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PREFACE 

Tlm development of monetary theory in German literature during 
the past thirty years may profitably engage the attention of econ
omists generally. In the first place, beginning with Knapp's 
challenging S~ Theory oj Money in 1905, a spirited discussion 
arose as to the essential character of money and its value. Although 
the issues were not new, this preoccupation with metaphysical ques
tions concerning money is without parallel in the history of eco
nomics. Portions of this literature are marred by polemics or viti
ated by flagrant fallacies, but in the aggregate it yields definitely 
valuable results. The discussion of price level determinants, to 
which Part n of this book is devoted, presents some striking 
spectacles: the clash of quantity-theory, historical, institutional, 
and banking-school ideas; the rivalry of velocity and cash-balance 
approaches; the divergence of views upon the causal independence 
of velocity and upon the merits of general and special price indices. 
Because opinion upon these issues has been more evenly divided in 
Germany and Austria than elsewhere, we sometimes discover that 
the arguments are pressed farther, theoretical refinement being the 
gain and "logical conclusions" the drawback. 

American and English students may be curious also as to the 
effects produced upon indigenous economic writing by the post-war 
inflation experiences. Here again a considerable part of the publica
tion, particularly by lay pamphleteers, represents the pathological 
phases of theorizing, as might be expected from a period of popular 
excitement and confusion. I take account of this material briefly 
in Part m, but seek rather to compass fully the permanent results 
of serious discussion. It will be found that the purchasing power 
parity doctrine encountered a surprisingly vigorous opposition from 
the balance of payments school, but that the conflict contributed 
toward a synthesis. Finally, in Part IV, which treats the analysis 
of business cycles, there appear a number of ideas, widely accepted 
amongst monetary writers, which might almost be marked as 
"made in Germany"; or at least they were most widely propagated 
through the German literature. Such, for example, are the theories 



viii PREFACE 
I 

of the "trailing bank rate," of "neutral money," and the emphas~ 
upon economic innovations in cyclical variation. 

The purposes of this book are two: to make available in sununafy 
form the content of a large literature from which many students 
are debarred by the obstacle of language or time, and to present 
critical comparisons and appraisals of its outcome in the light of 
monetary science generally. The term l, German theory" indicates 
an organic whole characterized by a common language, but involv
ing important writers outside the geographic area of Germany and 
Austria whose works belong to the German schools of thought. 
The nature of the subject matter and the magnitude of the under
taking have caused my critical observations to assume rather 
largely the deductive form, except in cases where empiric evidence 
in readily available in compact and unambiguous form. In the 
interest of fairness to the writers involved, I endeavor in most cases 
to hold the resume of theories and the criticism separate. In each 
Part, I avoid, so far as possible, the introduction of my own judg
ment upon basic questions until a concluding summary chapter, 
leaving the issue unprejudiced until all the theorists can be reviewed. 
Criticism of each author takes on a rather too negative aspect in 
consequence of this method; but the advantage lies in clearing away 
difliculties peculiar to each author as the study progresses, so that 
the field may be clear at the end of each Part for a statement of 
~sitive results. ~ 

My greatest obligations as a student of economics belong to Pnt
fessors F. H. Knight, F. M. Taylor, and F. W. Taussig. To the 
last I am indebted also for his benevolent and discerning guidance 
throughout the present undertaking; and to Professor A. P. Usht!'" 
for his help during the process of publication. At Heidelberg, where 
the enquiry was begun during my tenure of a Sheldon Fellowship 
from Harvard University, I was aided by discussions with Professor 
Allred Weber and Drs. Bergstriisser and Salin. I acknowledge witll 
pleasure the suggestions made subsequently by European scholan 
elsewhere, Professor Gottfried Haberler, Dr. Oskar Morgenstern. 
and Dr. Melchior Palyi. .: 

The greatest part of the reading and of the formulation of ideM 
has gone forward at Ann Arbor, where I have been encouraged and, 
at certain junctures, corrected by my associates in the University of 
Michigan: Professor R. G. Rodkey, Professor M. A. Copeland, an~ 
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the late Dr. C. H. May. Professor I. L. Sharfman has liberally 
allowed me the maximum of free time and energy consistent with 
university teaching; to him lowe also the sincere respect of a stu
dent. More than anyone else, Professor Leonard L. Watkins has 
patiently considered with me the problems encountered in this study, 
indicating the way out of p:uIIly a dilemma. 

ANN AuOll, MICHIOAN 

Auguat, 1934 

H. S. E. 
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August, 1934 

H. S. E. 
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PART I 

THE NATURE OF MONEY AND ITS VALUE 



CHAPTER I 

TYPES OF THEORY AS TO THE NATURE OF MONEY 

EVERY science must define its terms. Nevertheless, it is contended 
that monetary theory is an exception to the rule, that enquiry into 
basic concepts is "patently fruitless," and that the subject may be 
dismissed with the epithet of "metaphysics." Physics is today being 
revolutionized by the discovery that some of its ideas, accepted for 
generations as It common sense" categories, are fallacious; that the 
scientific validity of its whole structure depends upon a correct 
metaphysics of time, space, mass, and force. If the philosophical 
foundation absolutely conditions the laws of so empiric a science as 
modem physics, it can scarcely be lacking in significance for ec0-
nomics. No doubt metaphysical enquiries threaten to run off into 
controversy and scholasticism, - the German literature of ec0-
nomics during the past generation has not escaped these detracting 
characteristics, - but the economist can ill afford being disdainful 
of any honest effort to clarify the concepts with which he operates. 
The writer on money and banking inevitably gives his theory a cer
tain flavor by his assumptions as to the nature and origin of money 
and its value, and he would do well to recognize the issues involved 
in these postulates. 

"There are only two theories of money which deserve the name," 
says Schumpeter, It ••• the commodity theory and the claim theory. 
From their very nature they are incompatible." 1 On the one hand 
Roscher, for example, writes: "The false definitions of money are 
divisible into two groups: those which regard it as something more, 
and those which regard it as something less, than an economic com
modity." I On the other hand Wicksell declares: 

The commodity character of money and its COIlCIete characteristics relinl 
mont and more into the background during its employment as money; these may 
reappear again, but only wIleD it bas ceosed to be mODeY. and bas c:hanged itself 
into .. =odity again. Money sublimates into an abstnct quantity. into .. 
mere quantity of value.' 

• J-pb Schumpeter. "Doa SoaiaIpIOdutt un<! die ~ u A .... 44-
p·649-

1 Quoted b,. Itad HeI!erich, II.., (New YOlk, IVI,). p. -. and Schumpeter • 
.,. riI.. P. 64'. 

, EIlut Wicbell, V","- _ N,*."Umw", .., c....il." iall.,p..l. 
,n-;,.., r ............ r.u, ..... n, "Geld un<! KaditN U ..... IV")' p. _ 
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The first type of theory, the commodity theory, traces money to a 
purely commodity origin and discovers the principle regulating pur
chasing power in supply and demand, in marginal utility, or in the 
costs of production of the money-stuff: A distinctive branch of this 
theory is meta1lism, which lays especial emphasis upon the bullion 
content of -roins, a branch including the socialists and their labor 
cost of production theory of money value. To the second type of 
theory German usage has come to attach the term "nominalism." 
Nominalism embraces two branches: "chartalism," which repre
sents money as the creature of the state, and another which dis
covers the origin of money in trade practice, in spontaneous agree
ment as to the unit of account. The latter goes by the name of 
Anl'tI(;hUheorie, AnweisungtM01"ie or Zeichentheorie, and quite com
monly Nominalismus 1 without qualifying phrase; but to distinguish 
this particular kind of nominalism from the genus which includes 
both chartalism and the Zeichentheorie, I shall designate the latter 
"orthodox nominalism." Under "nominalism" in the lists on page 
5 are set down the tenets which seem to be fairly common to all 
sorts of nominalists, but two specific divergences between the chart
alists and other nominalists are noted. The items under "com
modity theory" sans phrase would be subscribed to quite generally 
by all commodity theorists, including the metaIIists. But the articles 
of belief under "meta1lism" are generally, though not without 
occasional exception, peculiar to this particular coterie of commodity 
theorists. Quite naturally there exist no absolutely invariable cri
teria,but the items set down here will serve as generally valid dif
ferentia for the various theory types." 

It would be surprl$ing if such diametrically opposed ideas did not 
affect the theoretical superstructure erected upon them. (Nominal-

1 In Georg Friedrich Knapp'. The Slok TIreDry of M...., (London, 1924) "nom!
nality" and "chartality," applied to money, carry about the same connotation. But 
in the twenty.<Jdd yean which have elapsed aince Knapp coined the term "chaItaI," 
the c1iatinction given above baa evolved. An identiJication of the two otill occun with 
those writers who wou1d detract from ordinary DomjnaUsm by CODDeCting it with the 
"state theory!' 

• RenE GonnanI ..... the !erma """"-/i.rme 1IftJ1fII<W. and ,1IJIi.rme flIt11fIIair& Theae 
would be acceptable aI_tives for nomjnaljsm and commodity theolY. But beem in 
aaying further, "00 pout egaIement dire de 1'",,",- ou du _aUr.O _toile. 
Toua ceo termea DWquoot certaina upects de I'oppoaition del cIeu conceptiona." -
PrkiI tl'1antDmie -. (Paris, 1930), p. '7, note. N_alu-. _y be fair enough 
for commodjty theories, and l'yJIIboIimIe fornom;n,UID1; but"""" ia Dot one IIII"' of 
Donrin·Jjsm but ODe peculiar ~, and the !BIDe may be aid of flmetallism" witb 
zeference to commodity theories. 
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CONTIIASTlNG DoC'l'RDlES ON THE N.4.rtlu: Olr MONEY AND rrs V ALtlB 

Nominalism 
I. (a) Money is a claim to goods 

(orthodox nomjnaJjsm). 
(6) Money is a means of legally 

discharging debl\ (charta.l
ism). 

t. (a) Money originates in social 
usage (orthodox nominalism). 

(6) Money originates in the 
state'a will (chartalism). 

J. Definition of money involves ita 
passing at unity or par. 

4. Money value is relative. 
5. Functions of money are envisaged 

as causes of its value only as they 
operate through the unique 
medium of exchange function. 

6. The value of money is governed 
by apecial and unique causes. 

7. The value of money is its pu1'
chasing power. 

S. (a) Money circulates because it 
ia generally acceptable in 
ezcbange (orthodox nominal
ism). 

(6) Money circulates because it 
is a legal tender (chartalism). 

9. Paper money is pure money. 
10. The value of money is determined 

by all monetary media. 
II. All monetary media operate di

rectly on the value of money. 
u. The value of irredeemable paper 

needs no special theory. 

The CDtlHllOllily Theory 
-I. Money is one commodity 

amongst others. 
t. Money originates in social usage. 
3. Definition involves only physical 

medium of exchange, commonly 
accepted. 

4. Money value is absolute. 
5. Functions replOSent causes of 

money value as they operate 
plurally to give it utility. 

6. Tbe value of money is governed 
by the ordinaly laws of supply 
and demand, margina1 utility, 
etc. 

7. Money baa value in other __ 
besides purchasing power. 

MeItJUiJm 
I. Money circulates only because of 

the utility of the money .. tuft. 
t. Paper money is a money substi

tute. 
3. The value of money substitutes 

comes from standard money. 
4. Money substitutes operate-on the 

value of money indirectly by re
ducing the demand for the money
stuft. 

5. Tbe value of irredeemable paper 
depends upon prospec:ta of re
demption. 

ism, envisaging money as a claim or mere ticket, adjudges purchas
ing power as expressed in price indices to be the only admissible 
sense of its value, a value obviously cxmtrolled by the quantity of 
tickets in mstence. Its natural predilection-is toward the quantity 
theory of prices and a purcbasing-power parity explanation of ex
change rates. Not unnaturally also, theorists with a bias toward re
garding money as something unique and diwroed from the world 
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of goods see in it the possibility of a causa movens in the cyclical 
movements of economic life. If they favor a policy looking toward 
the eIimination of these waves, they demand either an absolute fixing 
of the number of tickets or a stabilization of their purchasing power; 
a stabilized money value per se, while the changes initiated from the 
side of goods continue freely, they believe a nonentity. In normal 
intercourse they portray credit as the important determinant of 
prices, and standard money, because its quantity is less, as a second
ary factor. The soaring prices attending dislocated currencies are 
similarly to be explained on the basis of purely quantitative deter
minants, and stabilization is to be accomplished by quantitative 
limitation. If the state controls the institution of money, as the 
chartalist branch maintains, then a natural step is towarsJ a theory 
of controlled currencies, particularly of foreign exchange$) 

With the commodity theory's basic postulate of an inner or abso
lute value of money subject to commodity value laws, purchasing 
power appears only as an outward emanation, a ratio of the value of 
money and the value of goods. Index numbers cannot reveal what 
happens to the value of money per se, as they are affected also by 
what happens on the side of goods. Like other commodities, money 
has a plurality of functions, and these in conjunction explain its 
value. The quantity theory is a purely mechanical and superficial 
proposition because it fails to take account of the subjective -move
ments at work in multifarious channels, now on the side of money; 
now on the side of the vast complex of separate commodity and serv
ice values. Money is only one commodity amongst many, and what 
happens 1\0 prices under dislocated standards is only exJ.llicable on the 
side of the preponderating number of ordinary goods, where we see 
diminished production and an adverse balance of trade. Business 
cycles cannot be explained in monetary terms, by the same token. 
But if measures for greater stability are desired, the most that can 
be recommended is an approximate fixing of the inner or absolute 
value of money, since the monetary institution cannot be held re

-sponsible for the altogether natural and therefore desirable changes 
proceeding from the side of goods. Bank deposits are nowadays an 
important element in the price situation, since they serve as sub
stitutes for standard money and so affect the ratio of exchange be
tween gold and goods. Where credit money has broken down, quali
tative factors such as confidence in the ability of the treasury to 
resume redemption in specie may playa more significant ..ale than 
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mere quantitative causes. In order to return to the sound basis of an 
open inet&llic standard, it is necessary that the state desist from its 
interference with money and allow the freeope]"ap.Q1!. of those eco
nomic laws which control commodities generally. 

Not all of these propositions are Unavoidable conclusions from 
either nominalistic or commodity premises, but the kinship of ideas 
is inescapable. The concept of money marks a parting of the ways. 
When we look back into the historical evolution of monetary theory 
we find the two opposing viewpoints represented in the earliest 
stages. 

In the Polilics, Aristotle adopted the view of money as something 

intrinsica.lly useful and easily applicable to the purposes of life. for example, 
iron. ailver. and the like. Of this the value was at first measured by size and 
weight. but in time they put a stamp upon it to save the trouble of weighing and 
to mark the value. • •• Others maintain that coined money is a mere sham. a 
thing not natural. but conventional only. which would have no value or use for 
any purposes of daily life if another commodity were substituted by the users.' 

But in the Nidwm(Jchea" Ethics he expressed the belief that 

money has been introduced by convention as a kind of substitute for a need or 
demand. and this is why we call it "",.111,. ... because its value is derived. not from 
nature but from law [""_] and can be altered or abolished at will." 

Plato. also seemed to adopt this conception of money in calling it a 
token.· 

Does the difierence between the two theories lie in the account of 
the origin of money, or in opposing beliefs as to the nature of its 
value? Is ..opDS to be understood as "law" in the formal sense of 
legislative enactment, or merely as tradition or usage? Either is an 
admissible translation. These various constructions seem to have 
proven confusing to the medieval Schoolmen, whose conceptions of 
value were at best vague. When in the thirteenth century St. 
Thomas Aquinas commented upon the fifth book of the Eihics, he 
translated ..opDS as 1=.' The prince thus became the determiner of 

. the value of money. But the problem of justice in the repayment of· 

, Polilia. If. by Benjamin Jo,",U (Oldozd. ,glO). pp. 41. 43. 
I Nie ... oc ' /iUiQ, If. by F. H. Polen, ,st!> ed. (LoDdon, '1193), Po '$6. 
• n. R.,.u. <I pw... If. by Benjamin Jo,",u, .snI .... (Oldozd, ,goB), vol I, bL II, 

371 B. 
• A. E. ),l_, 11.-, r..., ..,.,. ....... SwoidI (Cambrid&e. ),l • ., ........ us, 

.gll>, Po 17· 
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debts soon gave rise to the distinction between valor impositus and 
bonitas intrinsica, the forme~ subject to the will of the prince, the 
latter not. While this distinction, was a step toward clearing away 
confusion between the legal and the economic values of money, the 
very fact that it was long disputed as to which was more important 
shows that the early Schoolmen did not recognize the concepts to be 
categorically distinct. Buridan (1358), however, implicitly assumed, 
as Monroe says, "that the king's function is not to determine the 
purchasing power of money, but merely to set up legally binding 
standards as to the relation between the different coins"; and 
Molinaeus (1500-1566) "was clear as to the strictly legal significance 
of the valOf" impositus." 1 

But the contemporary ruling houses displayed no great anxiety to 
have the difference made too explicit. "We cannot believe," said 
Philip V in his ordinance of January 16, 1346, "that anyone can 
doubt our absolute right over the moneys, to give them whatever 
rate we choose"; and John II expressed himself similarly in an ordi
nance of March 20, 1361.- Le Bret (1632) and Conring (1606-1681) 
maintained that the value of money depends on the will of the 
prince; and Nicholas Barbon, the English mercantilist, wrote: 
"Mony is a Value made by a Law. . . . It is not absolutely necessary 
Money should be made of Gold or Silver; for having its sole Value 
from the Law, it is not Material upon what Metal the Stamp be 
set.'" Under the influence of eighteenth-century absolutism, the 
jurisconsult Pothier declared: 

Since the prince distributes money to people to serve them as a symbol of 
value, it belongs to the individuals only in this respect and coDSeQuentiy can bf 
the object of a loan only so •••• One may not, then,lend money itself, but only' 
as a symbol of the sum which it pleases the prince to have it signify.' 

