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 Money, Banking and Dynamics:

 Two Wicksellian Routes from Mises to Hayek and

 Schumpeter

 By AGNES FESTRP*

 ABSTRACT. This paper examines and compares, in both historical and

 theoretical perspectives, Hayek's and Schumpeter's accounts of the

 role played by banks and credit in their respective explanations of

 business cycles. The first section is focused on the common inheri-

 tance of these two authors, which can be traced back to Wicksell, go-

 ing from Mises whose Theory of Money and Credit' provides, as we

 shall see, a crucial link in this perspective. The following two sections

 deal with Hayek's and Schumpeter's respective accounts as well as

 critical reconstruction of this tradition. A close examination of their re-

 spective treatments of the banking system and its effects on economic

 productive structures then allows us to see in a new light the theoreti-

 cal question of the impact of credit on economic dynamics and its re-

 lated policy proposals. The last section is dedicated to a comparison

 between Hayek's and Schumpeter's views of the dynamics of mone-

 tary economies and their corresponding policy issues.

 I

 Introduction

 JOSEPH SCHUMPETER AND FRIEDRICH VON HAYEK, although a generation

 apart, belong to different sides of the same Austrian tradition. One

 side-that of Ludwig von Mises and Hayek-led to the Modern Aus-

 trian School, whereas Schumpeter built his own version of Austrian

 economics without generating, strictly speaking, a school of thought.

 Their respective contributions to economic analysis have given rise to
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 440 American Journal of Economics and Sociology

 a considerable synthetic and critical literature, including useful work

 on comparative grounds by historians of economic thought.2 However,

 these authors did not thoroughly investigate the relations between

 Hayek's and Schumpeter's theories of banking and business cycles. Ac-

 cording to us, this issue is worth investigating for at least two reasons.

 From a historical point of view, comparing Hayek's and

 Schumpeter's approaches as applied to the question of the dynamic

 interference between bank credit and productive dynamics illustrates

 Wicksell's well-known influence on the development of Austrian the-

 ories of business cycles. In this connection, Mises's Theory of Money

 and Credit and, in particular, his criticism of Wicksell provide a crucial

 link3 for interpreting the relations between Swedish and Austrian tra-

 ditions of economic analysis. One aim of this paper is to emphasize

 the analytical "Mises bridge" between Wicksell and both Hayek and

 Schumpeter.

 From a theoretical angle, this investigation raises a fundamental

 question that is still at stake within today's debates among

 macroeconomists; namely, the issue of the influence of credit pertain-

 ing to dynamic economic processes. If both Hayek and Schumpeter

 took the Wicksellian original intuition of the possible interference by

 banks with the market for capital as the starting point of both their

 business cycle approaches, they nonetheless provided two radically

 opposed theories regarding the impact of credit on the dynamics of

 production. From this standpoint, re-reading Mises's Theory of Money
 and Credit sheds light on some of the underlying theoretical assump-

 tions about the working of the banking system that may help us to un-

 derstand why Schumpeter and Hayek reached such divergent

 conclusions.

 The structure of the paper is as follows. The first section focuses on

 the common inheritance of these two authors, which can be traced

 back to Wicksell, beginning with Mises whose Theory of Money and

 Credit provides, as we shall see, a crucial link in this perspective. The

 two following sections deal with Hayek's and Schumpeter's respec-

 tive accounts as well as critical reconstruction of this tradition. A close

 examination of their discussions about the banking system and its ef-

 fects on economic productive structures then permits us to see the

 theoretical question of the impact of credit on economic dynamics
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 From Wicksell and Mises to Hayek and Schumpeter 441

 and its related policy proposals in a different light. The last section is

 dedicated to a comparison between Hayek's and Schumpeter's views

 of the dynamics of monetary economies and their corresponding pol-

 icy issues.

 II

 The Wicksell-Mises Connection

 IN THE AFTERMATH OF THE SO-CALLED MARGINAL REVOLUTION of the last end of

 the nineteenth century, economic analysis split into two branches.

 One branch is made up of economists who take as the methodological

 starting point of their analyses the static or stationary state of a barter

 economy and consider that this basic framework is likely to be ex-

 tended in order to account for monetary and financial considerations

 as well as dynamics. However, in such a setting, the introduction of

 money, bank credit, or any factor of growth does not substantially al-

 ter the features that are associated with the rudimentary economy of

 static real exchange.

 This is to be distinguished from the second branch, which one can

 trace back to Wicksell. It is now common to refer to this author as the

 forerunner of the Austrian tradition of business cycles, starting with

 von Mises and culminating in Hayek's trade cycle theories. Though

 less widely recognized, Schumpeter's contribution to business cycle

 analysis can also be seen in line with Wicksell's approach.4

 In contrast to the orthodox monetary view, these authors consider

 that the introduction of the organization of bank credit in the field of

 economic theory implies radical changes within the economic system.

 Indeed, as soon as one accounts for the existence of a banking sys-

 tem, money ceases to be exogenous and the mere counterpart of real

 exchanges. The ex novo and endogenous nature of credit money

 modifies the conditions under which the mechanisms of coordination

 between savings and investment operate. In other words, while these

 two magnitudes are defined in real terms in a barter economy, in a

 monetary one, credit money can, to a certain extent, become a substi-

 tute for real savings. Thus, by altering coordination between savings

 and investment, the organization of the banking system may allow the

 emergence of global disequilibria.
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 442 American Journal of Economics and Sociology

 Historically, the first attempt to deal in analytical terms with this is-

 sue was provided by Wicksell. In particular, he put much emphasis on

 the dynamic processes that characterize the co-movements of savings

 and investment and analyzed the conditions under which an equilib-

 rium could be established. As is well known, the "working hypothe-

 sis" at the core of Wicksell's argument lies in the familiar distinction

 between the money rate of interest, which he states as given since it is

 assumed to be fixed by the banking system irrespective of real pro-

 ductivity conditions, and the natural (or normal) rate of interest, which

 he defines as follows:

 The rate of interest at which the demandfor loan capital and the supply of

 savings exactly agree, and which more or less corresponds to the expected
 yield on the newly created capital will then be the normal or natural rate. It

 is essentially variable. If the prospects of the employment of capital be-

 come more promising, demand will increase and will at first exceed sup-

 ply; interest rates will then rise . . . as the demand from entrepreneurs

 contracts until a new equilibrium is reached at a slightly higher rate of in-

 terest. At the same time equilibrium must ipso facto obtain . .. in the mar-

 ket for goods and services, so that wages and prices remain unchanged.

 The sum of money incomes will then usually exceed the money value of

 consumption goods annually produced, but the excess of income-i.e.,

 what is annually saved and invested in production-will not produce any

 demand for present goods but only for labor and land and future produc-

 tion. (Wicksell [1906] 1967: 192-193).

 In other words, the level of the natural rate of interest corresponds to

 the one that would be determined by supply and demand of capital if

 the latter were lent without the mediation of the banking system. In

 contrast to the money rate of interest, the natural rate of interest is

 very likely to fluctuate in accordance with new investment opportuni-

 ties. Under these circumstances, Wicksell's cumulative process is natu-

 rally triggered by a variation in the real rate of interest.

 Mises adopts a similar distinction, though he finds Wicksell's analy-

 sis of the interaction of the money and natural rates to be inadequate.

 In his Theory of Money and Credit, Mises writes:

 According to [Wicksell's] argument, the objective exchange value of money

 is not determined at all by the processes of the market in which money and

 the other economic goods are exchanged. If the money price of a single

 commodity or group of commodities is wrongly assessed in the market,

 then the resulting maladjustment of the supply and demand and the pro-
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 From Wicksell and Mises to Hayek and Schumpeter 443

 duction and consumption of this commodity or group of commodities will

 sooner or later bring about the necessary correction. If, on the other hand,

 all commodity prices, or the average price level, should for any reason be

 raised or lowered, there is no factor in the circumstances of the commodity

 market that could bring about a reaction. Consequently, if there is to be

 any reaction at all against a price assessment that is either too high or too

 low it must in some way or other originate outside the commodity market.

 In the further course of his argument, Wicksell arrives at the conclusion

 that the regulator of money prices is to be sought in the relations of the

 commodity market to the money market, in the broadest sense of the term.

 The cause which influences the demand for raw materials, labor and other

 means of production, and thus indirectly determines the upward or down-

 ward movement of commodity prices, is the ratio between the money rate

 of interest ... and the "natural" or equilibrium rate of interest.... In fact,

 all that [Wicksell] attempts to prove is that forces operate from the loan

 market on the commodity market which prevent the objective exchange

 value of money from rising too high or falling too low. He never asserts

 that the rate of interest on loans determines the actual level of this value in

 any way .... (1981:140).

 We are to understand that, in contrast to Wicksell, Mises provides a

 theory of the determination of the "objective exchange value of

 money,"5 whereby the level of the rate of interest on loans is not to

 be considered as different in natura from the ratio between money

 and other economic goods. Indeed, the interest on loans or the mon-

 etary rate of interest is identical to "the interest on capital" since "for

 Mises .. . there is no fixed capital and no explicit account is given of

 the bond market" and therefore "the capital market is included, and

 confused with the money market" (Bellofiore 1998:542). From here,
 following Bbhm-Bawerk's theory of interest,6 Mises asserts that the

 variations in the ratio of exchange between present goods and goods

 of higher orders,7 from which the natural phenomenon of interest is

 derived, are not different phenomena from the variations in the ob-

 jective exchange value of money (1981:388).

 More precisely, Mises distinguishes between two kinds of influence

 on the rate of interest (on capital) that may result from an increase of

 the issue of fiduciary means by banks.8 The first influence is indirect

 and permanent because it operates through the displacements in the

 social distribution of income and wealth that occur as a consequence

 of variations in the objective exchange value of money.9 But whether
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 the increase of the stock of money in the broader sense causes the in-

 terest rate (on capital) to fall (or rise) depends on whether the new

 distribution of income and property is more (or less) favorable to the

 accumulation of capital. In certain circumstances it is possible for even

 the natural rate of interest to diminish, for instance when the redistri-

 bution of wealth following an increase of fiduciary media leads to in-

 creased saving and a reduction of the standard of living, that is, to an

 increase in the national subsistence fund.10

 The second influence is directly related to the business of bank-

 ing."1 More precisely, when issuing new fiduciary media, commercial

 banks cause the interest rate on capital to fall. Let us quote Mises on

 this point:

 The new fiduciary media coming on the loan market have also a direct ef-

 fect on the rate of interest. They are an additional supply of present goods

 and consequently they tend to cause the rate of interest to fall. (ibid., p.

 391)

 Mises then draws the reader's attention to the connection between the

 indirect effectfollowing the displacements in the social distribution of

 income and property and the direct effect resulting from the issue of

 new fiduciary media. Although he recognizes that neither the direc-

 tion nor the intensity of the indirect effect are easy to determine, he

 nevertheless assumes that "the increase in the supply of fiduciary me-

 dia in the market in which present goods are exchanged for future

 goods at first exerts a stronger influence than the displacement of the

 social distribution which occurs as a consequence of it" (1981:391).

 Let us now consider how Mises defines the natural rate of interest.

 As already mentioned, Mises's distinctive contribution as compared to

 Wicksell has been to shed light on the link between both the mone-

 tary and the natural rate and the objective exchange value of money.

