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I
INTRODUCTION

It is usually assumed that, while John Maynard Keynes devel-
oped a theory of chronic unemployment, Friedrich August Hayek
did not. Indeed, a theory like this one was never explicitly
explained by Hayek (eg. cf. Cadwell, 2004; Ebenstein, 2001; O'Dri-
scoll, 1977).

However, we defend «Profit, Interest and Investment» (1939a)
was written as a theoretical explanation of the high and persis-
tent unemployment of the 1930s. We believe that the assumptions
chosen by Hayek reveal that intention: «<We shall start here from
an initial situation where considerable unemployment of mate-
rial resources and labor exists, and we shall take account of the
existing rigidity of money wages and of the limited mobility of
labor. More specifically, we shall assume throughout this essay
that (...) money wages cannot be reduced (...) and finally, that the
money rate of interest is kept constant» (Hayek, 1939a, 213-214).
These assumptions are similar to the institutional and macroeco-
nomic conditions of the British economy in the late 1930s. Besides,
these assumptions are radically different from those chosen in
Prices and Production (1931). In that book, Hayek assumed as a
starting point in his discussion, a) full employment, b) labor
mobility, ) flexible wages and d) flexible rate of interest. Thus, we
believe that Hayek tried to adapt his model to the new circum-
stances.

We will argue in this paper that this essay could be interpreted
as a theory of chronic unemployment and economic stagnation.
Also, it will be defended that this phenomenon has its explanation
in a dynamically inefficient design of some of the institutions that
rule the market (Huerta de Soto, 2009, 1-33).
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In order to do so, we will have to explain the essence of the eco-
nomic fluctuations in the Hayekian theory and its insights about
the conditions for the economic recovery. As we will see, the eco-
nomic recovery is a delicate process that can be easily disrupted,
especially if the institutional framework is not correctly designed.
This is probably why Hayek saw the economic development of the
1930s as a succession of frustrated recoveries.

On the following pages, we will start explaining some theoret-
ical considerations to illustrate Hayek’s theory of the business
cycle. We will then explain Hayek’s take on the crisis and the
recovery, following with an overview of his theory of chronic
unemployment. Finally, we will list the main conclusions from this
research.

II
THEORETICAL CONSIDERATIONS

In order to understand the theory of the business cycle developed
by Hayek, it is necessary to explain some key ideas of his model:
his concept of economic equilibrium, the importance of the bal-
ance between saving and investment, and the market’s mecha-
nisms that tend to balance them (that is, the interest rate and the
Ricardo effect).

1. Definition of equilibrium

First of all, it is necessary to study Hayek’s (1937) conception of the
economic equilibrium in the market process. For him, the eco-
nomic equilibrium is a synonym of coordination between all the
economic agents. There are two conditions in particular we must
mention related to economic equilibrium:

a) There is compatibility between the different plans made by the
individuals involved in that process.

b) There is a correct foresight of the external facts expected by all
the members of the society.
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According to Hayek, this definition implies that the continu-
ance of a state of equilibrium is not dependent on the objective
data being constant in an absolute sense and it is not necessarily
confined to a stationary process. Thus, as long as compatibility
between plans remains and expectations about the external facts
are correct, equilibrium could be maintained even though there is
economic growth, for example.

Also, Hayek (1937, 41-42) explains that his definition does not
require perfection from that individual’s foresight «in the sense
that it need extend into the indefinite future, or that everybody
must foresee everything correctly. We should rather say that equi-
librium will last so long as the anticipations prove correct, and that
they need to be correct only on those points which are relevant for
the decisions of the individuals.»

Within this framework, we are able to understand Hayek’s devel-
opments on the coordination between saving and investment.

2. The dynamic balance between saving and investment

According to Hayek, the market is a network of millions of compa-
nies that complement and coordinate with each other intertempo-
rally and synchronically, forming an extremely complex production
structure. In order to understand how and why this structure is
coordinated or uncoordinated, we need to build a theory allowing
us to study the way it works (cf. Huerta de Soto, 1998, chap. V).

In his model, time is a central variable in understanding any
production process:

On the supply side, production is not immediate. On the con-
trary, a significant amount of time is needed to produce goods and
services. Indeed, the present (and future) supply of final goods is
limited and conditioned by the investments that were made in the
past. In this sense, the current investment structure produces a
flow of final goods and services that reaches the final marketsin a
staggered and continuous manner over successive periods of time.
In order to change the amount or/and the composition of con-
sumer goods and services that arrive at the final markets in each
period, it is necessary to modify the investment structure.
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On the demand side, there is also a flux of money that arrives to
the final markets which constitutes the consumer demand. The
origin of this money is, of course, the income perceived by the dif-
ferent factors of production for their participation in the produc-
tion process. Thus, this money could have been earned in the past
(savings) or in the current period. The problem is that, while pro-
duction takes time, money could be converted in final demand
almost instantaneously.