So far there has prevailed more or less confusion between the 
economic and legal values of money, an inadequate separation be
tween the value concepts and the agency which establishes money. 
On both the latter topics a great deal of emphasis has been laid upon 
the rOle of the state. This line of thought is continued with greater 
discrimination by certain writers in the early nineteenth century. 

, '11M., p •• 8. I Connan!, ttl. oil., p .• 8. 
I A Dis""" .. of Trado ('690); reprinted by the Johns Hopkina p,... (Baltimore, 

IgoS), p. 16. 
• R. J. Pothier, o..wu (Paris, 1821), v, 40S. quoted by Arthur NUllbaum, Dill G.ltI 

ill T/MorU """ PrlJlJM du ".",.c ...... _1iJ .. i.sc .... Rec"" (TUbiDgaI, 19's)' p. IS. 
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ACCQrding to James Steuart, "The authority given to a coin by its 
being everywhere received in the King's offices, is entirely confined 
to its currency, not its value." 1 J. G. Fichte, philosopher and 
economist of "romantic" ~ype, thouJht that "the decisive factor is 
that money should pe recognized as such; this depends solely upon 
the state." I In Fichte's disciple Adam Milller, Palyi discovers an 
advocate of a kind of state theory of money, this time of a rather 
mystical nature: ·"The most complete intermediator of trade is the 
state itself, the national word, national power, law, credit, ... all 
expressions for the 'higher center' to which all powers tend, or for .. 
its substitute, money .... " I 

Adam Smith seems to attribute to the state a modicum of power 
over the value of money: . 

A prince who should enact that a certain proportion of taxes should be paid 
in a paper money of a certain kind, might thereby give a certain value to this 
paper money, even though the tiDle of its final disc:harge and redemption should 
depend altogether on the will of the prince. If the Bank which issues this paper 
were careful to keep the quantity of it always somewhat below what could easily 
be employed in this manner, the demand for it might be such as to make it even 
bear a premium, or sell for aomewhat more in the market than the quantity of 
gold and silver for which it W&I issued.' 

During the Bank Restriction period, certain ones of the anti-bullion
ist faction sought to capitalize upon this passage. Charles Bosan
quet, for example, concluded some statistical evidence on the rela
tion of revenue payments and note issue by remarking: 

At the present the total amount of Bank-notes in cin:ulation, throughout the 
kingdom, is cancelled between .5 and 4 tiDIes in each year, in payments to the 
revenue; and every reader must form his own opinion, whether, under such 
cin:umstances, the amount is greater than "can be easily employed in this 
manner," according to the idea of facility which Dr. Smith entertained when he 
used the ezpression.' 

1 WorAr (London, .80S), D, 57L 
• Quol!:d from D<r c.... ........ B...,.WNo/ by Melcbior PaJyi, ~ GolrJ. 

,....... (TllbInpn, .g.6), p. $. 
• Ny;. ~. <iI., p. 100 
, n, W-u." N ........ ed. t., ea..n... (London •• 904). I,,sll. 
• Prodi<aI Ok • .- _ 1M R'IM " 1M Bill_ C_ (London, 11110). 

pp. 116-6g. In his" R.eply to Mr. B_t's Practical Oboenations on the Report 
of the Bullion Committee." publisbed ill .811 (d. E. <;.1.'.. GamIer, B .,i. &so,< 
., DIIoiII R'-U [Lcmdon, .go,ill, R.ic:anlo nfers spoci6ca\IJ to Smith's __ t ODd 
Booarrquet's .... of it. R.ic:anIo IUIIUb only that ~oet'a theory is "cbigwira'" 
(cb. viii, soc. 4'. p. 'W; we do DOt ...... bow Adam Smith's _inS_ '- ...... 
-"td. _ iDdoed bow far Smith bi.-If is ricbt. 
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Fullarton went even fartheI in referring to the assignats as "those 
conventional instruments of exchange which derive their value from 
authority," though like Bosanquet he admited the influence of 
quantity upon value.' 

While these theories carried foward an age-old emphasis upon the 
rOkof the state, an equally important line of thought as to the con
stitution and nature of money proceeded from a non-political basis) 
Since this school is much better known, a very few examples will 
serve to indicate its character. Oresme, Biel, and Hales referred to 
the inconveniences of barter and imputed the origination of money 
to the free action of trade." Galiani scouted the supposedly Aristo
telian notion of conventional origin, and sought the laws governing 
the value 9f the money metal in those factors determining values 
generally.' With Cantillon, again, money was only certified precious 
metal with its value deteImined by cost of production.' ".And Tur
got believed that "gold and silver are constituted by the nature of 
things, money and universal money; independently of all conven. 
tion and of all law." The same causes govern the values of money 
and commodities.' 

Midway between the political and the pure commodity accounts 
of the origin of money lies a group of write~ more or less imbued 
with the notion of agreement or convention. In 1588 Davanzati, 
and in 1680 Montanari, stated that money arose when men agreed 
to consider as of equal value all commodities on the market and all 
coin in circulation.' Since in essence this idea is none other than a 
primitive equation of exchange, it also serves to explain the value of 
money. The early progenitors of the quantity theory commonly con
ceived of the value of money as uniquely detemtined. Locke:, as an
other example, thought that mankind put upon the precious metals 
an "imaginary value; [they] have made them by general consent the 

1 John Fullarton. 0.. lire R.gul";"" oj CUlT"";". md 00. (London. '1145). pp • 
• 8-'9· 

• Nicole Oresme. 0.. IiItJ PirslI_""",, of M....". th. i. in A. E. Monroe. FAr" &. 
""""' Thou,,,, (Cambridge. M· .. ·chu .. tts. '927). pp. 81-8.; Gabriel Biel. T'ealis .... 
lite p,..,., and UUliIy oj M....". npriuted by the University of Pennsylvania Pnss 
(philadelphia, (930).PP.'g-20; John HaIee (W. 5.).A Dis_II oj llteC_Weoloj 
IIJis Reolm oj ENgland (repriuted Cambridge. England. '893). pp . ..s. 7' • 

• DellaMtnUID, in Monroe, {J,. "'., p. 282. 
• EsstD,.", Ie Commeru, 1St ed. (reprinted, Boston, 1802), pp. 134-136. 
• TiItJ p.,."..,;q,. and Dislribuliol& oj Rkhe.r ('770). 00. by W. J. Ashley (N •• York. 

1898). sees. Dill. xlvi. 
• Monroe, 01. &iI., pp. 49, log. 
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common pledges whereby men are assured, in exchange for them, to 
receive equally valuable things .... n 1 

These sparse examples, drawn from a period of more than.two 
millenniums,· show that the lines of cleavage amongst theorists today 
are very old. Furth~rmore, they afford a convenient point of de
parture for classifying monetary theories in general. Analysis of the 
views held by representative writers down to the first part of last 
century suggests the following divisions: 

I. Theories as to the nature and origin of money. 
A. Formalistic 

I. That money exists because of enactments of the state, 
legal tender laws, the will of the prince. 

2. That money has been created by a convention as to the 
the measure of values. 

B. N atura!istic 
That money is not absolutely differentiated from goods; 
that it originates in the more frequent employment of one 
exchange commodity than of others. 

n. Theories as to the determinants of purchasing power. 
A. Authoritarian 

I. That the state arbitrarily sets the exchange value of 
money. 

I. That the state may lend a certain value to money by 
accepting it in payment for taxes. 

B. Economic 
t. That the value of money is simi!ar in character and 

determinants to any commodity value. 
II. That the value of money is unique. 

Since the beginning of the nineteenth century no one, I appre
hend, has held an outright fiat theory of money value, and the tax
foundation theory has sunk into almost complete desuetude.· The 
notion of convention also has disappeared along with the political 
philosophy which engendered it for monetary theory. In recasting 

I Quol2d by Hannah R.. Se-n. r. r"-"7 oj Vol .. 6ij ..... ,,-SooiIi, Publi<atiODs 
01 the Am. Ec. Ala., 3rd .... , vol. D, DO. 3. Po 64-

• AmoDpt _t GenDoD theorists the idea has heeD ",Yiwcl by ltauJIa. a. PolS, 
bolo •• 
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the outline to fit the present situation we may omit these three sub
divisions entirely. Explanations of both the nature and value of 
money are manifold, but they still fall into two major groups. Be
cause of a natural kinship of ideas, those writers who attribute the 
existence of money to the adoption by trade usage of a certain unit 
pf value also believe that the value of money is not to be assimUated 
to that of goods; and those who trace the origin of money to the 
gradual growth in importance of one euhange commodity are pre
cisely those who would give to money the character of a commodity 
in its value. Putting these facts together, we discover two main 
theories of money, each with a double aspect. 

I. The theory which regards money both 
A. As originating in the adoption of a certain exchange me

dium as the unit of value, by either 
I. The formal enactment of the state, Of' 

2. Trade usage, 
B. Ana as having value in a unique sense. 

n. The theory which regards money both 
A. As originating in the frequent employment of that com

modity best suited to be a medium of exchange, 
B. And as having commodity value simply. 

The following chapters examine these two main schools of 
thought: first, nominalism with its two wings, chartallsm and ortho
dox nomipalism; and second, the commodity theory with its three 
branches: the supply and flemand theory, the marginal utility ex
planation, and meta1lism.· It is universally recognized that "the 
appearance of The State TheOf'y of Money in the year 1905 repre-, 
sented a Inile-stone in the history of German monetary theory." I 
Much of the writing in the period under consideration is devoted to 
defense or adverse criticism of Knapp, and would be unintelligible 
without an exanlination of the State TheOf'y as a necessary prelude. 
Thereafter the present Part proceeds upon logical and not upon 
chronological lines. 

1 Herbert Daring, 1M GoIdI~ ,eU KtJOI'. md eel. (GmtnraJd, 1922), p. I. 



CHAPTER IT 

THE'STATE THEORY OF !.IONEY 

I. KNAPP'S CHAlI.TAL THEORY: STATEMENT AND 

INTERPRETATION 

"MONEY is a creature of law." 1) This thesis ~app sets up in bold 
Tel.ief as the initial sentence of a work directed against the universal 
casuistry that money is nothing but coined metal. Whereas the 
metallist regards paper money as anomalous or leaves it out of his 
theory entirely because he hates it,' Knapp would formulate a uni
versal theory, admitting no exceptions, in which paper money is the 
very touchstone of the problem:', 

Like Karl Marx's great work Capital, The SI4I6 Theory of Money 
is written in a dogmatic and didactic manner, and thi; easily pro
vokes violel'lt opposition or indiscriminating adherence. ,Both works 
treat of subjects which arouse animosities - the c1ass sfruggle, and 
paper money :~n both the reader is carried along by a cold, hard dia
lectic, superficially invulnerable, toward conclusions he may resent. 
Knapp's diametrical opposition to idcas fairly commonly accepted 
at the original appearance of his work, and his challenging mode of 
expression, have combined to induce a protracted controversy in 
Germany as to the essential nature of money. It is not SUIprising 
therefore that the voluminous Knapp literature which has gron up 
in the course of the last quarter century should be characterized 
chiefly by hot partisanship, by mere polemic, and that Knapp has 
been the victim of a good deal of misinterpretation. To appraise his 
writings it is therefore necessary to undertake first a painstaking en
quiry into the real gist of his argument. Once The SIaI4 Theory of 
Money is understood it is not difficult to judge its value. The really 
severe task is one of interpretation. 

: (I) Knapp has been construed. in saying that the state secures 
the NlidiIy (c.u-v of money, as maintaining that the state can 

• G. F.EDapp. r.sw.r"-7tf M_ 11'. byH. 1I.l.ucasudJ. a-(Jadaa. 
Ivl4l. p. I. Tbe EDsIisb tpwnslotioD. desipal2d IIenoaIter IS sw. r-,. is u oIoridI
_I 01 tho lowtIa German editioD 01 S)rcdU .... r ...... G.ua (IItmitb, 19>31 ..... 
femcilD ill Iheoe JIIIOIIS $I d'i •• r..... ' 
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determine the purchasing power of money by mere fiat.} J. S. Law
rence, for example, believes that Knapp held that within its own 
borders the state completely controls the value of money; 1 and with 
this interpretation several German writers agree." What is meant by 
validity? This is the pons asinorum of the whole Slate Theory. If it 
means economic value or purchasing power, we are dealing with a 
crude fiat theory such as Barbon's. If it means only "face value," 
then the theory is much ado about nothing; naturally the govern
ment as the money-issuing authority sets the face value by merely 
naming the coin or note, giving it a denomination. 

Apparently conclusive evidence as to the correctness of the pur
chasing-power interpretation inheres in Knapp's description of "re
current linking," "historical definition," or "historic back-refer
ence." i, To initiate a monetary system or to introduce a new money, . 
Knapp assures us over and over again, all that is requisite is that the 
state select the means of payment, give it a name, and proclaim its 
validity in terms of the previous means of payment.' All these are 
free acts of the state's authority.) But of course if the new money 
does actually pass in trade at the ratio to the old laid down in the 
historical definition of back-reference, then the state has, merely by 
its authority, established its purchasing power. 

Simple and straightforward as this conclusion may be, Knapp 
would not have accepted it. In the first place, though such pro
nouncements are rare, he expresses himself unambiguously on the 
point: "Validity as a juristic concept is wholly independent of what 
one can buy with money." 4 Secondly, he invariably uses Geltung, 
not Werl por K aufkrafl, the usual terms in economic discussions for 
value of money.· Again, even if we supposed that so astute a person 
as Knapp could not in the course of a whole book express the simple 

1 Slabiliralion of Pric .. (New York, 1928), p. 174. 
J E. g. Rudolph Kaulla, Die Gt-wtd"""" du Ge,.,.,,. (Stuttgart, 1920), p. ss If.; 

Rohert LiefmaDn, Die Geld_""",, ;", W .lIMie,. _ die Bu';';",,,, j",., Fol, .. 
(Stuttgart, 19.8), p. 60 If.; Andreu Voigt, "Die Staatliche Theorie des Geldea," Z"c/r. 
fflr d. , ... S_. 62, p. 320. Against this chuge Knapp has heen defended by Friedrich 
Bendixen, [)as /"jIaIionsFobkm (Stuttgart, 1917), p. 9; L. von Bortkiewiao, "Die geId
theoretischen und wahnmgspolitischen Konsequenzen dee Nomio,Iismns," S,'" 
JW. 30, p. 1314; and Karl Elster, "Die Staatliche Theone des Geldes," JW.fli N. 
lil'S. III, p. 83 . 

• Slale Theory, pp. IS, 22, 39. 
• Sl4DIIiche Theorie, p. 44" 
• Lawrence says: "He sometimes usea the word: value and validity interchangeably" 

(01. til., p. 170). Numerous readinga of the SIDle The4ry have failed to bring to my 
attentinn a single iDstance of confusing GelItMc with w ..... 
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idea.that the state establishes purchasing power by fiat, his followers 
would certainly have made the idea explicit, but none of them has. 
Finally, the argument of the State Theory is unintelligible on the 
basis of the fiat notionj another inteJPretation of v&lidity makes it 
not only intelligible, but more right than wrong. 

Nor is "face value" correct. One would scarcely oredit Knapp 
with the stupidity of writing a magnum opus to prove that the state 
has the power of naming the mean~;! payment or the unit of ac
count, its multiples and fractions. app indicates this to be too 
shallow a view when he says: "V&lidity by procla.me.tion is com
monly c&lled the 'face value,' ill contrast with the 'intrinsic value' 
of the pieces, which is supposed to depend on their met&llic content. -
This is the habit of the met&llists, who are always automet&llists at' 
heart." I Moreover, if v&Iidity signified face value, he would not 
have said that the state must accep' all its money at face value at 
its pay offices, an action which guarantees something more impor
tant than a name. J,;; describe what Knapp means by v&Iidity we must distinguish 

ly between money's having value and the value which it hasj 
between capacity to have value, and the specific exchange value or 
purchasing power.1When Knapp imputes to the state the power of 
establishing v&Iidity for money.lhe means that the state creates 
money's "valuableness,'~ not that the state determines purchasing 
power. To avoid misunlierstanding one might say( that the state 
secures the acceptability of money in exch&nge~but "acceptable" is 
after all only a milder term for" valuable": Knapp believes that 1M 
state IIIQkes fIIOfN)' valtlllble. Even the synonym "valuablenes!!" f&lIs 
short of exhausting the idea. Money differs from goods in being 
conventionally the measuring rod, not the thing measured; money 
value, amongst all the values we experience, is unique, because we 
commonly think of its value as ONe. "Oneness," not in the sense of 
coherence, but in the sense of equivalence with the unit of account, 
necessarily permeates our conception of the value of a piece of 
money. Adding this further ~ponent psychological element to the 
concept makes it complete. lTM validily oj fIIOfN)' is iIs valuablertess 
IJ$ ONe:) To say that the state creates the v&Iidity of money is not to 
ascribe'to government edict a capacity to determine purcbasing 
power, nor is it to voice the platitude that governments name their 

• SIM r-,. p. 3G. .. Autometallism vie .. _tal cmI7 .. materia\ ODd ci- DO 
juristic am_ .... tion to the form of the pioaa. U 16iL. pp. 4-50 
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moneys, Chartalism is a serious theory as to the origin of the social 
institution money: the state causes money to be; it endows it with 
the characteristic of having value, and of actually circulating at its 
npminal value. 
, .,Knapp's is not a fiat theory of purchasing power, nor does it rely 

upon fiat even to secure valuableness and parity circulation. To 
bring this to pass the state must supplement its proclamation by 
receiving all money at face value at its fiscal offices, and usually also 
by lending it legal tender power in private transactions:'jOccasion
ally Knapp speaks of "validity established by proclamation" as if 
proclamation alonesufliced. But" acceptation" characterizes all 
money, and private legal tender is given to most money sorts to a 
greater or less degree.' 