 Nevertheless, on the subject of the natural rate of interest, Mises's alle-

 giance to Bdhm-Bawerk is clear. Mises defines the level of the natural

 rate of interest as:

 [T]he level of productivity of that lengthening of the period of production
 which is just justifiable economically and of that additional lengthening of

 the period of production which is just not justifiable; for the interest on the

 unit of capital upon whose aid the lengthening depends must always

 amount to less than the marginal return of the justifiable lengthening. The

This content downloaded from 
�������������149.10.125.20 on Sun, 16 Jan 2022 01:28:56 UTC������������� 

All use subject to https://about.jstor.org/terms



 From Wicksell and Mises to Hayek and Schumpeter 445

 period of production which is thus defined must be of such a length that

 exactly the whole available subsistence fund is necessary on the one hand

 and sufficient on the other for paying the wages of the laborers throughout

 the duration of the productive process. (1981:399)

 From this point Mises builds his critical reconstruction of Wicksell's

 analysis of the dynamics between the rate of interest on loans and the

 natural rate of interest. As for the impulse, in contrast to Wicksell, for

 whom the cumulative movement starts with a spontaneous lowering

 of the real rate of interest, Mises assumes that the banks have the

 power to lower the rate of interest below its natural level by issuing

 new fiduciary media. The natural level is defined in accordance with

 Bohm-Bawerk's representation of the average period of production.

 This reduction of the interest on loans enables and obliges entre-

 preneurs to enter upon longer processes of production.12 Indeed, as-

 suming decreasing returns on capital, the additional funds provided

 by banks are invested in longer, roundabout processes of production

 as long as they still pay the entrepreneurs. Thus, the decrease of the

 rate of interest on capital is necessarily followed by a lengthening of

 the average period of production. However, this lengthening is only

 practicable when the means of subsistence have sufficiently increased

 to support the workers and entrepreneurs during the entire produc-

 tion period. If this is not the case, then the trend toward increased

 productive activity will prove to be unsustainable. Mises writes that "a

 time must necessarily come when the means of subsistence available

 for consumption are all used up although the capital goods employed

 in production have not yet been transformed into consumption

 goods" (1981:400). Indeed, assuming as a starting point a situation of

 general stationary equilibrium where all factors of production are al-

 ready fully employed,13 the implementation of more roundabout pro-

 cesses of production will cause the price of production goods

 (including labor) to rise since there has been no increase of interme-

 diate products. However, Mises supposes that the pressure on pro-

 duction goods is greater than that on consumption goods, since the

 prices of the latter, although they rise, do so in a moderate degree,

 namely, "only insofar as they are raised by the rise in wages"14

 (1981:401). Therefore, it turns out that the tendency is at first

 strengthened toward a fall in the rate of interest on loans that origi-
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 nates in banks' policy. But at a certain point a counter-movement will

 set in and the prices of consumption goods will rise while those of

 production goods will fall. In other words, the rate of interest on cap-

 ital will rise, thus approaching the natural rate. Mises's explanation

 runs as follows. The implementation of more roundabout processes

 of production implies the transfer of intermediate goods as well as la-

 bor from their previous employment in shorter processes of produc-

 tion, such as those producing consumption goods, which are now

 activated at a reduced scale. Since no change in the consumption

 needs of the wage earners is involved,15 its effect is an increase in

 consumption goods' prices. Furthermore, this tendency is now

 strengthened by the decrease in the objective exchanged value of

 money following the increase of fiduciary media issued by the bank-

 ing system.16 Thus, the structure of relative prices that is determined

 by the state of the capital market and has been disturbed by the inter-

 vention of the banks will be approximately re-established.17

 What is particularly interesting to focus on at this point is the fact

 that the behavior of banks is not invoked in Mises's explanation of the

 reversal of the cycle, although it is the case concerning the impulse.

 On the one hand, Mises makes it clear that any action from the banks

 in order to offset the automatic rise in the rate of interest on capital

 will be useless.18 He writes:

 At first, the banks may try to oppose these two tendencies [due to the in-

 sufficient supply of consumption goods and reinforced by the fall in the

 objective exchange value of money] by continually reducing the interest

 rate on loans and forcing fresh quantities of fiduciary media into circula-

 tion. But the more they thus increase the stock of money in the broader

 sense, the more quickly does the value of money fall, and the stronger is its

 countereffect on the rate of interest. (1981:402)

 On the other hand, the reversal of cycle is not to be attributed to the

 deliberate increase of the interest rate on loans by banks, as in

 Wicksell's explanation. It is worth remembering Mises's critical argu-

 ments against the latter's account of the end of the inflationary cumu-

 lative process. In his Theory of Money and Credit, Mises indeed points

 out some inconsistencies in Wicksell's claim according to which a

 general increase in commodity prices would induce the banks to raise

 their rates of interest. One of these contradictions lies in the fact that,
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 though assuming as a starting point that only fiduciary media are in

 circulation and that their quantity is not legislatively restricted,

 Wicksell then argues regarding the requirements of business for gold

 coins and banknotes (their demand increasing as the price level rises)

 in order to show that the banks must raise the rate of interest on loans.

 A second contradiction is related to another limit on the circulation of

 fiduciary media mentioned by Wicksell, the limit set by the use of pre-

 cious metals for industrial purposes. Here again, such a mechanism,
 which may be effective in the case of commodity money,19 is not rele-

 vant in a "pure credit economy."

 To sum up, Mises's critical reconstruction of Wicksell's analysis of

 the influence of credit on the dynamics of prices and its consequences

 on real production can be interpreted as follows:

 1. By clarifying various influences in time of a modification of the

 quantity of fiduciary media on the movement of relative prices,

 as well as the force that pushes the two rates into equilibrium,

 Mises avoids the inconsistencies of the Wicksellian framework,

 paving the way for the development of various explanations of

 business cycles. Specifically, Mises explains that the issuance of

 fiduciary media by banks, which comes to the same as the net

 credit creation associated with an abnormally low loan rate (rela-

 tive to the natural rate) in Wicksell's treatment, increases the sup-

 ply of money in the broader sense and is consequently able to

 influence the objective exchange value of money. Thus, varia-

 tions of the value of money evoke a redistribution of real income

 and wealth, on the one hand because people are apt to overlook

 the variability of the exchange value of money and, on the other

 hand, because variations in the value of money do not affect all

 economic goods uniformly and simultaneously. Indeed, the

 agents who first come to the market to buy goods make relatively

 the largest gains in a sequence scale the later they exercise the

 declining purchasing power of their money.

 2. However, Mises links the previous analysis with Bbhm-Bawerk's

 conception of the natural rate of interest in relation to the period

 of production. This leads him to focus on the impact of credit on

 the determination of the length of the production period (a point
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 448 American Journal of Economics and Sociology

 to which, as we have seen, Wicksell objects), and hence, on the

 limit to capital accumulation set by consumers' choices.

 3. He also provides an explanation of the upper turning point of

 the cycle that is consistent with the framework of a "pure credit

 economy" Wicksell describes,20 but without presenting the flaw

 in Wicksell's arguments when considering the question of the

 limit to credit creation.

 In the following section, we shall examine and compare what

 Hayek and Schumpeter did with this "Wicksell-Mises" inheritance,
 particularly with regard to the three preceding characteristics to which

 we will refer respectively as the "redistribution effect," the "lengthen-

 ing effect" and the "reference to a unconstrained banking system."

 III

 Hayek's Route

 IT IS NOW COMMON TO REFER TO HAYEK as an inheritor of Wicksell. On the

 one hand, in Monetary Theory and the Trade Cycle (1929), first trans-

 lated into English in 1933, Hayek returns to the Wicksellian distinction

 between a barter (or a commodity money) economy and a monetary

 economy and notes the crucial role played by a commodity money

 economy in ensuring equilibrium between savings and investment.

 He notes that "in a barter economy, interest forms a sufficient regula-

 tor for the proportional development of the production of capital

 goods and consumption goods, respectively" ([1929] 1966:91-92).

 Nevertheless, similar to Wicksell, Hayek considers that it is possible to

 conceive of the special case of a monetary economy in which there

 would be no tendency to disequilibrium. More specifically, the intro-

 duction of a supply of money-that is, the transition to a monetary

 economy-has no impact on the tendency toward stability so long as

 it is backed by an equivalent amount of accumulated savings (ibid., p.

 92).

 On the other hand, Hayek's position with respect to interest also

 grew out of Wicksell's work. In his two major contributions to busi-

 ness cycles, i.e., Monetary Theory and the Trade Cycle (1929) and

 Prices and Production (1931), he distinguishes between two rates: the
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 From Wicksell and Mises to Hayek and Schumpeter 449

 monetary rate of interest and the equilibrium rate.21 When reconstruct-

 ing Wicksell's argument, Hayek writes that if there were no money,

 the "natural" rate of interest, which he prefers to call the "equilibrium"

 rate of interest, would be such as to make the in natural demand for

 capital (i.e., investment) coincide with the in natura supply of capital

 (i.e., savings). By contrast, in a money economy the monetary rate

 may differ from the equilibrium one, because demand and supply do

 not meet in their "natural" form, but in the form of money, "the quan-

 tity of which available for capital purposes may be arbitrarily changed

 by the banks" ([1931] 1935:23). Thus the possible divergence between

 the two rates is due to the existence of a banking system that may in-

 terfere with the working of the capital or loanable funds market, since

 banks can create new means of payment that circulate within the

 economy by granting credit to entrepreneurs. Therefore, provided all

 banks are induced to take concerted action with one another, the

 banking system as a whole can modify the conditions under which

 saving and investment adjust each other. In other words, disequilibria

 only becomes a possibility when the organization of credit disturbs

 the adjustment process towards equilibrium between supply and de-

 mand.

 However, Hayek disagrees with Wicksell's definition of "neutral

 money," which amounts to admitting that the natural rate of interest

 ensures both the stability of prices and equilibrium between the de-

 mand for and the supply of capital. In Monetary Theory and the Trade
 Cycle, he writes:

 The monetary starting point makes it possible, in fact, to show deductively

 the inevitability of fluctuations under the existing monetary system and, in-

 deed, under almost any other which can be imagined. It will be shown, in
 particular, that the Wicksell-Mises theory of the effects of a divergence be-
 tween the "natural" and the money rate of interest already contains the

 most important elements of an explanation, and has only to be freed from

 any direct reference to a purely imaginary "general money value" . . . in or-
 der to form the basis of a Trade Cycle theory sufficing for a deductive ex-
 planation of all elements in the Trade Cycle. ([1929] 1966:147).

 As is evident from this statement, Hayek adheres with Mises's analy-

 sis by claiming that a change in the volume of money affects not only

 the aggregate price level but also systematically causes variations in
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 the exchange ratio between consumption goods and production

 goods.22 Thus a change in the total quantity of money in circulation

 implies the formation of prices or rates of interest that differ from

 those one would find associated with a barter economy equilibrium.

 For Hayek, the new intertemporal price structure following a change

 in the volume of money due to the influence of banks conveys wrong

 information that "elicit~s] movements which not only do not lead to a

 new equilibrium position but which actually create new disturbances

 of equilibrium" (ibid., p. 94).

 The "equilibrium" rate of interest is therefore conceived as that par-

 ticular level of the interest rate that corresponds to the "right" prices.

 Taking Bdhm-Bawerk's definition of the "average production period"

 as granted, Hayek assumes that the equilibrium rate of interest reflects

 time preferences of agents. If these time preferences are modified in

 such a way that individuals make the decision to forgo present for fu-

 ture consumption, in other words, to save more, the average period is

 lengthened to such an extent that the increased amount of capital can

 remain invested until the output of the single consumption good is

 obtained.

