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  PREFACE TO THE NEW EDITION

  FORTY years have passed since the first German-language edition of this volume was published. In the course of these four decades the world has gone through many disasters and catastrophes. The policies that brought about these unfortunate events have also affected the nations’ currency systems. Sound money gave way to progressively depreciating fiat money. All countries are to-day vexed by inflation and threatened by the gloomy prospect of a complete break-down of their currencies.

  There is need to realize the fact that the present state of the world and especially the present state of monetary affairs are the necessary consequences of the application of the doctrines that have got hold of the minds of our contemporaries. The great inflations of our age are not acts of God. They are man-made or, to say it bluntly, government-made. They are the off-shoots of doctrines that ascribe to governments the magic power of creating wealth out of nothing and of making people happy by raising the ‘national income’.

  One of the main tasks of economics is to explode the basic inflationary fallacy that confused the thinking of authors and statesmen from the days of John Law down to those of Lord Keynes. There cannot be any question of monetary reconstruction and economic recovery as long as such fables as that of the blessings of ‘expansionism’ form an integral part of official doctrine and guide the economic policies of the nations.

  None of the arguments that economics advances against the inflationist and expansionist doctrine is likely to impress demagogues. For the demagogue does not bother about the remoter consequences of his policies. He chooses inflation and credit expansion although he knows that the boom they create is short-lived and must inevitably end in a slump. He may even boast of his neglect of the long-run effects. In the long run, he repeats, we are all dead; it is only the short run that counts.

  But the question is, how long will the short run last? It seems that statesmen and politicians have considerably over-rated the duration of the short run. The correct diagnosis of the present state of affairs is this: We have outlived the short run and have now to face the long run consequences that political parties have refused to take into account. Events turned out precisely as sound economics, decried as orthodox by the neo-inflationist school, had prognosticated.

  In this situation an optimist may hope that the nations will be prepared to learn what they blithely disregarded only a short time ago. It is this optimistic expectation that prompted the publishers to re-publish this book and the author to add to it as an epilogue an essay on monetary reconstruction.1

  LUDWIG VON MISES

  New York, June, 1952

  1 See below, pp. 413-457.


  INTRODUCTION

  OF all branches of economic science, that part which relates to money and credit has probably the longest history and the most extensive literature. The elementary truths of the Quantity Theory were established at a time when speculation on other types of economic problem had hardly yet begun. By the middle of the nineteenth century when, in the general theory of value, a satisfactory statical system had not yet been established, the pamphlet literature of money and banking was tackling, often with marked success, many of the subtler problems of economic dynamics. At the present day, with all our differences, there is no part of economic theory which we feel to be more efficient to lend practical aid to the statesman and to the man of affairs, than the theory of money and credit.

  Yet for all this there is no part of the subject where the established results of analysis and experience have been so little systematized and brought into relation with the main categories of theoretical economics. Special monographs exist by the hundred. The pamphlet literature is so extensive as to surpass the power of any one man completely to assimilate it. Yet in English, at any rate, there has been so little attempt at synthesis of this kind that, when Mr. Keynes came to write his Treatise on Money, he was compelled to lament the absence, not only of an established tradition of arrangement, but even of a single example of a systematic treatment of the subject on a scale and of a quality comparable with that of the standard discussions of the central problems of pure equilibrium theory.

  In these circumstances it is hoped that the present publication will meet a real need among English-speaking students. For the work of which it is a translation, the Theorie des Geldes und der Umlaufsmittel of Professor von Mises of Vienna, does meet just this deficiency. It deals systematically with the chief propositions of the theory of money and credit, and it brings them into relation both with the main body of analytical economics and with the chief problems of contemporary policy to which they are relevant. Commencing with a rigid analysis of the nature and function of money, it leads by a highly ingenious series of approximations, from a discussion of the value of money under simple conditions in which there is only one kind of money and no banking system, through an analysis of the phenomena of parallel currency and foreign exchanges, to an extensive treatment of the problems of modern banking and the effects of credit creation on the capital structure and the stability of business. In continental circles it has long been regarded as the standard textbook on the subject. It is hoped that it will fill a similar role in English-speaking countries. I know few works which convey a more profound impression of the logical unity and the power of modern economic analysis.

  It would be a great mistake however to suppose that systematization of the subject constituted the only, or indeed the chief, merit of this work. So many of the propositions which it first introduced have now found their way into the common currency of modern monetary theory that the English reader, coming to it for the first time more than twenty years after its first publication, may be inclined to overlook its merits as an original contribution to knowledge — a contribution from which much of what is most important and vital in contemporary discussions takes its rise. Who in 1912 had heard of forced saving, of disparities between the equilibrium and the money rates of interest and of the cycle of fluctuations in the relations between the prices of producers’ goods and consumers’ goods which is the result of the instability of credit? They are all here, not as obiter dicta on what are essentially side issues, as is occasionally the case in the earlier literature, but as central parts of a fully articulated theoretical system — a system which the author has had the somewhat melancholy satisfaction of seeing abundantly verified by the march of subsequent events, first in the great inflations of the immediately post-war period and later in the events which gave rise to the depression from which the world is now suffering. Nor should we overlook its contributions to the more abstract parts of the theory of the value of money. Professor von Mises shares with Marshall and one or two others the merit of having assimilated the treatment of this theory to the general categories of the pure theory of value: and his emphasis in the course of this assimilation on the relation between uncertainty and the size of the cash holding and the dependence of certain monetary phenomena on the absence of foresight, anticipates much that has proved most fruitful in more recent speculation in these matters. In spite of a tendency observable in some quarters to revert to more mechanical forms of the Quantity Theory, in particular to proceed by way of a multiplication of purely tautological formulae, it seems fairly clear that further progress in the explanation of the more elusive monetary phenomena is likely to take place along this path.

  The present translation is based upon the text of the second German edition, published in 1924. Certain passages of no great interest to English readers have been omitted and a chapter dealing with more or less purely German controversies has been placed in an appendix. The comments on policy, however, in Part III, chapter vi, have been left as they appeared in 1924.1 But the author, who has most generously lent assistance at every stage of the translation, has written a special introduction in which he outlines his views on the problems which have emerged since that date. A note in the appendix gives the German equivalents to the technical terms which have been employed to designate the different kinds of money, and discusses in detail the translation of one term for which no exact English equivalent existed.

  LIONEL ROBBINS

  London School of Economics

  September 1934

  1 Except for one minor change of tense. In the second edition, the author prefaced the first major division of the last chapter of Part III with a note to the effect that this section was to be read as referring to the time about 1912, when it was originally written. In the present edition, in order to prevent certain misunderstandings that seemed possible even if this note had been reprinted in its proper place on p. 368, certain practices and circumstances (especially in sections 4 to 8) have been described in the past tense. (Cp. pp. 368 n., 377 n., and also 390 n.)


  PREFACE TO THE ENGLISH EDITION

  THE outward guise assumed by the questions with which banking and currency policy is concerned changes from month to month and from year to year. Amid this flux, the theoretical apparatus which enables us to deal with these questions remains unaltered. In fact, the value of economics lies in its enabling us to recognize the true significance of problems, divested of their accidental trimmings. No very deep knowledge of economics is usually needed for grasping the immediate effects of a measure; but the task of economics is to foretell the remoter effects, and so to allow us to avoid such acts as attempt to remedy a present ill by sowing the seeds of a much greater ill for the future.

  Ten years have elapsed since the second German edition of the present book was published. During this period the external appearance of the currency and banking problems of the world has completely altered. But closer examination reveals that the same fundamental issues are being contested now as then. Then, England was on the way to raising the gold-value of the pound once more to its pre-war level. It was overlooked that prices and wages had adapted themselves to the lower value and that the re-establishment of the pound at the pre-war parity was bound to lead to a fall in prices which would make the position of the entrepreneur more difficult and so increase the disproportion between actual wages and the wages that would have been paid in a free market. Of course, there were some reasons for attempting to re-establish the old parity, even despite the indubitable drawbacks of such a proceeding. The decision should have been made after due consideration of the pros and cons of such a policy. The fact that the step was taken without the public having been sufficiently informed beforehand of its inevitable drawbacks, extraordinarily strengthened the opposition to the gold standard. And yet the evils that were complained of were not due to the resumption of the gold standard, as such, but solely to the gold-value of the pound having been stabilized at a higher level than corresponded to the level of prices and wages in the United Kingdom.

  From 1926 to 1929 the attention of the world was chiefly focused upon the question of American prosperity. As in all previous booms brought about by expansion of credit, it was then believed that the prosperity would last forever, and the warnings of the economists were disregarded. The turn of the tide in 1929 and the subsequent severe economic crisis were not a surprise for economists; they had foreseen them, even if they had not been able to predict the exact date of their occurrence.

  The remarkable thing in the present situation is not the fact that we have just passed through a period of credit-expansion that has been followed by a period of depression, but the way in which governments have been and are reacting to these circumstances. The universal endeavour has been made, in the midst of the general fall of prices, to ward off the fall in money wages, and to employ public resources on the one hand to bolster up undertakings that would otherwise have succumbed to the crisis, and on the other hand to give an artificial stimulus to economic life by public works schemes. This has had the consequence of eliminating just those forces which in previous times of depression have eventually effected the adjustment of prices and wages to the existing circumstances and so paved the way for recovery. The unwelcome truth has been ignored that stabilization of wages must mean increasing unemployment and the perpetuation of the disproportion between prices and costs and between outputs and sales which is the symptom of a crisis.