Even the bank-notes and treasury bills would continue to be used at their 
face value, though their convertibility had been abolished, but, of course, only 
if the pieces will be received at public pay offices at their face value." . •• The 
state itself receives the pieces at their validity, in payments to it; that is the 
p,imory, mos/ indispensabk and fundamentoJ doc/rine.' ... " Firs/ and foremo,', 
money frees us from our debts toward the statei for the state when emitting it, 
acknowledges that, in receiving, it will accept this means of payment.' 

When Knapp speaks of validity as "established by proclamation," 
he is using an ellipsis for economy in diction, as we do, for example, 
in explaining the price of gold by the legal definition of the gold 
dollar. We assume free coinage and melting, which are essential to 
the co! incidence of the market and mint prices. Similarly with valid
ity: "the real factor insuring parity circulation is "acceptation." , ' . 

• Knapp cannot be thought to have promulgated a fiat theory even 
'. in the sense that the passing of money in trade at nominal value de-

pends upon mere proclamation.' 
The foregoing interpretation of validity seems to be the only one 

possible; but it does not dispose of a difliculty inhering in the "his
toric definition" concept. If the state were able to establish in trade 
the new money at proclaimed validity, chosen arbitrarily and stated 
in terms of a "back-¢erence ratio," it would be setting the pur
chasing power of money, even if in the last analysis legal tender 

I S/aU T/wJry, pp. 52, 95, g6. 
I Ibid., pp. 176-177. 
• G. F. Knapp, "Staatliche GeIdlheorie," HM. tW S-.., 4th eeL, vol IV a ..... 

1927), p. 753· 
• S/aU T/wJry, p. 52. (All italics min .. ) 
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power to the state and to private traders really accomplishes the pur
pose. How can Knapp avoid this deduction? I venture the follow
ing, not as the mol d'tnigme, but as a plausible explanation. 

In the first place, Knapp seems to .have had wiry little notion of 
general levels of prices. This appears in his scepticism of index num
bers; what commodities shall be included is an insoluble problem.1 

Nowhere does he use the term "price level" (Preisniveau), but only 
"prices." Furthermore, in his foreign exchange rate theory, price 
levels are not even mentioned, and pro tanw given no causal signifi
cance." Lacking any clear concept of general levels of prices, Knapp 
may even have ignored the effect of a change in the monetary stand
ard on prices generally. Some such error must underlie the whole 
"amphitropic" argument, which emphasizes the fact that everyone 
is both creditor and debtor and implies that price changes thereby 
lose their economic significance.- "For internal trade excluding the 
bullion business, the choice of the standard hardly matters at all, 
since it only produces secondary effects which vanish in the general 
welter of continuous price changes.'" Knapp's discursive remarks 
on the rise of prices during the War make it appear that each and 
every price change was to be explained only by what happened to 
the particular commodity involved.' Finally, we have the startling 
statement that there can be a change in general purchasing power 
"just as little" as there can be a change of all prices." 

Throughout his works, Knapp's chief historical references are 
drawn from experiences under bimetallism. From 1687 until 1873, 
when the chief commercial countries of the world had gone over 
to the gold standard,' the ratio of silver to gold generally. fluc
tuated around IS:1 within fairly narrow limits." No revolution 
in prices occurred because of silver's supplanting gold or con
versely. Such general price changes as frequently attend a disloca-

I SIG4llic. r ....... pp. 439-440, 443. 
I ~Pt pe,hapo implicitly in the contention that the .. te of uchaDge determines 

the value of the monetary metal. Cf. p. 140, below. 
I s- r..." pp. 46-48; cI. P. l6, below. 
I lb •• , pp. __ no. 
I SIG4lli.'. r ....... p. 448. 
I G. F. Enapp. "Erlaate_1I\Il Staatlichea. Theorie d .. Geldeo," Sdoo. llri. 

lo. p. 16g6. • 
, Karl Hourerich. Ji..., (New York, 1917). Pt. I. c:h. vi, RC. t. 
I 111 .811 the ratio .... 6:11 to I. IIDd in .8'lI6:oS to •• With these _Uont it 

De_ ..... t above 'S¢ to 1.llor below 14:14 to I. UDited Slates Diroctorof the Mint, A....., h~ (Wuhin&ton. 19.4>. P. Ill. . 
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tion of the standard did not come especially to Knapp's attention. 
We may therefore suppose that he conceived the power of the state 
to extend over what shall be the money of the country, without how
ever drawing the conclusion that the "back-reference ratio," if it 
really succeeded, would extend the power of the state over purchas
ingp9wer. 

(2) At the opposite pole from those commentator!! who have 
erroneously believed chartalism to be a fiat theory of purchasing 
power stands a group which maintains that Knapp's theory.is purely 
legalistic, that it simply lies outside the field of economics. Two of 
his closest disciples, Bendixen and Elster, take this view, I and many 
writers quite unsympathetic with the thesis of the State Theo1-y put 
upon it the same construction.' Mises calls it acataUactic, "not be
longing to a systematic theory of political economy"; 8 and Knapp 
himself occasionally seems to conceive of his work in this way. The 
idea that value of money means purchasing power he dismisses sum
marily, remarking, "This view does not belong in the state theory of 
money" ; • and with regard to the efiects of price changes upon vari-
ous social groups, he says: . 

The conditions of interested classes is a matter of great importance, but it bas 
nothing to do with the description of money which is espoused by the state 
theory.' .. ~ Index numbers are not able to tell us anything as to the juristic 
characteristics of money and therefore do not belong in the state theory of 
money: they belong to economics.' , 

What Knapp means, in such passages as these, hs not that the 
state theory is non-economic, but only that the specific purchasing 
power of money and the character of money are distinct problems.) 
While chartalism offers an account of historical genesis or the logical 
origin of the modern monetary institution, it does not treat the de-

I Friedrich Bendixen, DIJJ W ...... des Geltks, 4th ed. (Munich, '9.6), p. "; Karl 
Elster, "Die Staatlicbe Theorie dee Geldes," Jlrb.flJr N.'" S. "', p.l!4; and idem, 
"'Kaufkraft' und 'Geltung' des Geldes," Jlwb.fi#' N. &- S. 115, p. 245. 

I Bortkiewicz, IDe. cit.; Werner Genzmer, KMsC," Betraehhmge1l sw NI1fI1riMIit· 
md .. " GddliJ<orie (Dreodeo, 19' 7), pp. 36-40; Richard Kerscbagl, "UoivenalWoua uod 
Iodividualismus in der Methodik der Geldtheorie," Jlrb. fllr N. ,.. S. "7, p. "4; 
Helfferich, II'. cit., p. 493 and note; Wilhelm Lem, "Die Knapp'sche Geldtheorie," 
JIrrlJ.ffk N. ,..S. 87, pp. 544-545; Kiichiro Sods, "Die oeue Knapp'scbe Geldtheorie 
uod das Wesen des Geldes," Jlrrb.flJr N.'" S.·89, pp. 340"349. 

• Ludwig Mises, TiJ<orie des Geltks 'lftd tin VmJMI/_I, md ed. (Muoicb, '924), 
pp. 244-250-

• SItuJI/iclw TItetwie, p. 439. 
• Ibid., p. 444· • lbid.,"p. 441. 
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termination of exchange valu~;! While Mises correctly designates 
the work acatallaclic, because it lies outside the sphere of any system 
of value theory, validity is nevertheless an economic phenomenon. 
The metallists would account for it upon the basis of metallic con
tent; Knapp finds that it emanates from state action. !lad the Slate 
Theory been a juristic treatise, it would have studied monetary 
statistics, le~slation on pecuniary contracts, court decisions, and 
administrative practices; it would have appraised, their iI!.terpreta
tion, constitutionality, consistency, and justice.1 \rnstead it is con
cerned primarily with the forces which give "valuableness" to 
money and cause it to circulate, and with how this "valuableness" 
compares with ordinary commodity value. ") 

(3) Knapp has sometimes been accused of being an inflationist, 
or at least of formulating a theory which by implication justifies 
this political abuse~ , Some years before the German catastrophe, 
B. M. Anderson wrote: 

Recent German Utetature on money ..• has been a good deal in1Iuenced by 
Knapp, and there is a fair chance that American students may have to read this 
book. if they wish to undentand the next decade of German monetary history. 
It will be well for Germany if this is not the casel • 

After the German infiation experience Knapp was taxed with being 
"one of the main intellectual factors making for the catastrophe," 
by Professor Gregory I and by Mises.· Certain of Knapp's followers 
did indeed advance inflationary measures,' and Knapp's apparent 
indifference to questions of practical policy may easily mislead his 
readers.':. But it is rank error to charge him with inflationism'l, and 
he has been justly exonerated by Bortkiewicz,' Hawtreyland 
Schacht.·~at Knapp really favored was domestic circulation of 

1 EDmplel of really juristic worb on money an Arthur Nussbaum'. 0.. COW .. 
1'''''"' """ PrarM U. _ ... """ _14M ...... RIdk (Tubingon. 'vIS). & ftIY 
excellent treatise. ODd Hans Gerber'l COW """ SJo4I (Jena, IvI6). which bears the sub
title: "A Study in the Orpnic La .. of Money &I & Problem of National La .. within & 

Univensl Lepl System." 
o T. Val .. of MOM"} (N ... Vorlt. 'v',), p. 4JS. Dote. 
o T. E. Grqo.,. in the intnlduction to HeUIerich'. M.." P. vii. 
• ~. tiI.. ODd ed., p. .u; V"";"fiIr SeriaI,.,iIiIo. ''/00 p. 076-
• Particularly IIencIizen, Dalbeq:. ODd Elster. 
• SIaM 1'...." pp. 53. '44-14$. 
, Ludwia: Bortkiewica, "Neue SchrifteD Gberdie NaturUDd die ZukuDft delGeIdee, • 

ScAooo. J /ri. 4$, P. 9\19. 
• R. G. !Ia .. lrey."Tho State Tboory of Money,- Be. J_. 3S. P. lSI. 
o IIlftOpOllOO to a C1~ which 1 uk.ed him cIuriDc his _t 'Iisit to this -tI7. 
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paper money f--- no more inflationistic in itself than Ricardo's" Pro
posals for an: Economical and Secure Currency" - based upon a 
gold exchange standard. (The chartal theory, as he repeatecUy as
sures us, "does not dispute'-the historical and practical significance of 
metal," particularly as it serves to support the foreign exchanges; 1 

and it unqualifiedly opposes the balancing of budgets by the "arti
ficial creation" of money,2') 

(4) Melchior Palyi and' Herbert Doring challenge the use of 
"state theory" to describe Knapp's analysis, and maintain that it is 
really an "administrative theory." Palyi believes that by its em
phasis on actual practice "the state theory puts itself beyond all 
jurisprudence and eludes juristic criticism."· Knapp does indeed 
form an administrative, as opposed to a legal or juristic, "theory" of 
money, not to "elude juristic criticism," but to take account of all 
government action bearing upon the constitution of money. In this 
he is quite right: from the economic angle, all such acts are relevant, 
whether they be statutory, juridical, judicial, or merely administra
tive. Again and again Knapp cautions us that it is actual practice, 
not the written code, that counts.· "Administrative theory" is a 
gratuitous suggestion, inasmuch as the word "state" connotes 
authoritarian action as much as it does mere legislation; and besides 
it reveals, as "administrative" does not, that government and not 
some other administration is the authority." 

My conclusions as to the content of the chartal theory of money 
are as follows. Knapp proposes to formulate a universally valid 
theory of the nature or origin of the economic instrument money. 
He is particularly anxious that it explain paper money, but he holds 

1 Stale Theory, pp. It 302-303. 

• G. F. Knapp, "StaatJiche Geldtheorie," Bdwb. tIer S_., 4th eeL, vol. IV (Jena, 
1927), p. 754. While Knapp made no statements legitimately interpreted .. inlIa
tionistic, he formulated no plan for the control of the general price level other than that 
modicum of interference which central banks traditionally exercise in maintaining the 
gold standard by measures to prevent ezcesaive gold exporta. Lawrence (0'. cU., th. 
xvi) makes the absurd mistake of including Knapp's remarks on uexodromic control" 
in his book as the "Knapp Plan!' 

• Melchior Palyi, "Der Streit um die Staatliche Theorie des Geld .. ," Sc""'. Jltrb. 
45. p. 664; Herbert Daring, Die Geldl/Jeorie" ,e;, K""". 2nd ed. (Greif.waId. 1922). 
p. IS· 

t Sl4IUlicM Theorie, p. 97; d. also Stole TMory, pp. 39. 40. 51, 94,106, J07, IU, tl7, 
IS?, 173· 

I J. Bonar likewise approves the term in UKDapp's Theory of Money," &.Jllflr.3a, 
P.39. Hawtrey'. suggestion of "central bank theory" (0'. cU., p. 253) is not without 
point for Knapp's theory of the oohuJ of ......." but that constitutes a quantitatively 
minor part of the work, quite lacking in originality. 
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no brief for fiat standards, nor is he an inflationist. The state is the 
creator of money, its raison d'atre. When Knapp says that the state 
creates money when it proclaims validity in terms of a previously 
existing means of payment, he does no-t intend to be understood as 
meaning that a governmental fiat establishes purchasing power. 
Validity means first, not value, but valuableness, the capacity of 
money to have value; and second, the passing of the money piece al 
par in 'reule. Both these ideas are economic, and the state theory 
therefore does not fall within jurisprudence. By" state" we should 
understand all the organs of the sovereign power so far as they im
pinge in any way upon money. All these facts have to be borne in 
mind when we essay criticism of chartalism. Three propositions re
produce its argument in essence: 

I. Money comes into being when the state selects a certain unit 
of value, describes its physical bearer carefully, gives it a name, and 
proclaims its validity in terms of the historically preceding unit. 

2. Proclaimed validity is secured in trade by the state's accepting 
all ita money at face value; legal tender in private trade is a comple
mentary measure, not a universal one. The state causes a money to 
be standard by forcing it out in payments to private persona. 

3. For all money, proclaimed validity is independent of sub
stance value. One consequence of this is that limited coinage and 
redemption are unnecessary for accessory money. 

U. TIm CJwi.TAL MONEY THEORY: C!u:rJcrsM 

A. The SIaM and Validily 

To be a medium of exchange money must possess value, for ex
change involves a qvid pro IJIIO, and to serve as a measure of value 
money must again possess value, since value is measured as against 
value. Furthermore, for the discharge of its first function, money 
must circulate at par, since coins or notes bearing a premium or dis
count are too inconvenient to persist for Very long in exchange; and 
for the discharge of its second function, measuring value, it must 
obviously be at par to be the unit of value. Valuableness and p'SSing 
at par are therefore the prerequisites for anything to be money. 
Both qualities are included in the Knappian·"validity," which he 
says the state creates. Is he right? 

Generally speaking, I think the answer is certainly yes, under 
modern conditions. It is government action which maintains the 
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valuableness of our mo~ey arid secures its par circulation. Let us 
examine the first quality. Valuableness results from utility and 
limitation of supply. Pure fiat issues - which Knapp calls .. the 
touchstone of the theory" 1 - reveal most strikingly the hand of 
government. The state may almost be said to create the valuable
ness of such money, since it absolutely determines supply, and the 
legal tender qUality of the notes is generally the basis of their utility.
Doubtless public opinion is final arbiter, but as Cannan says, 

The power of the holder of" note to make his creditor accept it in payment is 
not exactly the same thing as the note being generally acceptable, but it goes far 
to create general acceptability, since a person's reluctance to accept is largely 
overcome by the feeling that he can "p .... the thing on.'" 

With redeemable paper or other sorts of subordinate moneys the 
same is true; the state determines the supply, and substance value 
alone cannot account for purchasing power. The devices by which 
valuableness is insured should not at present divert our attention 
from the fact that whether by redeeming or by itself accepting these 
moneys, the state prevents them from losing their value altogether, 
or in large part. This leaves for consideration only fuJI-bodied 
standard money. Here the function of government in guaranteeing 
valuableness is least conspicuous. The metallist would describe 
freely coined standard money as a simple commodity. To say that 
the state c,eates the value would be hyperbole. But it has a great 
deal to do with it: the mere definition of the ultimate monetary 
standard sets broad limits to the value of money. Indeed the adop
tion of'.the gold standard, for example, may be envisaged as a politi
cal device for limiting supply throughout the whole structure of 
monetary media. On the side of utility, the narrow metallist would 
go back. to the aesthetic and industrial values of the glittering yellow 
metal. But gold is jointly demanded, and the monetary employment 
depends upon government authorization.' 

1 SIDle Theory, p. 303. 
• Edwin Cannan. M......,. 5th ed. (London. '9.6). p. 45. Profesaor Fred M. Taylor, 

CItaPlers on M......, (Ann Arbor, Michigan. 1906). p. 83. says: .. At this point, voluntaIy 
acceptability is created by compuiao'Y acceptability. The fact that a given money is • 
valid tender makea people ","Iinl to receive it, ainee they can use it 10 pay debtl at 
least." (Italics his.) 

I "Under modem conditions in most civilized countries the full and continuous cir
culation of any kind of money in a particular countI}' commonly roquU.s a measure of 
legal authorization fIom the government of that COUDtI}'." - Taylor, .p. ciI., p. 87. 
(Italics mine.) 
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AU in all, some exaggeration is involve<! in saying that the state 
creates the valuableness of money. We must remember that value 
cannot be forced; human beings are free to ascribe value to an object 
or not. Manifestly, however, gove~ent controls the essential 
conditions of the valuation set upon fiat and low intrinsic value 
moneys, so far as that depends on money and not upon the goods 
side of the equation. For full weight standard money it still plays 
an important r6le. The exaggeration is not disastrous. 