 Let us now turn to Hayek's explanation of the cycle as presented in

 Monetary Theory and the Trade Cycle as well as in Prices and Produc-

 tion. As already indicated, for Hayek the origin of the cycle lies in a di-

 vergence between the money rate of interest and the "equilibrium"

 one. Whether the initial disequilibrium is caused by a monetary or a

 real change is of no significance for Hayek since, according to him,

 the problem lies in the inability of the banking system to ensure, at ev-

 ery point in time, the coincidence of the level of the monetary rate

 with the natural rate. He does envision various circumstances causing

 a divergence between the two rates in Monetary Theory and the Trade

 Cycle. For instance, he refers to "changes in the relations of costs and

 selling prices" (ibid., p. 129) or to "shifts in the distribution of in-

 comes" (ibid.), which he considers as phenomena resulting indirectly

 from "monetary influences" (ibid., p. 128). Indeed, Hayek consents

 that the level of the rate of interest on loans need not be lowered by

 deliberate intervention from the monetary authorities. As he indicates:

 The same effect can be obviously produced by an improvement in the ex-
 pectations of profit or by a diminution in the rate of saving, which may

 drive the "natural rate" (at which the demand for and the supply of savings
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 From Wicksell and Mises to Hayek and Schumpeter 451

 are equal) above its previous level; while the banks refrain from raising
 their rate of interest to a proportionate extent, but continue to lend at the
 previous rate, and thus enable a greater demand for loans to be satisfied
 than would be possible by the exclusive use of the available supply of
 "savings." (ibid, p. 147)

 Hayek's position on the subject of "monetary influences" is not so

 clear, however. In Monetary Theory and the Trade Cycle, he insists on

 the elasticity of the volume of money as an "immanent necessity of the

 monetary and credit mechanism" (ibid., p. 127) and gives the reader

 the impression that the endogenous nature of the mechanisms of

 credit creation by the banking system provides a necessary and suffi-

 cient condition for business cycles, whether it is associated with the

 arbitrary interference of authorities or not (ibid., p. 140).

 By contrast, in Prices and Production, the focus of Hayek's interest

 has shifted to the "successive changes in the real structure of produc-

 tion which constitutes those fluctuations" (Hayek, Introduction to the

 English translation of Monetary Theory and the Trade Cycle, [1929]

 1966:17). He now regards the "case of an increase of money in the

 form of credits granted to producers" ([1931] 1935:54) as the starting

 point of the analysis and sees in the "deliberate" decision making by

 the monetary authorities the ultimate cause of the cycle (ibid., p. 85).

 Finally, in Profit, Interest and Investment (1939), a contribution un-

 doubtedly marked by his ongoing debate with Kaldor on Keynesian

 issues, Hayek minimizes the role given to the banks and the organiza-

 tion of the monetary system (see Kaldor and Hayek, both 1942). He

 now says that business cycles are caused by a rise in the rate of profit

 and its effects on income distribution and factors substitution, the

 monetary rate of interest being kept constant.

 Upon closer analysis, Hayek's hesitancy about the monetary influ-
 ences on the cycle may be attributed to the fact that he did not make

 sufficiently clear the institutional monetary framework he had in mind.

 His treatment of the interference by banks with the real propagation

 mechanisms in the course of the cycle provides a meaningful example

 of the lack of unity within Hayek's business cycle analysis in terms of

 his handling of monetary and banking patterns.23

 As is well known, the upswing of the cycle is characterized by an

 increase in the demand for capital emanating from producers perceiv-

 ing new opportunities of investment thanks to bank credit. In Hayek's
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 view, similar to Mises, the newly raised capital is allocated to more
 roundabout processes of production. However, since full employment

 prevails, the increase of capital goods can only be achieved through

 the withdrawal of productive resources already employed in shorter

 lines of production. Therefore, the growing production of capital

 goods goes hand in hand with a declining output of consumption

 goods. Assuming some delay in the rise of nominal wages, prices of

 capital goods rise at a greater rate than the prices of consumption

 goods, thus reinforcing the movement of expansion. Moreover, there

 are additional empowering factors linked to the "organization of

 credit." Let us consider in further detail how Hayek describes the

 banking system. Unlike Mises, Hayek assumes a "mix" monetary econ-

 omy, involving both an exogenous and an endogenous kind of

 money. The commercial banks make their decisions according to their

 profit expectations, which depend on the risk characteristics of bor-

 rowers as well as the actions of their own competitors. Their risk aver-

 sion grows as expansion proceeds and is not independent from their

 pricing policy. Indeed, at a given risk level, the choice not to satisfy

 demand (by imposing a too high loan rate) implies a greater opportu-

 nity cost for the banker. This induces a winner's course problem,

 whereby banks are incited, so as not to lose their clients and encoun-

 ter additional risk, to grant more credit, even at the cost of a depletion

 of their own reserves. From this we are to understand that there exists

 an "elastic" deposit multiplier that is likely to sustain growing produc-

 tive activity.

 However, a time will come when consumers will face an insuffi-

 cient supply of consumption goods, thus creating a tension on the

 market that will be worsened with the appearance of additional in-

 comes generated by the upswing. Then a counter-movement of rela-

 tive prices will occur: the market price of consumption goods will rise

 while the price of capital goods will fall, and the old price ratio will be

 re-established. However, contrary to Mises, Hayek thinks that there

 are technical limits to the creation of credit, so that it is the specific be-

 havior of the banks that determines the upper turning point of the cy-

 cle.24 In other words, the flexible deposit multiplier described above

 appears to be bounded. Hayek indeed indicates that, when the price

 of consumer goods begins to rise more quickly than the price of pro-
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 duction goods, the ratio between cash payments and payments by

 check is altered in favor of cash. Consequently, in the course of a

 boom, the need for cash will increase along with prices and induce a

 cash drain that will force banks to restrict credit supply. Hayek's rea-

 soning is as follows:

 Concerted action in this direction, which for competitive reasons is the

 only action possible, will ensue only when the increased cash require-
 ments of business compel the banks to protect their cash balances by

 checking further credit expansion, or when the Central Bank has preceded

 them. This, again, will only happen, as a rule, when the banks have been

 induced by the growing drain on their cash to increase their re-discount.

 Experience shows, moreover, that the relation between cheque-payments

 and cash payments alters in favour of the latter as the boom proceeds, so

 that an increased proportion of the cash is finally withdrawn from the
 banks. (11929] 1966:174-175)

 In this, Hayek follows Wicksell. To a certain extent, Hayek's ap-

 proach could be criticized on the same grounds as Mises's critical ar-

 gument with respect to Wicksell's treatment of the banking system.

 Indeed, in Monetary Theory and the Trade Cycle, he gives the impres-

 sion of taking for granted a commercial banking system whose mone-

 tary liabilities enter circulation by way of loans to manufacturers,

 emphasizing "the potential implicit in this institutional fact for the cre-

 ation of money to interfere with the capital market's co-ordination of

 saving and investment" (Laidler 1994:9). However, in Prices and Pro-
 duction, when discussing the case of "voluntary savings," Hayek re-

 fers to a monetary system consisting of stable base money, whereby

 the confusion between "those deposits which find their origin in credit

 and those which arose through cash payments," which was at the ori-

 gin of the unsustainable cash drain in Monetary Theory and the Trade

 Cycle, is no longer present (Hayek, 1966:163). As Trautwein stresses,
 this "dual" treatment of the monetary system renders Hayek's distinc-

 tion between the cases of "voluntary savings" and "forced saving" in-

 consistent. There is indeed no reason to assume that, in the case of

 "forced savings," banks act as passive brokers if we have in mind the

 same underlying institutional framework as the one prevailing in Mon-

 etary Theory and the Trade Cycle. Indeed, if we conceive of banks as

 creators of money, which are therefore unable to distinguish precisely

 between deposits originating in credit or cash payments, then an in-
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 crease of voluntary savings would also imply an expansion of bank

 deposits. This expansion would trigger exactly the same kind of

 destabilizing mechanisms as the direct creation of credit.25

 Let us now consider how Schumpeter dealt with the Wicksell-Mises

 encounter.

 IV

 Schumpeter's Route

 IN SCHUMPETER'S WRITINGS, REFERENCES TO WICKSELL mark his consideration

 for the work accomplished by the Swedish author and his direct fol-

 lowers inside the Stockholm School in the field of monetary theory.26

 Specifically, Schumpeter acknowledges that Wicksell has made great

 progress for the development of a monetary analysis fully integrated

 with the economic theory of value and distribution, although Wicksell

 has not reversed the well-established tradition in economic theory, ac-

 cording to which monetary theory is in one compartment and the the-

 ory of value and distribution is in another. Schumpeter demonstrates

 this by commenting on the concept of "neutral money" introduced by

 Wicksell. On this, it is worth quoting Schumpeter at length.

 If, on the one hand, the facts of value and distribution are logically so inde-

 pendent of money that they can be set forth with only a passing reference

 to it, but if, on the other hand, it is recognized that money may act as a dis-

 turber, then the problem arises of defining how money would have to be-

 have in order to leave the real processes of the barter model uninfluenced.

 Wicksell was the first to see the problem clearly and to coin the appropri-
 ate concept, Neutral Money. In itself, this concept expresses nothing but

 the established belief in the possibility of pure "real" analysis. But it also
 suggests recognition of the fact that money need not be neutral. So its cre-

 ation induced a hunt for the conditions in which money is neutral. And this

 point eventually led to the discovery that no such conditions can be formu-

 lated, that is, that there is no such thing as neutral money or money that is

 a mere veil spread over the phenomena that really matter-an interesting

 case of a concept's rendering valuable service by proving unworkable.
 (1954:1088-1089)

 Likewise, Schumpeter points out that Wicksell broke with the custom-

 ary habit among theoreticians of treating banking activity as a passive

 device of intermediation between individual lenders and borrowers.27
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 Finally, he mentions Wicksell's familiar distinction between money

 and real rates of interest, indicating that:

 the Wicksellian emphasis upon the effects of possible divergences be-

 tween money and real rates of interest does not constitute a compelling

 reason for abandoning the position that the fundamental fact about interest

 is a net return to physical goods, a position from which Wicksell himself

 never departed. However, it does constitute a good and sufficient reason

 for treating the money rate as a distinct variable in its own right that de-

 pends, partly at least, upon factors other than those that govern the net re-

 turn to physical capital (natural or real rate). The two are related, of course.

 In equilibrium they are even equal. But they are no longer "fundamentally

 the same thing." (ibid., p. 1118)

 Except for his conception of interest, Schumpeter's allegiance to

 Wicksell is rather clear. First, the Schumpeterian "circular flow" in his

 Theory of Economic Development (1934) simply replaces the

 Wicksellian "pure cash economy" (Wicksell [1898] 1965:51-58). In the

 basic framework of the circular flow, money is primarily perceived as

 a special good serving the purpose of a unit of account and facilitating

 the circulation of commodities within the economy (Schumpeter

 1934:53). However, metal money is not the only conceivable means of

 payment. Credit-in this case "normal credit" (ibid., p. 100)-also

 plays a part. Together with commodity money, collaterals, or as-

 set-backing requirements, it serves as a counterpart to real exchanges.

 Second, Schumpeter regards credit creation by banks as the

 differentia specifica of capitalism. In the same vein as Wicksell, he

 claims that the emergence of a banking system signifies a departure

 from the static case in that it gives rise to a new category of credit, to

 which he refers as "abnormal credit" (ibid., p. 102). This form of credit

 is associated with the case of economic development, that is, with dy-

 namic analysis, since without it neither innovation nor cycles are pos-

 sible. The process of economic development thus creates a situation

 where the nature and role of money is dominated by its bank credit

 form. The key role of credit is the creation of purchasing power for

 the purpose of transferring it to innovators in order for them to finance

 their new productive activities. If the stationary state is confined to the

 mere transfer of already existing purchasing power, economic devel-

 opment requires the creation of new means of payment. Bank credit

 thus consists of "new means of payment created ad hoc, since the en-
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 trepreneurs have no means of their own and since there are-so

 far-no savings"(ibid., p. 107). These means of payment do not only

 include money as such but also different kinds of credit instruments

 performing the same role as money.28 Schumpeter argues that now

 "not only a part but the whole of the exchange process can be settled

 by . . . credit media" (ibid., p. 53).

