, it should more or less coincide, since there is no reason to assume that deviations will take place only in one direction. But this prospective price only represents one factor determining the extent of production. The other factor, no less important but all too often overlooked, is the price the producer has to pay for raw materials, labor power, tools and borrowed capital—i.e., his costs. These prices, taken together, determine the extent of production for all producers operating under conditions of competition; and the producer’s decisions as to his production must be guided not only by changes in expectations as to the price of his product, but also by changes in his costs. To show how the interplay of these prices keeps supply and demand, production and consumption, in equilibrium, is the main object of pure economics, and the analysis cannot be repeated here in detail. It is, however, the task of trade cycle theory to show under what conditions a break may occur in that tendency toward equilibrium which is described in pure analysis—i.e., why prices, in contradiction to the conclusions of static theory, do not bring about such changes in the quantities produced as would correspond to an equilibrium situation. In order to show that the theories under discussion do not solve this problem, and only as far as is necessary for this purpose, we shall now study the most important of the interconnections which bring about equilibrium under the assumptions of static theory.




  V




  We may attempt this task by asking what kind of reactions will be brought about by the original change in the economic data that is supposed to cause the excessive extension of the production of capital goods, and how, in such cases, a new equilibrium can result. Whether the original impetus comes from the demand side or the supply side, the assumption from which we have to start is always a price—or rather an expected price—that renders it profitable under the new conditions to extend production. As stated above, we can assume—since none of the theories in question give any reason to the contrary—that this expected price will approximate the new equilibrium price. We can assume, that is, that if the impetus is a fall in unit costs, the producer will consider the effects of an increased supply; if the impetus is an increase in demand, he will consider the increase in the cost per unit following the increase in the quantity produced. The existence of a general misconception in this respect would require a special explanation, and unless this is to rest on a circular argument, it can only be accounted for by a monetary explanation, which we cannot consider at this point.




  Now the length of time required to produce modern means of production cannot induce a tendency to an excessive extension of the productive apparatus; or, more accurately, any such tendency is bound to be effectively eliminated by the increase in price of the factors of production. Thus we cannot give a sufficient explanation for the occurrence of the disproportionality in these terms. This becomes obvious as soon as we drop the assumption that the price mechanism begins to function only from the moment at which the increased supply comes on the market, and consider that whenever the price obtainable for the finished product is correctly estimated, the adjustment of the prices of factors of production must ensure that the amount produced is limited to what can be sold at remunerative prices. The mere existence of a lengthy production period cannot be held to impair the working of the price mechanism, so long, at any rate, as no additional reason can be given for the occurrence of a general miscalculation in the same direction concerning the effect of the original change in data on the prices of the products.




  We must next inquire what truth there is in the alleged tendency toward a cumulative propagation of the effect of every increase (or decrease) of demand from the lower to the higher stages of production. The arguments given below against this frequently adduced theory must serve at the same time to refute all other theories based on similar technical considerations, for space will not permit us to go into every one of these, and the reader can be trusted to apply the same reasoning as is employed in this demonstration to all similar explanations—such as those based on the necessary discontinuity of the extension of productive apparatus. Does the cumulative effect of every increase in demand represent a new price-determining factor, as a result of which prices, and therefore quantities produced, will be different from those needed to achieve equilibrium? Is the regulating effect of prices on the extent of production really suspended by the fact that when turnover increases merchants try to increase stocks, and manufacturers to extend production? If the increase in the prices of production goods were the only counterbalancing factor to set against the increase in the demand for these goods, it would still be possible for more investments to be undertaken than would prove permanently profitable. According to the view we are considering, there will be an increase in the quantity of factors of production demanded at any price, as compared with the equilibrium situation, and therefore it would appear possible that at every price at which producers still think they can profitably make use of this quantity, investments will be undertaken to an unwarrantable extent.