The modem sovereign state dominates the other element of valid
ity almost entirely, if it so chooses. The creation of money is com
pleted with the establishment of par circulation. ~I By designating 
but one definitive means of paying debts, the law forces the accept
ance of that means of payment in trade at face value. Built up so 
largely upon credit, our modern economic system cannot easily em
ploy one money for debts and another for ordinary transactions. 
"Some one money will become the standard money of debts and 
then take for itself also the place of standard money in prices. This 
follows because the standard money of prices is free to move, while 
that of debts is not./l l Arthur Nussbaum concludes: "It cannot be 
denied that in normal times the state decisively determines the crea
tion and supplanting of money, . ~. because the state is the actual 
arbiter in money transactions./I· (Anything valuable circulating at 
par is 10 ipso money. Ordinarily the state secures both the valuable
ness and parity of the circulating media; it creates validity and 
thereby creates money. This is the substantial truth of the charta! 
theory. 

Knapp's great mistakes are two: refusing to recognize that the 
state does not always create money, and secondly, misapprehending 
the process by which validity is established. We tum first to the ill
conceived universality of the chartal theory. Perhaps the cases 
where trade practice takes the bit in its own teeth are abnormalities, 
but from the angle of monetary policy they are very significant. 
Money puts in its appearance without the authority of the state 
frequently enough; only the most striking cases can command our 
attention. 

(I) An abundance of examples of true moneys amongst primitive 
societies is to be found in nnmismatical and t;thnological works. In
stances bearing directly upon Knapp's reliance solely on political 

1 Ta.YIor,.,. ciI., P. lsa. 
t Da GtU, pp. 16-17. 
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government have been assembled by Voigt; 1 and HelfIerich has re
cently reviewed the subject." Not every casual example of "primi
tive money," however, is legitimate: it has to be determined whether 
the exchange medium actually passes by tale. "Thus tobacco, cat
tle, com, powder, bullets, skins, all served this purpose medium of 
exchange. But none of these can quite properly be called money.'" 
They were mere exchange commodities, the relative values of which 
were determined by weighing or measuring. This appears to be the 
case with the famous stone money of the Yap Islands.' The only 
fei which is real money is, paradoxically enough, the one said to be 
lying at the bottom of the sea, where it performs a function quite 
similar to that of our Gold Settlement Fund. On the other hand, the 
wampum of the American Indian was real money; a fathom of 360 
pieces passed in trade as the equivalent of 60 English pence.6 Even 
with the elimination of mere exchange commodities, there remain 
numerous examples of true money amongst peoples to whom it would 
be absurd to impute a political" state." Knapp recognizes the exist
ence of "means of payment" before the state takes any action to
ward introducing a new unit for debt payments.' But his dichoto
mizing means of payment into "pensatory" and "chartaJ'"leaves 
no place for exchange media passing not by weight but by tale, and 
still sanctioned by no political state. When amongst primitive 
peoples tradition attaches a symbolic meaning to certain objects so 
that they are merely counted out in payments, money exists~ 

(2) But even under sovereign political states money cannot ap
pear, according to the chartaJ theory, until the state has set validity 
by means of the back-reference ratio and acceptance. 

This action of the state as maintainer of Jaw does not appear with the manu
facture of money pieces, e. g. with the coining of lytric metal or the introduction 
of independent paper money, but at the first tiDIe of alieralitm in the means of 
payment. Before that there were no grounds for deciding the question of 
"nominalityJJ or "reality." I 

• Zlsch·lil< d. IU. S/QQh. 62, p. 328 4. 
I 0,. cit., Pt. It ch. i. I Taylor, 01. ea., p. 12. , 

• W. H. Fum ... , T!Je 1.1oM of"" S_ 11-, (pbiladelphia aod London, 1910), 
PP·96,98• 

• J. Menaodier, "Knappo Staatliche Theone d .. Geldes," ZeiIs,IIri" 1(Ir.N ..... 
fIUIlill 26, p. 677, Dote. 

o SIDle TIr<ory, pp. 5, 6. , 11M., p. 73. 
• SlooIlic!Je TIrurU, p. 17. The italico ..., mine. The tJ"aoJIatiOD "maoufactwe 

of mODey pieces" for SCMIf"", tlu Gddu obvioUJIy con""Y' Knapp', meaning, 
whereas the more literal rendering "creation of money" by Lucas and Bonar is mia
Ieoding (SIDle Thoory, p. 21). 
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In saying SO Knapp not orily does violence to the facts, but he is in
consistent with a previous admission: 

The nominality of dehts doea not lie in the fact that the State alters the means 
of payment more or leBB often, but in the fact..that such an iilteration is possible 
in principle, Illho/hM iI., fIIIJIk or fIOl. The nominality of debts and of the unit of 
value is a necessary premise before money can come into being.' 

What is significant here is not that money exists hefore any actual 
change U the state is able to alter the means of payment when it so 
chooses, - an admission quite inconsistent with Knapp's invariable 
emphasis on the fact of a change, - but that it leaves unexplained 
the reason for the nominality of debts and the unit of value before 
the state chooses to evince its powers. We are perfectly free to sus
pect that before the state displays openly its sovereign power, it 
does not possess it. Indeed, there is plenty of evidence that the 
nominality of debts and the unit of value often prevails before the 
state has mastered the monetary situation. " 

In the Italy of the later Middle Ages we find three groups of money of account 
- gold, silver and small silver coins - each with its own system of accounting. 
In Florence toward the end of the thirteenth century we find three different _ 
counting systems, which ezisted side by side and each of which formed a separate 
monetary system. • . • There was no single system within which the differences 
In the types of currency were of little account; it was rather a case of Independent 
types of coin, and groups of types of coin, selected at will or hy custom for use In 
any particular contract of payment.. 

The rate at which these coins were accepted on the market depended 
on the metallic content of the type to which they belonged. But 
they passed individually by tale and not by weight, else they Could 
not have served for systems of accounting. Dependence of a money 
upon its bullion content for its exchange value is perfectly consistent 
with a nominalist concept of money, and Knapp repeatedly reassures 
us upon that question.' These Italian coins were true money; each 
type circulated at par - there were three systems of debt payments, 
of accounting, and of prices. The state was powerless to prevent it. 
Trade created money. 

(J>(Even today, after the state has for centuries dominated the 
economic instrument money, private associati?M on occasion create 

• sr.... r....,. p. 19- (Italics mine.) 
I HeUrerk:h. 11-,. P. 41. 

• a. sr.... r-,. PI>- 16, 17, 37, 4$. 
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money. 1 In our own history, certified checks, clearing house loan 
certificates, and all manner of makeshif~ circulated at par, when 
national currency bore a premium in the panics of 1873, 1893, and 
1907.' According to Schacht, at the end of 1923 there circulated in 
Germany something of the order of 400-500 quintillion marks in 
Notgeld or privately issued emergency money, the gold equivalent of 
the contemporary Reichsbank note circulation.· Since these un
authorized issues of Notgeld passed in trade at par, they cannot, says 
Nussbaum, be denied the character of money.' 

(4) In extremity not only may privat~ associations create their 
own money, but the market may reject completely any or all of the 
state's issues. Throughout the Middle Ages, if the sovereigns too 
greatly debased the coinage, foreign moneys usurped the par posi
tion, forcing the state to recognize them de facto. Californians suc
cessfully resisted the Legal Tender Act and the United States Notes 

1 I do not refer to bank notes and deposits. With regard especially to bank notes it 
must at once'be conceded that historica1ly they did not put in their appearance under 
state initUrtive or regulation. If From this viewpoint Knapp should have regarded the 
foundation of the Hamburg state" says Voigt (Z/sch.JIIr d. ,e •. SIiJ<Jts. 6., p. 331). This 
is a just observation; but the periods during which unregulated bank notes circulated 
at par with state money and so partook fully of the nature of money are so rare as to COD

stitute no very serious qualification of the chartal theory. Bank notes retain their char
acter as money permanently only because of government regulation, even where, as in 
the case of the Bank of England, the institution superficially appeslS to be private. 
Knapp's error is not his regarding bank Dotes as fundamentally secured in circulation at 
par by state regulation, but his description of what those regulations are. This question 
we will consider subsequently (c!. pp. '9""34, below). 

With lespeet to bank deposits substantially the same may be said of their .xt ..... 
legal o~ and their present subordination to government prescription. Curiously 
enough, Knapp treats Giro-payments as quite another category than bank notes. From 
many angles it is desirable to sepalate notes and deposits sbaIply, calling the first 
"money" and the latter "credit." But from the angle of their relation to central state 
banks as well as of economic function they are the same. Knapp, however, distinguishes 
the "chartal means of payment" and the "giral," and applies the word money only to 
the former. By adberiug strictly to this fonua1 distinction be can legitimately call his 
work "The State Theory of Money," even though he maintains that bank deposits are & 

aeation of private pay societies (SI6Je Theory, pp. 95, 134, 148, 151-(57). Knapp could 
have made his case stronger by regard.ing bank notes and deposits as alik.e in nature and 
function, caJling them both money, and estab1ishing the fact that both normally exist ... 
creatures of the state, L e. that they fOIm a permanent part of the national_Detary 
system only by virtue of government regulation. This I believe a sounder view on the 
whole than regarding either one or the other as anomalous in • charta! theory. 

• O. M. W. Spmgue, History of Cris .. "nile< lhe NaJUntal Bw S:1-, NfIWo4l 
Monetary Commissitm Reports (Washington, 1911), v, 56-58, 186-191, 280-28, . 

• Hjaimar Schacht, The SlabiIisaWm of /he M.,II (London, 19'7), p. 106. Here and 
hereinafter the American notation is employed for Dote issue figures . 

• Das Geld, p.... Cf. Helfferich, M ""'Y, pp. 5011-511, for specific illuatrationa. 
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of 1862 until the constitutionality of the act was finally upheld in 
May, 1871.1 More dIamatic is the absolute repudiation of ex
tremely depreciated fiat moneys - the assignats, for example, and 
the.mark reCently 1-despite all efforts of the state to the CO!ltrary. 

(5) The most conspicuous cases in which free economic forces ~up
plant the state occur under binletallism and irredeemable paper. In 
both instances the state gives two kinds of money the same "pro
claimed validity"; in neither do the two moneys have the same 
validity in trade. This comes about, of course, in consequence of the 
operation of "Gresham's" law.1 Realizing perhaps that this law 
means a severe limitation upon thesigni!icance of his main thesis, 
Knapp depreciates it as a "half truth." 4) It indicates merely that 
private traders will use in exchange only that accessory money which 
has a commodity value not greater than its face value; if a positive 
agio appears on accessory money it disappears from circulation. In 
this emasculated form Gresham's law says nothing about what 
money becomes standa,d where there are two valid tenders. But 
that is precisely the situation to which it is pertinent. "If amongst 
those moneys in any system which are valid tenders in payment of 
debts, differences of exchange value arise, the cheapest of such 
valid tenders establishes itself as the standard, and the rest go to 
a premium.'" The "moneys" quoted at a premium lose the 
validity proclaimed for them by the state; they are demonetized 
by the market. In the crucial instances of standards dislocated 
through I:!inletallism and irredeemable paper, the charta! theory 
collapses.

' 
• J. S. B .... tt. AS .... BisIDry'f lIN UIOihd S/a/u (Ne .. Yorlr.. 1918). pp. 66~; 

A. B. Hepburn. A BisIDry of'" C_cy iN lIN UIOihdS/a/u (Ne. Yorlr., 1915). ch.nv; 
Taylor. Ct.".,. ON AI • ...,. p. 161. 

• Cf. Voigt. ZlIc'- flir 4. ,... S/doII. 61. P. 334. on the assignats. and HeIlIerich, 
AI OMY. P. SOl). on the disappeuanc:e of the old DWIr.. 

• Be<auoo this term is thorousbiy imbedded in moaetary jarsoa I lew.. it, despite 
F. W. Fetter's proof that SirTbomu Gresham. far from originating the idea, oshasloog 
been lecognisod, did not even enunciate it. Cf." Some Neglected Aspects of Gresham's 
Law." O. J. Bo. 46. 4110-495. I employ the term as does Pro!eaor ~ in the thin! 
of Fetter's ........ but dOD)' that bis &rat case is leU. 11M., p. 433. 

• SI4I# r-,. p. 161. 
• Fred No. Taylor, PrNtriIl .. 11/ ~. gth ed. (New YorIr., IgIS>, P. 3¢. 

"Valid" has of cou ... nolhinilOdo with KDapp's "11&Iidi""." It is used in ptefeaen<e 
to "1.pI" tender 10 include such eztra-otate moaoysas .... cited abo"" in ~ 3. 

• ltnapp is .. ""rely criticioed on this SCOIe by Bortkiewia, S""'- Jlri.lo. pp.IJ.6-
1317; Bonar, &. J_. 31. p. 43; HeUIerich. AI.." pp. 396-399; N.ioos, r ___ • mel 
eel •• Pt. I. ch. iv.-. 3; WaiterLota, "G. F. ~-Geldtbeorie, .. S,,",-JIri.JO> 
pp. 11I,t-11I7; ... d 11' ............ Du GcI4, p. 16. . 
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Knapp would, of course, be glad to save the day for his theory 
<even here. In any moot case, he says, what the state "for~s out" 
must become the standard.' The unsuspecting lay reader, recogniz
ing that it was the government which forced out the fiat issue in the 
first place and now makes its payments only iI). these cheap notes, or 
in the case of bimetallism, in the overvalued metal, thinks that 
Knapp is right. Post hoc ergo propter hoc: because the government 
pays out the standard money, therefore it is standard. Even Palyi 
-does not avoid this error in contending that because the public 
·chooses to pay its obligations to the treasury only in the cheaper 
money and because the state thereby of necessity has to make its 
.payments in the cheaper money, the public controls the standard.' 
But the standard still remains as the money which the state pays 
out, by his interpretation. 

In some cases, no doubt, the state succeeds in bringing into the 
standard position the money it chooses to disburse upon the mar
ket. When. under bimetallism the market ratio is brought into 
mnformity with the mint ratio, part of the adjustment may be 
.ascribed to the flow into the market of such amounts of the under
valued metal as the government elects to pay oui. When under a 
fiat standard the state resumes redemption, the reestablishment of 
parity with gold, if it actually transpires, is conditioned upon the 
treasury's paying in gold. Parenthetically, although the standard in 
these cases is what the government pays out, it is not, as Palyi says, 
-determined by what the public pays in. But the point is that even 
here paying or forcing out does not settle the question of the stand
ard. The.universal rule is that the cheapest legal tender becomes the 
standard. No doubt the state controlled the standard before it 
relinquished its prerogative by creating fiat money or admitting two 
freely coined metals as full legal tender. No doubt the state might 
resume control by demonetizing all by one full legal tender. But 
where two legal tenders exist, either freely coined or issued in great 
abundance, the market decides which shall be standard by deciding 
which is cheaper. Where bimetallism actually succeeds by the 
operation of the compensatory action, the ultimate parity of the two 
moneys depends much more upon the melting down of the under-

, Bonar erroneously thinks Knapp mak .. the criterion of what is money ....... times 
acceptance. and sometimes "forced out" (E<. JfJW. 3'. p. 39). In mUity the criteriOD 
of money is always acc:eptance. "Forced out" is an added quality of standard money. 

o Sc ..... J Itrb. 45. pp. 546-548. 
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valued coin and the increaSed production and importation of the
dearer metal than upon treasury disbursements in that sort! The
market has been so influenced that neither money is cheaper, and 
hence both a.re standard. When a gold standard is reestablished 
after a paper money regilne" success does not automatically attend. 
the paying out of gold. It depends on the public's being persuaded 
that notes are "as good as gold," on its being content with the offer 
to redeem and a modest amount of actual redemption. 

But what the state pays out does not inevitably become the stand
ard. The compensatory action under bimetallism does not always. 
work. Redemption of depreciated paper sometimes breaks down 
because the public continues to demand it~) Whenever medieval 
sovereigns attempted to reform the coinage by putting into circula
tion coins of greater fine content than the old debased, worn, or 
sweated coins, the better money commanded a premium and dis
appeared from circulation.' It is astonishing that Knapp should 
have ignored a phenomenon observed by Aristophanes, Henry of 
Ghent, Oresme, Copernicus, and John Hales, even before the time of 
the unjustly reputed Sir Thomas.' And it is pecu1iarly ironical that 
autogenic paper money - the very sort of money which Knapp re
garded as the vindication of his theory· - should be, instead, its. 
most serious stumblingblock. Pure paper money, because histori
cally it has so often established itself as standard in defiance of the
will of the state, constitutes a most important limitation upon a state
theory which would be universal. 

B. Tu Means of Securing Validity 

Validity embraces the qualities of having value and circulating at 
par. In the cases reviewed, not the state but non-political agents. 
establish validity for money. But where an organ of government 
controls the monetary system - and this is the normal state of 
affairs - it does not aercise that control in the fashion Knapp 
describes. 

1 The process is 10 deacribod by N. W. Senior, r ..... lAdwa .. lAo Yol .. of JI~ 
(Priva"b- printed, London, .1\40), pp. SHll. 

I Cf. It. G. Hawtley's dooc:riptioD of "The Siber ~ in EDsIand," c~ 
.... ~ lid ed. (London, 1\130). ch. zvi. 

• Cf. A. E. Mon_ .,. ciI.. PPol7. 6$, 66. 
• .sr... r~ P.lOJ. 
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(I) State acceptance of 'money at its nominal value and legal 
tender power in ordinary commercial transactions will guarantee 
valuableness to the circulating medium only if there is quantitative 
limitation of supply. From the angle of practical politics, and in 
view of casuistry on the subject from the time of John Law's "Sys
tem" to Henry Ford's Muscle Shoals proposal, it would seem that 
Knapp's omission of scarcity is not only poor theory but also bad 
strategy. The hiatus gives the whole work an inflationary savor 
which the author would have been glad to avoid. 