 Third, for Schumpeter, this generalized role of credit cannot but af-

 fect the market for loanable funds. Like Wicksell, he shows that credit

 creation by banks together with the institutional setting that renders it

 possible-an organized banking system producing new sources of

 purchasing power within the economy-disrupts the Walrasian adjust-

 ment mechanism of the supply and demand for cash balances. In such

 an environment, it is logically impossible to interpret the market for

 money and credit in the same way as any other market in which sup-

 ply and demand would be represented by independent functions. In-

 deed, Schumpeter writes:

 [The] demand for credit makes possible not only itself, but also a corre-

 sponding supply; and every supply makes possible a corresponding de-

 mand, so that supply and demand in this case do not confront each other

 as independent forces. To this extent, therefore, the banks determine not

 only to whom they will grant credit but also how much credit as a whole

 they wish to grant and what demand to call forth. ([1917] 1956:207)

 Schumpeter's adherence to Wicksell is less clear with regard to the

 definition of interest rates. On the one hand, in spite of his Austrian

 academic education and in contrast to Hayek and Mises, Schumpeter

 does not take Bohm-Bawerk's theory of capital as a starting point of

 his business cycle analysis. He indeed considers that such an concep-

 tion of the interest rate is inapplicable to the understanding of eco-

 nomic development. For him, the real modifications implied by a

 decrease in the natural rate of interest (the access to more roundabout

 and, therefore, more productive methods of production in Hayek's

 view) cannot qualify as an explanation of the process of economic de-

 velopment.29 In other words, the effect of a change in the volume of

 savings is capable of being absorbed within the economic system and

 cannot by itself create the alternation of booms and depressions we

 observe.30 According to Schumpeter, the emergence of interest is to

 be associated with dynamics, and the only factor of change that per-
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 mits the passage from stationary states (including the case of

 "steady-growth") to dynamics is innovation. This is the reason why he

 argues that the interest rate has to be reduced to zero in the state of

 what he called "the circular flow."'31

 On the other hand, Schumpeter clearly defines the rate of interest as

 essentially a "monetary phenomenon" (Schumpeter 1939, vol. 1:125)

 which owes its existence to the emergence of a positive rate of profit

 associated with innovative productive activity. Such a concept of inter-

 est is the consequence of his definition of saving and investment as

 monetary magnitudes. Indeed, investment gives rise to an equivalent

 amount of saving since the latter is defined independently from its real

 source. As he writes:

 By Saving we mean the earmarking, by an household, of an element of its

 current receipts-as distinguished from "capital gains"-for the acquisition

 of titles to income or for the payment of debt. If a firm does the same thing

 with an element of its net receipts from the sale of products and services,
 we shall speak of Accumulation. The distinction between Saving and Accu-

 mulation also applies, although it may be difficult to carry out, in cases in

 which, as in the case of many farmers, "firm" and "household" are one. We

 confine both concepts to decisions about monetary funds and we neglect,

 for convenience's sake, any similar decision that may be taken with respect

 to commodities. Saving and Accumulation will thus be treated as elements

 of a monetary process: the complementary process in the world of goods

 constitute a distinct problem. (1939, vol. 1:75)

 On the basis of the previous definition of saving, the notion of real

 rate of interest loses its relevance since the interest factor is a purely

 monetary phenomenon. Schumpeter writes:

 Interest-more correctly, the capital sum plus interest-is, to use our turn

 of phrase, the price paid by borrowers for a social permit to acquire com-

 modities and services without having previously fulfilled the condition

 which in the institutional pattern of capitalism is normally set on the issue

 of such a social permit, i.e., without having previously contributed other

 commodities and services to the social stream. (ibid., vol. I, p. 123)

 Moreover, as the rate of interest is derived directly from the emerging

 positive rate of profit associated with the gains implied by the opera-

 tion of innovative productive activities, it is also a short-term phenom-

 enon. In this prospect, the Wicksellian dichotomy between real and

 monetary rates of interest becomes meaningless. What indeed results
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 is that, for Schumpeter, the real and the monetary rates can no longer

 be determined independently from each other since the magnitude of

 the real rate derives from the difference between the monetary rate of

 interest and the rate of inflation. This is what the following passage

 suggests:

 Nominal and real rates in this sense are only different measurements of the

 same thing or, if we prefer to speak of different things even in this case, it

 is the monetary rate which represents the fundamental phenomenon and

 the real rate which represents the derived phenomenon. (ibid., vol. 1:111)

 Schumpeter's references to Mises are scarce in contrast,32 which is

 surprising enough judging by the fact that they knew each other from

 Bbhm-Bawerk's seminars. Moreover, Schumpeter's comments in Busi-

 ness Cycles on the Hayek-Mises approach exemplify his misinterpreta-

 tion of Mises's explanation of the process as a re-adjustment between

 the two rates of interest.33 Indeed, Schumpeter alleges that the flaw in

 the Hayek-Mises theory is that "the motive force [for cyclical move-

 ments] is entirely supplied by the initiating action of banks" (ibid., vol.

 II:634).

 But if Schumpeter's critique is acceptable in view of Hayek's expla-

 nation of the upper turning point, it is not so when applied to Mises.

 Indeed, as we have emphasized, in his explanation of the reversal of

 the cycle Mises does not invoke the behavior of banks, nor the exis-

 tence of any limit to the creation of credit due to the shrinking of

 banks' reserves. As suggested by Bellofiore, Schumpeter's interpreta-

 tion overlooks the fact that "Mises's main concern is to show that

 Wicksell's extreme case of a single bank and of a 'pure credit system,'

 in which there is no limit to the amount of credit the bank(s) can cre-

 ate, is anything but unrealistic; on the contrary, it is representative of

 the natural working of a modem monetary economy" (Bellofiore

 1998:533).

 Contrasting his own view with Hayek-Mises, Schumpeter attempts

 to prove that both the initiative of banks and the mechanism of inter-

 est rates are, as elements of explanation, superfluous since, as we may

 infer from theoretical considerations, and as we can see statistically

 and historically, primary factors that disrupt the existing state of equi-

 librium as well as those that bring about the upper turning point of the
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 cycle are independent of the changes in the rates of interest that have

 previously occurred. As he puts it: "[i]n this sense, we may say that in-

 terest no more causes the down turn than it causes the excursion of

 the cycle into prosperity" (ibid., p. 636).

 Schumpeter attributes the origin of business cycles to discontinuous

 changes due to innovations that disrupt the "circular flow" that earlier

 prevailed. At first sight, this position leads the reader to interpret

 Schumpeter's Theory of Economic Development as a real approach.34

 This, however, does not mean that Schumpeter neglected the role of

 the banking system within the process of economic development. To

 the contrary, innovative activities cannot be undertaken without the

 collaboration of bankers who provide "entrepreneurs" with the neces-

 sary financial means. Moreover, the influence of banks goes far be-

 yond the mere provision of credit. Schumpeter writes:

 Since all reserve funds and savings today usually flow to him [the banker]

 and the total demand for free purchasing power, whether existing or to be

 created, concentrates on him, he has either replaced private capitalists or

 become their agent; he has himself become the capitalist par excellence.
 He stands between those who wish to form new combinations and the

 possessors of productive means. (1934:74)

 More precisely, in his analysis, banks appear to exert permanent

 and asymmetric effects upon the "money market," which includes

 both the "sphere of hoards and reserves" and the "sphere of capital."35

 Moreover, Schumpeter assumes that these two spheres do not work

 separately but interfere within a single "money market." On the

 grounds of this interdependence, banks hence extend their influence

 to the sphere of income-yielding assets. Schumpeter writes:

 The most cursory glance at money market processes shows that the banks

 regulate both stock market speculation and the pulse-beat of industrial and

 commercial life, now restraining, now stimulating them. ([19171 1956:176).

 Such an assertion indicates that banks exert a very strong control on

 economic life. In particular, they may interact with real propagation

 mechanisms during the cycle by altering the distribution of productive

 resources within the economy. These reallocation effects may thus in-

 terfere with price competition and channel productive efforts toward

 new activities. In contrast to Hayek's analysis, Schumpeter views these
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 effects as not transitory. The real modifications following credit expan-

 sion instead alter, through a process of adaptation, the system of val-

 ues prevailing within the economy.

 Turning to the problem of the limit to credit expansion,

 Schumpeter's position may be reconstructed as follows. First, he sug-

 gests the existence of a natural limit to the credit creation process. In-

 deed, since the interest rate on loans is conceived as a "tax" on the

 yield of innovation, declining profits resulting from intensive exploita-

 tion of inventions restrain the demand for finance. Second, according

 to their expectations with respect to borrowers' solvency, banks can

 decide to ration credit and, therefore, become able to control their

 own level of liquidity.36

 Finally, the phenomenon of inflation appears to be of secondary

 importance in Schumpeter's analysis, so that the issue of cash drain

 and the resulting collapse of the monetary system is no longer rele-

 vant. According to Schumpeter, new sources of purchasing power cre-

 ated by banks are indeed oriented toward an individual entrepreneur

 for a specific productive purpose. To put it differently, credit precedes

 the realization of entrepreneurial gains. In this respect, credit inflation

 may arise, but it can only be temporary, as explained in the following

 passage:

 After completing his business ... [the entrepreneur] has, if everything has

 gone according to expectations, enriched the social stream with goods

 whose total price is greater than the credit received and than the total price

 of the goods directly and indirectly used up by him. Hence the equivalence

 between the money and commodity streams is more than restored, the

 credit inflation more than eliminated, the effect upon prices more than

 compensated for, so that it may be said that there is no credit inflation at all

 in this case-rather deflation-but only a non-synchronous appearance of

 purchasing power and of the commodities corresponding to it, which tem-

 porarily produces the semblance of inflation. (1934:110)

 This assertion clearly indicates that the banking system cannot have the

 detrimental effects associated with a cumulative inflationary process

 that Hayek assumes. Far from artificially altering the structure of prices,

 banks allows the modifications of the system of values that are associ-

 ated with innovation to occur. They thus perform a necessary function

 for economic development, which would not be feasible otherwise.

 Our consideration of Hayek and Schumpeter, in light of their com-
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 mon Wicksellian-Misian inheritance, has allowed us to underline the

 similarities between these four authors with respect to their treatment
 of the relation between money defined in a broader sense (i.e., includ-

 ing bank credit) and the working of the market for capital. Indeed,

 both Schumpeter and Hayek, as do Wicksell and Mises, consider that

 credit creation by banks alters the conditions under which investment
 takes place. However, the explanations provided by each of them

 with regard to the influence of banks in the unfolding of dynamic eco-

 nomic processes sharply differ. While the "lengthening effect" plays a

 crucial role in Mises's and Hayek's respective explanations of eco-

 nomic fluctuations, if even considered by Wicksell and Schumpeter,
 this effect is conceived as being of minor importance.

 Now, as we have shown, Mises's Theory of Money and Credit con-

 tains the foundations for a conception of the dynamics of capital accu-

 mulation whereby the modifications in the distribution of income and

 wealth implied by the creation of new means of payments by banks

 could be consistent with real growth.37 This is supported by the fact

 that Mises considers that the banking system as a whole encounters no

 technical limits to the circulation of fiduciary media, provided all

 banks issue fiduciary media according to uniform principles. There-
 fore, if they are not constrained by some sort of deliberate interven-

 tion by monetary authorities, banks may durably affect the distribution

 of economic resources in such a manner as to increase the amount of

 means of subsistence within the economy. As we have shown, this ac-

 cords with Schumpeter's view of the way a monetary economy works
 in the presence of a developed banking system.

 Finally, both Hayek and Wicksell focus on the limits of credit cre-

 ation that a banking system is likely to encounter over the cycle as a
 determining force of business fluctuations. In contrast, as we have

 seen, Mises emphasizes the fundamental role played by the indirect

 monetary influences through the variations in the objective exchange
 value of money and deliberately excludes all kinds of institutional

 constraints to credit creation by banks from his analysis of the cycle.

