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A close historical inspection shows that many theoretical issues occu-
pying contemporary macroeconomists surfaced in the Keynes-Hayek
debate in the early 1930s. This paper, however, focuses only upon
some capital-theoretic issues involved in that debate, this being done
with a view to tentatively evaluate to what extent some theoretical
conclusions advanced in Keynes’ Treatise on Money are undermined
by Hayek’s capital-theoretic objections. It is submitted that a ma-
jor source of disagreement between them regards the role played by
monetary factors in the process through which eventual disequilibria
between investment and saving lead to changes in the price level.
Keynes argued that such disequilibria may lead to changes in the
price level even if the amount of money in circulation remains con-
stant, whereas Hayek claimed that changes in the price level arising
from such disequilibria will be necessarily accompanied by propor-
tional changes in the amount of money in circulation.

Um exame histérico minucioso demonstra que vérias das questoes
que atualmente ocupam os macroeconomistas emergiram no debate
travado por Keynes e Hayek no inicio dos anos 1930. Este artigo,
entretanto, focaliza somente algumas questOes associadas a teoria
do capital que emergiram naquele debate. Seu objetivo é avaliar
em que medida certas conclusoes tiradas por Keynes no Tratado da
Moeda foram minadas pelas criticas de Hayek baseadas na teoria do
capital. O artigo sustenta que uma fonte importante de discordan-
cia entre Keynes e Hayek diz respeito ao papel desempenhado por
fatores monetérios no processo através do qual eventuais desequi-
librios entre investimento e poupanga acarretam mudancas no nivel
de precos. Enquanto Keynes argumentava que tais desequilibrios po-
dem ocasionar mudancas no nivel de pre¢os mesmo quando o volume

*4 preliminary version of this essay, which benefited from valuable discussions with Ami-
tava Krishna Dutt, appeared as Lima (1998). Thanks to an intensive correspondence with
Alain Parguez, I have been able to further validate the main ideas and lines of argumentation
that follow. Finally, useful suggestions made by three anonymous referees of this journal con-
tributed to the improvement of this final version — whatever “final version” might mean in our
world of incomplete, imperfect, and thus relative knowledge. The sole responsibility for the
ideas expressed here, though, rests with me.
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de moeda em circulagao permanece constante, Hayek acreditava que
as mudancas no nivel de precgos geradas por esses eventuais desequi-
librios seriam necessariamente acompanhadas por variagoes propor-
cionais no montante de moeda em circulagao.

1. Season Premiere

A close historical inspection shows that many of the theoretical issues
occupying contemporary macro and monetary economists clearly surfaced in
the Keynes-Hayek debate in the early 1930s. Indeed, one might well claim
that a close examination of some major theoretical issues involved in that
debate is critical for understanding the evolution of macrotheory as a separate
discipline. More precisely, several contemporary theoretical debates centered
on issues such as the process of equalization between investment and saving,
the relative speed of adjustment of prices and quantities, and the source and
propagation of economic fluctuations, for instance, surfaced in the Keynes-
Hayek exchange.!

However, the debate came to an abrupt end before the important themes it
had brought to the fore had been really tackled, and right after the publication
of Keynes’ General Theory (hereafter GT) the debate quickly died out. Many
of the issues that were central to that debate were never resolved, particularly
those related to capital theory. Indeed, current mainstream literature, be it
neoclassical or Keynesian, by and large ignores Hayek’s emphasis on the rela-
tion between the capital structure and the monetary structure of the economy.
As far as historical significance is concerned, it is worthy of recall that the
Keynes-Hayek exchange involved two of the most cited “macroeconomists” in
the early 1930s.?

Even though the plasticity of the Keynes-Hayek debate tends to stimulate
one to use the historical setting to illegitimately stage modern controversies,
the discussion that follows is intended to focus primarily upon those issues

Y Hicks reminds us: “When the definitive history of economic analysis during the 1930s
comes to be written, a leading character in the drama (it was quite a drama) will be profes-
sor Hayek. Hayek’s economic writings (...) are almost unknown to the modern student; it is
hardly remembered that there was a time when the new theories of Hayek were the principal
rival of the new theories of Keynes” (1967:2083).

% Deutscher (1990) analyzed citations in articles listed under Aggregative and Monetary The-
ory and Cycles and the nonhistorical categories of Money, Credit and Banking in the American
Economic Association Index of Economic Journals. In 1931-35, after the publication of A
Treatise on Money by Keynes (1930) and Prices and Production by Hayek (1931), Keynes was
the most cited macroeconomist with 66 citations, followed by Robertson (44) and Hayek (33).
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being explicitly dealt with by Keynes and Hayek themselves; mine, therefore,
is not an exegetical analysis intended to find out what the whole debate really
meant. In other words, though the discussion that follows is predicated upon
the notion that that exchange anticipated several modern controversies, it
is not intended to discuss issues such as whether Keynes and Hayek meant
something other than they said or left important positions unstated or relevant
questions unanswered.

But as far as the theoretical implications of that exchange are concerned,
I will allow myself to sprinkle a few idiosyncratic speculations along the way.
To that end, I intend to read out of the exchange the discussion of the ma-
jor issues actually dealt with alone, taking the participants’ positions at face
value. To put it more precisely, I focus primarily upon some capital-theoretic
issues involved in the Keynes-Hayek exchange with a view to tentatively
evaluate to what extent, if any, some macrotheoretic conclusions advanced
in Keynes’ Treatise on Money (hereafter TM) are undermined by Hayek’s
capital-theoretic objections. Further, the penultimate section is intended to
speculate on the extent to which, if any at all, Hayek’s capital-theoretic ob-
jections against the TM may eventually have left some impression on Keynes’
subsequent theorizing, thus having triggered a thought process which culmi-
nated in some distinctive features of the GT — such as the view of the interest
rate as an essentially monetary phenomenon having nothing whatsoever to do
with the forces of productivity and thrift.

The sharpest theoretical exchanges between Hayek and Keynes took place
during the course of Hayek’s two-part unfavorable review of the TM in the
early 1930s (Hayek, 1931a, 1932a), along with a reply by Keynes (Keynes,
1931) and a rejoinder by Hayek (1931b).* In addition, Keynes sicked Piero
Sraffa on Hayek, thus leading to further exchanges and interventions (Sraffa,
1932a, 1932b; Hayek 1932b).* A striking feature of the Keynes-Hayek debate

3An interesting historical account of the Keynes-Hayek debate is delivered by McCormick
(1992), though it focuses almost exclusively upon the policy issues surrounding the debate
rather than, as I do here, on the theoretical issues separating Keynes and Hayek.

‘nt goes beyond the scope of this essay a discussion of the intervention by Sraffa in the
debate. A first-rate reinterpretation of the Sraffa-Hayek exchange, both on theoretical and
methodological grounds, is delivered by Lawlor and Horn (1992). Additionally, Mongiovi’s
(1990) suggestive analysis of the relation between that exchange and the origins of the chap-
ter 17 of the GT, its lack of enough textual evidence notwithstanding, is also worthy of refer-
ence. I would only suggest that another possible connection between Keynes and Sraffa may be
found in Keynes’ digression on index numbers in TM. Keynes argues that since the purchas-
ing power of money depends on the quantity of goods and services that a unit of money will
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is that the theoretical issues actually at stake are not easily detectable, a
problem greatly compounded by the fact that some concepts and variables are
defined quite differently by Keynes and Hayek. Given the limited scope of this
essay, though, I should say that terminological differences will be addressed
only to the extent that they have some bearing on the basic capital-theoretic
issues involved in the debate.’

I would submit that a major source of theoretical disagreement between
Keynes and Hayek regards the role played by monetary factors in the causal
process through which a disequilibrium between investment and saving leads
to a corresponding change in the price level. While Keynes sustained that
such disequilibrium may lead to a change in the price level even if the amount
of money in circulation remains constant, Hayek, based upon capital-theoretic
considerations, sustained that a change in the price level arising from a dis-
equilibrium between investment and saving will be necessarily accompanied
by a proportional change in the amount of money in circulation. As I detail
in what follows, while Keynes’ position is that changes in investment and/or
saving can occur autonomously, so that changes in the price level can be set
in motion independently of a change in the volume of monetary circulation,
Hayek claimed on capital-theoretic grounds that saving and investment cannot
remain equal when a change in that volume takes place. More broadly, Hayek
saw money and credit as both necessary and sufficient conditions for the oc-
currence of cyclical fluctuations, a view coming out of a dynamic analysis of
disequilibrium processes where the structure of relative prices and quantities
produced is distorted by a continuous influx of newly created money. Basi-
cally, changes in the quantity of money, by redistributing the money stream
among different goods, are seen to have a temporary effect on relative prices

purchase, it follows that it can be measured by the price of a composite commodity, made up of
the various individual goods and services in proportions corresponding to their importance as
objects of expenditure. Also in chapter 17 of the GT, which was greatly influenced by the no-
tion of own-rate of interest introduced by Sraffa in his exchange with Hayek, one finds Keynes
noting that there are the same obstacles in the way of the definition of a composite commodity
as there are to the setting up of a unique standard of value. A possible connection between
Keynes’ notion of a composite commodity and Sraffa’s standard commodity is an interesting
issue that, at least to my knowledge, has not received enough attention in the literature. No
doubt, the pursuance of this potential connection would require a throughout re-examination of
the chapter on the choice of units of the GT. There it is arqued that the wage unit provides an
alternative price index to the more commonly used general price level, which Keynes regarded
to be partly vague and non-quantitative.

S All the Hayek’s 1930s exchanges — both in print and in private correspondence — with
Keynes and Sraffa on the subject were reprinted in the 1995 Volume IX of Hayek’s Collected
Works, diligently edited by Bruce Caldwell.
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and thereby on the distribution of productive resources between the different
sectors and on the quantities produced on the different kinds of goods.

2. Keynes' Fundamental Equations

Keynes’ fundamental equations for the value of money were intended to
provide a framework for the analysis of both the causal processes by which
the price level is determined and the method of transition from one position
of equilibrium to another. In order to treat these issues dynamically, Keynes
broke away from the traditional method of setting out from the total quantity
of money irrespective of the purposes on which it is employed. He started
with the twofold division of the money income into the parts that have been
earned by the production of consumption goods and of investment goods, on
the one hand, and into the fractions that were spent on consumption goods
and on savings, on the other hand.