(2) Knapp falls into downright error on the subject of parity cir
culation both for standard and for subordinate moneys: He argues 
that the standard position is secured to a giv~ money by making it 
"obligatory," "definitive," and by "folcing it out." 1 That stand
ard money must possess the first two characteristics cannot be ques
tioned: it must be a full legal tender and have its value determined 
independently of redemption." But forcing out is incapable of con
trolling which of two moneys, both equipped with these two char
acteristics, actually becomes the standard. If the state in any inlag
inable situation proposes to control the monetary standard, it must 
create a unique position for one money. This may be done sinlply and 
finally by designating one money as the only full legal tender, or as 
the only definitive money, or both together.' The operation of 
Gresham's law is thereby precluded, and the state's mandate as to 
what shall be standard money prevails. 

Knapp's contention about the standard position would be dis
posed of by the foregoing remarks if it did not appear that" what he is 
really concerned with in his discussion of historical definition is stand
ard money. Ostensibly the argument pertains to money in general, 

1 Ibid., p. 105. 

I Cf. Taylor. CMpkr .... MOMJI. Principle '. p. 153. and Corollary '. p. '53; and 
Principle 5. pp. '59-160. 

• In the United States today. where the gold doUar is only one of five legal tend .... 
it is standard by virtue of the fact that all the othe .. are not definitive - their value is 
not ind.pendently determined. Legal redeemability and limited coinage cause the 
values of aU our non-standard moneys to be derived from the gold dollar, e~t for the 
silver dollar. for which limited coinage and the practice of redemption .flect the oame 
eod. It is not necessary that standard money be freely coined to be definitive ( •. &. the 
Swedish krone for a time during the War). nor, if limited. that there should be no freely 
coined mon.y (the tnde doUar of ,873 was freely coined. though not;' legal tender. and 
the United States notes continued to be standard to ,879). But the standard must be 
either the only fuU legal tender. or .Ise G fuU legal tender with its valu. determined 
independently of redemptinn on other moneys. E1<:ept for FlIIIlce and the United 
States with their "limping" standards, most countries have made one money both full 
legal tender and definitive. 
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and no reference is made to it in Knapp's description of forcing out 
as settling the standard where the issue arises under bimetallism and 
inconvertible conditions. But obviously establishing a new unit of 
value and a new means of payment pe~tains to the monetary stand
ard, else no real significance would attend it. Does Knapp forget the 
back-reference ratio entirely when he comes to treat forcing out as· 
determining the standard in moot cases? Or does he omit to mention 
historic definition because it would be conspicuously unreal? 

In any event no extended argument is necessary to show that the 
back-reference ratio is one of Knapp's worst mistakes. When, for 
example, silver supplants gold, or irredeemable bank notes take the 
place of gold by the operation of Gresham's law, the ratios of the 
new units to the old have nothing to do with any norm laid down by 
the state. The only meaning which can be attached to a ratio of the 
new to the old unit is i purchasing-power relationship. We have 
seen that Knapp does not propose ~o ascribe the determination of 
purchasing power to the state.1 That seems to explain his abandon
ment of tl)e historic definition device in the very cases which would 
reveal its operation most clearly, had it been real. And it should not 
be forgotten that Knapp stoutly maintains the power of the state 
over the standard in these very instances. 

Knapp clearly convicts himself by this conspicuous omission. 
Let us, however, meet him upon his own grounds by examining his
toric definition in the cases where Knapp does apply it - where it is 
really the state which introduces the new money. In the first place 
historic definition would ~ to be precluded altogether for a new 
country, and for an old country where the former currency has been 
completely repudiated. Secondly, in the matter of defi"i"g a new 
standard the back-reference ratio has not the least significance. New 
metallic money is defined by describing its bullion content, naming 
it, and stating its legal tender power and the conditions which regu
late its issue. New fiat money is defined noncommittally and simply 
as dollar, pound, or mark. Finally, such a ratio of new to old money 
might be set up as a redemption rate, or as a legal norm fur interpret
ing upon what terms contracts in the old money are to be discharged 
in the new. Neither of these, in and of itself, will secure the par , 
circu1ation of the new money, nor establish i~ circu1ation with cer
tainty at the rate named. Of course if the state makes the new 
money the only legal tender by repudiating and demonetizing the old 

• CI. pp. 14-18, abo .... 



GERMAN MONETARY THEORY 

standard, the new money will necessarily be at par. If, on the other 
. hand, the state retains the old money as legal tender at a specified 
rate in relation to the new, whether the two circulate side by side 
at par, or whether one drives out the other by the operation of 
Gresham's law, depends upon the relation of their exchange values. 
Perhaps the state, by a proper limitation upon the issue of the new 
money, by an offer of redemption, and by maintaining a certain legal 
ratio in the settlement of old contracts, is able to establish upon the 
m.arket a ratio of purcliasing powers identical with its legal tE\llder 
norm .. That precisely is the great problem of stabilization. But the 
back-reference ratio is only a pious wish, and does not define the new 
unit, establish its par circulation, nor determine its value relation to 
the old.l 

The mark stabilization affords a recent illustration of a back
reference ratio in the sense that, upon the recommendation of the 
Finance Ministry and the Commissioner of Currency, the Reichs
bank adopted simply as a matter of practice a redemption ratio of 
one trillion paper marks to one Rentenmark. But the stabilization at 
this rate was wholly informal, and cannot be called a legal change of 
standard such as Knapp was describing. The old paper mark con
tinued to be legal tender, whereas the new Rentenmark was not. 
Moreover, trade had from July, 1923, practically repudiated the old 
legal tender marks. From that month until the stabilization in De
cember, Germany really had no standard money, except perhaps 
foreign moneys de facw. From December, 1923, with the introduc
tion of the Rentenmark until the new Reichsmark was issued under 
the Dawes Plan bank law of October, 1924, the Rentenma,k was in 
practice, though not legally, the standard money. So neither before 
nor immediately after the stabilization did the state's sovereign 
will as expressed in the legal tender laws affect the standard. 
The Swte Theory of Mon~ has nothing to offer in explanation of 
such phenomena.-

• cr. Mises, Tlreork, 2nd ed., Pt. I, ch. iv, sec. 3. Hawtre), maintains the idea of 
historic definition in a somewhat different and quite acceptable Ie'Dse. U If at any time 
the standard coin is changed, the SIlII'e debts that we", legally enforceable immediatel)' 
before the change remain legally enforceable immediately after it. They and the unit 
in which they are reOkoned continue, even if their wI.e in terms of wealth be changed. 
• •• The pound sterling can oni), be defined as the English unit for the calculation of 
debts. A pound is a pound. It has preserved & continuity bardly surpassed b), aD)' 

human institution ucept the days of the week." -C~ tJtIIl Cr.iI, pp. 212-213· 

• Cf. Schacht, 0'. <iI., pp. 76,83, 114- On thelegsl aide of the mattera good analysis 
is to be found in NU5Sbaum, 0/1. cil., p. 112. 
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(3) Knapp's argument that accessory money can maintain its 
validity withollt redeemability and limited issue is, as Cannan says, 
"almost charming in its naivete." 1 The statement just precedes 
Knapp's attetnpt to prove the state's supremacy over the standard 
even with bimetallism and inconvertible notes; and it appears prob
able, as Palyi suggests,- that Knapp was led into such a position in 
order to pave the way for this revolutionary idea. If it can be made 
to appear that the state's acceptance of accessory money even with
out 'redemption and limited issue secures its l')ar circulation, then cer
tainly the state should attain that end for standard money by the 
more drastic act of forcing out. In other connections, when Knapp 
can judge without bias, he wholeheartedly admits the necessity of 
redemption, at first for bank notes, and subsequently for all acces
sory money; I and he himself 1Xlaintains that limited issue is indis
pensable, especially where an overvalued money threatens to "pile 
up" in the treasury.' 

(4) In general Knapp's analysis of the devices by which the state 
insures validity to its moneys is thoroughly unsatisfactory. There 
are several minor suggestions, however, touching upon par circula
tion, wbich may be worth noting. For one thing Knapp emphasizes 
acceptance by state fiscal offices as important in securing parity to a 
money. It would be dflicult to decide whether this or legal tender in 
private trade is the more essential. The latter without the former 
was sufficient for United States notes during the Civil War, when 
they were actually not receivable for duties on imports. But for a 
country with a paternalistic government having not only heavy taz 
receipts but a large income from state industries, the "indirect re
demption" aflorded by state acceptance may alone and without the 
aid of a legal tender provision for private obligations adequately sup
port parity. This was true of the RtmUnmark and the ReiI;hskasslJfI
ultrirN.' State acceptance has been slighted in current discussions 
outside Germany. 

Allied to the maintenance of validity is the matter of securing a 
constant nominal value of the money metal. Free coinage and con
vertibility are almost universally named as the two requisite meas
ures. Knapp, on the contrary, gives "hylolepsy" and "hylophant-

• Edwin caruw.. nSlate '1beoI7 01 MOIley." ~ '4. Po 113. 
• S .... J Art. 45. Po $48-
• SIaIo r-,. pp. 139. ISS, 191. 
• I .... pp. 1&0. 191. 
, ItuI DiebI, r ...... · ... 8.....,.. • 0_ IgI,). m, ,J64-.J6s. 
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ism," i. e. free coinage and maintaining coins at full weight,1 Since 
governments cannot prevent the melting down of coins, the really 
effective upper limit to the price of gold is secured by maintaining 
full weight. Knapp also draws an admissible correlate to his nomi
nalist position when he decries the practice of. demonetizing worn 
coins': not merely that the procedure is unjust to the luckless last 
holder of the coin, - a purely fortuitous incidence of what should be 
a social cost, - but that it involves a sudden and unreasonable 
abandonment of the concept money, the state's validation of the 
piece as so much debt-paying power.- Or, as we might say, the state. 
withdraws its recognition from certain purchasing-power units 
which are as much earned as any other by the economic individual, 
and reduces their value arbitrarily to commodity content. It 
thereby does violence to the nature of money. 

Aside from these minor points, Knapp's treatment of devices for 
guaranteeing validity would reduce the sum total of our information 
on the SUbject. 

C. Cha,.talism and Nominalism 

The Slate Theory of Money identifies "chartality" with the nomi
nal character of the means of payment.' Is it necessary, in order to 
prove that money is a symbol and not a mere commodity, to estab
lish that the slate creates the value unit? Even some of Knapp's 
closest followers admit these two ideas to be wesensversc/tieden. Ben
dixen "does not see the nominality of the value unit in the will of the 
state, but in the value judgments of the masses.'" Karl Elster says 
that where a change in the standard comes about purely through 
custom, the nominality of money is recognized, and bas nothing to 
do with debt payments.' Liefmann and Genzmer, representatives of 
that extreme nominalism which regards money as abstract, as only 
the unit of computation, naturally deny any connection between 
state action and the existence of the ideal money of account.' 

I S_ TIteory, pp. 83-86. 
• Ibid., p. 74. 
• Ibid., p. 34 el tasrim. 
• Friedrich Bendi>en, W /thru""poUlil< aM GeldlllcDrio ;". Lid. du WelIkrk, .. , 

2nd ed. (Munich, 1919), p. 123. 
• DU Suk du Geldu Gena, 19.0), ch. iii, IIeC. 3. 
• Robert Liefmann, Geld .>IIl Gold (Stuttgart, 19.6), p. 109; Gemmer, KrilUcllo 

BekacID", ... , pp. S~ •. 
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Amongst nominalists still further removed from the Stare Theory, 
similar agreement prevails. Altmann, for example, says: 

Between .1610 nominalism, which allows only for a legal historical theory 
of money, and metallism, there is an lConMIfic nominalism, recognizing money 
value as functional and not proceeding from debt paying power but from his
torically evolved purclw.sing pow'" which cannot be created at will by the state.' 

The point involved here is not that cha.rtalism errs in saying that 
as a normal proposition the state creates money. What is to be re
gretted is that Knapp, by using the terms "cha.rtality" and "nomi
nality" synonymously, should have blurred the outline of two sepa
rate concepts. \In connotation, chartality means the quality given 
to money by the state, of being a symbol of so much debe-paying 
powerj whereas nomilJll.lity means the quality given to money by the 
state or by kade, of being a symbol- passing at its face value - in 
aU the monetary functions. Umbrage has been cast upon nominalism 
by making it stand in apposition with cha.rtalism and by imputing to 
it all the doctrines of the Stare Theory. For this confusion Knapp 
is partly responsible. 

m. KNAPP'S OBSERVATIONS ON THE VALUE OF MONEY 

Throughout his works Knapp sedulously avoids the term "value· 
of money:" The reason for this apparently lies in an absolute identi
fication of value and price; value signifies nothing more than "value 
in the universally recognized means of exchange," or what he calls 
"lytric value." I Obviously upon this definition money cannot 
possess lytric value, but Knapp proceeds upon the assumption that 
he has shown the concept of value in money to be a nonentity.' 
But occasioihtHy he reveals an apprehension of the ordinary pill'
chasing power idea.' This strange medley of conflicting strains 

, s. P. Altmann, "Zur deutschen GeldIehJe d .. XIX Jahrhunderts," Die ~ 
' ...... .u.uc", V"'-'-"'JWdrw .. XIX J .. -'l'''''' /fir S~ 
(Leipaig. '9011). ',,,,,..34- (Italics hiL) hrhaps the impUcation of the last phrase is ...... 
fair to Knapp, but otherwise the distinction is ....u drawn. a. also Palyi, .. UngoI_ 
F....., der Geldtheorie," l'uI(ah /fir 1.J9o B-. voL D, "Der Staod der Fo ... 
achlllll" (Munich, '9's)' p. 475. 

, $I ... T-". p. Q. 

, I .... p. 91; ~idot TAoorie, pp. 458, 44_'; ScIoo. JW.lo, p. '696-
• In one instance Jt.napp says quite simply, "The 'pun:basins power' of _ 

within •• tate is nothina other than the reciprocal of prita" (ScIoo. JW. 3G, p. ,6Q6) • 
........ thia be should ba"" _eluded: Lytric value Is the reciprocal of prita; tbetdore 
Iytric value and pUld>oain!r power .... idelltieaL He does _ dra. this _dusioa, ..... 
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may be accounted for by the apology offered by his disciple Karl 
Elster. 

When the nominalist of the sort of Knapp denies value to money; when he 
speaks of the'~ $O~alIerl money value" and thus implies that money has no value; 
when he puts this negative sentence nearly at the very head of his system, 
"Money has no value," •.. he is prohahly contending that in a theoretical light 
the psychic relations of the economic man to money are significantly different 
from his relations to goods.' 

Knapp's emphasis upon the contrast of the real and circulatory 
satisfactions lends color to Elster's interpretation: the use of money 
qua money falls outside the category of ordinary economic value. 

Implicit reference to the value of money occurs with Knapp most 
frequently in connection with his notorious "amphitropic" argu
ment, that because the same money is both received and paid out 
by" the individual" the effects of a: change in standard are quite 
negligible." • 'This astonishing idea cannot be extenuated on the 
grounds that it represents a momentary lapse, for it is deliberately 
formulated and permeates all of Knapp's writings. More than 
anything else it has brought him into disrepute with "respectable" 
economists.' 

The nearest approach to a theory of the value of money appears in 
a chapter devoted to "Monetary Relations with Foreign Countries." 
The burden of the argument is that foreign trade is not governed by 
the automatically operative checks to a one-sided balance presented 
by orthodox economists, but by "exodromic measures" instituted 
by th~ central bank. Only conscious intervention - bank rate 
manipillations and the purchase and sale of foreign bills - can main
tain parity.' This suggests a "controlled currency" explanation of 

ever; and in the very nen breath he even obiects to the concept of purchasing power 
altogether (ibill., p. 1697). This inconclusive evidence, together with the data PRvi
ously presented to show that Knapp had scarcely any conception of & general price 
level, makes it impossible to affirm that he thought of money va1ue precisely as pur
ch&Sing power. The chief difference is that he does not conceive the ach&nge value of 
money as a unitary phenomenon: there are & thousand purchasing po ..... of money,
one for each good, - and the singular of the noun has DO meaning. 

, "Vom Werle,den du Geld nieht hat," 1"'6.flk N. "'S."116, P.507 (italics his). 
ct. also Jacob Buraway, D" KMlFe'" N_~ _ ,.;". RM/Ilf,,",", (Leip-
zig, 1929), p. 182. ., 

• Stale TIteory, pp. 17-19, 48,118, 21()-2l1j 8d •. rler SI44Is., 4th ed., IV, 752-760-
• For _Ie, with Bortkiewice, Su..... 1",6.30, pp. 12.0-1221; 1.ota, Se .... IW. 

30, pp. 1343 If.; Palyi, SC .... IW. 45, p. 651, Dote. Even Elster repudiates the doc
trioe (m. Seek du GeIdu, eh. iii, IOC. .). 

• SIoIc TIJeqry, pp .• 5 ..... 61. 
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price )evels. But it is not. For Knapp the foreign exchange rate 
moves in complete isolation from prices. He categorically denies 
any line of causation from the domestic monetary situation to ex
changes.' Central banks figure in his _theory of the whole domestic 
money and credit str\lcture only as they accept or force out certain 
types of currency. 

IV. SUlO!ARY AND APPllAISAL 

Knapp's thesis is invulnerable as a generalization: Money is a 
creature of the state. To the sovereign national power money nor
mally owes its being - its having value and its par circulation. 
Those critics err who see in charta1ism either a fiat theory of pur
chasing power or, at the opposite extreme, a purely legal theory. 
Validity of money is an economic quality, and it is secured not only 
by law but also by the entire monetary administration of the state. 
Again, those critics almost willfully misinterpret Knapp who mis
take his enthusiasm over paper money as the "touchstone of the 
theory" for advocacy of fiat standards or inflation. 