 As far as Schumpeter is concerned, he focuses on the real forces (imi-
 tation, competition, liquidation, etc.) emanating from the process of

 adaptation to technological innovation. Now, if we concentrate on

 Hayek's and Schumpeter's theories of business cycles, the aforemen-
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 tioned differences may be reflected on in light of their respective

 views of economic dynamics and the implications in terms of mone-

 tary policy.

 V

 Hayek's and Schumpeter's Views of the Dynamics of Monetary

 Economies and Their Corresponding Policy Prescriptions: Two

 Distinct Views of How Credit Shapes the Economy

 IN THE PREVIOUS SECTION WE HAVE CONCENTRATED on the common

 Wicksellian-Misian origin of Hayek's and Schumpeter's conceptions of

 money and banking and focused on their respective views concerning

 the influence of the banking system on the working of the market for

 capital. We have then emphasized that the two Austrian authors con-

 trast markedly as regards their description of the mechanisms that

 constitute economic dynamics.

 The differences between Hayek's and Schumpeter's theories of

 business cycles should be reconsidered in the light of the debates that

 took place in the 1920s and 1930s among German-speaking econo-

 mists.38 The conflicting issue of whether or not equilibrium theory

 could account for the observed fluctuations of main macroeconomic

 magnitudes has constituted one of the main concerns of those discus-

 sions. The following quotation from Schumpeter gives an account of

 this conflict:

 There is the "theory" that the economic process is essentially non-oscilla-

 tory and that the explanation of cyclical as well as other fluctuations must

 be therefore be sought in the particular circumstances . . . which disturb

 that even flow.... And there is the "theory" that the economic process it-

 self is essentially wave-like-that cycles are the form of capitalist evolution.

 (1952:252)

 These two contrasting views of economic processes might serve as a

 convenient starting point for contrasting Hayek's and Schumpeter's re-

 spective approaches of business cycles. Hayek indeed insists on the

 necessity "to build on the foundations given by the concept of a ten-

 dency towards an equilibrium [because] it is this concept alone which

 permits us to explain fundamental phenomena like the determination

 of prices or incomes, an understanding of which is essential to any ex-

 planation of fluctuation of production" (Hayek [1931] 1935:34).
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 Schumpeter, however, regards business cycles as the major manifesta-

 tion of economic dynamics and considers that equilibrium theory is

 not qualified for providing any satisfactory explanation of economic

 fluctuations. In the Preface to Business Cycles, he writes:

 Analysing business cycles means neither more nor less than analysing the

 economic process of the capitalist era.... Cycles are not, like, tonsils,
 separable things that might be treated by themselves, but are, like the beat

 of the heart, of the essence of the organism that display them. (1939, vol.

 I:v)

 Upon closer investigation, however, things are far more compli-

 cated. On the one hand, Hayek's main concern is to investigate empir-

 ical questions such as the existence of business cycles, which,

 according to him, need a theoretical explanation. He nevertheless

 considers part of the task of a theoretician "to determine how the fact

 of cyclical oscillations in economic activity can be reconciled with the

 general theory of equilibrium, or how that theory can be reconciled

 with facts" ([1931] 1935:34). In other words, it seems that we are justi-

 fied in contending that, far from being fully satisfied with the usual

 general theory of equilibrium, Hayek tries to extend its boundaries so

 as to make it accountable for disequilibrium economic situations.

 Plausibly, what Hayek undermined is that, to be consistent, such a en-

 deavor implies more drastic modifications of the usual economic ana-

 lytical tools than he had previously thought.39

 On the other hand, Schumpeter took a more radical path, denying

 the possibility of reconciling the equilibrium approach with any expla-

 nation of dynamic phenomena such as business cycles. He thus con-

 ceives of dynamics as a separate side of economic theorizing that not

 only deals with distinct matters but also with different methods and

 tools that have to be forged for that purpose.40 However, as stressed

 by Perroux, Schumpeter's theory of development also entails an inner
 tension that derives from the methodological dilemma from the rela-

 tionship between abstract logic analysis and the historical and socio-

 logical approach.41 Schumpeter's description of the succession of

 waves of innovation is a striking example of this tension.42

 These differences between Hayek and Schumpeter are important

 not only for identifying their respective visions of economic dynamics

 but also for interpreting their corresponding policy prescriptions. In
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 the field of monetary policy, both Hayek and Schumpeter agree that

 price-stabilization policies are not to be prescribed. Doing so would

 perturb the free play of prices and its essential function of signaling

 modifications in scarcity conditions and providing the necessary set of

 information on which agents rely when making economic decisions.43

 In particular, they both contend that when technical progress raises

 productivity, the price level should fall while total money incomes re-

 main unchanged.44 However, there are important differences in their

 respective arguments.

 In Schumpeter's "pure model," the cyclical dynamics bring about

 recurrent expansions and contractions of credit-money supply.

 Therefore, Schumpeter favors some elasticity of credit over the

 course of the cycle so that the price level will rise in the upswing

 and fall in the downswing. By contrast, Hayek's prescription is to

 eliminate such cyclical fluctuations. Consequently, he rules out all

 kinds of external intervention that would allow the quantity of

 money to vary. Indeed, in his 1928 article on intertemporal equilib-

 rium, he criticizes the gold exchange because it allows the stock of

 gold to vary. Likewise, he does not favor free banking because it

 necessarily implies some elasticity of the supply of bank-issued

 money. However, there is a puzzle in the development of Hayek's

 view with regard to monetary policy considerations. He amends sev-

 eral times his claim for a monetary system in which any change in

 the quantity of money should be held constant, going from exempli-

 fying it in his 1928 article to completely dismissing it in his last work,

 The Denationalization of Money (1978).45

 It is interesting to note that Hayek's earliest view on the cycle was

 not very dissimilar from Schumpeter's, to the extent that he consented

 to some benefits of forced saving. In 1925, he wrote:

 There can be no doubt at all that the development of the capitalistic econ-
 omy over the last 100 years would not have been possible without the
 "forced saving" effected by the extension of additional bank credit. Hence
 economic fluctuations must probably be regarded as necessary accompani-
 ment of the accelerated development experienced by countries of the
 Western world in the last 150 years. Such fluctuations, in turn could be en-
 tirely eliminated only if the tempo of this development was substantially
 lessened .... ([1925] 1984:103)
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 From Wicksell and Mises to Hayek and Schumpeter 465

 This position should have led him to make some concessions with re-

 spect to his later radical claim. Indeed, as previously mentioned, in

 Monetary Theory and the Trade Cycle he seems to believe in a flexible

 credit multiplier; he should have admitted that this mechanism would

 be as effective for "forced saving" as for "voluntary saving." But as we

 know, by the time he wrote Prices and Production, Hayek had

 switched to a more restrictive explanation of business cycles, seeing in

 the deliberate decision making by monetary authorities the ultimate

 cause of fluctuations, implying that this harmful influence should be

 avoided. However, in the same book, he acknowledges that there was

 one "exception to the general rule that, in order that money should re-

 main neutral towards prices, the amount of money or the amount of

 money payments should remain invariable" ([19311 1935:123). This ap-

 pears as he considers the changes in the velocity of money circulation,

 which he had previously ignored, and leads him to revise his mone-

 tary policy norm accordingly, now stating that it was the "total money

 stream" (ibid., p. 131), or the quantity of money times its velocity of

 circulation, that should remain constant.

 As is now obvious, Hayek and Schumpeter were both critical of the

 price stabilization proposal, yet for different reasons. Clearly, Hayek at-

 tacks this prescription from the following angle: a stable instead of a

 falling trend of the price level in a growing economy causes an artificial

 increase of the total money stream, leading to an inevitable crisis.46 For

 Schumpeter, a policy that stabilizes prices inhibits economic develop-

 ment by preventing the process of banks' credit creation to have its full

 effects, of providing the innovators with the required means of pay-

 ment in order to implement their productive activity.

 From a different angle, Hayek and Schumpeter shared the idea that

 national price stabilization policies conflicted with the international

 prevailing system of the gold standard. Although neither Hayek nor

 Schumpeter considered the gold standard as an ideal system in theory,

 they nevertheless appreciated that it was designed to work automati-

 cally, without interference from the political sphere. In 1927, Schum-

 peter wrote that "even if gold . . . surrenders the monetary system to

 the arbitrariness of gold production, it prevents other and more harm-

 ful arbitrary action" (1927b:161).47
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 In 1937, Hayek's stance at the gold standard had changed from his

 early position. White (1999) suggests that this was due to his switch

 from the "constant money stock" to the "constant money stream"

 norm in Prices and Production.48 This theoretical improvement al-

 tered his critique of the gold standard. In 1928, dissenting from Mises's

 view, he rejected the gold standard entirely on the grounds that it al-

 lows the quantity of gold to vary. Later, in Prices and Production,
 when warning that an attempt to "drastically . .. reconstruct our mon-

 etary system, in particular to replace the semi-automatic gold standard

 by a more or less arbitrarily managed currency" poses dangers "much

 greater than the harm which is possibly done by the gold standard"

 his position is akin to his teacher's ([1931 11935:127). However, in

 Monetary Nationalism and International Stability, similar to

 Schumpeter, he indicates that they are merits in "any mechanical prin-

 ciple (such as the gold standard)," which at least has equilibrating

 mechanisms for distributing the global money stock among countries

 (1937:93). Finally, the arguments developed in The Denationalization

 of Money (1978) led Hayek to again modify his position with respect

 to the gold standard. He now favors free banking and predicts that in

 a free competition among different types of money, the public would

 choose stable-valued private fiat-money over gold.49

 VI

 Conclusion

 RE-EXAMINING HAYEK'S AND SCHUMPETER'S theories of banking and business

 cycles clearly confirms the existence of a Wicksellian connection. This

 result is not surprising. It is indeed now commonplace to recognize the

 widespread influence of the Swedish tradition within the debates

 about macroeconomic issues that marked the 1920s and the 1930s. Fol-

 lowing this line of thought, it is important to remember that both

 Hayek and Schumpeter were great historians of economic thought and

 that they actively participated in the diffusion of Wicksell's ideas

 among English-speaking readers. Mises also made great contributions

 in establishing this connection among the Austrians. His major work,

 the Theory of Money and Credit, though often criticized, clearly paved

 the way for the development of a business cycle approach, tying to-
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 gether Wicksell's analysis of credit and the Austrian theory of capital.

 Furthermore, from what we have seen, Mises's synthesis inspired two

 distinct explanations of the role played by credit and the banking sys-

 tem within the working of the economy. Our interpretation is that

 Mises's work already indicated the two possible extensions that Hayek

 and Schumpeter explored. Hayek took one direction, concentrating on

 the real capital requirements for the economic production structures to

 be maintained in equilibrium through time, therefore regarding credit

 and the organization of the banking system as harmful factors.

 Schumpeter favored the other way, relying on the "ultra Wicksellian"

 idea of a "pure credit economy," thus conceiving credit and its associ-

 ated effects on income distribution and resources allocation as a neces-

 sary lubricant for growth. Finally, although Hayek and Schumpeter find

 common ground in their monetary policy prescriptions, we should not

 be surprised that, in view of their quite distinct visions of dynamic eco-

 nomic processes, they parted company on the arguments against

 price-stabilization policies.

 Notes

 1. Note that Mises's Theory of Money and Credit first appeared in German

 in 1912, one year after Schumpeter's Theory of Economic Development, and

 was translated into English for the first time in 1934.

 2. See Hong's article on Schumpeter's vs. Hayek's theories of capital and

 their respective visions of economic dynamics. See also Klaussinger's paper

 on Schumpeter's and Hayek's respective views of the Great Depression.