If we leave aside past savings, the current rate of saving deter-
mines the proportion of the current incomes which is transformed
into final demand. Hayek explains that the dynamic «balance» of
any structure of production depends on an adequate coordination
between the «ripening» of investments in the form of final goods
and services and of the income generated by such investments in
the form of final demand.

In Prices and Production (1931), Hayek defended that, in order to
have a sustainable structure of production, there must be an equi-
librium between the aggregate volume of saving and investment.
However, this definition is problematic in dynamic terms. For this
reason, in his following works, he came to the conclusion that «...
the ultimate test for the correspondence between saving and
investment in the relevant sense is really whether the current
demand and the current supply of consumers’ goods are so
matched that there is no inducement either to increase or to
decrease this current supply at the expense or in favor of the pro-
vision of the future» (Hayek, 1941, 313).

Thus, the key element in the Hayekian system is the correct
coordination between consumers and entrepreneurs on the
amount and type of final goods and services over the successive
time periods.

In this sense, as long as these two sets of decisions (demand and
supply) coincide over time, the relative prices of consumer goods
and capital goods will remain constant and, therefore, entrepre-
neurs will not have incentives to alter their investments. In other
words, the structure of production will remain stable.

In this regard, in each period, entrepreneurs will try to antici-
pate changes in the consumer’s demand in order to adapt their
offer of consumer goods. However, entrepreneurs have a limited
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ability to forecast the future demand, which can change by altera-
tions in the consumer’s preferences or by monetary causes. Hence,
in a context of dynamic coordination, two situations could happen:

a) Savings exceeding entrepreneur expectations

The final demand could be insufficient to purchase all the goods
and services offered by the entrepreneurs.

In this sense, regarding the supply of goods, if savings exceed
entrepreneurs’ expectations, this will lead to a temporary accumu-
lation of the stocks. In most cases, consumption could be delayed.
Hayek (1941, 316) concedes that «No doubt there will always be
some goods, like stocks of perishable products, which, because of
their high specificity, cannot be shifted to production for later
dates, and on which, therefore, considerable loss will be made.»

Hayek does not mention the supply of services. Obviously, ser-
vices cannot be stored. Therefore, if savings are greater than what
is expected, many final services will not be produced.

In any case, in this situation, final prices will be reduced. How-
ever, contrary to the Keynesian traditional vision, Hayek explains
that this situation of excess of saving is less likely to occur that the
opposite one.

b) Savings falling short of entrepreneur expectations

Also, it could happen that the demand for consumer goods and
services proves to be higher than their offer. In other words, leav-
ing aside the possibility of dissaving, in this situation the volume
of current incomes (generated by the investment process) trans-
formed in final demand, would be larger than the flux of final
goods and services that arrive at the market in that period.

Hayek (1941, 316) explained that this situation is problematic
because «while it is almost always possible to postpone the use of
things now ready or almost ready for consumption, it is in many
cases impossible to anticipate returns which were intended to
become available at later date».
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Let us put an example: a building is a capital good that pro-
duces services of accommodation over time. Each month it is able
to produce a certain amount of accommodation services. For this
reason, even if there is a rise in the demand, it is impossible to
increase the current offer of accommodation services that the
building produces in that period.

Therefore, if the final demand exceeds the potential of produc-
tion of final goods and services, prices will rise.

Thus, for Hayek, the biggest economic problem is that con-
sumers should be willing to «wait» long enough to allow the con-
sumer goods and services to emerge in final markets. Otherwise,
the phenomenon of inflation will appear, and, as it will be
explained later, this phenomenon will seriously endanger the
sustainability of the production structure. This is why, for Hayek,
savings are so important.

3. Coordination mechanisms

We have seen that the economic coordination between entrepre-
neurs and consumers is vital for the sustainability of the structure
of production. In this sense, Hayek explains that there are two
forces which tend to coordinate these decisions: the interest rate
and the Ricardo effect.

On the one hand, the interest rate is an essential price for the
coordination of the production structure. According to him, the
interest rate measures the relative scarcity of capital in the econ-
omy. Thus, when entrepreneurs want to initiate new investments,
they have to demand loanable funds and, unless savings grow in
proportion, the interest rate will raise. As a consequence, «the
industries that could not earn profits at this higher rate would
have to curtail or stop production» (Hayek, 1939a, 231). Indeed,
while writing about war economics, Hayek clarified that: «It is a
widely prevalent misconception that the main function of the rate
of interest is to bring forth the supply of savings needed. If this
were true, its importance under present conditions [the war]
would indeed be small. In war time the current supply of savings
required for war purposes can most effectively be increased by
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taxation. But it is doubtful whether the rate of interest is ever very
important in this respect. Its main importance is always to regu-
late the allocation of the limited supply of capital to the purpose
for which it can be used with the greatest advantage» (Hayek,
1939, 159; cf. 1933, 74).