For Keynes, if the first of these divisions of money income is in the same
proportion as the second, then the price level of consumption goods will be
in equilibrium with their cost of production. Keynes derived the fundamental
equations in the following way. Let E be the total money income, and I’
the fraction of it that has been earned by the production of investment goods.
Thus, I’ measures the production cost of new investment and £ —1I’ the cost of
production of the output of consumption goods. Further, let S be the amount
of savings, so that £ — S measures the current expenditure on consumption
goods. Let us choose the units of quantities of goods in such a way that a
unit of each has the same cost of production at the base date. Now, let O
be the output of goods in terms of these units, R the volume of consumption
goods purchased by consumers, and C the net increment of investment, thus
implying that O = R+ C.

Let P be the price level of consumption goods, so that P - R represents
the current expenditure on consumption goods and EC/O is the cost of pro-
duction of new investment, I’. Since the expenditure on consumption goods
is equal to the difference between income and savings, we have

P-R=E-S=FER+C)/JO-S=FER+TI-S)/0

P=E/O+(I'-S)/R (1)

which is the first of Keynes’ fundamental equations.
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Now, let W be the rate of earnings per unit of human effort, W; the
rate of earnings per unit of output, and e the coefficient of efficiency, so that

W = e- Wi;. We can then rewrite equation (1) as follows:
P=W;+({I'-5)/R (2)

or

P=W/e+(I' - S)/R (3)

Thus, the stability of the price level of consumption goods, and for that
matter of the purchasing power of money, involves two conditions, namely,
that efficiency earnings should be constant and the cost of new investment
should be equal to the volume of current savings. In other words, the price
level, as determined by the cost of production, is upset by the fact that the
division of the output between investment and goods for consumption is not
necessarily the same as the division of the income between consumption and
saving. For workers are paid just as much as when they are producing for
investment as when they are producing for consumption; but having earned
their wages, it is they who please themselves whether they spend or refrain
from spending them on consumption. Meanwhile, the entrepreneurs have been
deciding quite independently in what proportions they will produce the two

categories of output.

If we assume the price level of new investment goods as given, we can
obtain a formula for the price level of output as a whole in the following way.
Let P’ be the price level of new investment goods, Z the price level of output
as a whole, and I = P’ - C the value (as distinguished from I’, the cost of

production) of the increment of new investment goods. Then
Z=(P-R+P-C)/O
=(E-S+1)/0
=FE/O+(I-5)/0 (4)

which is the second of Keynes’ fundamental equations. As before, we can

rewrite equation (4) as follows:

Z=Wi+(-S)/O (5)
=W/e+ (I -S)/O (6)
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Let us now turn to the characteristics of profits. Keynes reserved the term
profits for the difference between the cost of production of the current output
and its actual sale proceeds, so that they are not part of money income. Thus,
it is the difference between the actual payment obtained by the entrepreneurs
and their normal payment that is defined by Keynes as profits. Regarding
the normal remuneration, it is defined as that rate of remuneration that, if
entrepreneurs were open to make new bargains with all the factors of produc-
tion at the currently prevailing rates of earnings, would leave them under no
motive either to increase or to decrease their scale of operations.

Let @1 be the amount of the profit on the production and sale of con-
sumption goods, ()2 the corresponding profit on investment goods, and @) the
total profit. Then

Q=P -R—(E-R)/O
=E-S—(E-T)

=I-8 (7)
and, since
Q=I1-1T
and
Q=0Q:1+Q2
it follows that
Q=1-5 (8)

Thus, the profits on the production of consumption goods are equal to
the difference between the cost of new investment and savings, and the total
profits on output as a whole are equal to the difference between the value of
new investment and savings. It follows that we can rewrite equations (2) and

(5) as:

P=Wi+Q:i/R 9)
Z =W, +Q/O (10)

In words, the price of consumption goods is equal to the rate of earnings
of the factors of production plus the rate of profits per unit of output of
consumption goods, and correspondingly with output as a whole. As Keynes
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noted, one peculiarity of profits is that when entrepreneurs choose to spend a
portion of their profits on consumption, the effect is to increase the profit on
the sale of consumption goods by an amount exactly equal to the amount of
profits that have been so spent. In other words, however much of their profits
entrepreneurs spend on consumption, the increment of wealth belonging to
them remains the same as before.

It was in this sense that Keynes referred metaphorically to profits as a
widow’s cruse that remains undepleted however much of them may be de-
voted to consumption. When, on the other hand, entrepreneurs are making
losses, and seek to recoup these losses by curtailing their expenditure on con-
sumption, i.e., by saving more, the cruse becomes a Danaid jar that can never
be filled up; for the effect of this lower expenditure is to inflict on the producers
of consumption goods a loss of an equal amount.®

In this context, it is worth noting that a distinctive conclusion of Keynes’
analysis, and one that will play a crucial role in the later Cambridge growth
models, is that profits are an effect of the rest of the situation rather than a
cause of it.” For this reason, Keynes argued, it would be anomalous to add
profits to (or subtract losses from) income; for, in that case, savings could
never fall off, however great the expenditure of the public on current con-
sumption, and equally savings could never be increased by a reduced expen-
diture on consumption; provided merely that entrepreneurs were continuing
to produce the same output of investment goods as before.

More precisely, if windfall profits and losses are included in income, i.e.,
if income is defined as being not E, but E 4+ O, and saving as the excess of

5 The metaphor of the widow’s cruse that magically refills as it is emptied thus means that
as a class, if not individually, capitalists’ pockets refill with profits as they are emptied by
investment expenditures. Even though the terminology is Keynes’ (1930:139), the same idea
appeared in Kalecki (1933:13) as well. The reference is to the Bible story about the miracu-
lously refilled oil cruse of the widow who helped the prophet Elijah (1 Kings 17:9-19). As for
the Danaid jar, the reference is to the forty-nine Danaid sisters of the Greek mythology who,
having killed their husbands on the wedding night, were condemned to spend eternity trying to
fill a leaky jar with water.

"In fact, Kaldor’s (1955-6) version of the Cambridge growth theory, in which the share of
profits in income depends simply on the ratio of investment to output, is assumedly based on
such metaphor. Robinson’s (1962) version, in turn, has a more Kaleckian flavor. As is well-
known, the double-sided relationship between profit and investment, which figured prominently
in Kalecki’s theory of business cycle, is based upon the influence of current conditions on cur-
rent long-term expectations. Current investment expenditures (determined by decisions made
in previous periods) have a positive effect on current profits, while these profits have a posi-
tive effect on current investment decisions, and thus on future investment expenditures. By
bringing in a value for capital, Robinson’s (1962:48) famous “banana diagram” made this
into a double-sided relationship between the rate of profit and the rate of accumulation.
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income over expenditure on consumption, it follows that saving is in all cases
exactly equal to the value of current investment. In other words, total savings
cease to be a factor having any independent existence, in the sense that its
amount cannot be affected by the voluntary decision of the various recipients
of income as to how much of their income they will spend on consumption,
thus depending solely on what the value of current investment happens to be.

Thus, the conditions for the equilibrium of the purchasing power of money
require that the banking system should so regulate its rate of lending that the
value of investment is equal to savings; for otherwise entrepreneurs will, under
the influence of positive or negative profits, be both willing in themselves
and at the same time influenced by the abundance or scarcity of bank credit
at their disposal, to increase or diminish the average rate of remuneration
W1 which they offer to the factors of production. But the conditions for
equilibrium also require that the cost of new investment should be equal to
savings; for otherwise producers of consumption goods will be endeavoring,
under the influence of profits or losses, to alter their scale of output.

It is thus evident in what manner changes in the bank rate — or, more
strictly, changes in the interest rate — are capable of influencing the purchasing
power of money. The attractiveness of investment depends on the prospective
income that the entrepreneur anticipates from current investment relatively
to the rate of interest that she has to pay to be able to finance its production;
or, to put it the other way around, the value of capital goods depends on the
interest rate at which the prospective income from them is capitalized. The
higher the interest rate, for instance, the lower, other things being equal, will
be the value of capital goods.

Therefore, if the rate of interest rises, P’, the price level of new investment
goods, will tend to fall, which will lower the rate of profit on the production
of capital goods, which will in turn be deterrent to new investment. Thus, a
high interest rate will tend to diminish both the price level and the volume of
output of capital goods. The rate of saving, in turn, is stimulated by a high
interest rate and discouraged by a low rate. It follows that an increase in the
interest rate tends, other things being equal, to make the rate of investment
(whether measured by its value or by its cost) to decline relatively to the
rate of saving, thus moving the second term of both fundamental equations,
namely, equations (1) and (4), in the negative direction, so that the price level
tends to fall.
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Following Wicksell, Keynes called the rate of interest that would cause the
second term of the second fundamental equation — equation (4) — to be zero the
natural rate of interest, and the rate that actually prevails the market rate. If,
therefore, the banking system can regulate the amount that it lends in such a
way that the market rate of interest is equal to the natural rate, then the value
of investment will be equal to the volume of saving, total profits will be zero,
the price of output, as a whole, will be at an equilibrium level, and there will
be a motive moving resources between the production of consumption goods
and the production of capital goods unless or until the purchasing power of
money is also at an equilibrium level.

Hence, Keynes’ fundamental equations for the value of money can be seen
as a (Marshallian) reformulation of the Wicksellian theory in terms of devia-
tions between saving and investment. While the central feature of the Wick-
sellian theory is that deviations between the market rate and the natural rate
give rise to cumulative changes in the level of prices, Keynes’ fundamental
equations are intended to illustrate the macro processes through which any
divergence between saving and investment must necessarily equal the aggre-
gate profits or losses incurred in production. It is in this sense that I would
venture that Keynes’ fundamental equations can be seen as an attempt to
provide the Wicksellian theory with sounder macrofoundations. Besides, it is
in this specific context that I will very tentatively evaluate how plausible is
Hayek’s claim that Keynes completely ignored the theoretical basis of Wick-
sell’s theory, that basis being, Hayek argued, the most elaborate theory of
capital we possess.®

3. Hayek's Capital-Theoretic Criticisms

In the first part of his review of the TM, Hayek (1931a) begins with a de-
tailed analysis of the concept of entrepreneur’s profits used by Keynes. Hayek
admits not to have any fundamental objection either to their exclusion from

81t was brought to my attention by one of the referees that Marshall had already discussed
the connection between interest rate and price level in terms of divergent natural and market
interest rates, the former being the one that would bring investment and saving into equality.
As she says, in a 1911 book review of Irving Fisher’s 1911 The Purchasing Power of Money,
Keynes himself argued that as early as 1887 Marshall had used a distinction of that kind to
claim that a divergence between the discount and the natural rates would generate changes
in the price level. Unlike the referee, though, I would not push the argument to the point of
claiming that Marshall’s idea regarding the role of the banking rate of interest was the basis
for Wicksell’s distinction between the market and the natural rates of interest. At least, this
does not seem to be Keynes’ view either in the book review referred to by the referee, or in the
passage of the TM — not mentioned by the referee — in which a similar reference to Marshall’s
distinction is made (ch. 13).
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money income or to Keynes’ contention that when they are positive (negative)
entrepreneurs will seek to expand (curtail) their scale of production. What
Hayek does not agree with is Keynes’ explanation of why profits arise, nor
with Keynes’ notion, according to Hayek, that only changes in that sense can
lead to a change in output. For Hayek, the problem with Keynes’ argument
is that profits are seen as a purely monetary phenomenon, in the sense that
the cause of their emergence is not a real factor, not some maladjustment in
the relative demand for and supply of cost goods and their respective prod-
ucts — that is, the relative supply of intermediate products in the stages of
production — but simply and solely spontaneous changes in the quantity and
direction of the flow of money. Indeed, Hayek contends, the flow of money is
treated as if it were the only independent variable that could cause a positive
or negative difference between the prices of the products and their respective
costs.