  This attitude was dictated by purely political considerations. Governments did not want to cause unrest among the masses of their wage-earning subjects. They did not dare to oppose the doctrine that regards high wages as the most important economic ideal and believes that trade-union policy and government intervention can maintain the level of wages during a period of falling prices. And governments have therefore done everything to lessen or remove entirely the pressure exerted by circumstances upon the level of wages. In order to prevent the underbidding of trade-union wages, they have given unemployment benefit to the growing masses of those out of work and they have prevented the central banks from raising the rate of interest and restricting credit and so giving free play to the purging process of the crisis.

  When governments do not feel strong enough to procure by taxation or borrowing the resources to meet what they regard as irreducible expenditure, or, alternatively, so to restrict their expenditure that they are able to make do with the revenue that they have, recourse on their part to the issue of inconvertible notes and a consequent fall in the value of money is something that has occurred more than once in European and American history. But the motive for recent experiments in depreciation has been by no means fiscal. The gold content of the monetary unit has been reduced in order to maintain the domestic wage-level and price-level, and in order to secure advantages for home industry against its competitors in international trade. Demands for such action are no new thing either in Europe or in America. But in all previous cases, with a few significant exceptions, those who have made these demands have not had the power to secure their fulfillment. In this case, however, Great Britain began by abandoning the old gold-content of the pound. Instead of preserving its gold-value by employing the customary and never-failing remedy of raising the bank-rate, the government and parliament of the United Kingdom, with bank-rate at per cent, preferred to stop the redemption of notes at the old legal parity and so to cause a considerable fall in the value of sterling. The object was to prevent a further fall of prices in England and above all, apparently, to avoid a situation in which reductions of wages would be necessary.

  The example of Great Britain was followed by other countries, notably by the United States. President Roosevelt reduced the gold content of the dollar because he wished to prevent a fall in wages and to restore the price-level of the prosperous period between 1926 and 1929.

  In Central Europe, the first country to follow Great Britain’s example was the Republic of Czecho-Slovakia. In the years immediately after the War, Czecho-Slovakia, for reasons of prestige, had heedlessly followed a policy which aimed at raising the value of the krone, and she did not come to a halt until she was forced to recognize that increasing the value of her currency meant hindering the exportation of her products, facilitating the importation of foreign products, and seriously imperiling the solvency of all those enterprises that had procured a more or less considerable portion of their working capital by way of bank credit. During the first few weeks of the present year, however, the gold-parity of the krone was reduced in order to lighten the burden of the debtor enterprises, and in order to prevent a fall of wages and prices and so to encourage exportation and restrict importation. To-day, in every country in the world, no question is so eagerly debated as that of whether the purchasing power of the monetary unit shall be maintained or reduced.

  It is true that the universal assertion is that all that is wanted is the reduction of purchasing power to its previous level, or even the prevention of a rise above its present level. But if this is all that is wanted, it is very difficult to see why the 1926-29 level should always be aimed at, and not, say, that of 1913.

  If it should be thought that index numbers offer us an instrument for providing currency policy with a solid foundation and making it independent of the changing economic programmes of governments and political parties, perhaps I may be permitted to refer to what I have said in the present work on the impossibility of singling out any particular method of calculating index numbers as the sole scientifically correct one and calling all the others scientifically wrong. There are many ways of calculating purchasing power by means of index numbers, and every single one of them is right, from certain tenable points of view; but every single one of them is also wrong, from just as many equally tenable points of view. Since each method of calculation will yield results that are different from those of every other method, and since each result, if it is made the basis of practical measures, will further certain interests and injure others, it is obvious that each group of persons will declare for those methods that will best serve its own interests. At the very moment when the manipulation of purchasing power is declared to be a legitimate concern of currency policy, the question of the level at which this purchasing power is to be fixed will attain the highest political significance. Under the gold standard, the determination of the value of money is dependent upon the profitability of gold-production. To some, this may appear a disadvantage; and it is certain that it introduces an incalculable factor into economic activity. Nevertheless, it does not lay the prices of commodities open to violent and sudden changes from the monetary side. The biggest variations in the value of money that we have experienced during the last century have not originated in the circumstances of gold production, but in the policies of governments and banks-of-issue. Dependence of the value of money on the production of gold does at least mean its independence of the politics of the hour. The dissociation of the currencies from a definitive and unchangeable gold parity has made the value of money a plaything of politics. To-day we see considerations of the value of money driving all other considerations into the background in both domestic and international economic policy. We are not very far now from a state of affairs in which ‘economic policy’ is primarily understood to mean the question of influencing the purchasing power of money. Are we to maintain the present gold-content of the currency unit, or are we to go over to a lower gold-content? That is the question that forms the principal issue nowadays in the economic policies of all European and American countries. Perhaps we are already in the midst of a race to reduce the gold-content of the currency unit with the object of obtaining transitory advantages (which, moreover, are based on self-deception) in the commercial war which the nations of the civilized world have been waging for decades with increasing acrimony, and with disastrous effects upon the welfare of their subjects.

  It is an unsatisfactory designation of this state of affairs to call it an emancipation from gold. None of the countries that have ‘abandoned the gold standard’ during the last few years has been able to affect the significance of gold as a medium of exchange either at home or in the world at large. What has occurred has not been a departure from gold, but a departure from the old legal gold parity of the currency unit and, above all, a reduction of the burden of the debtor at the cost of the creditor, even though the principal aim of the measures may have been to secure the greatest possible stability of nominal wages, and sometimes of prices also.

  Besides the countries that have debased the gold-value of their currencies for the reasons described, there is another group of countries that refuse to acknowledge the depreciation of their money in terms of gold that has followed upon an excessive expansion of the domestic note circulation, and maintain the fiction that their currency units still possess their legal gold-value, or at least a gold-value in excess of its real level. In order to support this fiction they have issued foreign-exchange regulations which usually require exporters to sell foreign exchange at its legal gold-value, i.e. at a considerable loss. The fact that the amount of foreign money that is sold to the central banks in such circumstances is greatly diminished can hardly require further elucidation. In this way a ‘shortage of foreign exchange’ (‘Devisennot’) arises in these countries. Foreign exchange is in fact unobtainable at the prescribed price, and the central bank is debarred from recourse to the illicit market in which foreign exchange is dealt in at its proper price because it refuses to pay this price. This ‘shortage’ is then made the excuse for talk about transfer difficulties and for prohibitions of interest and amortization payments to foreign countries. And this has practically brought international credit to a standstill. Interest and amortization are paid on old debts either very unsatisfactorily or not at all, and, as might be expected, new international credit transactions hardly continue to be a subject of serious consideration. We are no longer far removed from a situation in which it will be impossible to lend money abroad because the principle has gradually become accepted that any government is justified in forbidding debt-payments to foreign countries at any time on grounds of ‘foreign-exchange policy’. The real meaning of this foreign-exchange policy is exhaustively discussed in the present book. Here let it merely be pointed out that this policy has much more seriously injured international economic relations during the last three years than protectionism did during the whole of the preceding fifty or sixty years, the measures that were taken during the World War included. This throttling of international credit can hardly be remedied otherwise than by setting aside the principle that it lies within the discretion of every government, by invoking the shortage of foreign exchange that has been caused by its own actions, to stop paying interest to foreign countries and also to prohibit interest and amortization payments on the part of its subjects. The only way in which this can be achieved will be by removing international credit transactions from the influence of national legislatures and creating a special international code for it, guaranteed and really enforced by the League of Nations. Unless these conditions are created, the granting of new international credit will hardly be possible. Since all nations have an equal interest in the restoration of international credit, it may probably be expected that attempts will be made in this direction during the next few years, provided that Europe does not sink any lower through war and revolution. But the monetary system that will constitute the foundation of such future agreements must necessarily be one that is based upon gold. Gold is not an ideal basis for a monetary system. Like all human creations, the gold standard is not free from shortcomings; but in the existing circumstances there is no other way of emancipating the monetary system from the changing influences of party politics and government interference, either in the present or, so far as can be foreseen, in the future. And no monetary system that is not free from these influences will be able to form the basis of credit transactions. Those who blame the gold standard should not forget that it was the gold standard that enabled the civilization of the nineteenth century to spread beyond the old capitalistic countries of Western Europe, and made the wealth of these countries available for the development of the rest of the world. The savings of the few advanced capitalistic countries of a small part of Europe have called into being the modern productive equipment of the whole world. If the debtor countries refuse to pay their existing debts, they certainly ameliorate their immediate situation. But it is very questionable whether they do not at the same time greatly damage their future prospects. It consequently seems misleading in discussions of the currency question to talk of an opposition between the interests of creditor and debtor nations, of those which are well-supplied with capital and those which are ill-supplied. It is the interests of the poorer countries, who are dependent upon the importation of foreign capital for developing their productive resources, that make the throttling of international credit seem so extremely dangerous.