However, because of the nature of the banking system and the
usual government monetary manipulations, Hayek (1939a, 251-
252) expresses some doubts about the real efficacy of the interest
rate to stop an unsustainable expansion of the volume of invest-
ment. In this sense, he acknowledges that the rate of interest
depends «largely on accidental and arbitrary factors» (Hayek,
1939a, 252). Because of that, there could be considerable delays in
the changes of the rate of interest when there are changes in the
market conditions. For this reason, the interest rate might be una-
ble to perform coordination between savers and investors.

On the other hand, the Ricardo effect is the second market
mechanism to coordinate investors and consumers. Hayek explains
that the permanence in time of a productive structure requires the
permanence of a parallel structure of relative prices. Thus, any
change in the relative prices of consumer and capital goods will
change the relative profitability of the different investments
already made. Hence, changes in the final prices will induce entre-
preneurs to modify their investment strategy. In order to develop
this idea, Hayek (1942) defines the following concepts:

— Rate of turnover (T): «<Expresses (as an integer or fraction) the
number of times the capital is turned over in the course of one
year» (Hayek, 1942, 262). In other words, the number of times
the money invested in a business is, again, transformed into
money. The more capitalist a production process is, the lower
the rate of turnover will be. For example, if the investment made
in a shipyard is transformed fully into money after 10 years, the
rate of turnover will be 1/10; if the investment made in a bar is
transformed into money in 4 months, the rate of turnover will
be 3 (3 times a year).

— Profit margin (M): the percentage of profits in each turnover.

— Internal rate of return (I): the percentage of profit per year.
Given these definitions, [=TxM or M =1/T
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Hayek explains that there are many ways to produce a concrete
product. Some of these production strategies require more capital
than others. In this sense, let us assume that, in a concrete moment,
there are three ways (A, B and C) to produce a good. Let us assume
that all the productive methods have the same internal rate of
profit (e.g., 6%), but they require different amounts of investment.
As it is shown in Table 1, A (the less capitalist method or the most
labor-intensive method) has the highest rate of turnover, but the
lower profit margin, B is in an intermediate position and C (the
most capitalist method or the less labor-intensive method) has the
lower rate of turnover, but has the higher profit margin. Logically,
the more capitalistic method, the higher the labor productivity
will be, and vice versa.

TABLE 1
METHODS OF PRODUCTION
A, B AND C IN EQUILIBRIUM POSITION

S gy
A 3 2 6%
B 2 3 6%
C 1 6 6%

In this situation, let us assume that some companies choose
method A, others method B and others method C.

Let us assume that the price of the final product rises 2%. In this
situation, the profit margin (M) of all the methods of production
will rise in 2%, but the internal rate of profit (I) will increase differ-
ently due to the different rates of turnover (T). As we can see in
Table 2, the less capitalistic the method is, the more the internal
rate of profit will increase. The reason is that those companies with
higher rate of turnover could take advantage of the price rise more
times per year. Thus, Hayek points out that inflation tends to pro-
mote production processes with lower capital per worker, that is,
labor-intensive methods of production.
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TABLE 2
METHODS OF PRODUCTION
A, BAND C WITH AN INCREASE IN PRICES OF 2%

ool R gy gy e
A 3 4 12%
B 2 5 10%
C 1 8 8%

If we assume that the price of the final product diminishes 2%,
the opposite will happen. As is shown in Table 3, in this situation,
the more capitalistic the production method is, the more profitable
it becomes in relative terms. Indeed, in this situation, method A is
not profitable at all. Thus, Hayek points out that deflation tends to
promote production processes with higher capital per worker, that
is, capital-intensive methods of production.

TABLE 3
METHODS OF PRODUCTION
A, BAND C WITH A REDUCTION IN PRICES OF 2%

I i
A 3 0 0%
B 2 1 2%
C 1 4 4%

As a consequence, Hayek defends that the market process has a
tendency towards the coordination between saving and invest-
ment due to the Ricardo effect:

a) when there is a reduction in the rate of saving, prices go up, and
there is a reduction in the volume of aggregate investment or, in
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other words, the production processes will become more labor-in-
tensive than in the previous situation;

b) when there is an increase in the rate of savings, prices go down,
and there is an increase in the volume of aggregate investment
or, in other words, the production processes will become more
capital-intensive than in the previous situation.

It should be noted that any drastic change in the entrepre-
neurial strategies of production will imply costs. In both cases,
there will be changes in the composition of the investment
demand, and, as a result, some suppliers of capital goods that
lose part of their demand will be forced to lay off workers or even
to cease business. Thus, changes in the final prices will provoke
that some parts of the investment structure of the economy will
become useless. Of course, other areas of the capital structure
will experiment an increased demand, resulting in new jobs and
a bigger investment.