For Hayek, Keynes seems never to have been concerned to study the fun-
damental non-monetary problems of capitalistic production. Indeed, the Aus-
trian flavor of Hayek’s objection is made clear when Keynes is criticized for
having treated the flow of money as if it were the only independent factor that
could cause a positive or negative difference between the prices of the products
and their respective costs. In Hayek’s view, “[t]he structure of goods on which
this flow impinges is assumed to be relatively rigid. In fact, of course, the orig-
inal cause may just as well be a change in the relative supply of these classes
of goods, which then, in turn, will affect the quantities of money expended on
them” (1931a:273).

For Hayek, Keynes’ position flows from the truism that profits can arise
only if more money is received from the sale of goods than has been spent on
their production, the conclusions Keynes’ drawn from it being a fallacy if only
the prices of finished consumption goods and the prices paid for the factors of
production are contrasted. With the insufficient exception of new investment
goods, Hayek argues, Keynes in fact treated the process of the current output
of consumption goods as an integral whole in which only the prices obtained
at the end for the final products and the prices paid at the beginning for the
factors of production have any bearing on its profitability. In order to show
the supposedly fallacious nature of Keynes’ analysis, Hayek formulates the
following counter-example.

Let us assume that no investment takes place, so that the total expenditure
on the factors of production is to be counted as being directed towards the

Capital Controversy in the Birth of Macrotheory: the Keynes-Hayek Exchange in Retrospect 271



production of consumers’ goods. In this case, it is conceivable that there may
be no net difference between the total receipts for the output and the total
payments for the factors of production, and no net profits for the entrepreneurs
as a whole, because profits in the lower stages of production (i.e., those nearer
consumption) are exactly compensated by the losses in the higher stages.

However, it will not be profitable for a time for entrepreneurs as a whole to
continue to employ the same quantity of factors of production as before. We
would need only consider the case that in each stage of the successive stages
of production there are more intermediate products than are needed for the
reproduction of the intermediate products existing at the same moment in
the following stage, so that in the lower stages there is a shortage, and in the
higher stages there is an abundance, as compared with the current demand

for consumers’ goods.

In this case, entrepreneurs in the higher stages of production will probably
make losses; but even if these losses were exactly compensated by the profits
made in the lower stages, in a large part of the whole process it will not pay
to employ all the factors of production available. And while the losses of the
producers of those stages are balanced by the profits of those finishing con-
sumption goods, the diminution of their demand for the factors of production
cannot be made up by the increased demand from the latter because these
need mainly semi-finished goods and can use labor only in proportion to the

quantities of such goods that are available in their respective stages.

In such a case, profits and losses are originally not the effect of a dis-
crepancy between the receipts for consumption goods and the expenditure
on the factors of production, not being therefore explained by Keynes’ equa-
tions. Or, rather, there are no total profits in Keynes’ sense in this case, and
yet there occur those very effects which Keynes regards as only conceivable
as the consequence of the emergence of net total profits or losses. In Hayek’s
view, Keynes’ macro analysis of profits involves a fallacy of composition: while
Keynes’ definition of profits serves well when it is applied to individual profits,
it becomes misleading when it is applied to entrepreneurs as a whole. The
entrepreneurs making profits need not necessarily employ more original fac-
tors of production (labor and land) to expand their production, but may draw
mainly on the existing stocks of intermediate products of the preceding stages

while entrepreneurs making losses dismiss workmen.
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Moreover, Hayek argues that it is not only possible for the changes which
Keynes attributed solely to changes in total profits to occur when total profits
in Keynes’ sense are absent, but it is also possible for total profits to emerge
for causes other than those contemplated in Keynes’ analysis. In other words,
it is not necessary for total profits to be the effect of a difference between
current receipts and current expenditure. Nor need every difference between
current receipts and current expenditure lead to the emergence of total profits.
For even if there is neither positive nor negative investment, yet entrepreneurs
may gain or lose in the aggregate because of changes in the value of capital
that existed before — changes due to new additions to or subtractions from
existing capital.

In Hayek’s view, it is such changes in the value of existing intermediate
products that act as a balancing factor between current receipts and current
expenditure. To put it another way, profits cannot be explained as the dif-
ference between expenditure in one period and receipts in the same period or
a period of equal length because the result of the expenditure in one period
will very often have to be sold in a period that is either longer or shorter than
the first period. It is indeed the essential characteristic of positive or negative
investment that this must be the case.

In Hayek’s view, another mischievous peculiarity of Keynes’ definition of
profits is that it implies that there exists some normal rate of remuneration of
invested capital that is more stable than profits. For Hayek’s, even granted it
is true, as it probably is, that the rate of remuneration of the original factors of
production is relatively more rigid than profits, it is certainly not true in regard
to the remuneration of invested capital. Hayek claims that Keynes arrived at
this view by an artificial separation of the function of the entrepreneurs as
owners of capital and their function as entrepreneurs in the narrow sense. For
Hayek, this kind of separation cannot be made, for the essential function of
an entrepreneur, i.e., that of assuming risks, necessarily implies the ownership
of capital. Besides, any new chance to make entrepreneurs’ profit is identi-
cal with a change in the opportunities to invest capital, and will always be
reflected in the earnings (and value) of capital invested.

It is such artificial separation, in turn, that is claimed to have led Keynes
not to an adequate explanation of the changes in the demand price offered by
the entrepreneurs for new capital, but only to an explanation of changes in
their aggregate demand for factors of production in general. More to the point,
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what would be missing in Keynes’ analysis is an explanation of the causes that
make investment approximately attractive. For Hayek, such explanation can
be reached only by means of a close analysis of the factors determining the
relative prices of capital goods in the different successive stages of production,
for the difference between these prices is the only source of interest; since this
is excluded from the outset if only total profits are made the aim of analy-
sis, Keynes’ aggregates can be conceived as concealing the most fundamental
mechanism of change.

To sum up, Hayek’s claim is that Keynes’ failure to realize the necessity
of dealing with the all-important problem of changes in the value of existing
capital is the main cause of his unsatisfactory treatment of profit. And it is
in this sense that I would suggest that Hayek’s capital-theoretic objections to
the fundamental equations can be seen as an early (maybe even the earliest)
attempt to challenge Keynesian macro outcomes by arguing that they lack

sound microfoundations.

Having assessed Keynes’ definition of profits, Hayek then turns to Keynes’
description and explanation of the process of investment, which he conceives as
lacking an adequate theory of capital and saving. For Hayek, Keynes’ analysis
of eventual changes in the direction of money flows (as between consumption
and saving) is misleading for it impinges on a rigid structure of production.
Hayek claims that the decision to save implies, and actually set in motion
through a fall in the interest rate, a transfer of factors of production into
more roundabout processes for producing consumption goods.

It should be recalled that Hayek expressed the ratio of capital employed in
production to output in terms of time, which meant that the use of a greater
amount of capital for a given process is to be regarded as prolonging it, or
making it more roundabout. Hence, Hayek says, a more careful analysis of
the reasons that make different stages of production approximately attractive
would have shown that changes in saving habits can never of themselves give
rise to total profits and losses in Keynes’ sense, or an eventual divergence
between investment and saving; for only a change in the effective amount of
money can do that, which implies that Keynes’ claim that investment and
saving can diverge depends on the banking system departing from monetary
neutrality.

Hence, Hayek’s criticisms were grounded on one major characteristic of the
Austrian tradition, namely, a close connection between the theories of capital
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and interest. Derived from the work of Bohm-Bawerk, such a connection was
intended to show how the market system would secure an optimal distribution
of resources not just at any moment in time, but also over time, the rate of in-
terest being a real phenomenon. Decisions to save are nothing but decisions to
give up a certain amount of goods now to secure the consumption of a greater
quantity of goods in the future, the rate of interest being the natural rate of
exchange between present and future goods.” In this framework, changes in
the structure of production, reflecting changes in intertemporal preferences,
occur smoothly provided money is kept neutral; that is, in the absence of
inflation or deflation by the banking system. In a word, unless the effective
amount of money is kept constant, the market rate of interest deviates from
the natural rate, so that producers receive price signals that do not reflect the

wishes of consumers.

Therefore, Hayek’s original contribution was the utilization of Wicksell’s
hypothesis of a divergence between the natural rate and the market rate of
interest as the starting point not of an analysis of the determination of the
general price level under static conditions, but of a dynamic analysis of dis-
equilibrium processes of a monetary economy where the structure of relative
prices and quantities produced is distorted by a continuous influx of newly
created money. In a word, Hayek tried to demonstrate on theoretical grounds
that changes in the quantity of money, by redistributing the money stream
among different goods, does have an effect on relative prices and, therefore, on
the distribution of productive resources between the different sectors and on
the quantities produced on the different kinds of goods. Indeed, these changes
in the structure of production and capital play a paramount role in Hayek’s
theory of the cycle.

To put it crudely, a typical cycle would unfold as follows. When banks
expand credit, thus lowering the market rate of interest, firms use this newly

9Assume, for instance, that there is an increase in a community’s desire to save, that is,
an increase in its preference for future over present goods. As such an increase will lower
the natural rate of interest, firms realize that production processes that are more roundabout,
that is, those which take a longer time to produce consumer goods, become profitable. Now,
a fundamental claim within the Austrian theory of capital is that more roundabouts methods
are also more productive ones, in the sense that they allow firms to produce more goods in
the future, thereby meeting the desires of consumers. On the other hand, the movement to
more roundabout methods of production also involves a change in the relative prices of a whole
range of producer’s goods, and these price changes bring about a change in the whole structure
of the capital stock: in Austrian parlance, goods of a higher order, that is, capital goods that
are further away (in time) from the production of first-order consumption goods, are added,
thus lengthening the structure of production.