  The dislocation of the monetary and credit system that is nowadays going on everywhere is not due—the fact cannot be repeated too often—to any inadequacy of the gold standard. The thing for which the monetary system of our time is chiefly blamed, the fall in prices during the last five years, is not the fault of the gold standard, but the inevitable and ineluctable consequence of the expansion of credit, which was bound to lead eventually to a collapse. And the thing which is chiefly advocated as a remedy is nothing but another expansion of credit, such as certainly might lead to a transitory boom, but would be bound to end in a correspondingly severer crisis.

  The difficulties of the monetary and credit system are only a part of the great economic difficulties under which the world is at present suffering. It is not only the monetary and credit system that is out of gear, but the whole economic system. For years past, the economic policy of all countries has been in conflict with the principles on which the nineteenth century built up the welfare of the nations. International division of labour is now regarded as an evil, and there is a demand for a return to the autarchy of remote antiquity. Every importation of foreign goods is heralded as a misfortune, to be averted at all costs. With prodigious ardour, mighty political parties proclaim the gospel that peace on earth is undesirable and that war alone means progress. They do not content themselves with describing war as a reasonable form of international intercourse, but recommend the employment of force of arms for the suppression of opponents even in the solution of questions of domestic politics. Whereas liberal economic policy took pains to avoid putting obstacles in the way of developments that allotted every branch of production to the locality in which it secured the greatest productivity to labour, nowadays the endeavour to establish enterprises in places where the conditions of production are unfavourable is regarded as a patriotic action that deserves government support. To demand of the monetary and credit system that it should do away with the consequences of such perverse economic policy, is to demand something that is a little unfair.

  All proposals that aim to do away with the consequences of perverse economic and financial policy, merely by reforming the monetary and banking system, are fundamentally misconceived. Money is nothing but a medium of exchange and it completely fulfills its function when the exchange of goods and services is carried on more easily with its help than would be possible by means of barter. Attempts to carry out economic reforms from the monetary side can never amount to anything but an artificial stimulation of economic activity by an expansion of the circulation, and this, as must constantly be emphasized, must necessarily lead to crisis and depression. Recurring economic crises are nothing but the consequence of attempts, despite all the teachings of experience and all the warnings of the economists, to stimulate economic activity by means of additional credit.

  This point of view is sometimes called the ‘orthodox’ because it is related to the doctrines of the Classical economists who are Great Britain’s imperishable glory; and it is contrasted with the ‘modern’ point of view which is expressed in doctrines that correspond to the ideas of the Mercantilists of the sixteenth and seventeenth centuries. I cannot believe that there is really anything to be ashamed of in orthodoxy. The important thing is not whether a doctrine is orthodox or the latest fashion, but whether it is true or false. And although the conclusion to which my investigations lead, that expansion of credit cannot form a substitute for capital, may well be a conclusion that some may find uncomfortable, yet I do not believe that any logical disproof of it can be brought forward.

  L. VON MISES

  Vienna, June, 1934


  PREFACE TO THE SECOND GERMAN EDITION

  WHEN the first edition of this book was published twelve years ago, the nations and their governments were just preparing for the tragic enterprise of the Great War. They were preparing, not merely by piling up arms and munitions in their arsenals, but much more by the proclamation and zealous propagation of the ideology of war. The most important economic element in this war ideology was inflationism.

  My book also dealt with the problem of inflationism and attempted to demonstrate the inadequacy of its doctrines; and it referred to the changes that threatened our monetary system in the immediate future. This drew upon it passionate attacks from those who were preparing the way for the monetary catastrophe to come. Some of those who attacked it soon attained great political influence; they were able to put their doctrines into practice and to experiment with inflationism upon their own countries.

  Nothing is more perverse than the common assertion that economics broke down when faced with the problems of the war and post-war periods. To make such an assertion is to be ignorant of the literature of economic theory and to mistake for economics the doctrines based on excerpts from archives that are to be found in the writings of the adherents of the historico-empirico-realistic school. Nobody is more conscious of the shortcomings of economics than economists themselves, and nobody regrets its gaps and failings more. But all the theoretical guidance that the politician of the last ten years needed could have been learned from existing doctrine. Those who have derided and carelessly rejected as ‘bloodless abstraction’ the assured and accepted results of scientific labour should blame themselves, not economics.

  It is equally hard to understand how the assertion could have been made that the experience of recent years has necessitated a revision of economics. The tremendous and sudden changes in the value of money that we have experienced have been nothing new to anybody acquainted with currency history; neither the variations in the value of money, nor their social consequences, nor the way in which the politicians reacted to either, were new to economists. It is true that these experiences were new to many etatists, and this is perhaps the best proof that the profound knowledge of history professed by these gentlemen was not genuine but only a cloak for their mercantilistic propaganda.

  The fact that the present work, although unaltered in essentials, is now published in a rather different form from that of the first edition is not due to any such reason as the impossibility of explaining new facts by old doctrines. It is true that, during the twelve years that have passed since the first edition was published, economics has made strides that it would be impossible to ignore. And my own occupation with the problems of catallactics has led me in many respects to conclusions that differ from those of the first edition. My attitude towards the theory of interest is different to-day from what it was in 1911; and although, in preparing this as in preparing the first edition, I have been obliged to postpone any treatment of the problem of interest (which lies outside the theory of indirect exchange), in certain parts of the book it has nevertheless been necessary to refer to the problem. Again, on the question of crises my opinions have altered in one respect: I have come to the conclusion that the theory which I put forward as an elaboration and continuation of the doctrines of the Currency School is in itself a sufficient explanation of crises and not merely a supplement to an explanation in terms of the theory of direct exchange, as I supposed in the first edition.

  Further I have become convinced that the distinction between statics and dynamics cannot be dispensed with even in expounding the theory of money. In writing the first edition, I imagined that I should have to do without it, in order not to give rise to any misunderstandings on the part of the German reader. For in an article that had appeared shortly before in a widely-read symposium, Altmann had used the concepts ‘static’ and ‘dynamic’, applying them to monetary theory in a sense that diverged from the terminology of the modern American school.1 Meanwhile, however, the significance of the distinction between statics and dynamics in modern theory has probably become familiar to everybody, who, even if not very closely, has followed the development of economics. It is safe to employ the terms nowadays without fear of their being confused with Altmann’s terminology. I have in part revised the chapter on the social consequences of variations in the value of money in order to clarify the argument. In the first edition the chapter on monetary policy contains long historical discussions; the experiences of recent years afford sufficient illustrations of the fundamental argument to allow these discussions now to be dispensed with.

  1 Cp. Altmann, Zur deutschen Geldlehre des 19. Jahrhunderts (in Die Entwicklung der deutschen Volkswirtschaftslehre im 19. Jahrhunderts, Schmoller Festgabe), Leipzig 1908.

  A section on problems of banking policy of to-day has been added, and one in which the monetary theory and policy of the etatists are briefly examined. In compliance with a desire of several colleagues I have also included a revised and expanded version of a short essay on the classification of theories of money, which was published some years ago in Vol. 44 of the Archiv für Sozialwissenschaft und Sozialpolitik.

  For the rest, it has been far from my intention to deal critically with the flood of new publications devoted to the problems of money and credit. In science, as Spinoza says, ‘the truth bears witness both to its own nature and to that of error’. My book contains critical arguments only where they are necessary to establish my own views and to explain or prepare the ground for them. This omission can be the more easily justified in that this task of criticism is skillfully performed in two admirable works that have recently appeared.1

  The concluding chapter of Part III, which deals with problems of credit policy, is reprinted as it stood in the first edition. Its arguments refer to the position of banking in 1911, but the significance of its theoretical conclusions does not appear to have altered. They are supplemented by the above-mentioned discussion of the problems of present-day banking policy that concludes the present edition. But even in this additional discussion, proposals with any claim to absolute validity should not be sought for. Its intention is merely to show the nature of the problem at issue. The choice among all the possible solutions in any individual case depends upon the evaluation of pros and cons; decision between them is the function, not of economics, but of politics.

  L. VON MISES

  Vienna, March, 1924

  1 Cp. Döring, Die Geldtheorien seit Knapp, I Aufl. Greifswald 1921, II Aufl. Greifs-wald 1922; Palyi, Der Streit um die Staatliche Theorie des Geldes, Munich and Leipzig 1922 (also in Schmollers Jahrbuch, 45. Jahrgang). Also cp. the acute investigations of G. M. Verrijn Stuart, lnleiding tot de Leer der Waardevastheid van het Geld, ’s-Gravenhage 1919.


  PART ONE

  THE NATURE OF MONEY


  CHAPTER I

  THE FUNCTION OF MONEY

  § 1

  The General Economic Conditions for the Use of Money

  WHERE the free exchange of goods and services is unknown, money is not wanted. In a state of society in which the division of labour was a purely domestic matter and production and consumption were consummated within the single household it would be just as useless as it would be for an isolated man. But even in an economic order based on division of labour, money would still be unnecessary if the means of production were socialized, the control of production and the distribution of the finished product were in the hands of a central body, and individuals were not allowed to exchange the consumption goods allotted to them for the consumption goods allotted to others.