 3. This connection is usually undermined in the literature. See, for in-

 stance, David Laidler's survey on the Austrians and the Stockholm School,

 where Mises's contribution to the development of Austrian business theory is

 not given due account (Laidler 1991:298). As suggested by Bellofiore (1998),

 one of the reasons for the relative lack of receptivity of Theory of Money and

 Credit could be that Mises never replied to Wicksell's review of the first edi-

 tion of the book in the Zeitschrift fuir Volkswirtschaft, Sozialpolitik und

 Verwaltung in 1914. We are grateful to Bellofiore for indicating that the Eng-

 lish translation of this review is now available in Bien-Greaves and McGee

 (1993). See Bellofiore (1998), p. 570, note 50.

 4. The same point is also sometimes made in relation to the Robert-

 son-Keynes Cambridge-based approach of the late 1920s and early 1930s. We

 shall not consider this connection here since it is beyond the scope of this pa-

 per.

 5. Mises defines the objective exchange value of money as follows: "By
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 'the objective exchange value of money' we are accordingly to understand the

 possibility of obtaining a certain quantity of other economic goods in ex-

 change for a given quantity of money" (1981:122).

 6. Even if Mises did not consider himself an adherent of Bbhm-Bawerk's

 theory of interest, he regards it as a satisfactory solution of the problem. In

 particular, he recognizes that Bohm-Bawerk was the first to clear the way that

 leads to understanding of the problem; he was the first to make it systemati-

 cally possible to relate the problem of interest to that of the value of money

 (1981, footnote p. 378).

 7. On this point, Mises adopts Menger's classification of goods according

 to which goods are evaluated in relation to their relative distance from final

 goods. Present goods are consumption goods, or goods of first order, the

 value of which depends on the expected utility from consumption. Goods of

 higher orders comprise the set of heterogeneous intermediate goods that are

 gradually incorporated within the process of production. Their respective

 value is determined by a process of imputation back to the lower-order goods,

 in accordance with the marginal contribution they make to the production of

 final goods.

 8. The issue of "fiduciary media" corresponds to the creation by banks of

 money substitutes that are not covered by an equivalent and simultaneous

 quantity of goods or money proper. Mises indeed distinguishes between

 money in the broader sense and money in the narrower sense. The latter cor-

 responds to money proper in the usual sense (including fiat money), while

 the former also comprises money substitutes. These substitutes are either

 money certificates orfiduciary media depending on whether or not they are
 wholly covered by money in the narrower sense. They serve the same pur-

 pose as money proper since they are convertible and secure claims to pay-

 ments. Thus they add to the total quantity of money in circulation (Mises 1981:

 155). Interest is focused on fiduciary media, that is, banknotes and current ac-

 counts that are not wholly covered by money in the narrower sense. This dis-

 tinction echoes the opposition made by Mises between the commodity credit

 and the circulation credit. The former corresponds to "those credit transac-

 tions which are characterized by the fact that they impose a sacrifice on that

 party who performs his part of the bargain before the other does-the forego-

 ing of immediate power of disposal over the exchanged good, or, if this ver-

 sion is preferred, the foregoing of immediate power of disposal over the

 surrendered good until the receipt of that for which it is exchanged" (ibid., p.

 297). By contrast, the second kind of credit transaction is "characterized by the

 fact that in them the gain of the party who receives before he pays is balanced

 by no sacrifice on the part of the other party" (ibid.). Obviously it is with this

 second sort of banking business that Mises is concerned. It is worth pointing

 out here that this distinction is very similar, as we shall see, to Schumpeter's

 opposition between normal credit and abnormal credit.
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 9. In fact, the effect on the rate of interest is as permanent as the fluctua-

 tions in the objective exchange value of money (Mises 1981:384).

 10. Mises 1981:400.

 11. For Mises, the business of banking falls into two distinct branches. One

 is restricted to the "negotiation of credit through the loan of other people's

 money while the second is characterized by the granting of credit through the

 issue of fiduciary media . . ." (1981:293). For him, provided all banks act ac-

 cording to uniform principles, the circulation of fiduciary media meets no

 other natural limit than the banks' running costs, which are extremely low.

 Thus, if there is no artificial restriction of the credit system, in other words, if

 there is no sort of deliberate human intervention, the activity of issuing fidu-

 ciary is almost infinitely elastic (ibid., p. 346).

 12. This is one of the points on which Wicksell replied to Mises's first edi-

 tion of the Theory of Money and Credit in his 1914 review. The argument is

 found in Uhr (1960:257). What Wicksell objects to is the fact that the real rate

 of interest would be reduced to the level of the loan rate by real capital forma-

 tion resulting from "forced saving" (Mises [1912] 1934:355-365). In Wicksell's

 view, entrepreneurs are not forced to lengthen the period of production be-

 cause, assuming that they used an optimal production period before the loan

 rate became low, "they will then continue to produce for a time with the same

 production period. Meanwhile the entrepreneurs merely pocket their gain by

 being able to obtain credit at less expense than they had counted on. This

 gain induces them to extend their operations in the next period, in the sense

 of 'widening' the capital structure. This attempt at widening forces them to

 build up wages in competition with one another. Now, if prices remained

 constant, the increase in wages would reduce the real rate and would induce

 entrepreneurs to offset this tendency by lengthening the period in the sense of

 'deepening' or increasing its vertical dimension. But prices do not remain con-

 stant. Instead they rise, because real capital-the subsistence fund-has not

 increased appreciably in such short a time. In fact, the subsistence fund may

 have decreased since the loan rate, as an inducement to saving, has been re-

 duced. On the other hand, money wages and rents have risen. Thus, as prices

 rise, entrepreneurs are again in a position to continue making gains, despite

 higher wages and rents. Consequently, they are not forced to extend the capi-
 tal structure in the vertical dimension, and thus the real rate does not fall"

 (Wicksell 1914:147).

 However, in 1915 when the second Swedish edition of Lectures-II was

 published, Wicksell, faced with objections by Davidson and Mises, made con-

 cessions toward his critics concerning the mutual influence of the money rate
 and the natural rate:

 The objection has been raised to the whole of the above reasoning, that a

 lowering of the loan rate must also depress the real rate so that the differ-
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 ence between them is more and more leveled out and thus the stimulus to

 a continued rise in prices eliminated. This possibility cannot be entirely re-

 jected. Ceteris Pa rbus a lowering of the real rate unconditionally demands

 new real capital, i.e., increased saving. But this would certainly occur, even

 if involuntarily, owing to the fact that higher prices would compel a re-

 striction of consumption on the part of those who had fixed money in-

 comes .... ([1906] 1915:198-199)

 13. This need not to be the case. It is worth mentioning here that, in con-

 trast to Hayek (1929, 1931), Mises does not make this assumption.

 14. Hayek gives a similar account of the movement of relative prices during

 the cycle. As stressed by Hicks (1967), some delay (of consumption relative to

 wages, or in the wage rise) must be supposed for Hayek's theory to make

 sense. As for Mises, see Ellis (1934:336) and Bellofiore (1998, note 53), who

 support his claim of a delay in wages. However, though this assumption is

 central for the unfolding of the cycle, it must not be taken for granted, given

 that the financing of increased activity involves an increase in wages and,

 therefore, a corresponding increase in demand for consumption goods. See

 Bellofiore (1998, note 34).

 15. Insofar as they experience rising wages, they would rather increase their

 demand for consumption goods.

 16. This reinforcing effect of the rate of interest on capital results from tran-

 sitory movements in the objective exchange value of money that are linked to

 the fact that "variations in the exchange value of money do not appear every-

 where simultaneously and uniformly, but start from a particular point and

 only spread out gradually throughout the market" (Mises 1981:387). More pre-

 cisely, Mises writes that it is the entrepreneurs who generally benefit from the

 increase of the issue of fiduciary media. Indeed, if the objective exchange

 value falls, the entrepreneur gains in the short run since "he will be able to

 meet part of his expenses of production at prices that do not correspond to

 the higher level, while, on the other hand, he will be able to dispose of his

 product at a price that is in accordance with the variation that has meanwhile

 occurred" (ibid.). This cannot fail to affect the interest rate on loans. Indeed,

 those entrepreneurs who benefit from inflation (i.e., those that are up on the

 scale of goods) are prepared if necessary to pay a higher rate of interest, and

 their competition of other would-be-borrowers, attracted by the same pros-

 pects of profits, will also accept the higher rate. Thus, as long as this process

 continues and differential profits (or losses) occur, there is a tendency for the

 interest rate to increase (or to decrease) depending on whether the objective

 exchange value of money falls (or rises) (ibid.).

 17. Mises believes that a precise re-establishment of the old price ratio be-

 tween goods of the first order and goods of higher orders is not possible. On

 the one hand, the intervention of banks has brought about a redistribution of
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 income and property. On the other hand, the automatic recovery of the loan

 market involves certain of the phenomena of a crisis (a certain degree of irre-

 versibility, social losses of value, etc.), which are signs of the loss of some of

 the capital invested in the excessively lengthened roundabout processes of

 production. According to Mises, the remaining sign of all these disturbances

 will be a general increase of the objective exchange value of money (1981:

 402).

 18. As Bellofiore (1998) emphasizes, in times of hyperinflation things are

 even worse, since contrary to Mises's usual assumption of static expectations,

 expectations will not only reflect previous inflation rates but also anticipate

 the future state of the market (Mises 1923:8-9). This leads to an even more

 drastic fall in the objective exchange value of money. In this case, prices will

 rise at a greater rate than the growth of money and the loan rate of interest

 can then rise without bounds (Mises 1981:402). For more details, see

 Bellofiore (1998:568, note 44).

 19. If the purchasing power of the commodity money is too low it discour-

 ages the production of the commodity that serves as money, but increases,
 ceterisparibus, its industrial consumption. The deficiency that would arise as

 soon as consumption began to exceed production has to be made up from the

 bank reserves.

 20. As Bellofiore suggests, Mises's reference to only fiat paper money in his

 theory of the cycle has been overlooked by the secondary literature

 (Bellofiore 1998:570, note 49). See also Moss (1976:36-37).

 21. In this respect, Hayek's reading of Wicksell is worth pointing out. For

 Hayek, Wicksell's success in his attempt to link money and capital accumula-

 tion is essentially due to "the fact that his attempt was based on a modern and

 highly developed theory of interest, that of Bbhm-Bawerk" ([1929] 1933:20).

 However, he adds:

 But by a curious irony of fate, Wicksell has become famous, not for his real

 improvements on the old doctrine, but for the one point in his exposition

 in which he definitely erred: namely, for his attempt to establish a rigid

 connection between the rate of interest and the changes in the general

 price level (ibid.).

 22. On this point, Hayek pays a true tribute to Mises. He indeed acknowl-

 edges that Mises "has succeeded in transforming the Wicksellian theory into

 an explanation of the credit cycle which is logically satisfactory" ([1929] 1966:

 22).

 23. In his 1932 review of Prices and Production, Sraffa points out that what

 one would have expect from Hayek is that he would have provided a compar-
 ison between what he refers to as "neutral money," which comes to the same

 as a state in which there is no money at all, and other monetary systems. He
 writes:
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 We therefore might expect that Dr. Hayek would, in discussing a number

 of assumed cases in which equilibrium is disturbed, compare the results in

 a moneyless economy with the corresponding results obtained under vari-

 ous monetary systems, or policies. This would bring out which are the es-

 sential characteristics common to every kind of money, as well as their

 differences, thus supplying the elements for the estimate of the merits of al-

 ternative policies. ([1932] 1995:199)

 24. See A. H. Hansen and H. Tout (1933), pp. 133-135 and M. Colonna

 (1994), pp. 41-44.

 25. See H-M Trautwein (1994), p. 77 and (1996), pp. 45-46.

 In his review of Prices and Production, Sraffa makes a similar statement.