Capital Controversy in the Birth of Macrotheory: the Keynes-Hayek Exchange in Retrospect 275



created purchasing power to begin lengthening the process of production, just
as if there had been a fall in the natural rate. But as all resources are fully
employed, resources are taken away from consumers who, unlike a situation in
which the natural rate has fallen, did not voluntarily reduce their real desired
consumption; rather, they were forced to consume less than they desired.
The partially unmet demand for current consumption goods, in turn, begins
to push up the prices of such goods relative to future goods, or, what amounts
to the same thing in the Austrian view, the market rate of interest starts rising.
This signals firms that their previous decisions to undertake more roundabout
investment projects are no longer profitable and must be abandoned before
they come to fruition, thus initiating the crisis, or slump, phase of the cycle.*®

It is in this sense that Hayek contended that Keynes’ was simply a version
of a forced-saving theory, Keynes being charged with having lifted the interest
rate story out of its original (i.e. Austrian) context.'* For Hayek, Keynes,

1045 o detailed account of Hayek’s cycle theory goes beyond the scope of this essay, I do not
discuss the implied view that such a crisis will, sooner or later, play itself out. An excellent
summary of Hayek’s cycle theory is delivered by Collona (1990), Cottrell (1994), Desai (1991)
and Desai & Redfern (1994). Collona (1990) focuses on the paramount role assigned by Hayek
to changes in the structure of production over the course of business cycle, and to the connec-
tion between such changes and the credit system. Cottrell (1994) sets out a clarifying formal
example of the kind of transition between structures of production that Hayek described. In
the same vein, Desai € Redfern (1994) deliver a simple numerical account of the equilibrium
traverse of a growing economy to clarify the analytical anatomy of Hayek’s famous triangle
diagrams. Desai (1991), in turn, argues that Hayek was engaged in the 1930s on a very am-
bitious research programme to integrate money and capital into Walrasian general equilibrium
theory, using the Austrian approach — Hayek wanted nothing less than an equilibrium theory of
the business cycle in a monetary economy with heterogeneous capital. Some similarities and
differences between Hayek’s and the contemporary real business cycle theory are aptly assessed
by Cochran & Glahe (1994), Rihl (1994) and Arena (1994).

Man interesting issue that would certainly deserve further elaboration is a comparative analy-
sis of the accounts of the role played by credit-money (and interest) in changes in the structure
of production provided by Hayek and Schumpeter. Even though such an analysis goes beyond
the compass of this essay, some idiosyncratic speculations may contribute to further research.
As I detailed elsewhere (Lima, 1996), credit-money plays a crucial role in Schumpeter’s theory
of development, for bank financing is a necessary condition if entrepreneurs are to introduce
innovations. In this sense, Schumpeter’s cycle theory, like Hayek’s, is based upon the non-
neutrality, as far as the structure of production is concerned, of money creation. Indeed, the
origins of both cycle theories can be traced back to Wicksell’s monetary theory, which is often
identified with the cumulative process expounded in his 1898 Interest and Prices. More pre-
cisely, in one of the few pages which Wicksell devotes to the effects of credit on accumulation,
thus relinquishing the hypothesis that the level and composition of income in the cumulative
process is stationary (i.e., that changes in the interest rate does not bring about any modifica-
tion in the techniques of production that entrepreneurs choose to adopt), it is suggested that
“it lies in the power of the credit institutions, acting in cooperation only with entrepreneurs,
to determine the direction of production and consequently the period of investment of capital”
(1936:155). However, Schumpeter’s approach, in which the incessant process of creative de-
struction via technological change plays a paramount role, in fact broke with the Austrian view
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having wrongly ignored the capital-theoretic basis of Wicksell’s theory, which
is based on Bohm-Bawerk’s, made a satisfactory analysis of investment quite
difficult for himself for the following reasons. First, he failed to discuss the
conditions that must be necessarily met to secure the effective continuation of
the existing capitalistic (i.e. roundabout) organization of production. Second,
he took the maintenance of the existing capital stock as a matter of course,
which it certainly is not, for it requires definite relationships between the prices
of consumption goods and the prices of capital goods to make it profitable to
keep capital intact. Finally, he separated the process of reproduction of the
old capital from the addition of new capital, and treated the former simply as
a part of current production of consumption goods, in defiance of the obvious
fact that the production of the same goods, whether they destined for the
replacement of, or additions to, the old stock of capital, must be determined
by the same set of conditions.

The origin of the problem, according to Hayek, is that instead of a horizon-
tal division between capital goods (or goods of higher stages) and consumption
goods (or goods of lower stages), Keynes attempted a vertical division, thus
counting that part of the production of capital goods that is necessary for
the continuation of the current production of consumption goods as a part
of the process of producing consumption goods, and only that part of the
production of capital goods that adds to the existing stock of capital as pro-
duction of investment goods. For Hayek, this analytical procedure created
serious difficulties when Keynes had to determine what was to be considered
as additional capital. The question is whether any increase of the value of the
existing capital is to be considered as such an addition — in this case, of course,
such an addition could be brought about without any new production of such
goods — or whether only additions to the physical quantities of capital goods
are counted as such an addition — a method of computation which becomes
clearly impossible when the old capital goods are not replaced by goods of
exactly the same kind, but when a transition to more capitalistic methods
brings it about that other goods are produced in place of those used up in
production.

in (at least) two fundamental ways. Firstly, by seeing (endogenous) money creation as a pos-
itive feature of a market economy, for it allows the latter to move beyond a circular flow and
thus to generate development. Secondly, by cutting the relationship posed by Béhm-Bawerk
between time and interest. As Schumpeter defined capital as a fund of purchasing power that
can be created ad hoc, rather than as a means of production, interest emerges as a monetary
phenomenon, rather than as a real one.
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It is in this context that Hayek attributes to Keynes the contention that
any divergence between investment and saving must arise from, and be equal
to, changes in the supply of money made available to entrepreneurs by the
banking system. It should be recalled that Keynes’ picture of the circulation
of money shows three points where disturbing spontaneous changes may be
initiated: (a) the rate of saving may change; (b) the rate of investment may
change; and (c) banks may pass on to investors more or less money than that
part of the savings that is not directly invested (and that part of the old
capital that is withdrawn from investment) but converted into bank deposits,
so that the total of money going to entrepreneurs as investment surpasses or
falls short of total savings. If only (a) changes, the effect will be that producers
on consumption goods receive so much or less for their output than has been
spent on its production. Provided that (c) remains at the equilibrium position,
the effect on the production of investment goods will be exactly the reverse
of the effect on the production of consumption goods.

A change in (a), therefore, will never give rise to total profits, but only
to partial profits balanced by equal losses, and only leads to a shift between
the production of consumption goods and the production of investment goods
that will go on until profits on both sides disappear. It can be seen that the
effect of changes in (b) will, if not accompanied by changes in either (a) or
(¢), be of exactly the same nature as of changes in (a). Positive profits on the
one hand and negative profits on the other will soon show that the deviation
from the equilibrium position existing before without a corresponding change
in (a) is unprofitable and will lead to a re-establishment of the former pro-
portion between the production of consumption goods and the production of
investment goods.

Thus, only a change in (c) will lead to total profits, which is also shown
by the formula for total profits given by equation (8). It is in this context
that Hayek wrongly attributed to Keynes the contention that the fact that
more (or less) money is being invested than is being saved is equivalent to
so much money being added to (or withdrawn from) industrial circulation.
As detailed below, Keynes’ argument is in fact that changes in saving or
investment can occur autonomously, so that cyclical movements can be set in
motion independently of changes in the money supply. It is worth pointing out
that an implication of Keynes’ position is that monetary policy can, by altering
the bank rate, be effective in counteracting cyclical fluctuations, a policy
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effectiveness argument that may have been the feature of Keynes’ analysis
that drew Hayek’s fire.

4. Keynes' Reply

In his reply to Hayek, Keynes (1931) denies to have claimed that the dif-
ference between saving and investment could be exactly measured by changes
in the quantity of money, corrected or uncorrected for changes in the velocity
of circulation or the volume of output or the number of times intermediate
products change hands.*” For Keynes, Hayek holds himself, and wrongly im-
plies that he (Keynes) also holds, that a monetary expansion is not merely a
possible cause of investment exceeding saving, but also (a) that it is a neces-
sary cause of this and (b) that the amount of the monetary expansion exactly
measures the excess of investment over saving and hence is exactly equal to
the amount of profits in Keynes’ terminology.

Keynes’ reply is that money may be advanced to entrepreneurs (directly
by the banks, or through the new issue market or by the sale by them of their
existing assets) either to meet losses or to provide for new investment, and that
statistics of the quantity of money do not enable us to distinguish between
the two cases. Besides, if an entrepreneur, desiring to be more liquid, sells
consols to a bank in exchange for a bank deposit and the bank does not choose
to offset this transaction but allows its deposits to be correspondly increased,
the quantity of money is changed without anything having happened either
to saving or to investment.

For Keynes, Hayek’s argument seems to run as follows. Voluntary saving
always finds its way into investment, for an increase in saving means, other
things being equal, a net increase of purchasing power directed to the buying
of investment goods. It does not, though, follow from this that voluntary
saving and investment are always equal. Hayek argues that if the banking
system increases the supply of money, additional funds will be available for
investment in excess of the amount provided by voluntary saving, with the

12 pe first part of Hayek’s review (Hayek, 1931a) made Keynes quite unhappy, for his copy
of that issue of Economica is among the most heavily annotated of the surviving copies of his
journals, with no less than 34 marks or comments on Hayek’s review. At the end of his copy
of the review, Keynes wrote: “Hayek has not read my book with the measure of ‘good will’
which an author is entitled to expect of a reader. Until he can do so, he will not see what I
mean or know whether I am right. He evidently has a passion that leads him to pick on me,
but I am left wondering what this passion is” (1973, v. 13, p. 243).
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result that investment will exceed saving, and contrariwise if the banking
system decreases the supply of money. In this context, investment due to
an increase in the quantity of money involves the public in a corresponding
amount of what may be called forced saving.'?

Thus, it is only a departure on the part of the banking system from what
Hayek calls neutrality that would be capable of upsetting the equilibrium
between investment and saving. Keynes replies that his view is that saving
and investment can get out of gear without any change on the part of the
banking system from neutrality as defined by Hayek. Such an imbalance may
arise merely as a result of the public changing their rate of saving or the
entrepreneurs changing their rate of investment, there being no automatic
mechanism in the economic system (as Hayek’s view would imply there must
be) to keep the two rates equal, provided that the effective quantity of money
is unchanged. As Keynes conceives it, a changing price level — due to an im-
balance between saving and investment, costs of production being unchanged
— merely redistributes purchasing power between those who are buying at the
changed price level and those who are selling at it, as compared with what
would have happened if there had not been a change in the relation between
saving and investment.