However, as we said, there is an important difference between
the two processes. At the end of the adjustment process, the situa-
tion with an excess of consumer demand will lead to an absolute
reduction in the aggregate volume of investment, whereas, the sit-
uation where there was an excess of saving will lead to an increase
of the aggregate volume of investment. This is why the first pro-
cess leads to an economic crisis, whereas the second leads to a pro-
cess of economic growth.

In short, for Hayek, at any moment, there is a tendency towards
coordination between saving and investment (or demand and sup-
ply of consumer goods and services) thanks to the interest rate
and, above all, the Ricardo effect.

111
CRISIS AND RECOVERY

In the previous section, we have explained some crucial points of
Hayek’s capital theory: his concept of economic equilibrium, the
conditions of equilibrium in the structure of production and the
coordination mechanisms by which the economic activity tends to
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be driven towards the economic equilibrium. In this section we
will explain the dynamics of the economic crisis and of the eco-
nomic recovery.

1. Crisis

As we have seen, the essence of an economic crisis is the net reduc-
tion of the volume of capital in a society. This happens when, dur-
ing enough time, more money than final goods and services flows
to the final markets and, as consequence, inflation shows up.

The rise in final prices leads to a spontaneous process of disin-
vestment in the production processes and abandonment of certain
types of investments that are no longer profitable. Therefore, in
this process, it becomes evident that part of the complementarity
of the past investments has disappeared or, in other words, part of
the capital structure has become useless!.

This process of capital consumption will provoke unemploy-
ment in the areas where there are losses, i.e,, typically, in the stages
that are farther from the final markets. Hence, many families will
suffer an important decrease of their incomes and, for this reason,
they will reduce their demand of final goods and services. As a
consequence, consumer industries will suffer also an economic
crisis, although it will be less intense than the crisis in the more
capitalistic stages of the production structure. Therefore, unem-
ployment will also increase in the consumer industries and, hence,
there will be a further reduction of the whole demand in the dif-
ferent stages of production. Thus, the economic crisis will be
spread out through the whole economy.

In this situation, as long as the final demand is greater than the
final supply of goods and services, the inflationary tendencies will
remain and the process of contraction will continue. This situation
will penalize long term investments that, although more productive,

1 We leave aside the case where savings increase over investment. In this situa-
tion, some capital consumption may occur, but it will be offset by the new formation
of capital. This is the essence of the secular growth based on capitalization (cf. Hayek,
1931, Lecture II).
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have a slower output maturation, and will favor short term invest-
ments with a faster output maturation despite being less productive.
Thus, during this process, the malinvestment will be purged and
only the more sustainable business models will survive.

After some time of economic contraction, «a new position of
temporary quasi-equilibrium would be reached in which, with a
very low general level of employment, the demand for consumer’
goods will once again have become equal to current output, and
output and production will cease to shrink further» (Hayek 1939,
233). In this position, the capital per worker will be lower than in
the past, which means that the average productivity of labor will
be lower than in past periods.

2. Recovery

Hayek (1939a, 247) states that it is very unlikely to achieve a sus-
tainable full employment in the short run. The reason is that the
distribution of the productive resources at the beginning of the
recovery is «the legacy of former booms» and, therefore, it has
already proven to be unable to coordinate producers and con-
sumers. Hayek (1939a, 248) is very clear on this point: «if the last
boom has come to an end because savings proved to be insuffi-
cient to maintain the rate of accumulation which full employ-
ment with the existing distribution of resources between
industries implies, it is very probable that any attempt to reach
full employment with the same distribution would lead to the
same result.»

Hayek calls «short run employment ceiling» to the maximum
level of occupation that could be achieved in the short run. The
larger the volume of savings is, the closer the level of occupation
will be to this «ceiling». Thus, if the volume of savings increases
long enough, it is possible to achieve an important level of occu-
pation. However, he thinks that full employment usually
requires a transfer of some production resource to new sectors
and regions.

To analyze the process of recovery, it is essential to understand
how Hayek (1939a, 222) defines the components of the demand of
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investment. He is inspired by the theory of the principle of the
accelerator, although his approach is different?:

Demand of capital goods =
Demand of consumer goods («multiplicand») x «multiplier»

This «multiplier» varies depending on the productive goals of
the entrepreneurs. In this sense, if entrepreneurs want to increase
the labor productivity in order to improve their margin profit (M),
the multiplier will be greater and, therefore, the same demand of
final goods will be transformed in a greater demand of capital
goods. On the contrary, if entrepreneurs, because of the great mar-
gins of profits originated by the inflation process, prefer to increase
the rate of turnover of their investments (T), the multiplier will be
lower and, therefore, the same demand of final goods will be trans-
formed in a lower demand of capital goods.

In any case, the golden rule for a sustainable recovery is that the
final markets have to remain in a dynamic equil


































































