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to this effect on page 141). However, there is a difference between reluctantly
supporting GATT as a second-best solution (authentic free trade being the first-
choice solution), and actively supporting it as essential to the international eco-
nomic order. Neither GATT, the ITO, nor the WTO are necessary for a thriving
international economy, and the classical liberal tradition Sally celebrates un-
derscores that point. We can imagine, if Röpke were alive today, he would have
strong words for both the anti-trade forces attacking the WTO, as well as the
WTO itself, which presumes to be wise and powerful enough to manage the
international economy.

Nonetheless, Sally makes up for this minor problem by drawing attention
to an interesting trade theorist who discerned both the merit of GATT’s infor-
mal system of reciprocal negotiations, and the dangers of eliminating political
competition through centralizing the state. His name is Jan Tumlir, a Czech
economist, who immigrated to the United States in the 1940s. Tumlir never
completed his magnum opus, due to his untimely death in 1985, but he did
leave behind important essays on property rights, political decentralization,
and international trade. He was a strong opponent of international govern-
ment intervention and was among the first to see the danger of non-tariff bar-
riers to trade. He saw protectionism and macroeconomic stabilization policies
as the key culprit in bringing about the economic stagnation of the 1970s. He
was an advocate of taking the political discretion out of international economic
policy and amending the rules of international exchange to permit as much
freedom for the movement of goods and services as possible. Tumlir empha-
sized that domestic constitutionalism was essential for restricting the tendency
of politicians to rent-seek at the expense of world trading relations.

The result of Sally’s effort is an exciting intellectual history. His work be-
gins the process of unraveling the present intellectual consensus of neo-liberal
institutionalism, and its media counterpart of pigeonholing all foreign-policy
perspectives as either internationalist or isolationist. He points the way to-
ward a rethinking of the central issues of trade and foreign policy that place
voluntary exchange, market relations, constitutional government, and human
cultural contract among all people at the center of the debate. In Catholic terms,
he has succeeded in showing that there is indeed a modern intellectual tradi-
tion that supports both subsidiarity (political decentralism) and solidarity (in-
ternational cooperation through trade) without granting undue powers to the
state either at the national or international levels. Classical Liberalism and Inter-
national Economic Order will aid students and scholars seeking to bolster such a
tradition within religious circles today.
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Professors John P. Cochran and Fred R. Glahe undertake the formidable
task of comparing and contrasting Hayek’s and Keynes’s approach to trade-
cycle theory. In addition, they include a thorough discussion of the relative
differences between the classical and the neoclassical approaches to the busi-
ness cycle.

There is a general introduction followed by a brief exposition of the “Wicksell
connection” and of objections by Hayek and Keynes to classical monetary theory
and quantity equation, chiefly over the methodology of separating monetary
and value theory. The subsequent chapters provide a Hayekian interpretation of
the methodology and foundations of trade-cycle theory; the role of capital theory
in trade-cycle theory; the self-reversing nature of a monetary change; crisis, un-
employment, and policy implications; use of equilibrium in trade-cycle theory;
and lessons for contemporary theorists from the Hayek-Keynes debate. One
advantage of this organization is that the authors were able to present Hayek’s
theory in detail. However, the principal disadvantage of this format is that a fair
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amount of repetition occurs. The concluding chapter attempts to synthesize the
material in the preceding chapters.