As for Hayek’s claim that Keynes neither propounded any satisfactory
theory of capital and interest nor built on any existing theory, Keynes’ reply
runs as follows. On the one hand, Keynes admits that this is quite true,
and agrees with Hayek that a development of this theory would be highly
relevant to his (Keynes’) treatment of monetary matters. On the other hand,
Keynes replies that no satisfactory theory of capital and interest had been

14

completed up that moment.™ In other words, though Keynes substantially

13 4 crippling objection to the forced savings argument and the distinction between natural
and money rates of interest set forth by Hayek, which constituted the theoretical core of his
Prices and Production, is provided by Sraffa (1932a), in which the role of money as a store
of wealth and the concept of a commodity’s own-rate of interest both play an important role.
One of the main arguments used by Sraffa was that Hayek’s notion of monetary neutrality
was theoretically unsound; the reason being that there is no such thing as an equilibrium (or
unique natural) rate of interest, but rather a multiplicity of commodity rates of interest all of
which can diverge from each other in disequilibrium. As a consequence, a non-monetary econ-
omy could also be subject to cyclical fluctuations. The interested reader is again directed
to the excellent contribution by Lawlor & Horn (1992).

M his rejoinder to Keynes, Hayek (1981b) argues that the obvious answer, of course, is
that even if we have no quite satisfactory theory we do at least possess a far better one than
that on which Keynes is content to rely, namely, that of Bohm-Bawerk and Wicksell. For
Hayek, Keynes neglects this theory not because he thinks it is wrong, but simply because he
has never bothered to make himself acquainted with it.
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conceded Hayek’s point, thus agreeing with him that a clear account of the
factors determining the natural rate ought to have a place in a completed
treatise on money, he also made the telling suggestion that his and Hayek’s
theories occupied different terrains: while Hayek’s was a theory of dynamic
equilibrium, marked by fluctuations of the natural rate, Keynes’ dealt with a
situation in which the market rate departs from the natural one.

It is for this compelling reason, I would like to submit, that Keynes rightly
neither tried to refute most of Hayek’s capital-theoretic objections to Keynes’
macrotheorizing in the TM nor embarked in a detailed analysis of Hayek’s
attempt, not only in his review of the TM but mainly in Prices and Production
(hereafter PP), to make an integration between capital theory and monetary
theory. More to the point, Keynes rightly charges Hayek’s book for tacitly
assuming that at every moment of time the market rate of interest is equal
to what the natural rate would be if the prevailing relationship of capital to
consumption were to be permanent, and if entrepreneurs were acting on this
latter assumption, without other errors of forecasting. For Keynes, it follows
that Hayek is not dealing with the case that he (Keynes) is mainly concerned,
that is, of what happens when the market rate of interest departs from the
natural one.

I will take up this issue later, but it is worthy of wonder right here to what
extent Keynes later development of a distinction between interest as the price
of money and the natural rate (though he abandoned the term) as the price
of capital was somehow born in those earlier elaborations on the implications
of a departure of the market rate from the natural rate. To put it more
precisely, one might wonder the extent to which that departure is due to the
fact that in a monetary economy the rate of interest is not, as Hayek had it,
the natural rate of exchange between present and future goods, but rather
the premium on present over future liquidity, as Keynes had it in the GT.
In this sense, one might venture that one of Hayek’s role in Keynes’ thought
process leading to the GT was to force out of Keynes the logical distinction
between a “monetary” and a “real exchange” economy, a distinctive feature of
the former being money as such having its price determined separately from
the price determination of capital assets.

Besides, Keynes interpreted some of Hayek’s capital-theoretic objections
as terminological disputes that do not have a bearing on the central theme of
the TM, and it is quite fair to say that Keynes clarified some terminological
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matters. For instance, (a) by showing that it is not the case that he contrasted
with the prices paid for the factors of production only the prices of finished
consumption goods, for his definition of new investment goods also includes
unfinished consumption goods; and (b) by showing that it is not the case
that he separated the process of the reproduction of the old capital from the
addition of new capital, for he reckons the wearing out of old capital as disin-
vestment and its replacement as investment. As for Hayek’s contention that
Keynes paid scarce attention to some real factors leading to the emergence of
profits such as the relative supply of intermediate products in the stages of
production and the changes in the value of the existing capital brought about
by new additions to that capital, I would venture that a possible reason why
Keynes did not deal with it regards his Marshallian treatment of profits. For
in the TM, as Amadeo (1989) correctly put it, equilibrium refers to Marshal-
lian long periods, in which windfall profits or losses (i.e. those experienced
whenever producers’ expectations are not fulfilled) and quasi-rents (i.e. dif-
ferences between the price, which in equilibrium equals the marginal cost of
production, and the average costs) do not exist.'

More generally, one might venture that a major reason why Keynes did
not feel compelled to reply to Hayek on capital-theoretic grounds lies in the
method of analysis underlying his macrotheorizing. To put it more precisely,
one might well submit that Hayek’s capital-theoretic objections to the funda-
mental equations for the value of money become somewhat illegitimate once
we realize the Marshallian nature of the analytical device adopted by Keynes,
namely, that of a single production period repeating itself ad infinitum apart
from the variations that it is desired to explain. Hence, Keynes’ (monetary)
macrotheory of capital can incorporate the relative price effects and changes
in the time structure of the production that, according to Hayek, only a (real)
microtheory of capital would be able to incorporate. Indeed, this is just one
sense in which one might suggest that the TM was spoiled by Hayek precisely
by being cast in the mould of Marshall instead of in that of Bohm-Bawerk.
In other words, Hayek’s fundamental disagreement with Keynes can be con-

151ndeed, Amadeo’s (1989) analysis of the transition from the TM to the GT convincingly

shows that the price versus quantity dichotomy is not an adequate basis for comparing these
two works, for the actual difference between them lies in their methods of analysis. As Amadeo
does not discuss, though, the Keynes-Hayek exchange, one is left to wonder to what extent, if
any, Hayek’s capital-theoretic criticisms played some role in the methodological shift from the
single-period analysis of the TM to the static equilibrium approach of the GT. I will tentatively
return to this issue later.
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ceived as being essentially methodological. What Hayek really rejected was
the core idea of a macrotheory, namely, the existence of stable relationships
among aggregate variables.

Not surprisingly, Hayek’s PP is predicated upon the notion that a truly
legitimate monetary theory should turn upon relative prices rather than an
aggregate price level, for Hayek’s viewed macro variables as epiphenomena
whose movement masks the micro forces that alone can explain them. In
this sense, Hayek’s capital-theoretic objections can be conceived as having
been raised against macrotheory as such rather than just Keynes’ specific
form of macrotheorizing. Indeed, Hayek’s views were much more radical than
most of those that surfaced in the huge debate over the microfoundations of
macrotheory in the 1970s, for they amounted to nothing less than the very
impossibility of doing macrotheoretic analysis as such.'®

Indeed, Hayek (1966) ended up admitting that the major reason why he
did not review the GT was that his disagreement with that book did not refer
so much to any detail of the analysis as to the general approach followed in
the whole book. Hayek admitted that the real issue was the validity of what
we now call macroeconomics, the significance of that book being that more
than any other single work it decisively furthered the ascendancy of macroe-
conomics and the temporary decline of microeconomic theory. For Hayek,
Keynes’ conceptions rest entirely on the wrong belief that there exist rela-
tively simple and constant functional relationships between such measurable
aggregates as total demand, investment, and output. Hayek replied that there
seems not only to exist no reason whatever to assume that those functions
will remain constant, but also that microtheory had already demonstrated
long before Keynes that they cannot be constant but will change over time
both in quantity and in direction. What these relationships will be, which
all macroeconomics must treat as quasi-constant, depends indeed on the mi-
croeconomic structure, especially on the relationships between different prices

16 The exchange between Keynes and Hayek in print resulted in further letters. At the end of
an inconclusive series of letters between them on definitions over the months December 1931 to
March 1932, Keynes can be quoted as manifesting in the following way his position regarding
the February 1932 second part of Hayek’s review, which argued that the model described in the
TM cannot explain a divergence between investment and saving: “Having been much occupied
in other directions, I have not yet studied your Economica article as closely as I shall. But,
unless it be on one or two points that can perhaps be dealt with in isolation from the main is-
sue, I doubt if I shall return to the charge in Economica. I am trying to re-shape and improve
my central position, and that is probably a better way to spend one’s time than in controversy”
(1973, v. 13, p. 266).
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which macroeconomics systematically disregards. They may well change very
rapidly as a result of changes in the microeconomic structure, and conclu-
sions based on the assumption that they are constant are bound to be very
misleading.'”

Hayek’s (1931) capital-theoretic objections to underconsumption theories
of crises, for instance, illustrate his position regarding the misleading nature
of the concept of aggregate demand. In his view, to say that savings will
never lead to a corresponding increase in investment because they involve a
decline in the demand for consumers’ goods is the most typical underconsump-
tionist fallacy. Though it is true that the relative magnitude of the demand
for producers’ goods for a particular industry will depend upon the demand
for the product of that industry, it is not true that the demand for capital
goods in general is directly determined by the magnitude of the demand for
consumers’ goods. In his view, the magnitude of the aggregate demand for
producers’ goods is not a simple derivative of the aggregate demand for con-
sumers’ goods, for any given demand for consumers’ goods can lead to methods
of production involving very different demands for producers’ goods, and the
particular method of production chosen will depend upon the proportion of
the total wealth not required for immediate consumption.