 He criticizes Hayek's distinction between the cases of "voluntary savings" and

 "forced savings," stating that there is no reason for the latter to be less stable

 than the former. He argues that the crisis resulting from "the attempt of agents

 to expand consumption to the usual proportion" is not likely to occur be-

 cause:

 one class [the producers] has, for a time, robbed another class [the consum-

 ers] of a part of their incomes; and saved the plunder. When the robbery

 comes to an end, it is clear that the victims cannot possibly consume the

 capital which is now well out of their reach. If they are wage-earners, who

 have all the time consumed every penny of their income, they have no

 wherewithal to expand consumption. And if they are capitalists, who have

 not shared in the plunder, they may indeed be induced to consume now a

 part of their capital by the fall in the rate of interest; but not more so than if

 the rate had been lowered by the "voluntary savings" of other people.

 ([1932] 1995:203-204)

 See also A. H. Hansen and H. Tout (1933), pp. 139-140 and H. Neisser (1934),
 pp. 436 439.

 26. In his History of Economic Analysis, Schumpeter ranks Wicksell's con-
 tribution-together with those of Walras, Marshall and the Austrians (Menger,

 Wieser, Mises)-among the great performances in this field during

 1870-1914. Later, he even adds with some irony that "posthumously he ac-
 quired even greater international reputation as monetary theorist than either
 Marshall or Walras . . . due to the facts that his Swedish disciples never

 ceased to call themselves Wicksellians, even if they criticized and surpassed
 him, and that his message became accessible in German at a relatively early

 date and in a form that was not so forbidding as was that of Walras"

 (1954:1085). Note also that Schumpeter paid a specific tribute to Wicksell in a

 German article entirely dedicated to the works of the Swedish authors
 (1927a:238-251).

 27. More specifically, Schumpeter describes Wicksell's achievement in his

 famous model of the Cumulative Process as the combination of two facts that
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 had become the concern of more and more economists: (1) "that there is no

 such thing as a quantitatively definite need for loans or discounts and that the

 actual amount of borrowers' demand is as much a question of the banks' pro-

 pensity to lend and of the rates they charge as it is a question of borrowers'

 demand for credit" and (2) "that the practice of financing nothing but current

 trade-discounting good commercial paper-does not guarantee stability of

 prices or of business situations in general or, in depression, the liquidity of

 banks" (1954:1112-1113).

 28. Schumpeter lists them as "commodities which in fact circulate as

 money," "money made of a material the market price of which is less than the

 purchasing power of the monetary unit made of it," and "bank notes," but also

 "current accounts and clearing accounts," "the amount of all payments which

 are disbursements out of income and are handled exclusively by compensa-

 tion," and finally, "credit instruments and claim titles of all kinds, to the extent

 that they in fact perform the role of money" ([1917] 1956:207).

 29. For Schumpeter, the "lengthening effect," referred to by him as the

 "Hayek effect," which he defines as "the effect on investment of a rate of inter-

 est lower than would have obtained had the process been left to itself' (1939,

 vol. 11:812), is a mechanism of secondary importance. According to him, the

 preoccupation with the vertical composition of capital fails to account for the

 transfer of resources that characterizes "the process by which the effects of the

 entrepreneurial activity spread . .. over the whole system, dislocating values,

 disrupting the equilibrium that existed before" (1939, vol. 1:132). Since his

 main concern is with the process of diffusion of novelty within the whole

 economy, he prefers an even more disaggregated approach to the analysis of

 economic processes, which also allows him to deal with the sectoral (horizon-

 tal) investment shifts that constitute an essential characteristic of the mecha-

 nisms of technological diffusion.

 30. Schumpeter (1934), p. 68 and (1939), vol. I, p. 78.

 31. Controversial as it is, the question of whether this assertion is plausible

 is not relevant to this paper. Furthermore, as Samuelson (1943) suggests,

 Schumpeter's conception of the circular flow could be saved by the interpreta-

 tion that he holds the less extreme view that there would exist a positive rate

 of interest in the stationary economy. Indeed, in the case referred to by

 Schumpeter as "steady-growth" and that is to be interpreted as a mere exten-

 sion of the static case of the circular flow, both the rate of interest and saving

 can display positive values. Nevertheless, this case does not belong to the
 field of dynamics as defined by Schumpeter, since it deals with changes that

 can be accommodated in a routine way. What is actually observed is "an in-

 crease in the more durable elements, let us call them machinery, such as will
 exactly equal the additional saving offered both in value and cost, which is
 what we mean by saving creating its own demand.... The result would, in

 fact, be a steady growth of the system's industrial outfit by the steady addition
 to it of new units of plants and machinery, which, however, must be of the
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 same types as those which are already in use or would be in use but for lump-

 iness, in order to exclude a new and different element which would otherwise
 intrude" (Schumpeter 1939, vol. I:80).

 32. In Business Cycles, Schumpeter describes Mises's analysis of the cycle as

 an extension of Wicksell's initial framework of the consequences of a diver-

 gence between the real and the monetary rates of interest. He writes:

 Suppose that banks emerge from a period of recovery or quiescence in a

 liquid state. Their interest will prompt them to expand their loans by low-

 ering their rates until these are below the Wicksellian real rate, which, as

 we know, is Bdhm-Bawerk's real rate. In consequence, firms will in-

 vest-especially in durable equipment with respect to which rate of inter-

 est counts heavily-beyond the point at which they would have to stop

 with the higher money rate that is equal to the real rate. Thus, on the one

 hand, the time structure of production is distorted. This process can not go

 on indefinitely, however-there are several possible reasons for this, the

 simplest being that banks run up against the limits set to their lending by

 their reserves-and when it stops and the money rate catches up with the

 real rate, we have an untenable situation in which the investment under-

 taken on the stimulus of an "artificially" low rate proves a source of losses:

 booms end in liquidation that spell depression. (Schumpeter 1954:1120)

 33. See Bellofiore (1998), p. 533.

 34. In this respect, Schumpeter's position as regards the origin of disequilib-

 rium is similar to Wicksell's. As we know, the cumulative process, although

 being a far less sophisticated kind of dynamics, starts by a real productivity

 shock that creates a divergence between the monetary and the natural rates of

 interest.

 It is interesting to note that Hayek considers this aspect of Schumpeter's

 analysis as a drawback. Let us remember how Hayek characterizes it:

 This group [of theories] pays close attention to the monetary inter-connec-

 tions and expressly emphasizes them as a necessary condition for the occur-

 rence of the processes described. But they fail to pass from this realisation to

 the necessary conclusion; to make it a starting-point for their theoretical

 elaboration, from which all other particular phenomena have to be deduced.

 To this group belongs the theory of Professor J. Schumpeter .... ([1929]

 1966:97).

 35. The "sphere of capital" consists of income-yielding assets. It includes

 the real estate and mortgage markets as well as the stock market (Schumpeter

 [1917] 1956:176). The common characteristic of these spheres (and therefore
 the distinctive feature of the money market as compared to the narrower

 "credit market") is related to the fact that they permit the working of stock
 markets. In this framework, it is now clear that the role of banks is not limited

 to the control of credit. As we have emphasized, credit creation by banks al-

This content downloaded from 
�������������149.10.125.20 on Sun, 16 Jan 2022 01:28:56 UTC������������� 

All use subject to https://about.jstor.org/terms



 From Wicksell and Mises to Hayek and Schumpeter 475

 lows the emergence of a positive rate of interest, which stimulates savings.

 Therefore, the "sphere of hoards and reserves" is strongly dependent on

 banks since the latter modify, through their activity of granting credit, the vol-

 ume of available liquidity.

 36. Several passages of Schumpeter suggest this view. In his Theory of Eco-

 nomic Development, he writes:

 We know already by what forces this supply is regulated: first with regard

 to possible failures by entrepreneurs, and secondly with regard to the pos-

 sible depreciation of the credit means of payment. (1934:195)

 In Business Cycles, he also indicates that:

 The banker must not only know what the transaction is in which he is

 asked to finance and how it is likely to turn out, but he must also know the

 customer, his business, and even his private habits, and get, by frequently

 "talking things over with him," a clear picture of the situation. (1939, vol.

 1:116-117)

 Upon closer investigation, one may find several arguments in Schumpeter's

 writings that indicate that, even in a monetary system where banking opera-

 tions are constrained by reserve requirements, the issue of the technical limit

 to the supply of credit is of little relevance. On the one hand, Schumpeter

 suggests that the deposit multiplier would vary in a procyclical manner in ac-

 cordance with real profit opportunities (see Schumpeter 1956:206-208;

 Schumpeter 1934:112-115; Schumpeter 1939, vol. 1:121-123). But, in contrast

 to Hayek's explanation, the cash/deposit ratio would meet no other limits

 than those related to the shifts of demand for credit in the course of the cycle.

 Indeed, modifications in the demand for finance would affect not only the ac-

 tual credit that is lent out but also the potential credit (i.e., the maximum

 credit banks can create in a given institutional context), so that the limit of

 credit expansion would also vary with the cycle (see Bellofiore 1991:78).

 37. Note that in Banking Policy and the Price-Level, Robertson also empha-

 sizes the indirect and durable influence, through redistributive effects altering

 economic agents' attitude toward savings, of credit creation by banks on the

 process of capital accumulation.

 38. See Ruhl (1994).

 39. What Hayek refers to as the "general theory of equilibrium" should not

 be confused with the Walraso-Paretian framework we have usually in mind. A

 closer look at Hayek's 1928 article suggests a quite different view, one in
 which the process of price formation and its convergence to equilibrium fol-
 lows a much more complex procedure than assumed in the Arrow-Debreu

 model of intertemporal equilibrium. In particular, and in contrast to the latter
 model, the Hayekian notion of intertemporal equilibrium allows the possibil-
 ity of changes in "fundamentals" in the individuals' sets of future decisions.
 See R. Arena (1999), p. 5.
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 40. Schumpeter (1908), p. 182.

 41. See Perroux (1965), p. 189.

 42. This point has been emphasized by Kuznets in 1940. The author's ques-

 tion is, given the existence of an infinite supply of possible innovations (in-

 cluding inventions and other combinations), why the entrepreneurial genius

 should systematically postpone the pace of the next pioneer until the previous

 pace has been imitated and spread out to such an extent that the upsetting of

 equilibrium should stop even the entrepreneur in his pace (Kuznets 1940:

 262).

 43. It should be specified here that comparing Hayek and Schumpeter "on

 the same dimension" with respect to their monetary policy views raises

 some difficulty. Indeed, Hayek has always been preoccupied by monetary

 policy. As reported by White in the new Preface to the English translation of

 Monetary Theory and the Trade Cycle, Hayek notes that "the critique of the

 programme of the 'stabilizers,' which is in many ways the central theme of

 this book, has now occupied [him] for many years" (Hayek [1929]
 1933:16-17). See White (1999), p. 110. The same kind of statement cannot

 be made for Schumpeter. If he accepted this need and had himself been a

 Minister of Finance in Austria, he nevertheless draws a very sharp line be-

 tween "scientific" work, which he considered a priority, and economic pol-

 icy making.

 44. The last condition, unchanged total money incomes, is only verified in

 Schumpeter's "pure model." Indeed, at the stage of "secondary approxima-

 tions" money incomes will display a long-term tendency to increase when

 growth factors, such as saving, which have been assumed away within the

 framework of the pure model, are introduced into the analysis. See Date

 (1991), pp. 333-334.

 45. Note that Hayek's critical argumentation against price stabilization was

 not only an abstract theoretical issue. He strongly believed that this policy, in

 a harmful futile joint effort at monetary expansion between 1925 and 1929,

 had inspired the Bank of England and the U.S. Federal Reserve System to pre-

 vent the fall in prices that should have accompanied the outflow of gold from

 Britain and the rapid growth of real output in the U.S. economy. See White

 (1999), p. 110.