According to the authors, Keynes and Hayek rejected the early classical model
as an essentially tautological quantity equation that dealt mostly with changes
in price level. The classical model, they believed, ignored the Wicksellian trans-
mission mechanism and lacked a theory of capital. The classical resurgence
yielded the natural unemployment rate hypothesis, rational expectations, real
business cycle models, and supply-side economics. These theories predicted that
any fully anticipated monetary policy would be ineffective. Changes in the rate
of monetary growth would not cause the rate of unemployment to diverge from
its “natural rate” without a continuously accelerating rate of inflation or defla-
tion. The natural-rate hypothesis further implies that the effects of a non-
accelerating monetary disturbance will be self-reversing. Expansion of the money
supply at a constant rate will cause the economy first to expand and then to
contract without further exogenous changes; and vice versa for a monetary con-
traction. This theory, like Hayek’s, explains a trade cycle in terms of a response
to a single shock. In the long run, policy is ineffective because real phenomena
dominate the purely monetary ones. The savings-investment-interest rate mecha-
nism deals with the allocation of output, is not a determinate of aggregate out-
put or the price level, and is not needed to explain macro disturbances. The
interest rate mechanism can be relied upon to coordinate inter-temporal deci-
sions of households and firms. Macro adjustment processes remain in the form
of causal relationships among broad aggregates. As in Keynesian models, ques-
tions regarding capital problems and the time structure of production are es-
sentially ignored.

The alternative models of Hayek and Keynes used the Wicksellian savings-
investment-interest rate mechanism as a basic tool of analysis; but their expla-
nations of the economic process and policy prescriptions were diametrically
opposed. Hicks observed, “Wicksell plus Keynes said one thing, Wicksell plus
Hayek said quite another” (9). At one key juncture Hicks proposed a rhetorical
question, “Which was right, Keynes or Hayek?” (v)

In the Cochrane and Glahe interpretation, Keynes’s analysis turned to the
financial markets, following his use of the Wicksellian transmission mecha-
nism. It does not appear that Keynes had a theory of capital. He felt that the
money rate of interest was the determining factor in the business cycle, as the
real variables were forced to adjust to the money rate. Keynes believed that,
“The available money capital is influenced by the public’s demand for liquid-
ity,” which would “… create a general tendency for the rate of interest to ex-
ceed the natural rate” (186). Thus, he predicted, “… banks and credit institutions

can maintain the rate of interest at a level not consistent with the natural rate,
and as a rule the rate will tend to be above the natural rate” (187). If either the
money rate is above the natural rate or entrepreneurs underestimate future re-
turns, the level of investment will be less than that required for full employ-
ment. There will be underinvestment and involuntary unemployment. Some
monetary disturbances will not be corrected because consumption and invest-
ment will change in the same direction. Since Keynes thought such monetary
influences would persist, policy intervention would be needed and may be ef-
fective.

Given that central banks over the last fifty years have been mostly engines
of inflation, the Keynesian bias toward underinvestment and unemployment
may have led neoclassical economists to regard Keynes’s General Theory as a
special theory of depression. The authors observe that, “Leijonhufvud … has
argued that the correct Keynesian response to the challenge of the new classi-
cal approach is the re-introduction of the savings-investment mechanism to
the policy effectiveness debate” (194).

Three features of Hayek’s trade-cycle theory stand out. First, it can be con-
sidered a microeconomic theory because it employs the conceptual apparatus
of “methodological individualism.” Second, it includes a self-reversing pro-
cess to a monetary change and so couples the short run with the long run.
Third, it incorporates a theory of capital. Yet, the authors admit, “Hayek, him-
self, was not entirely successful” in “[d]elineating in a simple and understand-
able way a complete trade cycle which depends on the interaction of capital
and monetary phenomena…” (106).

The regular wave like changes in economic activity are explained using
… the individualistic method…. Economic events can only be explain-
able in terms of ‘individual human actions’. Economic analysis should
lie ‘bare the true causal relationships at work in the social world’ and not
be ‘content to simply establish empirical regularities among dubious sta-
tistical aggregates’” (155).