  The phenomenon of money presupposes an economic order in which production is based on division of labour and in which private property consists not only in goods of the first order (consumption goods), but also in goods of higher orders (production goods). In such a society, there is no systematic centralized control of production, for this is inconceivable without centralized disposal over the means of production. Production is ‘anarchistic’. What is to be produced, and how it is to be produced, is decided in the first place by the owners of the means of production, who produce however, not only for their own needs, but also for the needs of others, and in their valuations take into account, not only the use-value that they themselves attach to their products, but also the use-value that these possess in the estimation of the other members of the community. The balancing of production and consumption takes place in the market, where the different producers meet to exchange goods and services by bargaining together. The function of money is to facilitate the business of the market by acting as a common medium of exchange.

  FUNCTION OF MONEY

  § 2

  
The Origin of Money.

  Indirect exchange is distinguished from direct exchange according as a medium is involved or not.

  Suppose that A and B exchange with each other a number of units of the commodities m and n. A acquires the commodity n because of the use-value that it has for him. He intends to consume it. The same is true of B, who acquires the commodity m for his immediate use. This is a case of direct exchange.

  If there are more than two individuals and more than two kinds of commodity in the market, indirect exchange also is possible. A may then acquire a commodity p, not because he desires to consume it, but in order to exchange it for a second commodity q which he does desire to consume. Let us suppose that A brings to the market two units of the commodity m, B two units of the commodity n, and C two units of the commodity o, and that A wishes to acquire one unit of each of the commodities n and o, B one unit of each of the commodities o and m, and C one unit of each of the commodities m and n. Even in this case a direct exchange is possible if the subjective valuations of the three commodities permit the exchange of each unit of m, n, and o for a unit of one of the others. But if this or a similar hypothesis does not hold good, and in by far the greater number of all exchange transactions it does not hold good, then indirect exchange becomes necessary, and the demand for goods for immediate wants is supplemented by a demand for goods to be exchanged for others.1

  Let us take, for example, the simple case in which the commodity β is desired only by the holders of the commodity while the commodity q is not desired by the holders of the commodity β but by those, say, of a third commodity r, which in its turn is desired only by the possessors of p. No direct exchange between these persons can possibly take place. If exchanges occur at all, they must be indirect; as, for instance, if the possessors of the commodity p exchange it for the commodity q and then exchange this for the commodity r which is the one they desire for their own consumption. The case is not essentially different when supply and demand do not coincide quantitatively, e.g. when one indivisible good has to be exchanged for various goods in the possession of several persons.

  1 Cp. Wicksell, Über Wert, Kapital und Rente, Jena 1893, repr. London 1933, p. 50 f.

  Indirect exchange becomes more necessary as division of labour increases and wants become more refined. In the present stage of economic development, the occasions when direct exchange is both possible and actually effected have already become very exceptional. Nevertheless, even nowadays, they sometimes arise. Take, for instance, the payment of wages in kind, which is a case of direct exchange so long on the one hand as the employer uses the labour for the immediate satisfaction of his own needs and does not have to procure through exchange the goods in which the wages are paid, and so long on the other hand as the employee consumes the goods he receives and does not sell them. Such payment of wages in kind is still widely prevalent in agriculture, although even in this sphere its importance is being continually diminished by the extension of capitalistic methods of management and the development of division of labour.1

  Thus along with the demand in a market for goods for direct consumption there is a demand for goods that the purchaser does not wish to consume but to dispose of by further exchange. It is clear that not all goods are subject to this sort of demand. An individual obviously has no motive for an indirect exchange if he does not expect that it will bring him nearer to his ultimate objective, the acquisition of goods for his own use. The mere fact that there would be no exchanging unless it was indirect could not induce individuals to engage in indirect exchange if they secured no immediate personal advantage from it. Direct exchange being impossible, and indirect exchange being purposeless from the individual point of view, no exchange would take place at all. Individuals have recourse to indirect exchange only when they profit by it; i.e. only when the goods they acquire are more marketable than those which they surrender.

  1 The conclusion that indirect exchange is necessary in the majority of cases is extremely obvious. As we should expect, it is among the earliest discoveries of economics. We find it clearly expressed in the famous fragment of the Pandects of Paulus: ‘quia non semper nec facile concurrebat, ut, cum tu haberas, quod ego desiderarem, invicem haberem, quod tu accipere velles’ (Paulus lib. 33 ad edictum l.i. pr. D. de contr. empt. 18, 1).

  Schumpeter is surely mistaken in thinking that the necessity for money can be proved solely from the assumption of indirect exchange (see his Wesen und Hauptinhalt der theoretischen Nationalökonomie, Leipzig 1908, pp. 273 ff.). On this point, cp. Weiss, Die moderne Tendenz in der Lehre vom Geldwert, Zeitschrift für Volkswirtschaft, Sozialpolitik und Verwaltung, Bd. XIX, pp. 518 ff.

  Now all goods are not equally marketable. While there is only a limited and occasional demand for certain goods, that for others is more general and constant. Consequently, those who bring goods of the first kind to market in order to exchange them for goods that they need themselves have as a rule a smaller prospect of success than those who offer goods of the second kind. If, however, they exchange their relatively unmarketable goods for such as are more marketable, they will get a step nearer to their goal and may hope to reach it more surely and economically than if they had restricted themselves to direct exchange.

  It was in this way that those goods that were originally the most marketable became common media of exchange, i.e. goods into which all sellers of other goods first converted their wares and which it paid every would-be buyer of any other commodity to acquire first. And as soon as those commodities that were relatively most marketable had become common media of exchange, there was an increase in the difference between their marketability and that of all other commodities, and this in its turn further strengthened and broadened their position as media of exchange.1

  Thus the requirements of the market have gradually led to the selection of certain commodities as common media of exchange. The group of commodities from which these were drawn was originally large, and differed from country to country; but it has more and more contracted. Whenever a direct exchange seemed out of the question, each of the parties to a transaction would naturally endeavour to exchange his superfluous commodities, not merely for more marketable commodities in general, but for the most marketable commodities; and among these again he would naturally prefer whichever particular commodity was the most marketable of all. The greater the marketability of the goods first acquired in indirect exchange, the greater would be the prospect of being able to reach the ultimate objective without further manœuvring. Thus there would be an inevitable tendency for the less marketable of the series of goods used as media of exchange to be one by one rejected until at last only a single commodity remained, which was universally employed as a medium of exchange; in a word, money.

  1 Cp. Menger, Untersuchungen über die Methode der Sozialwissenschaften und der polttischen Ökonomie insbesondere, Leipzig 1883, pp. 172 ff.; Grundsätze der Volkstvirt-schaftslehre, Zweite Aufl., Vienna 1923, pp. 247 ff.

  This stage of development in the use of media of exchange, the exclusive employment of a single economic good, is not yet completely attained. In quite early times, sooner in some places than in others, the extension of indirect exchange led to the employment of the two precious metals gold and silver as common media of exchange. But then there was a long interruption in the steady contraction of the group of goods employed for that purpose. For hundreds, even thousands, of years the choice of mankind has wavered undecided between gold and silver. The chief cause of this remarkable phenomenon is to be found in the natural qualities of the two metals. Being physically and chemically very similar, they are almost equally serviceable for the satisfaction of human wants. For the manufacture of ornaments and jewellery of all kinds the one has proved as good as the other. (It is only in recent times that technological discoveries have been made which have considerably extended the range of uses of the precious metals and may have differentiated their utility more sharply). In isolated communities, the employment of one or other metal as sole common medium of exchange has occasionally been achieved, but this short-lived unity has always been lost again as soon as the isolation of the community has succumbed to participation in international trade.

  Economic history is the story of the gradual extension of the economic community beyond its original limits of the single household to embrace the nation and then the world. But every increase in its size has led to a fresh duality of the medium of exchange whenever the two amalgamating communities have not had the same sort of money. It would not be possible for the final verdict to be pronounced until all the chief parts of the inhabited earth formed a single commercial area, for not until then would it be impossible for other nations with different monetary systems to join in and modify the international organization.

  Of course, if two or more economic goods had exactly the same marketability, so that none of them was superior to the others as a medium of exchange, this would limit the development towards a unified monetary system. We shall not attempt to decide whether this assumption holds good of the two precious metals gold and silver. The question, about which a bitter controversy has raged for decades, has no very important bearings upon the theory of the nature of money. For it is quite certain that even if a motive had not been provided by the unequal marketability of the goods used as media of exchange, unification would still have seemed a desirable aim for monetary policy. The simultaneous use of several kinds of money involves so many disadvantages and so complicates the technique of exchange that the endeavour to unify the monetary system would certainly have been made in any case.

  The theory of money must take into consideration all that is implied in the functioning of several kinds of money side by side. Only where its conclusions are unlikely to be affected one way or the other, may it proceed from the assumption that a single good is employed as common medium of exchange. Elsewhere, it must take account of the simultaneous use of several media of exchange. To neglect this would be to shirk one of its most difficult tasks.

  § 3

  The ‘Secondary’ Functions of Money

  The simple statement, that money is a commodity whose economic function is to facilitate the interchange of goods and services, does not satisfy those writers who are interested rather in the accumulation of material than in the increase of knowledge. Many investigators imagine that insufficient attention is devoted to the remarkable part played by money in economic life if it is merely credited with the function of being a medium of exchange; they do not think that due regard has been paid to the significance of money until they have enumerated half a dozen further ‘functions’—as if, in an economic order founded on the exchange of goods, there could be a more important function than that of the common medium of exchange.