 46. The argument is borrowed from Klaussinger (1995), as translated by
 him from Schumpeter (1927b).

 47. The argument runs as follows. Having moved toward the "constant

 money stream" norm, Hayek now regards the gold's supply elasticity as a vir-

 tue rather than a vice (1948:210-211), providing that the gold stock responds

 to money demand shifts with an adequate speed and that there exists a "cen-

 tral monetary authority for the whole world" or its equivalent in policy coop-

 eration among national banks (1937:93). See White (1999), p. 114.

 48. In his Theory of Money and Credit, Mises makes a similar statement:
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 The significance of adherence to a metallic-money system lies in the free-

 dom of the value of money from state influence that such a system guaran-
 tees. Beyond doubt, considerable disadvantages are involved.... But ...
 such a [system] would still deserve preference over one subject to state in-
 tervention, since the latter sort of money would be subjected to still greater
 fluctuations. (1981:270)

 49. It should be recalled here that in The Denationalization ofMoney, Hayek
 abandons his earlier position as regards price-stabilization policies. He now ar-
 gues for the coordinating properties of price-stabilization policies, emphasizing
 that they ensure better reliability of economic agents' long-term contractual de-
 cisions by minimizing forecasting errors. He also now advocates free banking.
 See Hayek (1978), pp. 64-70. However, this new prescription now conflicts

 with the problem of the non-neutral injections of bank credit that were at the
 core of his business cycle theory. Hence, in a striking about-face, he dismisses
 his previous work, as the following passage exemplifies:

 [E]ven those additions to the quantity of money that in a growing economy
 are necessary to secure a stable price level may cause an excess of invest-

 ment over saving. But though I was among those who early pointed out
 this difficulty, I am inclined to believe that it is a problem of minor impor-
 tance. (1978:3)

 See White (1999), p. 117.

 References

 Arena, R. (1999). "Hayek et l'6quilibre 6conomique: une autre interpretation."
 Revue d'Economie Politique 108(6): 847-858.

 Bohm-Bawerk, E. von. [1889] (1959). Capital and Interest, Vols. 1-3. English
 translation by F. D. Huncke and H. F. Sennholz. South Holland, MI:
 Libertatian Press.

 Bellofiore, R. (1991). "Money and development in Schumpeter." In J.
 Cunningham (ed.), Joseph A. Schumpeter: Critical Assessments. Vol IV

 (pp. 371-394). London: Routledge.

 . (1998). "Between Wicksell and Hayek: Mises's Theory of Money and
 Credit Revisited." American Journal of Economics and Sociology 57(4):
 531-578.

 Bien-Greaves, B. and R. McGee (eds.). (1993). Mises: An Annotated Bibliogra-
 phy. A Comprehensive Listing of Books by and about Ludwig von Mises,
 Irvington-on-Hudson, N.Y.: Foundation for Economic Education.

 Colonna, M. (1994). "Hayek's trade cycle theory and its contemporary critics."
 In M. Colonna and H. Hagemann (eds.), Money and Business Cycles. The
 Economics of F. A. Hayek. Vol. I. (pp. 27-53). Aldershot: Edward Elgar.

 Date, K. [19611 (1991). "The relation of cycles and trends in Schumpeter's

This content downloaded from 
�������������149.10.125.20 on Sun, 16 Jan 2022 01:28:56 UTC������������� 

All use subject to https://about.jstor.org/terms



 478 American Journal of Economics and Sociology

 model," Waseda Economic Papers 5: 22-34. Reprinted in J. Cunningham
 Wood (ed.), J. A. Schumpeter: Critical Assessments, vol. II (pp. 349-359).
 London: Routledge.

 Ellis, H. S. (1934). German Monetary Theory 1905-1933. Cambridge: Harvard
 University Press.

 Hansen, A. H. and H. Tout. (1933). "Annual survey of business cycle theory:
 investment and saving in business cycle theory." Econometrica 1:
 119-147.

 Hayek, F. A. [1925] (1984). "Die Wahrungspolitik der Vereinigten Staaten seit
 der iberwindung der Krise von 1920." Zeitschriftf r Volkswirtschaft und
 Sozialpolitik 5. Translated into English in R. McCloughry (ed.), F.A.
 Hayek: Money Capital and Fluctuations, Early Essays. London: Routledge
 and Kegan Paul.

 . [1928] (1984). "Das intertemporale Gleichgewichtssytem der Preise
 und die Bewegungen des "Geldwertes," Weltwirtschaftliches Archiv 28:
 33-76. Translated into English in R. McCloughry (ed.), F. A. Hayek:
 Money Capital and Fluctuations, Early Essays (pp. 71-117). London:
 Routledge and Kegan Paul.

 . [1929] (1933) (1966). Monetary Theory and the Trade Cycle. New
 York: A. M. Kelley Publishers.

 [1931] (1935). Prices and Production. London: Routledge.
 (1937). Monetary Nationalism and International Stability. London:

 Longmans, Green.

 .(1939). Profits, Interest and Investment and OtherEssays on the Theory
 of Industrial Fluctuations. London: Routledge and Sons.

 (1942). "The Ricardo effect," Economica 9:127-152.

 (1948). Individualism and Economic Order. Chicago: University
 Press.

 . (1978). The Denationalization of Money, 2d ed. London: Institute of
 Affairs.

 Hicks, J. R. (1967). "The Hayek story." In J. R. Hicks (ed.), Critical Essays in
 Monetary Theory (pp. 205-215). Oxford: Clarendon Press.

 Hong, K. (1992). "Austrian capital theory and 'dynamic' analysis of
 Schumpeter vs. Hayek." SeoulJournal of Economics 5(2): 167-192.

 Kaldor, N. (1942). "Professor Hayek and the concertina effect," Economica 9:
 359-382.

 Klaussinger, H. (1995). "Schumpeter and Hayek: Two vews of the Great De-
 pression re-examined." History of Economic Ideas 3(3): 93-127.

 Kuznets, S. (1940). "Schumpeter's business cycles." American Economic Re-
 view, 30(2): 257-271.

 Laidler, D. (1991). "The Austrians and the Stockholm School: Two failures in
 the development of modern economics." In L. Jonung (ed.), The Stock-
 holm School of Economics Revisited. Cambridge: Cambridge University
 Press.

This content downloaded from 
�������������149.10.125.20 on Sun, 16 Jan 2022 01:28:56 UTC������������� 

All use subject to https://about.jstor.org/terms



 From Wicksell and Mises to Hayek and Schumpeter 479

 . (1994). "Hayek on neutral money and the cycle." In M. Colonna and

 H. Hagemann (eds.), Money and Business Cycles. The Economics of F. A.
 Hayek. Vol. I (pp. 3-26). Aldershot: Edward Elgar.

 . (1995). "Robertson in the 1920s." The European Journal of Economic

 Thought, 2 (Spring): 151-174.
 . (1999). Fabricating the Keynesian Revolution. New York: Cambridge

 University Press.

 von Mises L. (1912). Theorie des Geldes und der Umlaufsmittel. Vienna.

 . (1923). Die geldtheoretische Seite des Stabilisierungsproblems. [Stabili-

 zation and the Monetary Unit-From the Viewpoint of Theoryl. Munich and
 Leipzig: Duncker and Humbolt.

 . (1934). Tbe Theory of Money and Credit. Translated from German by

 H. E. Batson. London: Jonathan Cape Ltd.

 . (1981). The Theory ofMoney and Credit. Indianapolis: Liberty Classics.

 Moss, L. S. (1976). "The monetary economics of Ludwig von Mises." In L. Moss

 (ed.), The Economics of Ludwig von Mises. Toward a Critical Reappraisal

 (pp. 13-49). Kansas City: Sheed andWard.

 Neisser, H. (1934). "Monetary expansion and the structure of production." So-

 cial Research November: 434-457.

 O'Driscoll, G. P. (1994). "An evolutionary approach to banking and money."

 In J. Birner and R. van Zijp (eds.), Hayek, Co-ordination and Evolution:

 His Legacy in Philosophy, Politics, Economics and the History of Ideas (pp.

 126-137). London: Routledge.

 Perroux, F. (1965). La pensee 6conomique dejoseph Schumpeter. Geneva: Edi-
 tions Droz.

 Robertson, D. H. (1926). Banking Policy and the Price-Level. London: P. S.

 King and Son Ltd.

 Rtihl, C. (1994). "The transformation of business cycle theory: Hayek, Lucas and

 a change in the notion of equilibrium." In M. Colonna and H. Hagemann

 (eds.), Money and Business Cycles. Aldershot, UK: Edward Elgar.

 Samuelson, P. A. (1943). "Dynamics, statics, and the stationary state." Review

 of Economic Statistics XXV: 58-68.
 Schumpeter, J. A. (1908). Das Wesen und der Hauptinhalt der Theorischen

 Nationaldkonomie. Leipzig: Duncker und Humblot.

 . [1917] (1956). "Das Sozial Produkt und die Rechenpfennige: Glossen

 und Beitrage zur Geldtheorie von Heute." Archivfiir Sozialwissenschaft

 XLIV: 627-715. Translated into English by A. Marget. "Money and the so-

 cial product." International Economic Papers 6: 148-211.
 . (1927a). "Zur Einfuhrung der Volgenden Arbeit Knut Wicksells

 [Mathematische Nationalokonomie]." Archiv far Sozialwissenschaft LVIII:
 238-51.

 . (1927b). "Die goldene Bremse an der Keditmaschine. Die

 Goldwahrung und der Bankkredit." Kclner Vortrdge I. Die

 Kreditwirtschaft 1: 80-106.

This content downloaded from 
�������������149.10.125.20 on Sun, 16 Jan 2022 01:28:56 UTC������������� 

All use subject to https://about.jstor.org/terms



 480 American Journal of Economics and Sociology

 . (1934). The Theory of Economic Development. Cambridge: Harvard

 University Press.

 . (1939). Business Cycles (2 volumes). New York: McGraw-Hill Book

 Company.

 . (1952). Ten Great Economists. From Marx to Keynes. London: Allen

 and Unwin.

 . (1954). History of Economic Analysis. London: Allen and Unwin.

 Sraffa P. [1932] (1995). "Dr. Hayek on money and capital." Economic Journal
 42: 42-53. Reprinted in B. Caldwell (ed.), The Collected Works of F. A.

 Hayek, Vol. 9, Contra Keynes and Cambridge: Essays, Correspondence.
 London: Routledge.

 Streissler, E. (1983). "Schumpeter and Hayek: On some similarities in their

 thought." In F. Machlup, G. Fels and H. Mtiller-Groeling (eds.), Reflec-
 tions on a Troubled World Economy, Essays in Honor of Herbert Gierscb.

 London: Macmillan.

 Trautwein, H-M. (1994). "Hayek's double failure in business cycle theory: A

 note." In M. Colonna and H. Hagemann (eds.), Money and Business

 Cycles. The Economics of F. A. Hayek (vol. I). Aldershot: Edward Elgar.

 . (1996). "Money, equilibrium, and the business cycle: Hayek's
 Wicksellian dichotomy." History of Political Economy 28(1): 27-55.

 Uhr, C. J. (1960). Economic Doctrines of Knut Wicksell. Berkeley: University of
 California Press.

 White, L. H. (1999). "Hayek's monetary theory and policy: A critical recon-

 struction. " Journal of Money, Credit and Banking 31(1): 109-120.

 Wicksell, K. [1898] (1965). Interest and Prices. New York: M. Kelley Pub-
 lishers.

 . [1906] (1967). Lectures II: Money. New York: M. Kelley Publishers.
 . (1914). "Rezension: L.v. Mises: 'Theorie des Geldes und der

 Umlaufsmittel'." Zeitschrift far Volkswirtscbaft, Socialpoltitik und
 Verwaltung 23: 144-149.

This content downloaded from 
�������������149.10.125.20 on Sun, 16 Jan 2022 01:28:56 UTC������������� 

All use subject to https://about.jstor.org/terms