  This way of stating the position, however, entirely overlooks the fact that every attempt to extend the productive apparatus must necessarily bring about, besides the rise in factor prices, a further checking force: viz., a rise in the rate of interest. This greatly strengthens the effect of the rise in factor prices. It makes a greater margin between factor prices and product prices necessary just when this margin threatens to diminish. The maintenance of equilibrium is thus further secured.




  For we must not forget that not only the volume of current production, but also the size at any given moment of the productive apparatus (including stocks, which cannot be omitted) is regulated through prices, and especially—apart from the abovementioned prices for goods and services—by the price paid for the use of capital, that is, interest. Whatever particular explanation of interest we may accept, all contemporary theories agree in regarding the function of interest as one of equalizing the supply of capital and the demand arising in various branches of production. Until some special reason can be adduced why it should not fulfill this function in any given case, we have to assume, in accordance with the fundamental thesis of static theory, that it always keeps the supply of capital goods in equilibrium with that of consumption goods. This assumption is just as indispensable, and just as inevitable, as a starting point, as the main assumption that the supply of and demand for any kind of goods will be equilibrated by movements in the prices of those goods. In our case, when we are considering a tendency to enlarge the productive apparatus and the size of stocks, this function must be performed in such a way as to increase the rate of interest, and hence the necessary margin of profit between the price of the products and that of the means of production. This, however, automatically excludes that part of the increase in the demand for productive goods, which would have been satisfied despite the increase in their prices if the rise in the rate of interest had not taken place. None of the various trade cycle theories based on some alleged peculiarity of the technique of production can even begin to explain why the equilibrium position, determined by the various above-mentioned processes of price formation, should be reached at a different point from where it would be without these peculiarities.




  Now as regards the prices of goods and services used for productive purposes, there seems to be no reason why they should not fulfill their function of equilibrating supply and demand. For supply and demand are here in direct relation with one another, so that any discrepancy which may arise between them, at a given price must, directly and immediately, lead to a change in that price. Only when we come to consider the second group of prices (those paid for borrowed capital or, in other words, interest) is it conceivable that disturbances might creep in, since, in this case, price formation does not act directly, by equalizing the marginal demand for and supply of capital goods, but indirectly, through its effect on money capital, whose supply need not correspond to that of real capital. But the process by which divergences can arise between these two is left unexplained by all the theories with which we have hitherto dealt. Yet before going on to see how far interest may present such a breach in the strict system of equilibrium as may serve to explain cyclical disturbances, we must briefly examine the explanation offered by the second important group of non-monetary theories, which attempt to explain the origin of periodical disturbances of equilibrium purely through the phenomena arising out of the accumulation and investment of saving.33




  VI




  The earlier versions of these theories start from the groundless and inadmissible assumption that unused savings are accumulated for a time and then suddenly invested, thus causing the productive apparatus to be extended in jerks. Such versions can be passed over without further analysis. For one thing, it is impossible to give any plausible explanation why unused savings should accumulate for a time;34 for another thing, even if such an explanation were forthcoming, it would provide no clue to the disproportional development in the production of capital goods. The fact that the mere existence of fluctuations in saving activity does not in itself explain this problem is realized (in contrast to many other economists) by the most distinguished exponent of these theories, Professor A. Spiethoff. This is plain from his negative answer to the analogous question, whether in a barter economy an increase in saving can create the necessary conditions for depression.35 Indeed, it is difficult to see how spontaneous variations in the volume of saving (which are not themselves open to further economic explanation, and must therefore be regarded as changes of data) within the limits in which they are actually observed can possibly create the typical disturbances with which trade cycle theory is concerned.36