  After Menger’s review of the question, further discussion of the connexion between the secondary functions of money and its basic function should be unnecessary.1 Nevertheless, certain tendencies in recent literature on money make it appear advisable to examine briefly these secondary functions—some of them are co-ordinated with the basic function by many writers—and to show once more that all of them can be deduced from the function of money as common medium of exchange.

  1 Cp. Menger, Grundsätze, pp. 278 ff.

  This applies in the first place to the function fulfilled by money in facilitating credit transactions. It is simplest to regard this as part of its function as medium of exchange. Credit transactions are in fact nothing but the exchange of present goods against future goods. Frequent reference is made in English and American writings to a function of money as a standard of deferred payments.1 But the original purpose of this expression was not to contrast a particular function of money with its ordinary economic function, but merely to simplify discussions about the influence of changes in the value of money upon the real amount of money debts. It serves this purpose admirably. But it should be pointed out that its use has led many writers to deal with the problems connected with the general economic consequences of changes in the value of money merely from the point of view of modifications in existing debt relations and to overlook their significance in all other connexions.

  The functions of money as a transmitter of value through time and space may also be directly traced back to its function as medium of exchange. Menger has pointed out that the special suitability of goods for hoarding, and their consequent widespread employment for this purpose, has been one of the most important causes of their increased marketability and therefore of their qualification as media of exchange.2 As soon as the practice of employing a certain economic good as a medium of exchange becomes general, people begin to store up this good in preference to others. In fact, hoarding as a form of investment plays no great part in our present stage of economic development, its place having been taken by the purchase of interest-bearing property.3 On the other hand, money still functions to-day as a means for transporting value through space.4 This function again is nothing but a matter of facilitating the exchange of goods. The European farmer who emigrates to America and wishes to exchange his property in Europe for a property in America, sells the former, goes to America with the money (or a bill payable in money), and there purchases his new homestead. Here we have an absolute text-book example of an exchange facilitated by money.

  1 Cp. Nicholson, A Treatise on Money and Essays on Present Monetary Problems, Edinburgh 1888, pp. 21 if; Laughlin, The Principles of Money, London 1903, p. 22 f.

  2 Cp. Menger, Grundsätze, pp. 284 ff.

  3 That is, apart from the exceptional propensity to hoard gold, silver, and foreign bills, encouraged by inflation and the laws enacted to further it.

  4 Knies in particular (Geld und Kredit, Bd. I, Zweite Aufl. Berlin 1885, pp. 233 ff.) has laid stress upon the function of money as inter-local transmitter of value.

  Particular attention has been devoted, especially in recent times, to the function of money as a general medium of payment. Indirect exchange divides a single transaction into two separate parts which are connected merely by the ultimate intention of the exchangers to acquire consumption goods. Sale and purchase thus apparently become independent of each other. Furthermore, if the two parties to a sale-and-purchase transaction perform their respective parts of the bargain at different times, that of the seller preceding that of the buyer (purchase on credit), then the settlement of the bargain, or the fulfillment of the seller’s part of it (which need not be the same thing), has no obvious connexion with the fulfillment of the buyer’s part. The same is true of all other credit transactions, especially of the most important sort of credit transaction—lending. The apparent lack of a connexion between the two parts of the single transaction has been taken as a reason for regarding them as independent proceedings, for speaking of the payment as an independent legal act, and consequently for attributing to money the function of being a common medium of payment. This is obviously incorrect. ‘If the function of money as an object which facilitates dealings in commodities and capital is kept in mind, a function that includes the payment of money prices and repayment of loans . . . there remains neither necessity nor justification for further discussion of a special employment, or even function of money, as a medium of payment.’1

  The root of this error (as of many other errors in economics) must be sought in the uncritical acceptance of juristical conceptions and habits of thought. From the point of view of the law, outstanding debt is a subject which can and must be considered in isolation and entirely (or at least to some extent) without reference to the origin of the obligation to pay. Of course, in law as well as in economics, money is only the common medium of exchange. But the principal, although not exclusive, motive of the law for concerning itself with money is the problem of payment. When it seeks to answer the question ‘What is money?’ it is in order to determine how monetary liabilities can be discharged. For the jurist, money is a medium of payment. The economist, to whom the problem of money presents a different aspect, may not adopt this point of view if he does not wish at the very outset to prejudice his prospects of contributing to the advancement of economic theory.

  1 Cp. Menger, Grundsätze, p. 282 f.


  CHAPTER II

  ON THE MEASUREMENT OF VALUE

  § 1

  The Immeasurability of Subjective Use-Values

  ALTHOUGH it is usual to speak of money as a measure of value and prices, the notion is entirely fallacious. So long as the subjective theory of value is accepted, this question of measurement cannot arise. In the older political economy, the search for a principle governing the measurement of value was to a certain extent justifiable. If, in accordance with an objective theory of value, the possibility of an objective concept of commodity-values is accepted, and exchange is regarded as the reciprocal surrender of equivalent goods, then the conclusion necessarily follows that exchange transactions must be preceded by measurement of the quantity of value contained in each of the objects that are to be exchanged. And it is then an obvious step to regard money as the measure of value.

  But modern value theory has a different starting point. It conceives of value as the significance attributed to individual commodity units by a human being who wishes to consume or otherwise dispose of various commodities to the best advantage. Every economic transaction presupposes a comparison of values. But the necessity for such a comparison, as well as the possibility of it, is due only to the circumstance that the person concerned has to choose between several commodities. It is quite irrelevant whether this choice is between a commodity in his own possession and one in somebody else’s possession for which he might exchange it, or between the different uses to which he himself might put a given quantity of productive resources. In an isolated household, in which (as on Robinson Crusoe’s desert island) there is neither buying nor selling, changes in the stocks of goods of higher and lower orders do nevertheless occur whenever anything is produced or consumed; and these changes must be based upon valuations if their returns are to exceed the outlay they involve. The process of valuation remains fundamentally the same whether the question is one of transforming labour and flour into bread in the domestic bakehouse, or of obtaining bread in exchange for clothes in the market. From the point of view of the person making the valuation, the calculation whether a certain act of production would justify a certain outlay of goods and labour is exactly the same as the comparison between the values of the commodities to be surrendered and the values of the commodities to be acquired that must precede an exchange transaction. For this reason it has been said that every economic act may be regarded as a kind of exchange.1

  Acts of valuation are not susceptible of any kind of measurement. It is true that everybody is able to say whether a certain piece of bread seems more valuable to him than a certain piece of iron or less valuable than a certain piece of meat. And it is therefore true that everybody is in a position to draw up an immense list of comparative values; a list which will hold good only for a given point of time, since it must assume a given combination of wants and commodities. If the individual’s circumstances change, then his scale of values changes also.

  But subjective valuation, which is the pivot of all economic activity, only arranges commodities in order of their significance; it does not measure this significance. And economic activity has no other basis than the value-scales thus constructed by individuals. An exchange will take place when two commodity units are placed in a different order on the value-scales of two different persons. In a market, exchanges will continue until it is no longer possible for reciprocal surrender of commodities by any two individuals to result in their each acquiring commodities that stand higher on their value-scales than those surrendered. If an individual wishes to make an exchange on an economic basis, he has merely to consider the comparative significance in his own judgement of the quantities of commodities in question. Such an estimate of relative values in no way involves the idea of measurement. An estimate is a direct psychological judgement that is not dependent on any kind of intermediate or auxiliary process.

  (Such considerations also provide the answer to a series of objections to the subjective theory of value. It would be rash to conclude, because psychology has not succeeded and is not likely to succeed in measuring desires, that it is therefore impossible ultimately to attribute the quantitatively exact exchange-ratios of the market to subjective factors. The exchange-ratios of commodities are based upon the value-scales of the individuals dealing in the market. Suppose that A possesses three pears and B two apples; and that A values the possession of two apples more than that of three pears, while B values the possession of three pears more than that of two apples. On the basis of these estimations an exchange may take place in which three pears are given for two apples. Yet it is clear that the determination of the numerically precise exchange-ratio 2:3, taking a single fruit as a unit, in no way presupposes that A and B know exactly by how much the satisfaction promised by possession of the quantities to be acquired by exchange exceeds the satisfaction promised by possession of the quantities to be given up.)

  1 Cp. Simmel, Philosophie des Geldes, Zweite Aufl., Leipzig 1907, p. 35; Schumpeter, op. cit., p. 50.

  General recognition of this fact, for which we are indebted to the authors of modern value theory, was hindered for a long time by a peculiar sort of obstacle. It is not altogether a rare thing that those very pioneers who have not hesitated to clear new paths for themselves and their followers by boldly rejecting outworn traditions and ways of thinking should yet shrink sometimes from all that is involved in the rigid application of their own principles. When this is so, it remains for those who come after to endeavour to put the matter right. The present is a case in point. On the subject of the measurement of value, as on a series of further subjects that are very closely bound up with it, the founders of the subjective theory of value refrained from the consistent development of their own doctrines. This is especially true of Böhm-Bawerk. At least it is especially striking in him; for the arguments of his which we are about to consider are embodied in a system that would have provided an alternative and, in the present writer’s opinion, a better, solution of the problem, if their author had only drawn the decisive conclusion from them.