According to Cochrane and Glahe, the role of money and time are two basic
elements in Hayek’s trade-cycle theory. Money injects indirect exchange and
time involves uncertainty and expectations in a dynamic process.  Hayek and
Keynes believed that, “… the faith in, or justification for, self-adjusting mar-
kets in a monetary economy cannot be based on the existence of equilibrium
in a perfect foresight, perfect competition, economic model (or its modern
rational expectations equivalent)…” (178).
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Hayek, like Keynes, followed the Wicksellian transmission mechanism re-
garding saving, investment, and interest rates. Whereas Keynes expected the
public’s liquidity demand and the banking system’s practices to maintain the
money rate of interest, noted above, Hayek proceeded from an expansion of
money credit that would result in a money rate of interest below the equilib-
rium rate. The consequence would be an increase in investment as entrepre-
neurs first respond to misleading signals in the price system, which would
likely move the economic system away from its long-run equilibrium. By in-
jecting a theory of capital, which involves both the structure and the stages of
production, Hayek expected this additional investment to change the quantity
and the form of investment. Then, as spending in the economy proceeds to
the several factors of production, consumer incomes would increase. As the
next round of spending reflects consumer preferences, misallocation of re-
sources will be exposed. The real factors overcome the monetary ones and
thus a reversal occurs, coupling the short run with the long run. Because of the
specific nature of capital in the investment industries, which cannot be reallo-
cated promptly to the production of consumer goods, unemployment may
occur. A crisis will develop if the boom is permitted too long, so the role of
policy is to prevent that eventuality. Otherwise the self-reversing process will
move the economy back toward equilibrium so that intervention would be
unnecessary. In fact, ill-conceived intervention could intensify both the rate of
unemployment and economic instability. One may wonder whether, according
to Austrian trade-cycle theory, if there is conflict between the role of consumer
sovereignty and the ease by which entrepreneurs are misled in their investment
decisions by a lower money rate of interest.

The authors observe that Hayek’s Nobel Prize was awarded in part for his
work on the business cycle, but this may not have been the strongest aspect of
his economic theory. But, then again, neither is business cycle theory one of
the stronger branches of economics. It is also difficult to find in the last fifty
years of economic history “regular wave like changes in economic activity.”

In the last seventeen years the United States economy has experienced one
mild, short recession (1990 through 1991), triggered by a congruence of events
including an untimely tax increase. The recessions since World War II may be
attributed to non-monetary disturbances (shocks, such as oil prices during the
years 1973 to 1975) or to the central bank’s first sudden increase in the money
supply and subsequent restriction of monetary flow (evident during the years
1969 to 1970 and again from 1981 to 1982, which followed the 1980 credit
crunch). The United States experience of these last seventeen years suggests that
if the central bank maintains a stable price level, recessions can be minimized,

if not avoided, as the economy’s markets closely approximate those of the com-
petitive model. The flexibility (adjustability) of a decentralized competitive
economy in which individual consumer and producer units respond to the in-
formation markets supply (as in Hayek’s article on “The Use of Knowledge in
Society”)1 may yield a workable substitute for the perfect foresight of pure theory.

Was Keynes’s or Hayek’s response to the Wicksellian mechanism correct? In
Bruce Caldwell’s judgment, neither was correct (v). Yet, according to Roger W.
Garrison, Hayek’s perspective superior because it allowed for “… a real coup-
ling between the short run and the long run in Austrian theory” and “because of
its … identifying the relative-price effects … of a monetary disturbance…” (vi).
Even so, in the absence of regular cyclical behavior in recent economic history
and in view of the shortcomings of seventy years of cycle research and theory, it
may be better to follow the neoclassical approach, which argues that neither
Keynes nor Hayek was right.

However, for those who wish to pursue further research on the trade cycle
and to “… redevelop a capital-based macroeconomics” (196), a reexamina-
tion of the Austrian, Misesean, and especially Hayekian theories of capital and
the trade cycle deserve careful review, as Cochrane and Glahe suggest. If so,
Cochrane and Glahe’s work on the Hayek-Keynes debate provides an excellent
entry point for further reflection.

Note

1.  F. A. Hayek, “The Use of Knowledge in Society,” American Economic Review 35, 4 (September
1945).
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