5. Keynes' Immunization of the General Theory

As I stated it earlier, a main purpose of this essay is to discuss the Keynes-
Hayek debate from a capital-theoretic perspective with a view to very tenta-
tively evaluate to what extent some of the macro conclusions drawn by Keynes
from the fundamental equations for the value of money are undermined by
Hayek’s objections. As I am primarily concerned with the analytical tools
which Keynes created for the explanation of dynamic processes and the trade

7 on Keynes’ macro approach, Hayek (1966:289) would write later: “Though with its re-
liance on apparently measurable magnitude it appears at first more scientific than the older
micro-theory, it seems to me that it has achieved this pseudo-exactness at the price of disre-
garding the relationships which really govern the economic system. Ewven though the schemata
of micro-economics do not claim to achieve those quantitative predictions at which the ambi-
tions of macro-economics aim, I believe by learning to content ourselves with the more modest
aims of the former, we shall gain more insight into at least the principle on which the complex
order of economic life operates, than by the artificial simplification necessary for macro-theory
that tends to conceal nearly all that really matters” (original emphasis). This methodological
side of the Keynes-Hayek debate is further discussed in Bresser Pereira & Lima (1996), now
in the context of the stormy contemporary debates on the issue of the microfoundations of
macrotheory.
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cycle rather than with his actual explanation of those processes, I discuss
neither Keynes’ detailed analysis of the dynamics of the price level and the
transition from one position of equilibrium to another nor the second part of
Hayek’s review (1932a), which deals with those aspects of Keynes’ analysis.
Nonetheless, I would venture that though Keynes, symptomatically enough,
did not reply to the second part of Hayek’s review of the TM (1932a), and
instead sicked Sraffa on a review of PP, Hayek’s capital-theoretic objections
against the TM may have left some impression on Keynes, thus having trig-
gered a thought process that culminated in some distinctive features of the
GT.'®

In my view, Keynes’ successful attempt to distinguish the factors deter-
mining the rate of interest as a purely monetary phenomenon from the real
productive forces determining the marginal efficiency of investment and the
rate of profits is a major case in point. Indeed, one of Keynes’ main moti-
vations in the GT was to refute the loanable funds theory, for it conflicted
directly with his principle of effective demand, which implies that the equal-
ization between investment and saving is brought about by changes in income,
and not in the rate of interest. Keynes accomplished this by developing his
own liquidity preference theory of interest, proposing that the interest rate is
determined by the supply and demand for liquidity, and not by the supply
and demand for funds, thus avoiding the capital-theoretic problems associated
with his employ of the Wicksellian theory which Hayek had pointed out.

Since in the Hayekian system money is useless except for transactional
reasons, and whatever is produced will be necessarily consumed, interest rate
is not a monetary phenomenon. People make supposedly rational decisions
today regarding how much they want to consume now and — by saving — in

8 A5 Keynes himself admitted in the preface to the GT, even though the TM had made some
progress towards pushing monetary theory back to becoming a theory of output as a whole, it
failed to deal thoroughly with the effects of changes in the level of output. He then goes on to
admit that his fundamental equations for the value of money were an instantaneous picture
taken on the assumption of a given output. Indeed, they attempted to show how, assuming
output as given, forces could develop which involved a profit disequilibrium and thus require
a change in the level of output. In the TM, however, as Keynes himself admitted, the sub-
sequent dynamic development, as distinct from the instantaneous picture, was left incomplete
and extremely confused. The GT, in turn, had evolved into into what is primarily a study
of the forces that determine changes in the sale of output and employment as a whole. As
Keynes himself put it, a monetary economy is essentially one in which changing views about
the future are capable of influencing the quantity of output and employment and not merely
their direction. In other words, in a monetary economy future levels of effective demand
will be affected by changing views about the future precisely because purchasing power can be
effectively transferred through time.
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the future. In the Hayekian accumulation story, that is to say, consumers are
simply trading less consumption today for more consumption in the future,
with the time structure of production having to change accordingly. To the
extent that money is simply an exchange device in this story, the rate of
interest is merely the rate at which present consumption is preferred over
future one, that is, it is nothing but a real measure of the attendant adjustment
in the time structure of production. In Keynes’ monetary, demand-driven
economy money does affect real decisions in a lasting manner, while decisions
regarding whether to spend (and firms’ expectations about those decisions)
are the ultimate determinants of output and employment.

Therefore, the rate of interest has an intertemporal nature both in Hayek’s
and in Keynes’ approach, even though in each case it is a price that measures
agents’ intertemporal preferences over different sorts of things. In Hayek’s
pseudo-monetary economy — where all that matters in the ultimate are real
values — interest rate cannot have but a real determination, whereas in Keynes’
monetary economy interest rate is necessarily a monetary phenomenon. For
in a world — our world, by the way — where the future of the economy is
inescapably clouded with uncertainties, agents’ decisions not to spend now
do not automatically place an order for consumption in some pre-determined
time in the future, as Hayek had it. Rather, it is a decision meaning that
agents want to be able to spend their monetary assets whenever they please;
agents’ desire for liquidity as such meaning therefore that they want to have
the freedom to spend whenever they feel like doing so.

In the classical view, the rate of profit on capital (i.e., the natural rate of
interest) is determined by real economic forces embodied in saving function
and marginal product of capital curves, while the actual, or money, rate of
interest is assumed to fluctuate around and gravitate toward this real rate
of return. In this context, as Kregel (1991) cogently put it, a fundamental
proposition in the GT is the clear separation of the determinants of the interest
rate from those of the return to capital, that is, the separation of the interest
rate from the marginal productivity of capital. Indeed, Keynes insisted that
his theory was the direct opposite of Wicksell’s, in which the natural or real
interest rate, which would be established in the absence of money, determined
the nominal or money interest rate in equilibrium. Keynes not only reversed
the causal link between the real and the money interest rate, he also rejected
the idea of a real interest rate or a marginal physical productivity of capital.
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For Keynes, it is money that is the real variable and the money interest
rate that determines the real rate or, as he called his version of the concept,
the marginal efficiency of capital. In this sense, Keynes cut both the money
interest rate and the real interest rate free from any objective or real physical
factors associated with the technical aspects of the production process.

As Keynes demonstrated in chapter 11 of the GT, which deals with the
marginal efficiency of capital, the idea of marginal product of capital involves
enormous difficulties as to the definition of the physical unit of capital, which
he believed to be both insoluble and unnecessary. Instead, Keynes developed
the notion of marginal efficiency of capital, which is a monetary-expectational
notion defined as that rate of discount that would make the present value of
the series of annuities given by the returns expected from the capital asset
during its life just equal to its supply price. Indeed, in this way the yield
of an investment in a particular asset is specified by one summary number.
However, Keynes asks the reader to note at once that neither the knowledge of
an asset’s prospective yield nor the knowledge of the marginal efficiency of the
asset enables us to deduce either the interest rate or the present value of the
asset. Rather, we must ascertain the rate of interest from the monetary side
of the system, and only then we can actually value the asset by capitalizing its
prospective yield. That being the case, as Keynes would elaborate later, the
rate of interest on money plays a peculiar part in setting a limit to the level
of employment, for it sets the standard to which the marginal efficiency of a
capital-asset must attain if it is to be newly produced. Actually, capital has
to be kept scarce enough in the long-period to have a marginal efficiency that
is at least equal to the interest rate for a period equal to the life of capital, as
determined by psychological and institutional conditions. Keynes, however,
pointed to the rising supply price of capital goods when investment is increased
— due to the positively-sloped short-period supply curves for these goods — as
the rationale for his downward-sloping marginal efficiency of capital curve.
Admittedly, underlying Keynes’ reasoning seems to be an implicit acceptance
of the neoclassical emphasis on the law of decreasing marginal returns which
is not fully compatible with his own criticism of a physical productivity of
capital.'® However, the reason why capital itself is kept scarce in the long-
period is not related to its productive capacity in the physical sense, but to
the competition of the rate of interest on money.*°

1944 correctly pointed out by one of the referees.

20Keynes would detail in chapter 16: “It is much preferable to speak of capital as having a
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It is in this sense that I would suggest that Keynes’ can be interpreted as
a monetary theory of capital (and thus profits), in contrast, for instance, to
the real theory of capital proposed by Austrian economists like Hayek. For in
a monetary (i.e., indirect exchange) economy, in which output determination
is regulated by the principle of effective demand, the owner of wealth desires
not a capital-asset as such, but actually its prospective yield, the latter wholly
depending on the expectation of future effective demand in relation to future
conditions of supply. In a monetary economy, therefore, it is the notion of
marginal efficiency of capital, rather than the notion of marginal productivity
of capital, which is the really relevant one insofar as investment determination
is concerned. Indeed, in a monetary economy the rate of interest at which the
value of a capital-asset is ascertained (by capitalizing its prospective yield)
is itself cut free from whatever objective physical factors associated with the
technical aspects of the production process. While in Keynes’ monetary econ-
omy the value of capital is determined by its ability to generate money flows
rather than goods, in the pseudo-monetary economy of Hayek, where there are
no intrinsic realization problems whatsoever, the value of capital is determined
by its ability to produce goods — since these will be sold anyway.>!

Arguing along similar lines, Keynes consistently rejected, in the appendix
to chapter 14 of the GT, Hayek’s notion that changes in the rate of inter-
est can be identified with changes in the relative price levels of consumption
goods and capital goods. Underlying such a notion, Keynes says, is a dras-
tic simplification through which the marginal efficiency of capital is taken as
being measured by the ratio of the supply price of new consumers’ goods to
the supply price of new producers’ goods, this being then identified with the
interest rate. Hence, a fall in the ratio of the price of consumers’ goods to
the price of producers’ goods is argued by Hayek to be favorable to invest-

yield over the course of its life in excess of its original cost, than as being productive. For
the only reason why an asset offers a prospect of yielding during its life services having an
aggregate value greater than its initial supply is because it is scarce; and it is kept scarce be-
cause of the competition of the rate of interest on money. If capital becomes less scarce, the
excess yield will diminish, without its having become less productive — at least in the physical
sense” (1986:2183, original emphasis).

2L It 4s worth pointing out, especially in light of Hayek’s capital-theoretic objections to Keynes’
analysis of the emergence of profits in the TM, that the value of capital was already cut free
from physical factors in that book. As I detailed on section 2, Keynes already conceived of the
value of capital goods as depending on the interest rate at which the prospective income from
them is capitalized. However, since the core notions of effective demand, marginal efficiency of
capital and interest rate as a monetary phenomenon were still to be developed, one might sug-
gest that, in some sense, Keynes’ monetary analysis of capital (and profits) was not fully
insulated against Hayek’s objections yet.
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ment, and by these means a link is established between increased saving by
an individual and increased aggregate investment. For it is common ground,
Keynes concedes, that increased individual saving will cause a fall in the price
of consumers’ goods, and, quite possibly, a greater fall than in the price of
producers’ goods; so that, according to Hayek’s reasoning, it does mean a re-
duction in the rate of interest that will stimulate investment. But, of course,
Keynes promptly replies, a lowering of the marginal efficiency of particular
capital assets, and hence a lowering of the schedule of the marginal efficiency
of capital in general, has exactly the opposite effect to what Hayek’s reasoning
assumes: for investment is stimulated either by a raising of the schedule of
the marginal efficiency or by a lowering of the rate of interest.