  Böhm-Bawerk points out that when we have to choose in actual life between several satisfactions which cannot be had simultaneously because our means are limited, the situation is often such that the alternatives are on the one hand one big satisfaction and on the other hand a large number of homogeneous smaller satisfactions. Nobody will deny that it lies in our power to come to a rational decision in such cases. But it is equally clear that a judgement merely to the effect that a satisfaction of the one sort is greater than a satisfaction of the other sort is inadequate for such a decision; as would even be a judgement that a satisfaction of the first sort is considerably greater than one of the other sort Böhm-Bawerk therefore concludes that the judgement must definitely affirm how many of the smaller satisfactions outweigh one of the first sort, or in other words how many times the one satisfaction exceeds one of the others in magnitude.1

  The credit of having exposed the error contained in the identification of these two last propositions belongs to Čuhel. The judgement that so many small satisfactions are outweighed by a satisfaction of another kind is in fact not identical with the judgement that the one satisfaction is so many times greater than one of the others. The two would be identical only if the satisfaction afforded by a number of commodity-units taken together were equal to the satisfaction afforded by a single unit on its own multiplied by the number of units. That this assumption cannot hold good follows from Gossen’s Law of the Satisfaction of Wants. The two judgements, ‘I would rather have eight plums than one apple’ and ‘I would rather have one apple than seven plums’, do not in the least justify the conclusion that Böhm-Bawerk draws from them when he states that therefore the satisfaction afforded by the consumption of an apple is more than seven times but less than eight times as great as the satisfaction afforded by the consumption of a plum. The only legitimate conclusion is that the satisfaction from one apple is greater than the total satisfaction from seven plums but less than the total satisfaction from eight plums.2

  This is the only interpretation that can be harmonized with the fundamental conception expounded by the marginal-utility theorists, and especially by Böhm-Bawerk himself, that the utility (and consequently the subjective use-value also) of units of a commodity decreases as the supply of them increases. But to accept this is to reject the whole idea of measuring the subjective use-value of commodities. Subjective use-value is not susceptible of any kind of measurement.

  1 Cp. Böhm-Bawerk, Grundzilge der Theorie des wirtschaftlichen Güterwertes (Jahrbücher für Nationalökonomie und Statistik, Neue Folge, Band 13, 1886, p. 48; reprinted by the London School of Economics, 1932).

  2 Cp. Čuhel, Zur Lehre von den Bedürfnissen, Innsbruck 1906, pp. 186 ff.; Weiss, op. cit. pp. 532 ff. In the last edition of his masterpiece on Capital and Interest revised by himself, Böhm-Bawerk endeavoured to refute Čuhel’s criticism, but did not succeed in putting forward any new considerations that could help towards a solution of the problem. (See Kapital und Kapitalzins, Dritte Aufl., Innsbruck 1909-12, II Teil, pp. 331 ff. Exkurse, pp. 280 ff).

  The American economist Irving Fisher has attempted to approach the problem of value-measurement by way of mathematics.1 His success with this method has been no greater than that of his predecessors with other methods. Like them, he has not been able to surmount the difficulties arising from the fact that marginal utility diminishes as supply increases, and the only use of the mathematics in which he clothes his arguments, and which is widely regarded as a particularly becoming dress for investigations in economics, is to conceal a little the defects of their clever but artificial construction.

  Fisher begins by assuming that the utility of a particular good or service, though dependent on the supply of that good or service, is independent of the supply of all others. He realizes that it will not be possible to achieve his aim of discovering a unit for the measurement of utility unless he can first show how to determine the proportion between two given marginal utilities. If, for example, an individual has a hundred loaves of bread at his disposal during one year, the marginal utility of a loaf to him will be greater than if he had one hundred and fifty loaves. The problem is, to determine the arithmetical proportion between the two marginal utilities. Fisher attempts to do this by comparing them with a third utility. He therefore supposes the individual to have B gallons of oil annually as well, and calls β that increment of B whose utility is equal to that of the 100th loaf of bread. In the second case, when not a hundred but a hundred and fifty loaves are available, it is assumed that the supply of B remains unchanged. Then the utility of the 150th loaf may be equal, say, to the utility of β/2. Up to this point it is unnecessary to quarrel with Fisher’s argument; but now follows a jump that neatly avoids all the difficulties of the problem. That is to say, Fisher simply continues, as if he were stating something quite self-evident: ‘Then the utility of the 150th loaf is said to be half the utility of the 100th.’ Without any further explanation he then calmly proceeds with his problem, the solution of which (if the above proposition is accepted as correct) involves no further difficulties, and so succeeds eventually in deducing a unit which he calls a ‘util’. It does not seem to have occurred to him that in the particular sentence just quoted he has argued in defiance of the whole of marginal-utility theory and set himself in opposition to all the fundamental doctrines of modern economics. For obviously this conclusion of his is legitimate only if the utility of β is equal to twice the utility of β2. But if this were really so, the problem of determining the proportion between two marginal utilities could have been solved in a quicker way, and his long process of deduction would not have been necessary. Just as justifiably as he assumes that the utility of β is equal to twice the utility of β2, he might have assumed straight away that the utility of the 150th loaf is two-thirds of that of the 100th.

  1 Cp. Fisher, Mathematical Investigations in the Theory of Value and Prices. (Transactions of the Connecticut Academy, Vol. 9), New Haven 1892, pp. 114 ff.

  Fisher imagines a supply of B gallons that is divisible into n small quantities β, or 2n small quantities β2. He assumes that an individual who has this supply B at his disposal regards the value of a commodity-unit x as equal to that of β and the value of another commodity-unit y as equal to that of β/2 And he makes the further assumption that in both valuations, i.e. both in equating the value of x with that of β and in equating the value of y with that of β2, the individual has the same supply of B gallons at his disposal.

  He evidently thinks it possible to conclude from this that the utility of β is twice as great as that of β2. The error here is obvious. The individual is in the one case faced with the choice between x (the value of the 100th loaf) and p = 2β2. He finds it impossible to decide between the two, i.e. he values both equally. In the second case he has to choose between y (the value of the 150th loaf) and β2. Here again he finds that both alternatives are of equal value. Now the question arises, what is the proportion between the marginal utility of β and that of β2? We can determine this only by asking ourselves what the proportion is between the marginal utility of the nth part of a given supply and that of the 2nth part of the same supply, between that of β/n and that of β/2n. For this purpose let us imagine the supply B split up into 2n portions of β2n. Then the marginal utility of the (2n-1)th portion is greater than that of the 2nth portion. If we now imagine the same supply B divided into n portions, then it clearly follows that the marginal utility of the nth portion is equal to that of the (2n-1)th portion plus that of the 2nth portion in the previous case. It is not twice as great as that of the 2wth portion, but more than twice as great. In fact, even with an unchanged supply, the marginal utility of several units taken together is not equal to the marginal utility of one unit multiplied by the number of units, but necessarily greater than this product. The value of two units is greater than, but not twice as great as, the value of one unit.1

  Perhaps Fisher thinks that this consideration may be disposed of by supposing β and β2 to be such small quantities that their utility may be reckoned infinitesimal. If this is really his opinion, then it must first of all be objected that the peculiarly mathematical conception of infinitesimal quantities is inapplicable to economic problems. The utility afforded by a given amount of commodities, or by a given increase in a given amount of commodities, is either great enough for valuation, or so small that it remains imperceptible to the valuer and cannot therefore affect his judgement. But even if the applicability of the conception of infinitesimal quantities were granted, the argument would still be invalid, for it is obviously impossible to find the proportion between two finite marginal utilities by equating them with two infinitesimal marginal utilities.

  Finally, a few words must be devoted to Schumpeter’s attempt to set up as a unit the satisfaction resulting from the consumption of a given quantity of commodities and to express other satisfactions as multiples of this unit. Value-judgements on this principle would have to be expressed as follows: ‘The satisfaction that I could get from the consumption of a certain quantity of commodities is a thousand times as great as that which I get from the consumption of an apple a day,’ or Tor this quantity of goods I would give at the most a thousand times this apple’2 Is there really anybody on earth who is capable of adumbrating such mental images or pronouncing such judgements? Is there any sort of economic activity that is actually dependent on the making of such decisions? Obviously not.3 Schumpeter makes the same mistake of starting with the assumption that we need a measure of value in order to be able to compare one ‘quantity of value’ with another. But valuation in no way consists in a comparison of two ‘quantities of value’. It consists solely in a comparison of the importance of different wants. The judgement ‘Commodity a is worth more to me than commodity no more presupposes a measure of economic value than the judgement ‘A is dearer to me—more highly esteemed—than B’ presupposes a measure of friendship.

  1 Cp. also Weiss, op. cit., p. 538.

  2 Cp. Schumpeter, op. cit., p. 290.

  3 Further cp. Weiss, op. cit., pp. 534 ff.

  § 2

  Total Value

  If it is impossible to measure subjective use-value, it follows directly that it is impracticable to ascribe ‘quantity’ to it. We may say, the value of this commodity is greater than the value of that; but it is not permissible for us to assert, this commodity is worth so much. Such a way of speaking necessarily implies a definite unit. It really amounts to stating how many times a given unit is contained in the quantity to be defined. But this kind of calculation is quite inapplicable to processes of valuation.