Unfortunately, Knapp jeopardizes the recognition of his thesis by 
setting it forth far too absolutely, by failing to give any indication 
that money often arises in primitive pre-political societies, in politi
cal states before the central authority has mastered the monetary 
situation, and today when emergency issues arise from private 
sources. We should never be led to suspect from the S/ak T'-ry 
that Gresham's law sometimes directly thwarts the will of the state, 
or that trade rejects state money altogether if it becomes hopelessly 
depreciated. . 

If the state normally creates money, it accomplishes this end by 
devices which Knapp for the most part misapprehends. Acceptance 
by state's pay offices and legal tender in trade do, it is true, chiefiy 
account for the acceptance of money, especially those sorts having a 
low intrinsic value. But limitation of supply - equally essential to 
the quality of money value - Knapp utterly ignores. Par circula
tion, moreover, results from the unique position of standard money 
as legal tender or as definitive payment, and not from "forcing out"; 
and subordinate moneys must be redeemable and limited in coinage 
to retain their parity. -

Had Knapp discovered a new and vital truth which helped to 

• a. pp. 04_. beIo •• 
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clarify monetary theory or helped solve some perplexing problem of 
monetary policy, he could be forgiven the absolutism of 1!is argu
ment and many errors concerning the technique of money. But the 
work is sterile. It denies that money has value as people understand 
the term; it denies that changes in prices have any real significance 
to the economic man, merely because he is at once debtor and credi
tor; it denies the bearing of domestic prices upon foreign exchanges. 
As Palyi observes, the only practical implications of the Slate Theory 
are that a state will probably do well to maintain parity for its for
eign exchange, and that the national monetary system must be 
unified and so constructed as to carry out what the state intends.1 

Throughout his work, it is true, Knapp disclaims offering any solu
tion of economic problems,S and no one can legitimately derogate th~ 
writing of a treatise in pure theory. But when neither the author of 
a theory nor anyone else can draw useful practical inferences from it, 
there arises the suspicion that it ignores important facts: When we 
weigh against the kernel of valid theory in the charta! doctrine 
Knapp's exaggeration of the idea, his forbidding and unwieldy 
terminology, the errors of the amphitropic argument, of historic defi
nition, of forcing out, of the "pantopolic" explanation of exchange 
rates,· the danger of an inflationistic interpretation - the balance 
turns heavily against a remarkably powerful but distorted work. 

At the time when the Slate Theory first appeared economists 
assimilated money too much to commodities in general; they in
clined too far toward the view that, subject to the same competitive 
laws wlllch govern ordinary goods on free markets, money cared for 
itself iIi quasi-automatic fashion. Knapp performed a signal service 
in emphasizing that extensive powers are necessarily exercised by 
political governments in the constitution of monetary systems. But 
the state is not an inscrutable Rhadamanthus. A really profitable 
state theory of money must reveal how humljJl intelligence can 
utilize the power of the state for social well-being. 

v. OTHER CHARTAL 1'BEORIES 

Somewhat akin to Knapp's "validity" is the idea of "compensi
J>ility" put forward by his disciple KauIla. Money comes into being 
when the mint stamp ceases to be "declaratory" of metallic content 

1 Sc1mt. 1",6. 45, pp. 686-687. 
t SIoIe T/u:I.wy, pp. 1, 49. 53, lOOt 144, 193, 215'. 291, 301. 
I Yet to be considered. Cf. pp. 239""243, beIo". 
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and becomes instead "constitutive" of a demand claim on the state.1 · 

Some money carries with it commodity value as a sort of collateral 
or pledge that the state's obligation will not become worthless.' 
Whether this is the case or not, the real cause of the circulation and 
value of money is its being received for taxes. "Compensibility 
exists only when the note debt of the state stands against a corre
sponding quantity of demands by the state which can be uncondi
tionally satisfied by the notes." 8 Back of the tax stands a quid plJ 
quo delivered to the economic individual by the state, so· that ulti
mately the purchasing power of money rests upon "a service of the 
state, the precise nature of which is undefined, but which has a 
definite value." • 

With "compensibility," therefore, we have claimed for the state 
a power which Knapp does not imply with "validity"; the former 
includes the idea of a definite quantity of purchasing power, the 
latter does not. If the state actually stood ready to "redeem" 
money in a cerlain amoun' of goods or services, it would control the 
purchasing power of money, for this would be tantamount to a mul
tiple standard. By subtly identifying such" redemption" with the 
stste's receiving money at its face value for taxes, Kaulla secures a 
show of plausibility. The difference, however, completely vitiates 
his theory. When government accepts money it does not receive it 
for a ,erlain value or purchasing power, but only for a tIOfIIiflaZ 
worth. It says merely, "Your dollar is worth a dollar in paying 
taxes." In extremely depreciated currencies, a miliary quantity of 
value might still attach to the. money simply because no matter what 
its value is, the currency still pays taxes. This is the miliary truth in 
Kaulla's argument. But before we had pursued for long the asymp
tote of infinitesimal values, the entire issue would be entirely re
pudiated by trade, and along with it Kaulla's vaunting "compensa
tion" theory.1 

I Rudolph ltaulla, 1M en .. ,.,... .. GcIdwrIr, p. 36. 
• AriltotlesayaiD. theN .... ". n BIAia: II But eV'tD. iflft happen towantnothina 

at the moment, monoy is alOrt of _toe that "" shall be able to mote our 0ltCbaDge 
at any future tim •• beD "" happen to be in need" (F. H. Pew., .sth ed. [London, 
.89lI, p. '57). The plecIge concept .... abo beoIl neod b7 MeDpr, Roocber, Scb&ffIe, 
and Zudt.rI ... ull. 

• GnuoU_, p. ss. 
t 16M., P. 61. 
• The more IlrtbocIoz cbuta\ism of the SIelt r.., is of ........ _ .... ..,. the 

mom ..... of Knapp'S.....mar at StIuabu'1l (d. SIMIIidJJJ r-..w, p. 4$1), and in addi
tion b7 111m scattered rep ...... tatiwa .. Bau GerIJer, GcU _ SIeot; Paul Gomcnss 
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Certain other writers have aspired to "supplement Knapp's work 
on the economic side." Amongst these are Rudolph Dalberg, Karl 

. Elster, and, most notably, Friedrich Bendixen, director of the Ham
burg Hypothekenbank until his death in 1920. The pamphlet litera
ture 1 emanating from this group enjoyed an unparalleled popularity 
during the excited years of war and post war inflation. Bendixen, 
less academic but more versatile than his fellows, presents a variety 
of introspective and empiric arguments against the metallists' trac
ing value causation to gold; he may fairly be said to have advanced 
the case'over Knapp's dogmatism. Furthermore, Bendixen brings 
under the rubric of the charta! theory not only money in the narrow 
sense but also deposit media, and it must be admitted that state con
trol is ev~n more necessary for the latter than for hand-to-hand 
money. 

'Bendixen, Dalberg, and Elster are fond of arguing that money has 
no value, because money is abswact. This notion cannot for a mo
ment be upheld in a serious treatment of the problem: (I) To com
mand goods, money must be scarce; and to be scarce, it must be 
more than an abstraction,' As Cassel says,"the economic significance 
of the unit of reckoning depends wholly upon the scarcity of the 
media of payment to which a definite purchasing power is attached 
in the price scale." a The abstract unit of account cannot itself be 
attributed purchasing power, and in identifying money with it the 
Bendixen, school" throws out the child with the bath"; purchasing 
power, which the school accepts, must go by the boards with value 
in any.of those other senses which it rejects. (2) Ordinary and scien
tific usage sanctions differentiation and not identification of money 
and the accounting unit. "If we are merely estinlating values in 
terms of money, we are using, not the actual money, but merely the 
idea of value associated in our minds with money,'" That is all that 

BeiI,4ge ... ei ..... wirncha!llichm The,,", du Geldu (Vienna; 19(3); and Kurt Singer. 
Dos Geld Ills Zeiclre" Gena. 1920). May future students of monetsry problems be 
spared my pains in eumining the writings of these penons and the Bendixen and 
Liefmann following. . 

1 A Jist of works consulted will be found in the general bib60geapby. 
I One does not fall afoul of ontological difficulties ill laying down the propositioD 

that only physical things can be ocan:e. Businesses are said to pay high rewards for 
"ideas," but they are Dot what the metaphysicist would call ideas. The economist 
agrees in referring to the same phenomenoD as a sale of services, Dot of thought processes 
or concepts. 

I Gustav Cassel. TIr< Tfregry of SO<ial Be_,. J8t ed. (New Yor .... 19'4), p. 359. 
• Taylor. eha".,.. O>J Mone:y, pp. '9'"'0. 
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need lie said concerning the dreary verbiage of those who pile Pelion 
on Ossa trying to prove money to be something abstract. (3) The 
Bendixen group cannot maintain the chartal theory unless it aban
don~ this peculiar idea, for it must not be forgotten that whatever. 
influence the state exercises over the unit of account comes from ac
tion directed toward the physical circulating medium. 

The aspiration of these writers, to complement Knapp upon the 
economic side, laudable enough in itself, has not been realized. Ex
cept for the inclusion of bank media under the chartal theorem, none 
of their innovations are implied in a state theory,l and none are 
tenable. Bendixen's nalve~ both in theory and in practical pro
grams, Dalberg's championing of what he unhappily calls the "state 
money system II of the War, and Elster's nebulous treatment of 
value have served only to bring opprobrium upon Knapp's work. 
They represent the pathological phases of a legitimate theory. 

• Cf. PaIyi, ''UlI8OIllote F_," p. 474. 



CHAPTERm 

ORTHODOX NOMINALISM 

I. THE IDEALISTIC NOMINALISTS 

/ PROFESSOR LIEFMANN of Freiburg affords a convenient transition 
from the chartal doctrine, particularly as represented by the Ben
dixen group, to the larger body of nominalists who do not conceive 
of money as primarily a political institution. In common with all 
nominalists Liefmann protests against the metallist overemphasis 
upon gold~ He resembles Bendixen particularly in extending the 
idea of money over bank credit, in believing money to be an abstract 
entity, and finally in desiring to lay a foundation for nominalism in 
econoInics, . particularly in the Austrian subjective-value theory". 
All value determination has its inception in the consumer's economy, 
in the effort of each individual so to distribute his income amongst 
competing lines of expenditure as to obtain at the margins the same 
excess of utility over costs.1 In this calculus, money, figuringaIways 
as o1}tlay, becomes a sort of generalized cost for each individual, a 
cost of exactly the same character as the disu tility of labor. "In
come, not money, buys goods"; the real cost of commodities is the 
sacrifice involved in earning income . 
. . Since Liefmann regards all econoInic activity finally sub aspice 
psychic ipcome, money becomes "an idea, an abstract entity, a uni
versal unit of computation." I Indeed he maintains that "all the 
previous errors of econoInic theory are connected with the false, too 
concrete, purely materiaIistic conception of money.'" But occasion
ally he himself falls into this rankest of heresies, Calling money" the 
eternal commodity," "the ~reeminent exchange commodity," and 

• I . 

, Robert Liefmann. "Die Entstehung des Preises aus subjektiven Wertschlt
oungen," Archi. 34, pp. 1-54,406-469; 1M Geld_""",, im Wellkrieg • ....J die B ... 
niI;", .. g i/u., Folge .. (Stuttgart, '9.8), pp. 481.; and Geld ....J Gold (Stuttgart, '9.6), 
ch. iv. 

• In the discussion of the Bullion Report in the Hou .. of CollUDOIll, May 6, .8u, 
Canning ",ferred ironically to the doctrine of the opposition, .. "'p"'oented by Lon! 
Cast1ereagh, that "the pound sterling was nothing tangible; it was a "",atu'" of the 
imagination which had DO real existence, and might vary with the weather." A. An
dreadb, Binory oj ,IN Bank oj E",11Jlld (London, '909). p. '33. ' 

• Ibid., p. 100. 
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the II ~ost desired of all goods." 1 Perhaps Liefmann's view is formu-
lated best in the GrundsIJlse: I 

Money in lb.e narrower and more rare sense is the real representative means 
of payment, the money-signs. Money in. the_broader sense indispensable to the 
explanation of economic processes is the •.. abstract unit of computation •.•• 
The concept of money in the "real" aense is of leser importance.' 

Liefmann's theorizings and substantially all his adverse criticism 
of Knapp appear in the writings of Werner Genzmer and Erich 
Eppich. With his master Genzmer rejects the idea that prices ex
press the value of money either to the individual or to society.- In a 
small handbook bearing the pretentious title of Geld: eine sosial
pS')lcholog·isch8 Sludu, Eppich supports the conception of money as an 
abstract mathematical magnitude having in itself no value.' 

Although Alfred Lansburgh, editor of Die Bank, has been called a 
metallist by Wa:gemann and Liefmann, he betrays more than a super
ficial kinship with the foregoing writers. (Lansburgh's ardent defense 
of the gold standard and his implacable hostility to Knapp have mis
led his Critiai. Money is for him abstract in character; it has no 
II concrete" value.' I.ike Liefmann, he maintains that the power of 
the state extends only to the physical money signs, not to money 
itself. But Lansburgh's reasoning is unique; no matter what the 
state does to the number of the money symbols, the quantity of 
money, the aggregate of all rights t9 receive goods, remains the same." 
What pretty clearly underlies this notion is an equation of exchange. 
If so, Lansburgh will be forced to abandon his concept of money as 
abstract, since the scarcity which gives money its value attaches to 
the physical media and not to our ideas about money.) He will also 
be forced to admit that in so far as the state controls tli'e quantity of 
these physical media, it controls the magnitude of the abswaklu 
R~'" represented by each piece. With these corrections, he might 
still adhere to his right to define the value of money as the aggregak 
of goods and services purchasable by money, which of course would 
not then be affected by the number of pieces. But in fact he aban-

• CoW ... c.w. p. n. 
, I .... ~_ v~ (Stuttprt. '919).II,'JOo 
• I!rWcIrt a-......... l!W N ..... ·lirli.d ... c;,u,. ia (DmIIIen. '9'7). pp. 

4....,·· 
t Munich. 1911, pp. 8Mt. 
• AU," 1.oDstMuBb, v_ GoWc: Briafo'" BAli' ..... _ .... s ... (J/etIiIt, 

,gll). pp. 44"'45. 
·1 .... p. 6,. 
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dons this unnatural attitude, and goes to the opposite extreme, 
equally at variance with common usage. When- the state multiplies 
the money signs out of measure, the Recht becomes an Unrecht, real 
money disappears, and we have only an imitation.' The practical 
banker's zeal for stabile money leads, in Lansburgh's case, to bizarre 

-conclusions worthy of the money "crank." 
, 

II. Tlm MATERIALISTIC NOMINALISTS 

The ablest spokesmen of the notninalist theory avoid both the 
exaggerations of the chartalist group and the esoteric tenets of Lief
mann and his kind. Money is attributed the qualities of economic 
value and measuring value; its origin is social, its character concrete. 
All materialistic nominalists are quantity theorists; and conversely, 
all quantity theorists, with occasional exceptions, adopt the present 
nominalist position. Just what this position signifies will appear best 
in the hands of its eXpositors. 

Professor Arthur Nussbaum of the Berlin Faculty of Law de
velops a remarkably clear and consistent ontology of money." Com
mon usage and the laws of all peoples at all times have meant by 
money the money things.s "We may define money as those objects 
which are given and received in exchange, not for what they physi
cally represent, but for a fraction, the integer, or a multiple of an 
ideal unit.'" - Though money is physical, it is expressed in pure 
number rather than jn mass or weight units because the recipient or 
giver of money-in exchange thinks only of the number of pieces in
volved. 'Consequently themetallists err in representing it only as 
bars certified by the state as to weight and fineness,' and the attempt 
to differentiate between "real money" possessing intrinsic value, 
either in itself or by virtue of redemption, and mere" paper money" 
miscarries. 

It is alone decisive if custom gives and receives the paper-money according to 
its nominal value. The ground for this may be that the value of the claim (to a 
redemption agent] is equivalent to its nominal value. But this connection is no 
necessary one.' 

1 Ibid., pp. 65--67. 
I D .. Geld in Tilurie IINIl p,.,m du detJlsc"'" "NIl _llhIdisc"'" R.clrb (TUbiDgen, 

1925). -
• Ibid., pp. 7, 92. • Ibid., p. 6. (Ita1ica iniDe.) 
• Ibid., pp. 9, 35, 52. • Ibid., pp. 2Ho. 
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Q:£, indeed, the presence of such a claim gives rise to an evaluation 
varying from nominal value, the coin or note ceases to be money. 
This is precisely the way in which gold was demonetized in Germany 
on August 4, 1913, when gold coins came to be subject to a com
modityevaluati\ln.1 The N otgeld issues in the Ruhr during the occu
pation were true ~oiley despite their token character, and the full
bodied American trade dollar and the Austrian M aria-Theresientalir 
not, because they "",ere given and received according to their CIir
rent 'real' value."SWhat differentiatesJlloney from goo~~,is circu
lation at equivalence With the unit of a.ccount,' says Nussbaum; but 
he does not with Bendixen and Liefmaqn regard the ideal unit as 
itself money.~ 

It is otherwise with the Wanng, the system of money signs rest
ing upon the same ideal unit. "That'which gives a Wanng unique
ness and continuity is solely the basic unit. The elements [the 
money signs] of Wahrwng can change without the Wahrwng as such 
being affected." I Obviously the continuing entity in the Wanng is 
an abstraction. When there is a change in Wanng the psychologi
cal substratum remains - the new unit takes on meaning by being 
interpreted in terms of the old. 

If a new basic unit is introduced, the economic individuals can only under
ltand it by bringing it into a conceptual relation to the old unit. • •• I would 
aubscribe completely to the doctrine that the ideal unit can only be ezpIained 
historically through the recurrent connection.' 