That being the case, chapter 17 of the GT is intended to show that it is
the money rate of interest, established primarily by monetary forces, which
rules the roost, thus becoming the controlling factor that regulates the rate of
return of physical capital. For Keynes, the reason why money rules the roost is
precisely that its output does not readily increase when its own rate of return
exceeds that of other assets. More precisely, the basic idea of chapter 17,
which Keynes owed to the Sraffa-Hayek debate, is that the marginal returns
to money, not just in any period, but also over time, do fall less than that of
capital as output expands, this being due to money having a unique liquidity
premium, allied to negligible elasticities of production and substitution.

As Keynes would reaffirm later in his 1937 reply to early critics of the GT
(1973, v. 14, p. 122-3), in a monetary economy governed by the principle of
effective demand it is rather the interest rate that determines the marginal
efficiency of capital. For the latter depends on the price of capital assets,
and since this price determines the rate of new investment, it is consistent
in equilibrium with only one given level of money income. In Keynes’ view,
this implies that any approach which tacitly (or not) assumes that income is
given, namely, at the level corresponding to the employment of all the avail-
able resources — like the classical and, I would add, the Hayekian — is actually
one equation short of what is required to give a solution; it is, therefore, inca-
pable of dealing with the general case where employment is liable to fluctuate.
Indeed, Keynes closed chapter 17 by noting that in the TM he had defined a
unique rate of interest, which he called the natural rate of interest — namely,
the rate of interest which preserved equality between investment and saving
— with a view to provide a development and clarification of Wicksell’s natural
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rate of interest. However, Keynes admits that he had overlooked the fact that
in any given society there is, on this definition, a different natural rate of
interest for each hypothetical level of employment. And, similarly, for every
rate of interest there is a level of employment for which that rate is the natu-
ral rate, in the sense that the system will be in equilibrium with that rate of
interest and that level of employment.>*

Keynes argues that since the equalization between investment and saving
is brought about by changes in the level of income, and not by changes in the
rate of interest, the level of employment at which that rate is the natural rate
may well be below full employment: “Thus it was a mistake to speak of the
natural rate of interest or to suggest that the above definition would yield a
unique value for the rate of interest irrespective of the level of employment.
I had not understood then that, in certain conditions, the system could be
in equilibrium with less than full employment” (1936:242-3). Keynes then
states his new position as follows: “I am now no longer of the opinion that
the concept of a “natural” rate of interest, which previously seemed to a most
promising idea, has anything very useful or significant to contribute to our
analysis. It is merely the rate of interest that will preserve the status quo;
and, in general, we have no predominant interest in the status quo as such”
(1936:243).2¢

On the other hand, it is fair to say that the monetary theory of pro-
duction presented by Keynes in the GT works out the implications of the
non-neutrality of money in a direction that is foreign to Hayek’s views regard-
ing the major purpose of the monetary theory. More precisely, while Hayek
believed that its major purpose is to analyze the role played by the elastic-
ity of the credit system in the changes in relative prices leading to (cyclical)
changes in the time structure of the production, Keynes believed that that
purpose is to provide a background for a macroeconomic theory of changes

221t §s worthy of underline the symmetry between Keynes’ critique of Wicksell’s unique nat-

ural rate and Sraffa’s critique of Hayek’s unique natural rate. Indeed, while Sraffa pointed out
that in a multi-commodity world to each commodity a natural rate will correspond, Keynes
can be interpreted as meaning that in a monetary economy — in which the principle of effective
demand implies that the equalization between investment and saving is brought about through
changes in income rather than in interest rate — to each hypothetical level of employment a
natural rate will correspond.

2 In turn, in the preface to the German edition of the GT (1973, v. 7, p. zzvi) Keynes referred
to Wicksell as having engaged in the most important unorthodox discussion on theoretical lines.
But he then argued that Wicksell’s followers were mainly Swedes and Austrians, the latter of
whom combined Wicksell’s ideas with specifically Austrian theory so as to bring them in effect,
back again towards the classical tradition.
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in the scale of output and employment.** As a corollary, they ended up pro-
viding different answers for the question of what changes in the conclusions
of moneyless classical theory are required once the non-neutrality of money is
considered. For Hayek, as detailed earlier, the elasticity of the credit system
inevitably leads to cycles marked by persistent disequilibria in the time struc-
ture of production of a monetary economy, whereas Keynes saw the latter as
being subject not only to cyclical imbalances, but as typically operating below
full employment.=®

To put it another way, while for Hayek the very self-adjusting tendencies
envisaged by classical economics may be temporarily suspended in a monetary
economy, Keynes’ position is more radical in the sense that it means that
those self-adjusting mechanisms are permanently suspended; in a word, while
Keynes felt that monetary influences will persist over time, Hayek felt that
they cannot, for sooner or later the real (i.e. productive) forces will eventually

24 In his reply to Hayek’s review, Keynes, while disagreeing with him on several issues, quoted
with approval the following passage from PP: “[T]he task of monetary theory is a much wider
one than is commonly supposed (...) its task is nothing less than to cover a second time the
whole field which is treated by pure theory under the assumption of barter, and to investi-
gate what changes in the conclusions of pure theory are made necessary by the introduction
of indirect exchange. The first step towards a solution of this problem is to release mone-
tary theory from the bonds which a too narrow conception of its task has created” (19386:127).
However, what Keynes already meant by such a release was something orthogonal to Hayek’s
views. Indeed, Keynes would then search for a monetary macrotheory of output and employ-
ment, whereas Hayek’s was a monetary microtheory of the allocation of given resources. As
Keynes put it in the Preface to the GT: “When I began to write my Treatise on money I was
still moving along the traditional lines of regarding the influence of money as something so
to speak separate from the general theory of supply and demand. When I finished it, I had
made some progress towards pushing monetary theory back to becoming a theory of output as
a whole” (1978, v. 7, p. zxii).

%% Desai (1991) complains that since Keynes’ GT over-took Hayek in the race to integrate
money into the theory of output and employment, the Keynesian revolution ended up ostra-
cizing capital theory, especially as regards the problems caused by heterogeneity of capital and
disequilibria in the structure of production. For Desai, J. B. Clark’s theory of the aggregate
production function with malleable capital won the day over Béhm-Bawerk’s theory of capital
as produced means of production. Paradozically, though, it is then argued, it was this battle
that Keynes’ Cambridge fought with the other Cambridge in the 1950s and 1960s: during that
debate, several questions raised by Hayek came back via Sraffa, who brought back heterogeneous
capital goods, i.e. commodities produced by commodities. A detailed discussion of this issue
goes beyond the compass of this essay, but I would like to warn the reader to the effect that
one should not take UK Cambridge’s capital critique as validating Hayek’s plea for the imper-
ative of focusing on changes in the time structure of production when doing macroanalysis.
Indeed, UK Cambridge’s major concern regarding both meaning and measurement of capital
in an aggregate production function (i.e. the logical impossibility of having a measure of cap-
ital that is itself independent of prices and distribution) does apply to Hayek’s framework as
well. As shown in Garegnani (1990), one implication of Sraffa’s capital critique is precisely
that there is no necessary inverse relationship between the rate of return and the degree of
roundaboutness.
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dominate those purely monetary influences. So that it is in this precise sense
that I would submit that Hayek’s is in fact a pseudo-monetary theory of
production and employment as a whole. Even though Hayek believed that only
money allows an account of a disequilibrium situation different in character
from the adjustment problems raised by any other real factor, Hayek’s theory,
by focusing exclusively upon changes in the structure of production, is actually
a supply-side pseudo-monetary microtheory of production. Keynes’, in turn,
by focusing on the search for liquidity affecting effective demand, can be seen
as a demand-side monetary macrotheory of production.

Besides, the manner monetary disturbances are introduced in the Hayek
cycle story is somehow ad hoc. To put it directly, why should firms be induced
to create unwanted investment in the first place, that is to say, why should
they suddenly start confusing the bank rate with the natural rate? Most
importantly, since the accompanying increase in the degree of roundaboutness
represents an actual increase in the productive efficiency of the system, why
will income-receivers refuse to buy those new goods? Although a true-believer
in the Hayek cycle story might well reply that the problem is actually that
the degree of roundaboutness has increased in the wrong direction — that is,
the system is now producing the wrong kinds of goods — the question would
still remain regarding why should we assume that consumers will stick to their
previous plans instead of taking advantage of the newly (and less expensive)
goods. Moreover, once we assume that they will stick to their previous plans
no matter what happens in the next period, why should firms be induced to
make undesired investments and expand productive capacity in a direction
that sooner or later will prove wrong anyway?>°

As T detailed elsewhere (Lima 1992, 1993), a central feature of Keynes’
monetary economy, as presented in the preparatory material for the GT, is
that in it money allows receivers of income to divorce the act of purchasing
goods from the act of selling the services of their income-earning endowments.
Indeed, such an idea is a distinctive feature of chapter 16 of the GT, in which
Keynes argued that an act of saving does not mean a substitution of future
consumption demand for present consumption demand, but it is rather a net
diminution of such demand. For Keynes, it is simply not true that current
investment is promoted by individual saving to the same extent as present
consumption is diminished, the reason being that an act of saving implies a

261 owe to Alain Parguez the cogent suggestion to criticize the Hayek story along these lines.
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desire for wealth as such, that is, for a potentiality of consuming an unspecified
article at an unspecified time. It is clear that Keynes’ position implies a
denial of Hayek’s (amongst others’) notion that the interest rate adjusts to
ensure that every fraction of current income not spent on consumption is
automatically channeled into investment. Indeed, chapter 16 anticipates the
discussion of the following chapter by noting that it is the interest rate that
governs the yield on real assets, and it does that precisely by keeping them
scarce enough to earn a rate of return at least equal to the rate of return on
money.

Moreover, Keynes’ “sundry” (as he put it) observations on the nature of
capital in chapter 16 challenge some basic conceptions of Austrian capital
theory, especially the notion that more roundabout methods of production,
by allowing firms to produce more goods in the future, are also more pro-
ductive ones. For instance, Keynes claimed that even if saving consisted not
merely in abstaining from consumption but in placing simultaneously a spe-
cific order for future consumption, its immediate effect would still be adverse
to employment. In principle, in that case the expectation of some future yield
from investment would be improved, and the resources released from prepar-
ing for present consumption could be turned over to preparing for the future
consumption. However, Keynes replies, they would not necessarily be on a
scale equal to the amount of resources released, since the desired interval of
delay might require a method of production so inconveniently roundabout as
to have an efficiency well below the current rate of interest. On the other
hand, even though Keynes admits that some lengthy or roundabout processes
are physically efficient, he correctly notes that so are some short processes,
which means that lengthy processes are not physically efficient because they
are long. Invoking Marshall’s objections to Bohm-Bawerk, Keynes points out
that some, probably most, lengthy processes would be physically very ineffi-
cient, for there are such things as spoiling or wasting with time.