  The consistent application of these principles implies a criticism also of Schumpeter’s views on the total value of a stock of goods. According to Wieser, the total value of a stock of goods is given by multiplying the number of items or portions constituting the stock by their marginal utility at any given moment. The untenability of this argument is shown by the fact that it would prove that the total stock of a free good must always be worth nothing. Schumpeter therefore suggests a different formula in which each portion is multiplied by an index corresponding to its position on the value-scale (which, by the way, is quite arbitrary) and these products are then added together or integrated. This attempt at a solution, like the preceding, has the defect of assuming that it is possible to measure marginal utility and ‘intensity’ of value. The fact that such measurement is impossible renders both suggestions equally useless. Mastery of the problem must be sought in some other way.

  Value is always the result of a process of valuation. The process of valuation compares the significance of two complexes of commodities from the point of view of the individual making the valuation. The individual making the valuation and the complexes of goods valued, i. e. the subject and the objects of the valuation, must enter as indivisible elements into any given process of valuation. This does not mean that they are necessarily indivisible in other respects as well, whether physically or economically. The subject of an act of valuation may quite well be a group of persons, a State or society or family, so long as it acts in this particular case as a unit, through a representative. And the objects thus valued may be collections of distinct units of commodities so long as they have to be dealt with in this particular case as a whole. There is nothing to prevent either subject or object from being a single unit for the purposes of one valuation even though in another their component parts may be entirely independent of each other. The same people who, acting together through a representative as a single agent, such as a State, make a judgement as to the relative values of a battleship and a hospital, are the independent subjects of valuations of other commodities, such as cigars and newspapers. It is just the same with commodities. Modern value theory is based on the fact that it is not the abstract importance of different kinds of need that determines the scales of values, but the intensity of specific desires. Starting from this, the law of marginal utility was developed in a form that referred primarily to the usual sort of case in which the collections of commodities are divisible. But there are also cases in which the total supply must be valued as it stands.

  Suppose that an economically-isolated individual possesses two cows and three horses and that the relevant part of his scale of values (that item valued highest being placed first) is as follows: 1, a cow; 2, a horse; 3, a horse; 4, a horse; 5, a cow. If this individual has to choose between one cow and one horse he will rather be inclined to sacrifice the cow than the horse. If wild animals attack one of his cows and one of his horses, and it is impossible for him to save both, then he will try to save the horse. But if the whole of his stock of either animal is in danger, his decision will be different. Supposing that his stable and cowshed catch fire and that he can only rescue the occupants of one and must leave the others to their fate, then if he values three horses less than two cows he will attempt to save not the three horses but the two cows. The result of that process of valuation which involves a choice between one cow and one horse is a higher estimation of the horse. The result of the process of valuation which involves a choice between the whole available stock of cows and the whole available stock of horses is a higher estimation of the stock of cows.

  Value can rightly be spoken of only with regard to specific acts of appraisal. It exists in such connexions only; there is no value outside the process of valuation. There is no such thing as abstract value. Total value can be spoken of only with reference to a particular instance of an individual or other valuing ‘subject’ having to choose between the total available quantities of certain economic goods. Like every other act of valuation, this is complete in itself. The person making the choice does not have to make use of notions about the value of units of the commodity. His process of valuation, like every other, is an immediate inference from considerations of the utilities at stake. When a stock is valued as a whole, its marginal utility, that is to say, the utility of the last available unit of it, coincides with its total utility, since the total supply is one indivisible quantity. This is also true of the total value of free goods, whose separate units are always valueless, i.e. are always relegated to a sort of limbo at the very end of the value-scale, promiscuously intermingled with the units of all the other free goods.1

  § 3

  Money as a Price-Index

  What has been said should have made sufficiently plain the unscientific nature of the practice of attributing to money the function of acting as a measure of price or even of value. Subjective value is not measured, but graded. The problem of the measurement of objective use-value is not an economic problem at all. (It may incidentally be remarked that a measurement of efficiency is not possible for every species of commodity and is at the best only available within separate species, while every possibility, not only of measurement, but even of mere scaled comparison, vanishes as soon as we seek to establish a relation between two or more kinds of efficiency. It may be possible to measure and compare the calorific value of coal and of wood, but it is in no way possible to reduce to a common objective denominator the objective efficiency of a table and that of a book.)

  1 Cp. also Clark, Essentials of Economic Theory, New York 1907, p. 41. In the first German edition of the present work, the above argument contained two further sentences that summarized in an inadequate fashion the results of investigation into the problem of total value. In deference to certain criticisms of C. A. Verrijn Stuart (Die Grundlagen der Volkswirtschaft, Jena 1923, p. 115) they were omitted from the second edition.

  Neither is objective exchange-value measurable, for it too is the result of the comparisons derived from the valuations of individuals. The objective exchange-value of a given commodity-unit may be expressed in units of every other kind of commodity. Nowadays exchange is usually carried on by means of money, and since every commodity has therefore a price expressible in money, the exchange-value of every commodity can be expressed in terms of money. This possibility enabled money to become a medium for expressing values when the growing elaboration of the scale of values which resulted from the development of exchange necessitated a revision of the technique of valuation.

  That is to say, opportunities for exchanging induce the individual to rearrange his scales of values. A person in whose scale of values the commodity ‘a cask of wine’ comes after the commodity ‘a sack of oats’ will reverse their order if he can exchange a cask of wine in the market for a commodity that he values more highly than a sack of oats. The position of commodities in the value-scales of individuals is no longer determined solely by their own subjective use-value, but also by the subjective use-value of the commodities that can be obtained in exchange for them, whenever the latter stand higher than the former in the estimation of the individual. Therefore, if he is to obtain the maximum utility from his resources, the individual must familiarize himself with all the prices in the market.

  For this, however, he needs some help in finding his way among the confusing multiplicity of the exchange-ratios. Money, the common medium of exchange, which can be exchanged for every commodity and with which every commodity can be procured, is pre-eminently suitable for this. It would be absolutely impossible for the individual, even if he were a complete expert in commercial matters, to follow every change of market conditions and make the corresponding alterations in his scale of use- and exchange-values, unless he chose some common denominator to which he could reduce each exchange-ratio. Because the market enables any commodity to be turned into money and money into any commodity, objective exchange-value is expressed in terms of money. Thus money becomes a price-index, in Menger’s phrase. The whole structure of the calculations of the entrepreneur and the consumer rests on the process of valuing commodities in money. Money has thus become an aid that the human mind is no longer able to dispense with in making economic calculations.1 If in this sense we wish to attribute to money the function of being a measure of prices, there is no reason why we should not do so. Nevertheless, it is better to avoid the use of a term which might so easily be misunderstood as this. In any case the usage certainly cannot be called correct—we do not usually describe the determination of latitude and longitude as a ‘function’ of the stars.2

  1 On the indispensability of money for economic calculation, cp. my book Die Gemeinwirtschaft; Untersuchungen über den Sozialismus, Jena 1922, pp. 100 ff. [The publication of an English translation of this work has been announced. -H. E. B.]

  2 [This chapter deals with technical matters which may present difficulty to readers unacquainted with general economic theory. It may be omitted on a first reading, but it is essential to complete understanding of certain issues, such as the index-number problem, which are dealt with later. -EDITOR.]


  CHAPTER III

  THE VARIOUS KINDS OF MONEY

  §1

  Money and Money-Substitutes

  WHEN an indirect exchange is transacted with the aid of money, it is not necessary for the money to change hands physically; a perfectly secure claim to an equivalent sum, payable on demand, may be transferred instead of the actual coins. In this by itself there is nothing remarkable or peculiar to money. What is peculiar, and only to be explained by reference to the special characteristics of money, is the extraordinary frequency of this way of completing monetary transactions.

  In the first place, money is especially well adapted to constitute the substance of a generic obligation. Whereas the fungibility of nearly all other economic goods is more or less circumscribed and is often only a fiction based on an artificial commercial terminology, that of money is almost unlimited. Only that of shares and bonds can be compared with it. The sole factor that could possibly prevent any of these from being completely fungible is the difficulty of subdividing their separate units; and various expedients have been adopted, which, at least as far as money is concerned, have entirely robbed this difficulty of all practical significance.

  A still more important circumstance is involved in the nature of the function that money performs. A claim to money may be transferred over and over again in an indefinite number of indirect exchanges without the person by whom it is payable ever being called upon to settle it. This is obviously not true as far as other economic goods are concerned, for these are always destined for ultimate consumption.

  The special suitability for facilitating indirect exchanges possessed by absolutely secure and immediately payable claims to money, which we may briefly refer to as money-substitutes, is further increased by their standing in law and commerce.

  Technically, and in some countries legally as well, the transfer of a bank-note scarcely differs from that of a coin. The similarity of outward appearance is such that those who are engaged in commercial dealings are usually unable to distinguish between those objects that actually perform the function of money and those that are merely employed as substitutes for them. The business-man does not worry about the economic problems involved in this; he is only concerned with the commercial and legal characteristics of coins, notes, cheques, and the like. To him, the facts that bank-notes are transferable without documentary evidence, that they circulate like coins in round denominations, that no right of recovery lies against their previous holders, that the law recognizes no difference between them and money as an instrument of debt-settlement, seem good enough reason for including them within the definition of the term ‘money’, and for drawing a fundamental distinction between them and cash deposits, which can be transferred only by a procedure that is much more complex technically and is also regarded in law as of a different kind. This is the origin of the popular conception of money by which everyday life is governed. No doubt it serves the purposes of the bank official, and it may even be quite useful in the business world at large, but its introduction into the scientific terminology of economics is most undesirable.