  Where, then, according to these theories, may we find the reason for this genesis of disequilibrating disturbances in the processes of saving and investment? We will keep to the basis of Spiethoff’s theory, which is certainly the most complete of its kind. We may disregard his simple reference to the “complexity of capital relations,” for it does not in itself provide an explanation. The main basis of his explanation is to be found in the following sentence: “If capitalists and producers of immediate consumption goods want to keep their production in step with the supply of acquisitive loan capital, these processes should be consciously adjusted to one another.”37 But the creation of acquisitive loan capital ensues independently of the production of intermediate goods and durable capital goods; and conversely, the latter can be produced without the entrepreneur knowing the extent to which acquisitive capital (i.e., savings) exists and is available for investment; and thus there is always a danger that one of these processes may lag behind while the other hastens forward. This reference to the entrepreneur’s ignorance of the situation belongs, however, to that category of explanation that we had to reject earlier. Instead of showing why prices—and in this case, particularly, the price of capital, which is interest—do not fulfill, or fail to fulfill adequately, their normal function of regulating the volume of production, it unexpectedly overlooks the fact that the extent of production is regulated on the basis not of a knowledge of demand but through price determination. Assuming that the rate of interest always determines the point to which the available volume of savings enables productive plant to be extended—and it is only by this assumption that we can explain what determines the rate of interest at all—any allegations of a discrepancy between savings and investments must be backed up by a demonstration why, in the given case, interest does not fulfill this function.38 Professor Spiethoff, like most of the theorists of this group, evades this necessary issue—as we shall see later—by introducing another assumption of crucial importance. It is only by means of this assumption that the causes that he particularly enumerates in his analysis gain significance as an explanation; and therefore it should not have been treated as a self-evident condition, to be casually mentioned, but as the starting point of the whole theoretical analysis.




  VII




  Before going into this question, however, we must turn our attention to the importance in trade cycle theory of errors of forecast, and, in connection with these, to a third group of theories that have not been considered up to now: the psychological theories. Here, as elsewhere in our investigations, we shall only be concerned with those theories that are endogenous—i.e., which explain the origin of general under- and overestimation from the economic situation itself, and not from some external circumstance such as weather changes, etc. As we said earlier, fluctuations of economic activity that merely represent an adjustment to corresponding changes in external circumstances present no problem to economic theory. The various psychological factors cited are only relevant to our analysis insofar as they can cast light on its central problem: that is, how an overestimate of future demand can occasion a development of the productive apparatus so excessive as automatically to lead to a reaction, unprecipitated by other psychological changes. Those who are familiar with the most distinguished of these theories, that of Professor A.C. Pigou (which, owing to lack of space, cannot be reproduced here)39 will see at once that the endogenous psychological theories are open to the same objections as the two groups of theories we have already examined. Professor Pigou does not explain why errors should arise in estimating the effect, on the price of the final product, of an increase in demand or a fall in cost; or, if the estimate is correct, why the readjustment of the prices of means of production should not check the expansion of production at the right point. No one would deny, of course, that errors can arise as regards the future movements of particular prices. But it is not permissible to assume without further proof that the equilibrating mechanism of the economic system will begin its work only when the excessively increased product due to these mistaken forecasts actually comes on the market, the dis-proportional development continuing undisturbed up to that time. At one point or another, all theories that start to explain cyclical fluctuations by miscalculations or ignorance as regards the economic situation fall into the same error as those naïve explanations that base themselves on the “planlessness” of the economic system. They overlook the fact that, in the exchange economy, production is governed by prices, independently of any knowledge of the whole process on the part of individual producers, so that it is only when the pricing process is itself disturbed that a misdirection of production can occur. The “wrong” prices, on the other hand, which lead to “wrong” dispositions, cannot in turn be explained by a mistake. Within the framework of a system of explanations in which, as in all modern economic theory, prices are merely expressions of a necessary tendency toward a state of equilibrium, it is not permissible to reintroduce the old Sismondian idea of the misleading effect of prices on production without first bringing it into line with the fundamental system of explanation.



OEBPS/Images/cover.jpg
w’} Prices é&

Production
-« and Other Works

FA. Hayek

On Money,
the Business Cycle,
and the Gold Standard

Edited with an Introduction by

Joseph T. Salerno







OEBPS/Styles/page-template.xpgt
 

   

   
	 
    

     
	 
    

     
	 
	 
    

     
	 
    

     
	 
	 
    

     
         
             
             
             
             
             
        
    

  

   
     
  