Tracing back the Wanng ~oricaIly, we arrive ultimately at its 
inception at a point of time when "the ideal unit liberated itself 
from the real, i.e. the coin.'" The reinterpretation of each new ideal 
unit in terms of the old is a matter of mass psychology, the concep
tion of the commercial world (VlII'kehrsauJ!asSVtlg): but the existence 

• lbiII.. p. 101. 
I lbiII.. pp. II. 06. 97. 
I III oome lIlOlley systems, Nussbaum oboe ..... th..., is no _ pie.,. conespond

Ins to the mooelalywait 01 main denomination. III e.hteentJo.<>entwy England _nty 
ahillinp mode up the pound -Iliac. hut omtll 181' no coin ... p ....... ted this wail. BII 
milht have ... fened aIao to the American aold dollar and Sbanabai taeL 

• Nor do .. he choaoe to call boat depooits _7 aJona with the two writers ....... 
tioned. pre/errIng to nstrict the term to c:in:ulatinc modia wbich are not poJIahIe to a 
certain penon" order and are fwodamentaiq de&iped to _Iram band to band with-
Ollt IormaJity. , .... pp. 9$-96. • 

• I..., .• p. 46-
• I .... P. 49- Nn .... " .... EDapp's phrue, ,dW11 'IF Aascll.sra 
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of a new unit depends upon a new name and a new coin, for "with
out an extemal symbol, the conception of the in.dividuality of money 
cannot in practice subsist." 1 

With reference to the function of the state, Nussbaum presents a 
view almost identical with that formulated in this book in the criti
cism of Knapp. While it is quite wrong to say that" the state alone 
can establish or disestablish money, ... it is therewith not to be 
denied that in normal times the state does decide concerning the 
creation and removal of money because and inasmuch as the state 
is the actual source of authority in money exchange.'" INussbaum 
cites cases of extra-govemment money, and calls attention to the 
demop.etizing of notes and coins through the operation of Gresham's 
law." ;rhe appearance of a premium of discount ends the career of a 
coin as money, for parity circulation is the hallmark which distin
guishes it from goods.' 

If on the one hand Nussbaum takes issue with the sense of the 
I StatelTheory that the state is the only pay society, he objects on the 
other hand to a categoric separation of the economic and legal char-

o acteristics of money: 

The money concept of our legal and economic order is a unified one, .•. per
haps primarily legalistic, not because of any logical priority of the legalistic 
viewpoint, but because Ia.w serves the economic order as a technical instrument, 
and consequently fulfills an economic function.' 

Mon~ is imaginable without a state, but money systems can 
scarcely be conceived as anything but a rational institution of gov
emmeI\t.8 Knapp errs, however, in attributing the persistence of the 
Wahrung's substratum - the ideal unit - to the state's proclama
tion of a certain conversion norm. The substratum is psychological; 
it rests on commercial practice! 

Professor Alfred Amonn of Prag believes that it is necessary to 
separate two entities categorically if we are to apprehend the basic 
character of money: the ideal price measure or ideal medium of 

• lAc. <iI. VIM., pp. ,6-'7. (Italics author's.) 
• Ibid., pp. '18, 19.. 41 Ibid., p. 34. 
"11M., p. '3. "11M., p. 4+ 0 

f The juristic character of Nussbaum's work! precludes his giving much attention to 
the nature of money value. He observes only that his sharp twofold division of material 
economic things into goods and money "ought not to be understood to imply that 
money is withdrawn from the general economic laws of commodity ezcha.n&e." Ibid., 
p. 34. (Ita1ica author's.) 
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exchange, and the concrete medium of exchange.' )Those persons 
who "begin by presupposing" a commodity for practical purposes 
indefinitely divisible and unlimited in. acceptability,'" and who 
imagine that prices are a mere quantity of money pieces which will 
be given in exchange for a good, only confuse fundamentally separate 
ideas. Normally, perhaps, the terms coincide - the price unit and 
the unit of the exchange medium. But this coincidence does not 
impugn the distinctness of the conceptual entities. In reality, prices 
are "0 quantity oj momy pieces, but sums oj momy units.· The ulti
mate foundation of the whole price structure is the "purely ideal 
unit apprehended in the same way by all the persons mutually con
nected by exchange, a unit which may be called social from the very 
fact that it is generally comprehensible in the same sense."· This 
ideal unit is likewise an "ideal medium of exchange ... because it 
makes possible every exchange leading to the price problem in politi
cal economy. Without such an ideal medium isolated exchanges are, 
it is true, imaginable, but not a universal and ... objective price 
equally understandable for everyone in the same way.'" Such a 
characterization of the ideal unit, it should be noted, represents the 
antipode to Liefmann's Ruhnu"gseinheit, which at bottom is wholly 
a phenomenon in the individual consciousness; Beside the abstract 
unit, the second entity involved is the "technical unit of money as a 
medium of exchange," the money pieces, which serve as the "ma
terial vehicle of the objective price measuring and price expressing 
unit.'" ')To this Amonn chooses to attach the term "money," for, 
maintaining the entire defensibility of the alternative procedure, 
he prefers conformity to popular usage, which has always meant by 
money, not the abstract unit, but material media.' 

Normally, it is true, the unit of prices and the technical or ma
terial money unit coincide - ~ fact that coincidence is the practical 
goal of all W iiJlnmgspolNill.·" '! The socially established unit recog
nized universally as the means of expressing prices appears as reified 
or embodied in money; it coincides with the money unit, and price 
in this case is actually a sum of such momy Mils.'" ,That this coin
cidence is, however, only" generally the case in a certain stage of 

• 06jdl ... Gtot.MHI'i/. _ ~,..,. NdIiowGIiI ..... ic, and ed. (Leipaig. 
1917), Pt. IV, ch. ii, ... t: Will .. PrftI, pp. 193-340-

1 I", P. 3- • I", P. 3119. 
• I...,., P. 311. • lM. ciI. 
• I...,., P. 3'/90 ' I", PI'- 380-38., Dole. 
• I...,., P. m. • I", p. ~19- (Italics autbor'L) 
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historical evolution "1 and does not represent a logical identity of the 
price unit and the money unit, is the crux of Amonn's contention.~· 
One may easily believe that at one time wheat served as the unit of 
prices, whereas money circulated as a medilllll of exchange, and 
prices had to be recomputed to be expressed in money: But this con
dition, in which price~ were expressed in the validity (Geltung) of 
wheat, gradually gave way to one in whicli people accustomed them
selves to attribute to the money unit itself a "definite and universal 
validity in the individualistic social system.':' This employment of 
"validity" by Amonn reminds us intmediately of Knapp. But 
whereas Knapp depicted money as arising only with its coming to 
pass at a certain validity regardless of intrinsic value, Amonn de
fines money after all as a mere exchange commodity, which may in 
c!)rtain instances, indeed normally does, pass at a certain validity, 
i. e. at the same value as the price unit represents: 

The most complete development of materialistic nominalism to be 
found in German monetary literature appears in a book by Professor 
Ernst Wagemann, director of the Institute for Business Cycle Re
search at Berlin.' \4ccording to his view, the symbolism of the mer
cantilists, who mac!e money something of a fetish, and the metallism _ -
of the classical and Austrian theorists, who identified money and 
the precious metals, are synthesized by nominalism, which regards 
the metals as commodities and money as a value symbol.. Under the 
impetus given to the"nominalist.movement by Knapp, economists 
are coming to realize the capital error of the commodity theories in 
assuming an "inner" or absolute value. The labor theory, for ex
ample, ~ at best an explanation of "elative values, and the use theory 
fails to establish an absolute value for money by its reference to a 
supposed" universal utility.'" Again, the theory offunctional value 
postulates an independent value governed by supply and demand, 
but "supply" cannot be the available stock of money, and "de
mand" cannot come from functions which presuppose the value as 
given.' At the hands of the marginal utility school, inner value, so 
far as money is concerned, undergoes a_strange metamorphosis: it 
becomes the subjective value of goods purchasable for money! It is 
no longer an "inner" value at all.' "" "" 

I Loc. <iI. 
I All,,,,",," Ge/dlelr. (Berlin, IV'.s). 
• Ibid., pp. 3. 11-30, 193-19'" 

, • Ibid., pp. 3'. 128-129. 141. 

• Ibid., p. 3'" 

I 1bi4., p. 65. 
, fbitl., pp. ~, 76. 
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Money has value, Wagemann maintains, but the word has another 

oonnotation from that appropriate to oommodities. Of oourse the 
only way in which money is oonnected at all with eoonomic goods is 
through its value.1 . Exchange value for oommodities and for money 
alike depends on the oonjunction of desire and scarcity. But desire 
for money in one individual is unique in that. it is finally explained 
solely by· a like desire in ot4er individuals. Here is a case of true 
mutual interdependence of real circularity in Causation, and we are 
involved in no vicious circle of logic. 

Do not all sovereignties depend upon this, that the one obeys because others 
participate, and others participate because the one obeys? How many customs 
and usages are based exclusively on the instinct of imitation without people's 
being aware of the original occasion.' 

, 
OrigiRally the source of desirability in money may have been actual 
use value as a oommodity or the state's proclamation of legal tender 
power, but now it is simply the oommon agreement in a pay society. 
One person ac;s:epts money because others do - a phenomenon of 
mass psycholo~.a The oontrast between the sort of value attaching 
to money and that which inheres in eoonomic goods Wagemaqn rep
resents QY drawing up a social balance sheet}i9..which the totality of 
goods and services, capital and land, oonstitute asset valuesj'4!ld 
money, stocks and bonds, mortgages, book entry ---cIaims, and the 
like, the liability values.' In this way mO,!ley beoomes one sort of 
claim, if we strip the word of legal meaning( .. For nominalism money 
is nothing more than a value symbol, having only a borrowed or re
flected value."· Just as the private person cannot add together the 
values on the asset and liability sides of his ledger, so for society 
money and the other value claims cannot be included in the totality 
of wealth. Inner or absolute money value is a nonentity for the 
BilaflllMorM des Preises. 

We are now in a position to appreciate Wagemann's carefully 
articulated definition l .. Money is the bearer of value units with gen
eral and unqualified paying power."" Two elements oombine to 
fo~ this nominalistic definition, the abstract unit of value and its 
physical embodiment. Although Knapp first developed the dogma 
of the abstract uni\ of value, says Wagemann, he 19'red in making it 

• 16&, P. 9" • I l6M.. p. 86. 
• IIWL. pp. 8~ 101. aat. 
• 16&, p. ~ •• 

• 16&. pp.1lM5. 
• IWo,J>- 95. 
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depend merely on the nominality of debts. Its nature is not juristic 
but economic: as the means of expressing valuesLand prices, this ab
stract unit is an economic-psychological concept. "As such it is the 
condensation of innumerable exchange relations, - the epitome of 
manifold value experiences." 1 Just as the abstract" hour" is reified 
by our many time experiences, so the abstract "mark" takes its 
substance from real exchanges of goods against marks. Formally 
perhaps the hour means the twenty-fourth part of the time for a com
plete rotation of the earth about its axis. But if by some miracle that 
physical operation should transpire twice as rapidly as hitherto, the 
time unit would probably continue in people's minds undisturbed 
and we should say that the earth requires only twelve hours fo~ a 
complete rotation." . 

Prices are expressed in the abstract unit of value, but payments 
are 'made in money. "It is no trifling mistake in logic to confuse 
money with the value unit, which may be thought of as often as one 
will, but which can never be paid out." ·'iTo have value, money must 
be scarce. Since the abstract unit cann6t be thought of as something 
economically scarce, it is necessary to attach the definition of money 
to the physical bearers of the value unit - coin.~, bank notes, and 
"even book entries in handwriting, since bank deposits may for good 
reasons be regarded as money.'" The distinguishing earmark of 
money in contrast with economic goods and services, the asset 
values/is the fact that it passes at its face value, as the equivalent of 
the value unit. 

A good may, tIuough special circumstances have attained a high degree of 
geneI'ai Iic:ceptabiJity on the markets (MOI"klgltngigkeil), but it becomes money 
only when it embodies the value unit, and is given in payment as euctly corre
sponding to the value unit.' 

An interesting and instructive evolution may be traced through 
the course of Professor Schumpeter's publications.- The initial work 
upon equilibrium economics describes money as Ii good, and price 
as the value of a given commodity expressed in quantities of an
other good.' Intrinsic value is not indispensable to money, and the 

1 Ibid., p. 73. I lbi4., pp. 73-74. • Ibid., p. 70. 
• Ibid., p. 70; d. p. 86. I Ibid., p. 96. 
• Cf. Herbert D6riDg, 1M Geldl..",... leU KIJISH, 2nd ed. (G ... i&waId, '922), pp. 

88, '64, Dotes; J. W. AngeU, Tie T....., of IIIIMMlioMI Pm" (Cambridge, Yaaoac:hu
Betts, 1926). p. 328, note. 

, Josepb Sch~ter, D .. W ..... • l1li tkr B"'II;"w,u "' 1""",,",_ N~ 
I~_;' (Leipmg, '908), pp . • ~8g. >. 
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marginal utility analysis is applicable, at least indirectly) This belief 
persists in the first edition of his. treatise on economic dynamics, 
although a germ of nominalil?Dl appears in the reference to money 
as an Anweistmg or claim.1 

By the time of publication of the il.rticle upon the quantity theory 
(1917), Schumpeter has come to the conviction that purchasing 
power is independent in its essence from commodity value." 

Money is by nature not a commodity. even when it accidentally consists of 
valuable material ...• Therefore it would be a circle. even from the standpoint 
of the claim theory. if one wished to derive the purchasing power of money from 
the 8ubjective value judgments of persons on markets. [Commodity theorists] 
presuppose definite exchange relations between money and goods ••• tbe very 
purchasing power which they wish to explain. which is and can be nothing else 
than the reciprocal value of the money prices of the several commodities.O 

Marginal utility cannot be used to derive purchasing power, for that 
'Would mean" that one obtains goods for money because it has ex
change value, whereas it only has exchange value because with it one 
commands goods.'" Resuming the chief differentia between money 
and goods, Schumpeter indicates (1) that money has only reB.ected 
value; (2) that, as Bernoulli and La Place observe. its utility neces
sarily falls with increasing quantity more slowly than any single 
commodity's; (3) that its marginal utility depends on the quantities 
of both money and goods; (4) that society has no definite" demand" 
for money, since more or less money does not mean more or less 
want-satisfaction;' and (5) that a demand claim on money dis
charges money functions just as well as money itse1f,whereas "one 
cannot ride on a claim to a horse." , 

While not systematically developed, the nominalist viewpoint is 
defended throughout hy the progressive Frankfurt banker L. Albert 
Hahn, honorary professor in the University of that city.' In his 
.rticle "Zur Frage des sogenannten 'Vertr&uens in die WlIhrung'''' 
~he says, uWhoever is a quantity theorist must consistently join 

1 I.., T~ .. wirIsdJoJllidao EJoIwiUl;..,. lit ed. (Lei ..... , IgII). P. ,... 
o 14.., .. Du SoaiaIprocIutt WId die RecheDpieDDi&e." A .... 440 pp. 635. 644. DOte. 
o lbiL. P. 646. • lbiL. p. 647. 
• lW •• p. 649-6SQ. • lbiL. p. 6$to 
, "The JDODeYUld banklna thomy of Albert BaIut. <I>IDinI cbie8,y 110m ScltIlJllPOler, 

,till awaits a critic. It is far abo ... tho otdinuy 'Dominalist'liteJatu'" in GenDany. in 
ac:quaintUl<e with fact and in ........ D ... _ Melchior PaIJI, .. Der St...it WIt clio 5_ 
Hebe Tboorie '"' Geidel," Sd& J/rrl. 45. P. 655. Bote. 

a A .... $'. Pi>- t8t-ll6i criticiaed pp. 167"168, below. 
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forces with those who deny the applicability of the subjective value 
theory to money. Whoever is a quantity theorist is also by implica
tion a nominalist." 1 He repeatedly objects to regarding bank notes 
as a claim to gold. As Wick.sell says, all money is credit money, for 
the thing common to bank notes, fiat money, and metallic money is 
that they all represent a claim to the goods of the community." To 
explain people's readiness to accept even gold money on the basis of 
the utility of the metal is absurd - the alternative use appeals to 
only a negligible portion of the population.' "Even with metallic 
money, the fact that it is evaluated, and how it is evaluated in buy
ing and selling, rest merely on the fact that it will be accepted by a 
third party, and the same for him in tum.'" H the foregoing argu
ment moves in a circle, so does the phenomenon, just as the stones in 
an arch mutually depend on one another. Halm's examination of. 
"Die Goldpolitik der Bank von Schweden wlihrend des Krieges" i 
leads him to believe the nominalists' position substantiated in two 
respects. (I) Chances of gold redemption do not set the value of 
paper notes. "Since the exchange value of the paper money is higher 
than that of the gold, the value of the gold - at least for the excess 
- cannot be relied upon as an explanation." & (2) The nominalist 
holds that the value of gold partIy depends on its monetary e~ploy
ment, a fact amply evidenced by the Swedish experience.' Like 
Knapp and Cassel, Halm contends that the German standard should 
not be regarded as a gold standard, for that viewpoint comes down 
from a time when the money unit was firmly rooted in people's 
minds, not as nominally, but as technically, defined. 

The features of Professor Gustav Cassel's monetary doctrines 
which characterize him unmistakably as a nomina1ist are as follows: 
(I) his insistence on the unit of account as of paramount importance 
with the medium of exchange; (2) his doctrine of the historic con
tinuity of price systems, closely allied to Knapp's reku"enter An
schluss; (3) the representation of paper money as pure money; (4) 
purchasing power determined by scarcity of the material media. 

The estimate of price is from the start a process of m:koning in abstract units, 
and the abstract unit bas always an independent existence, detached in sense 
from the standard commodity. • .. When the use of genua! mediums of pay-

I Ibid., p. '99. 
I L. Albert Hahn, "Von der Kriegs-. mr Friedenswlhnmg," Are .. , &taU"flpllejl 

14, p. 13. ft. 
• Ibid., p. IS If. • Ibiil., p. 18. 
• Scltm. JIri. 41, pp. 615-638. • Ibid., p. 6'5. , LDe • .u. 
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ment is established, it is natural for the older price units to lose their connection 
with the stand&rd goods IIIld gradually become purely abstract units for estimat
ing values ... both elements are actually indispensable to <)ur existing mono
tary system, IIIld it is impossible to determine their relative importance.' 