  The controversy about the concept of money is not exactly one of the most satisfactory chapters in the history of our science. It is chiefly remarkable for the smother of juristic and commercial technicalities in which it is enveloped and for the quite undeserved significance that has been attached to what is after all merely a question of terminology. The solution of the question has been regarded as an end in itself and it seems to have been completely forgotten that the real aim should have been simply to facilitate further investigation. Such a discussion could not fail to be fruitless.

  In attempting to draw a line of division between money and those objects that outwardly resemble it, we only need to bear in mind the goal of our investigation. The present discussion aims at tracing the laws that determine the exchange-ratio between money and other economic goods. This and nothing else is the task of the economic theory of money. Now our terminology must be suited to our problem. If a particular group of objects is to be singled out from among all those that fulfill a monetary function in commerce and, under the special name of money (which is to be reserved to this group alone), sharply contrasted with the rest (to which this name is denied), then this destruction must be made in a way that will facilitate the further progress of the investigation.

  It is considerations such as these that have led the present writer to give the name of money-substitutes and not that of money to those objects that are employed like money in commerce but consist in perfectly secure and immediately convertible claims to money.

  Claims are not goods;1 they are means of obtaining disposal over goods. This determines their whole nature and economic significance. They themselves are not valued directly, but indirectly; their value is derived from that of the economic goods to which they refer. Two elements are involved in the valuation of a claim: first, the value of the goods to whose possession it gives a right; and, second, the greater or less probability that possession of the goods in question will actually be obtained. Furthermore, if the claim is to come into force only after a period of time, then consideration of this circumstance will constitute a third factor in its valuation. The value on January 1st of a right to receive ten sacks of coal on December 31st of the same year will be based not directly on the value of ten sacks of coal, but on the value of ten sacks of coal to be delivered in a year’s time. This sort of calculation is a matter of common experience, as also is the fact that in reckoning the value of claims their soundness or security is taken into account.

  Claims to money are, of course, no exception. Those which are payable on demand, if there is no doubt about their soundness and no expense connected with their settlement, are valued just as highly as cash and tendered and accepted in the same way as money.2 Only claims of this sort—i.e. claims that are payable on demand, absolutely safe as far as human foresight goes, and perfectly liquid in the legal sense—are for business purposes exact substitutes for the money to which they refer. Other claims, of course, such as notes issued by banks of doubtful credit or bills that are not yet mature, also enter into financial transactions and may just as well be employed as general media of exchange. This, according to our terminology, means that they are money. But then they are valued independently; they are reckoned equivalent neither to the sums of money to which they refer nor even to the worth of the rights that they embody. What the further special factors are that help to determine their exchange-value, we shall discover in the course of our argument.

  1 Cp. Böhm-Bawerk, Re elite und Verhältnisse, Innsbruck 1881, pp. 120 ff.

  2 Cp. Wagner, Beiträge sur Lehre von den Banken, Leipzig 1857, pp. 34 ff.

  Of course it would be in no way incorrect if we attempted to include in our concept of money those absolutely secure and immediately convertible claims to money that we have preferred to call money-substitutes. But what must be entirely condemned is the widespread practice of giving the name of money to certain classes of money-substitutes, usually bank-notes, token money, and the like, and contrasting them sharply with the remaining kinds, such as cash deposits.1 This is to make a distinction without any adequate difference; for banknotes, say, and cash deposits differ only in mere externals, important perhaps from the business and legal points of view, but quite insignificant from the point of view of economics.

  On the other hand, arguments of considerable weight may be urged in favour of including all money-substitutes without exception in the single concept of money. It may be pointed out, for instance, that the significance of perfectly secure and liquid claims to money is quite different from that of claims to other economic goods; that whereas a claim on a commodity must sooner or later be liquidated, this is not necessarily true of claims to money. Such claims may pass from hand to hand for indefinite periods and so take the place of money without any attempt being made to liquidate them. It may be pointed out that those who require money will be quite satisfied with such claims as these, and that those who wish to spend money will find that these claims answer their purpose just as well; and that consequently the supply of money-substitutes must be reckoned in with that of money, and the demand for them with the demand for money. It may further be pointed out that whereas it is impossible to satisfy an increase in the demand, say, for bread by issuing more bread-tickets without adding to the actual supply of bread itself, it is perfectly possible to satisfy an increased demand for money by just such a process as this. It may be argued, in brief, that money-substitutes have certain peculiarities of which account is best taken by including them in the concept of money.

  Without wishing to question the weight of such arguments as these, we shall on grounds of convenience prefer to adopt the narrower formulation of the concept of money, supplementing it with a separate concept of money-substitutes. Whether this is the most advisable course to pursue, whether perhaps some other procedure might not lead to a better understanding of our subject-matter, must be left to the judgement of the reader. To the author it appears that the way chosen is the only way in which the difficult problems of the theory of money can be solved.

  1 E.g. Helfferich, Das Geld, 6. Aufl., Leipzig 1923, pp. 267 ff.; English translation, Money, London 1927, pp. 284 ff.

  § 2

  The Peculiarities of Money-Substitutes

  Economic discussion about money must be based solely on economic considerations and may take legal distinctions into account only in so far as they are significant from the economic point of view also. Such discussion consequently must proceed from a concept of money based, not on legal definitions and discriminations, but on the economic nature of things. It follows that our decision not to regard drafts and other claims to money as constituting money itself must not be interpreted merely in accordance with the narrow juristic concept of a claim to money. Besides strictly legal claims to money, we must also take into account such relationships as are not claims in the juristic sense, but are nevertheless treated as such in commercial practice because some concern or other deals with them as if they actually did constitute claims against itself.1

  There can be no doubt that the German token coins minted in accordance with the Coinage Act of July 9th, 1873, did not in law constitute claims to money. Perhaps there are some superficial critics who would be inclined to classify these coins actually as money because they consisted of stamped silver or nickel or copper discs that had every appearance of being money. But despite this, from the point of view of economics these token coins merely constituted drafts on the national Treasury. The second paragraph of § 9 of the Coinage Act (in its form of June 1st, 1909) obliged the Bundesrat to specify those centres that would pay out gold coins on demand in return for not less than 200 marks’ worth of silver coins or 50 marks’ worth of nickel and copper coins. Certain branches of the Reichsbank were entrusted with this function. Another section of the Coinage Act (§8) provided that the Reich would always be in a position actually to maintain this convertibility. According to this section, the total value of the silver coins minted was never to exceed 20 marks per head of the population, nor that of the nickel and copper coins 2[image: image] marks per head. In the opinion of the legislature, these sums represented the demand for small coins, and there was consequently no danger that the total issue of token coinage would exceed the public demand for it. Admittedly, there was no statutory recognition of any right to conversion on the part of holders of token coins, and the limitation of legal tender (§ 9, par. 1) was only an inadequate substitute for this. Nevertheless, it is a matter of general knowledge that the token coins were in fact cashed without any demur at the branches of the Reichsbank specified by the Chancellor.

  1 Cp. Laughlin, op. cit., pp. 516 ff.

  Exactly the same sort of significance was enjoyed by the Reich Treasury notes, of which not more than 120 million marks’ worth were allowed to be in circulation. These also (§ 5 of the Act of April 30th, 1874) were always cashed for gold by the Reichsbank on behalf of the Treasury. It is beside the point that the Treasury notes were not legal tender in private transactions while everybody was obliged to accept silver coins in amounts up to 20 marks and nickel and copper coins in amounts up to one mark; for, although they were not legally bound to accept them in settlement of debts, people in fact accepted them readily.

  Another example is afforded by the German thaler of the period from the introduction of the gold standard until the withdrawal of the thaler from circulation on October 1st, 1907. During the whole of this period the thaler was undoubtedly legal tender. But if we seek to go behind this expression, whose juristic derivation makes it useless for our present purpose, and ask if the thaler was money during this period, the answer must be that it was not. It is true that it was employed in commerce as a medium of exchange; but it could be used in this way solely because it was a claim to something that really was money, i.e., to the common medium of exchange; for although neither the Reichsbank nor the Reich nor its separate constituent Kingdoms and Duchies nor anybody else was obliged to cash them, the Reichsbank, acting on behalf of the government, always took pains to ensure that no more thalers were in circulation than were demanded by the public. It achieved this result by refusing to press thalers on its customers when paying out. This, together with the circumstance that thalers were legal tender both to the Bank and to the Reich, was sufficient to turn them in effect into drafts that could always be converted into money, with the result that they circulated at home as perfectly satisfactory substitutes for money. It was repeatedly suggested to the Directors of the Reichsbank that they should cash their own notes not in gold but in thalers (which would have been well within the letter of the law) and pay out gold only at a premium, with the object of hindering the export of it. But the Bank steadily refused to adopt this or any proposal of a similar nature.
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