More importantly, Keynes, having showed that it is not the case that more
roundabout methods are necessarily more productive ones, invoked his princi-
ple of effective demand to undermine the Austrian supply-side notion that sav-
ings generate investment in a much more damaging way. Even though Keynes
did not hesitate to concede that the optimum amount of roundaboutness be-
ing given, entrepreneurs will, of course, select the most efficient roundabout
processes, he cogently pointed out that the optimum amount itself should be
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such as to provide at the appropriate dates for that part of consumers’ demand
that it is desired to defer. In optimum conditions, that is to say, production
should be so organized as to produce in the most efficient manner compatible
with delivery at the dates at which consumers’ demand is expected to become
effective. Or, as Keynes put it, “it is no use to produce for delivery at a
different date from this, even though the physical output could be increased
by changing the date of delivery; except in so far as the prospect of a larger
meal, so to speak, induce the consumer to anticipate or postpone the hour of
the dinner” (1936:215). Even though Keynes did not make reference to Hayek
at this juncture, the careful reader will realize that Keynes’ principle of effec-
tive demand, which is the true principle in a monetary economy, undermined
Hayek’s capital-theoretic conceptions. In fact, I would say that this is just
another way of disclosing the pseudo-monetary nature of Hayek’s production
theory.

Indeed, the pseudo-monetary nature of Hayek’s production theory is un-
veiled also in Parguez’s (1996) forceful critical analysis of the scarcity principle
underlying Hayek’s theory of money and credit. Based upon his own version of
the French theory of the monetary circuit, which is in turn partially grounded
on the TM, Parguez consistently derives an anti-Hayekian theorem showing
that thriftiness will actually increase the scarcity of capital: an increase in ab-
stinence relative to income will generate a cumulative increase in thriftiness
whose ultimate outcome is a fall in investment, thriftiness thus leading to in-
creased scarcity by preventing the creation of real productive wealth. In this
sense, the theory of the monetary circuit makes fuller sense of Keynes’ major
claim regarding the independence of investment with respect to savings in a
monetary economy where output determination is governed by the principle
of effective demand. In fact, Parguez undermines on logical grounds Hayek’s
plea for money neutrality (as a prerequisite for some smooth coordination of
plans through the market order) by showing that money cannot be a neutral

exchange money in a monetary economy.*”

When viewed from the fruitful perspective of the theory of the monetary
circuit, therefore, Keynes’ metaphorical reference to profits as a widow’s cruse

27By calling upon circuitist-type arguments, though, I am not intending to tmply that the
whole circuitist interpretation of Keynes’ economics is fully compatible with the post-keynesian
one which is mostly guiding the line of argumentation of this section. In fact, the view of the
macroeconomy as a monetary circuit has also been called upon, for instance, to question the
very plausibility of explanations of involuntary unemployment based on liquidity preference,
and I direct the reader to Costa (1998) for a thought-provoking questioning along these lines.
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and to losses as a Danaid jar can be set immune to most of Hayek’s capital-
theoretic objections. For in contrast to Hayek’s classical view that the less
firms spend, the more profits they could earn, Keynes saw profits as an effect
of the rest of the situation rather than a cause of it. Besides, Parguez shows
that a coherent analysis of demand-driven changes in the production structure
can be provided by the framework of the monetary circuit without relying
upon any scarcity theory of capital, thus providing further support to my
contention that Keynes’ monetary macrotheory of capital can deal with the
kind of relative price effects and changes in the time structure of production
that, according to Hayek, only a real microtheory of capital would be able
to. But while in the Hayek story the system is pictured as a real circuit
whose production dynamic is not affected by money in any lasting way, in
the Keynes story money is itself a real feature of the system. Admittedly,
the real configuration of the Hayekian system may be temporarily affected
by monetary perturbations — thus the business cycle — but the influence of
money will not last for long, for sooner or later the real forces will reassert
themselves.

Further, one might well wonder to what extent, if any, Keynes’ decision
to pursue a short period analysis in the GT, which meant to assume as given
the quantity and quality of the capital stock, can be seen as a further attempt
to somehow immunize his macrotheory of investment and output from Aus-
trian capital-theoretic objections. Even though there is certainly more to that
decision than such an attempt, I would nonetheless invite the reader to con-
template the possibility of seeing the aforeoutlined basic features of Keynes’
cursory analyses of changes in the capital stock in chapters 16 and 17 — which
moved his general theory from the Marshallian short-run fixed capital stock
to a longer-run changing capital stock — as making them immune to those
objections. But in any case, a question that would certainly deserve a much
more careful examination regards to what extent the operation of the multi-
plier, which plays a crucial role in the quantity-adjustment process described
in the GT, is sensitive to capital-theoretic objections such as Hayek’s. For a
possible Hayekian objection to the multiplier is that its actual operation is
likely to trigger changes in the relative prices across the stages of production
that may require a microtheory of investment along Austrian lines.

In turn, it is somewhat surprising that an avowed libertarian like Hayek
conceived of economic agents as well-behaved slaves to a given intertemporal
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structure of production, which is seemingly implied by his logical theory of
interest rate determination as a real phenomenon. Indeed, it is ironic that a
champion of individual freedom like Hayek saw the entrepreneurial activity as
ultimately subject to the technical requirements of the production structure.
As seen above, in Hayek’s approach income-receivers are supposed to be able
to set their intertemporal structure of consumption through the determina-
tion of the natural rate of interest which in turn determines the saving rate
— which is nothing but the share of current income diverted to the acquisi-
tion of consumption goods; with the length of the production process being
perfectly and automatically equal to the delay between current spending and
postponed spending. In Keynes’ monetary, demand-driven economy, in turn,
money affects real decisions in a decisive way, with decisions regarding whether
to spend (and firms’ expectations about those decisions) being the ultimate
determinants of output. Given that the future of the economy is clouded with
uncertainties, an agent’s decision not to spend now does not automatically
place an order for consumption in some pre-determined time in the future,
as Hayek mistakenly had it. Actually, liquidity is a bottomless sink to any
purchasing power drained from the expenditure circuit: an agent’s desire for
liquidity as such means that what she wants is precisely to have the freedom
to exercise her purchasing power whenever she feels like. Indeed, Keynes’
liquidity preference theory sees the rate of interest as a premium for parting
with liquidity — general and abstract purchasing power, so to speak — rather
than as a premium for parting with saving. Unlike in the Hayek story, there
is no saving contract in a monetary production economy precisely because the
interest rate cannot be relied upon to automatically transform any leakages
into injections. In this sense, one cannot but wonder what led a libertarian like
Hayek not to allow agents to have such discretionary power in their spending

decisions.

In some sense, therefore, Hayek could not build a really genuine micro-
foundation for his capital theory anyway, the reason being that microplans are
actually enslaved to the whole neo-Wicksellian macrostructure. When Hayek
focused on coordination problems, for instance, he was proclaiming a type
of market order that encapsulated a hidden neo-Wicksellian macrostructure,
with the market being the most effective device to force agents to fear and re-
spect the technical requirements of a logically given — meaning independently
of agent’s expenditure decisions — intertemporal structure of production. In
the Keynes story, in turn, money does affect motives and decisions and the
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adjustment between investment and saving is brought about by changes in
income rather than chances in some interest rate determined by the forces
of productivity and thrift. In this sense, it is somehow amazing to read a
libertarian like Hayek dismissing a view claiming the supremacy of agents’
spending decisions in output determination. For in the Hayek story, though
agents are supposed to make perfectly rational intertemporal plans, output
at a point in time is given in their decision plans, with output determination
following the logic underlying a pure Say’s law economy.>®

6. Season Finale

This essay was intended to address the Keynes-Hayek exchange from a
capital-theoretic perspective with a view to very provisionally evaluate the
extent to which some of the macro results derived by Keynes from the funda-
mental equations for the value of money were really undermined by Hayek’s
objections. Indeed, the above discussion shows that the extent to, and the
direction towards, which Keynes’ theoretical ideas were somehow shaped in
the intense intellectual debate between himself and Hayek is a research agenda
whose importance goes well beyond the limits of the historiographic curiosity.
For instance, one cannot simply walk away from the fact that the dynamic
interactions between monetary changes and changes in the structure of pro-
duction emphasized by Hayek poses a provoking set of issues to those involved
in the elaboration of a post Keynesian, monetary approach to cyclical growth
and distribution.

For Hayek’s approach is predicated upon the conviction that crucial ques-
tions about the role of money and time cannot be effectively addressed either
in simple quantity equation-type models or in equilibrium growth models with

282 fuller appreciation of the Keynes-Hayek theoretical controversy would certainly include
an examination of Hayek’s The Pure Theory of Capital (1941). While PP provided just a
stylized description of changes in the intertemporal pattern of the capital structure, that book
was intended to be a more formal and comprehensive analysis of the very centrality of the
capital issue in questions related to the ability of markets to coordinate economic activities.
Even though Hayek (1941) does not make any direct reference to his earlier 1931-32 debate
with Keynes, some parts of Keynes’ GT are as well criticized along capital-theoretic lines,
e.g. Keynes’ liquidity preference theory of interest rate. More precisely, Hayek argues that
the liquidity preference curve cannot be regarded as independent of the productivity of the in-
vestment but merely conceals or rather includes a productivity element, the reason being that
how much people are willing to hold as liquidity reserves depends inter alia on how much they
can invest at a given rate of return. However thought-provoking this criticism to Keynes’
liquidity preference theory, it will have to be the subject of a future research — for which I
invite the reader to stay tuned.
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a single homogeneous capital good, for those questions cannot be effectively
addressed in models without addressing issues in capital theory and the time
structure of production as well.** To what extent, if any at all, a post Keyne-
sian approach to growth and distribution must be predicated upon such con-
viction as well, this is a question that does deserve careful consideration.>* At
this stage, I would merely suggest that a potentially promising starting point
would be a careful analysis of the reasons that may have led Kaldor to abandon
Hayek’s capital theory in the 1930s, thus dropping all capital-theoretic consid-
erations from his subsequent Keynesian contributions to growth and distribu-
tional dynamics, when he was, according to Desai (1991), the only economist
in position to actually bridge the gap between Keynes’ short run analysis of
output with a given capital stock and the long run theory of growth and cy-
cles with technical progress, heterogeneous capital and money that Hayek was

striving for.*!
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