The legal tender law is the instrument by which coins, varying 
~ht1y in weight, are'made fungible. "This lega.l identity of coins 
is of far reaching importance. . . . By minting, a material medium of 
eXchange is created of the same interchangeability as that of the unit 
of reckoning in the scale of prices." 2 

One is surprised to encounter in Cassel a very close parallel to 
Knapp's doctrine of price tontinuity as the result of the State's re
definition of the monetary unit in terms of the older and superseded 
money)(reku"enler Anschluss). 

When a definite '" legal tender value" is attached to a certain medium of pay
ment - that is to say, when it is laid down that obligations to pay in the current 
price units may be discharged in a urlai" rooD by aid of a certain medium of 
payment - this must, obviously, in time, have IIIl influence upon aU prices, IIIld 
thus give a new material significance to the price unit itself. Whenever a State 
reserves to itself the regulation of the currency, the economic significance ~the 
price units becomes in time completely dependent upon the value that it as
cribed to one or the other medium of payment.' 

.' Like all nominalists in their endeavor to formulate a theory of 
money which shall be universal and not regard the free standards as 
anomalies, Ca.ssel says: 

Pure money, detached from 1lIIY connection with lilly kind of material good, 
is only found in the form of paper notes which are recognized as legal tender. 
The paper atand&rd, quite di""'l!nec\ed from metal currency, ougbt, theoreti
c:alJy, to be regarded as the simplest standard.4 -

Emphasis upon the nominality of money also leads him in con
formity with other writers of this school to regard the standards 
of various countries as being properly designated mark,'Pound, or 
crown standards, in place of the metallistic description of the same 
as paper, gold, silver, or the like. 

The unit of reckoning even here is a purely abstract unit, not a certain weight 
of aold. The primary in the EDg1ish standanl is the reckoning in pounds. ••• 
The aold standanl may therefore be conaeived as a free standanl under which 
the price of aold is fized within certain limits.' 

l Gustav Cuael, n. r...,fl/SocioIB ... ..."IIted. 6rewYort, 1914>, pp. AA 
W,355· 

, l~, p. lSa. ' l~, p. W. (ItaIics,..me,) 
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Cassel prefers not to give to the phrase "value of money" a con
notation deeper than purchasing power. "We have, therefore, to 
define the value of money as the reciprocal value of the generalleve1 
of prices." 1 That value does not arise because of the commodity -
value of a: metallic ultimate monetary standard necessarily, but 
"upon the scarcity of the media of payment to which a definite 
purchasing power is attached in the price scale." I 

Knut Wicksell, late prof~sor of economics at Lund, represents a 
certain divergence from -the ordinary nominalist doctrine in his ac
count of the origin of money and in his elimination of the monetary 
function of measuring value. To nominalists generally money arises 
only when coins begiy to pass in trade at a "face" or nominal value, 
that is, when they circulate' as equivalents of the unit of account. 
But Wicksell accepts Bucher's account of the rise of gold and silver 
from the great array of primitive exchange media to their present 
unique position, without giving to coinage any further significance 
than the certification of bullion as to weight and fineness and without 
attempting to differentiate what Knapp called "pensatory pay
ment" from real money.' While holding that "the concept money is 
embodied in its functions," , Wicksell summarily dismisses the idea 
of money as the measure of values because "any good whatsoever 
may be used as a measure of value; indeed this is no function ..• 
which involves the object itself or any of its objective physical 
powers.'" Only one other function beside that of the medium of ex
change is mentioned,- the storing of value, - and to this Wicksell 
allows but little importance. From the social angle not money but 
goods'store up value, and private persons do not commonly accumu
late by hoarding.' Wicksell identifies money and media of exchange 
- the normal attitude of the commodity theorist. 

But is money nothing more nor less than an economic good? To 
this question he replies with a decisive negative . 

• The commodity character of money and its concrete characteristics retire 
more and more into the background during its employment as money; these may 
reappear again, but only when it has ceased to be money and has changed itself 
into a commodity again. Money sublimates into an abstract quantity, into a 
mere quantity of value.' .+ 

I IbUI., p. 4'3.' • IbUI., p. 350. 
• Knut WicbeD, V .. '-",.,. fiber NoJimt4I6_ ... / Gnmtl/Qp du J/"'tiM/

"wipes Oe .... IOU), Do 31-34- Subaequent page ",I."'neel ..... to this volume. 
• lbUI., p. 6. • lA •• oil. • IbUI., pp. 8, 10-10. 
r IbUI., p ..... d • ..... __ , Geldai ... _ Gm.1''"' 0 ..... 1808), p. 3G. 
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Laws governing the exchange relations of particular goods would be 
inapplicable to the problem of the .general price level were there no 
further peculiarity in the latter than the capacity of a small quantity 
of money circulating rapidly to perform the same economic service 
as a larger but more slowly circulating mass. 1 Additional difficulties 
attend all of the commodity value principles. Marginal utility for 
money can only mean indirect marginal utility, as derived from the 
goods money commands. But "this marginal utility is on its part 
directly dependent on the exchange value or purchasing power of 
money, and cannot therefore regulate that purchasing power." I As 
for supply and demand, there is of course a loose sense in which the 
terms might be used: a seller always "demands" money to the ex
tent of the sale price; the buyer "supplies" money. But "these de
mands and supplies, respectively, of individuals taken together, form 
an abstract value total but no total social demand for a definm physi
cal amounl 01 money, nor a total supply of the same.'" 

Wicksell thus espouses the central doctrine of nominalism - its 
COfIlrasling money with goods, rather than assimilating it to them as 
do the commodity theorists. Money value is subject to unique laws.) 
But his agreement with the nominalists does not end here; with 
them be holds that "money value and the general price level are 
synonymous, or better, c;orrelative concepts.'" 'Tbe value of money 
is moreover not absolute ~"in the proper sense of the term, there does 
not exist an iIIner f/ol", of money with which the value of goods in 
themselves may be compared and measured, as many persons have 
imagined." I The subjective value of money depends on its pur
chasing power. Finally he opposes the commodity theory, or the 
bu1lionist' wing in particular, rejecting" the hope of an ultimate re
demption of notes in metal" as an explanation of the value of pure 
fiat issues, because that redemption belongs to an absolutely uncer
tain future.' Indeed, even for normal times he would prefer with 
the nominalists to regard all money, including metallic money, as 
credit money, "since the direct value-forming force always lies in 
the belief of the recipient that he will be able to obtain for the 
exchange instrument in question a certain quantum of goods. JJ , 

I V,,",",,-, pp. _,. 
I fbill •• p. II. 
I 16iL, pp. ". II. (Italics author'a); cf. abo p. IG,. -

• 16iL. P. 146-
I 16iL. pp. 146-047. (Italics authan.) 
• III&, pp. 171. 191. , C "_, P. 4+ 
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Except for his account of the origin of money and of monetary 
functions, Wicksell's alignment with the nominalists is complete.' 

The distinctive contribution of nominalism so far as the constitu~ 
tion of money is concerned is its demonstration that money exists in 
an accurate sense only when it represents the unit of account. 
Carried away by the importance of this idea, certain of Knapp's fol
lowers such as Bendixen and Liefmann go to the extreme of identify
ing money and the accounting unit. Materialistic nominalism strikes 
a common sense balance in recognizing that the monetary concept 
must attach to the mateIjal exchange media in order to possess scar
city and economic value;' and that in order to preserve the integrity 
of the concept money as against goods, the physical pawns must 
circulate at a nominal value if they are to be called money. 

Not only have the materialistic nominalists arrived at a correct 
delineation of the monetary category, but they have also isolated ~e 
real force which creates money and have rightly appraised the rOle 
of the state. Nussbaum states. the matter most trenchantly: the 
really decisive factor is whether custom gives and receives money 
according to its nominal value. Ordinary circumstances reveal the 
state's proclamation of a legal tender dominating the phenomenon 
of the standard; but trade practice can on occasion thwart the inten
tion of the money authority. Wagemann and Hahn, representing 
acceptability as merely a phenomenon of mass psychology, as de
pending merely on a like willingness in other individuals to receive 
money in payment, do less than justice to the state's coercive power 
over the solution of debts in normal times. But so far as a bare 
formula ,goes, custom always determines what shall be money, 
whether the custom rests on government's proclamation of legal 
tender or upon some other I?asis. . 

That the continuity Qf a monetary system comes from the per
sistence of the ideal unit and its meaning to economic individuals, 

• The position taken by Professor Eugen Philippooich, GrwMriu tUr ,.liIUc",," 
Olumtnnie, 18thed (TUbingen, 1923), I, 271-275, is eclectic, but he favon the notion of 
the monetary unit or coinage .. possessing nominal validity. Professor S. P. Altmann 
of Heidelberg favors an fieconomic nomjo.Jjsm," as against charta.llsm and metallism 
(Die E"",,idhm, ties tleuU""" V "kswirlsc/raflsklw. (;Leipzig. '9081. voL I ... c. 6. p. 34)· 
In N aIiDn<IIOlwnomie oh ezakk Wiss_M/I (Leipzig •• 908). pp. 511-94. Profe"",r Juline 
WoH of the Tec1misc/Je B",/uc/ti,/e in Berlin gi.., ... oomewhat inconsistent account of 
the character of money. but he insisto on the peculiarity of ito value and the iDapplica
bility of marginal utility and COIl theorieL FiDally mention may be m..de of Hero 
Moeller. whose Die Lelw. _ Geltle (Leipzig, 19'5) incline. toward nominalism of the 
p", .. nt variety. 
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· and not from specific physical media which come and go through the 
course of time, has always been a favorite contention of all nominal
ists. Although Amonn limits the idea of money to exchange media, 
he believes that, despite changes of standards and price revolutions, 
the gulden continues intact as a psychological entity. The abstract 
notion of the mark, says Wagemann, is the "epitome of manifold 
value experiences," and as such it outlasts its current material 
bearer. Cassel, as we have remarked, verges olI in the direction 
of chartalism, ascribing the continuity in prices to the state's re-

· definition of the monetary unit by laying down a legal tender ratio 
of the new ~o the old money. Perhaps the phrase "this must ob
viously, in time, have an influence upon all prices" saves Cassel from 
Knapp's preposterous implication' that such a legal tender norm 
actually secures a similar purChasing-power relationship. It is that 
very factor which Cassel ordinarily. emphasizes, quantitative limita
tion of supply, which actually determines the exchange value of the 
new money in terms of the old.l 9n the other hand, when we are 
concerned not with the historical relationships of money sorts but 
with the fungibility of the coins belonging to one money sort at a 

· given time, Cassel is doubtless right in believing the legal identity of 
these coins to be the fact which secures for them the same inter
changeability as that of the unit of reckoning on the abstract side. 

In addition to these contributions to the positive theory of money, 
the materialistic nominalists have advanced some very astute criti
cism of the commodity analogy in approacbing the problem of value. 
Wagemann, Schumpeter, Cassel, and Wicksell categorically oppose-' 
all attempts to carry over the value concept appropriate to economic 
goods to money, rejecting the imputation of an inner, absolute, or 
independent value. The value of money is relative or re1I.ected; 
purchasing power is the mere inverse of prices: As such it cannot 
be subjected ~o the marginal utility analysis, which runs in a mm
plete circle: (Both Schumpeter and Wicksell object to the use of 
.. demand ,rin this connection since society has no definite demand 
for a certain amount of money; and the "supply" analogy breaks 

• Some slight iDlIu ...... _ be uercisod UpoD PUn:basiuc po_r by the Iepllftdor 
.. tio. Th ... the quui-oll\cialcon ... nion .... oIa trillion to one 01 __ lor II-. 
_ ....... the market_thiDa taDgibIe to_ "poD. and JIOISib9'prewnted the 
actual ezchanp .. tio from di ... rging a lew hundled thousmd _ on either aide 01 
this fitIura. BUto"'D h .... the odditiODallact that the lloicbsbank actuaII;r r' sf at 
this &SU ... 1ea_ cIeo&bt as to bow much .... ammptisbed ...a, by the ..... terpreta
lion 01 doblS. 
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down because money substitutes and increased velocity of circu
lation serve as well as a greater quantity of money to increase 
prices. These are substantial difficulties, and the commodity theo
rists will have to attempt solutions if they are to meet the nomina
lists' case. 



CHAPTE~ IV 

THE SUPPLY AND DEMAND THEORY 

WIm the quantity theory. group of expositors which we have just 
examined, nominalism attains to its most convincing formulation. 
The commodity theories, with which we shall be concerned from now 
on, represent the direct antithesis to the nominalist construction on 
all major issues. A common element to all commodity theories is, of 
course, the treatment of money as simply one type of economic good 
subject to the ordinary laws of value determination - an exchange 
commodity which does not, merely by virtue of its function of the 
measure of values, cease to be subject to universal value principles. 
Money is ascribed value in its own right, absolute value; purchasing 
power is not the only legitimate signifi.cance of the term. In opposi
tion to the nominalist belief that the objective market value of 
money rests upon its scarcity as a medium of exchange or payment, 
commodity theorists usually maintain that a variety of functions 
combine to expl&in the demand for and consequently the value of 
money. 

Although these elements are common to all anti-nominalist writ
ers, we shall be able to distinguish three shades of opinion in the 
present chapter and the two chapters succeeding. Under the first 
heading, "The Supply and Demand Theory," I include Hel1Ierich. 
HeYD, and Gruntze1, who make use of that familiar law without, 
however, having recourse to marginal utility. This does not separate 
them categorically from the second group, the margina\ utility 
theorists such as Mises and Wieser, but it does indicate a significant 
difference of viewpoint as to the application of the ordinary subjec
tive value analysis to money. The third group stands in sharp con
trast to both supply and demand and marginal utility treatments. 
Instead of using these ideas in connection with money, it attaches 
them to the money stuff. This practice justifies reserving the terms 
"supply and demand" and "marginal utility" to the two types of 
theory considered in the present chapter and employing the caption 
.. metallists" for the third sort of commod:ity theory. 
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power is not the only legitimate significance of the term. In opposi
tion to the nominalist belief that the objective market value of 
money rests upon its scarcity as a medium of exchange or payment, 
commodity theorists usually maintain that a variety of functions 
combine to explain the demand for and consequently the value of 
money. 
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present chapter and the two chapters succeeding. Under the first 
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them categorically from the second group, the marginal utility 
theorists such as Mises and Wieser, but it does indicate a significant 
difference of viewpoint as to the application of the ordinary subjec
tive value analysis to money. The third group stands in sharp con
trast to both supply and demand and marginal utility treatments. 
Instead of using these ideas in connection with money, it attaches 
them to the money stuff. This practice justifies reserving the terms 
"supply and demand" and "marginal utility" to the two types of 
theory considered in the present chapter and employing the caption 
"metaJlists" for the thinl sort of co~ty theory. 
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I. KARL IIELFFERICH 

The pUblication of six editions of HelfIerich's treatise Money from 
its original appearance in 1903 to 1923 indicates the extent of its 
influence andpopularity.l As a source of factual information on his
tory and technique of the monetary institution, the work is monu
mental; but the theoretical groundwork betrays serious shortcom
ings. HelfIerich adopts a charta.! account of the genesis of money, 
carefully indicating the abnormal conditions under which the state 
may lose control of the standard.! The charge made by a number of 
critics • that he overestimates the power of the state does not seem 
well founded. Inconsistently with the nominalist viewpoint, how
ever, he reduces the unit of account to secondary importance • and 
treats money as a commodity. The means of production in an in
clusive sense may be divided into three classes: means of production 
in the narrow technical sense, means of transport, and money. To 
distinguish money from other productive instruments, we must re
fer to its basic function, "the facilitation of economic intercourse." I 
Although this function does not include the measurement of value, 
but only mediating exchange, payment, and capital transfer, Helf
ferich insists that money is .. an object of value whose worth is sub
ject to the same law as that of all other economic objects.'" In a 
well-known treatise on the philosophical and sociological aspects of 
pecuniary values, Professor Simmel had argued that the process of 
valuation in money is an instance of indirect mensuration not re
quiring a common quality between the thing measured and the 
measuring unit.' A twig bent by the wind does not itself possess 
velocity, though that is approximately measured; the hour hand 

1 Karl Relfferich, M .... y • • vols. (New York. 19'7). from the 6th GeI1lllD edition. 
I Ibid., pp. 25, 3~3I, 7M8 and Pt. n, ch. v. A fuller exposition appears in DM 

Geltl. 4th ed. (Leipzig. 1919). hk. ~ Pt. n. "Dos Geld in der Rechtsordeung." omitted 
in the EngJiab version . 

• E. g. Rudolf Dalberg. Die E1IIIIw""'''f t1a Goldu (Stuttgart, 1916). p. 43lf.;. 
Robert Liefnwm. Geltl "Old Goltl (Stuttgart. 1916). p. 95; Ludwig Mise •• TIr«wU t1a 
Geldu und tier Umloll/nmuel. md ed. (Munich. 10 .. ). PI. I. ch. iv. sec. 3; Melchior 
Palyi. "Der Streit um die Staat1iche Theone de. Gelde .... Scm... JIw6. 45. p. 543; 
Georg ROmer. Die LeIwe ..... W ...... t1a Geldu (Gieasea. 10'5). p. 53· 

• Mrm.y. pp. 318. 3". 3'0. The unit of account, though not aD integral part of the 
conception of money. IlSSWDeS importance .. the uaifyiag buis of monetary oysteDll. 
Ibid .• pp. 353. 364-365. 383-J8S. 

• Ibid .• pp. '77-2S. • 
• Ibid .• p .• s.; d. p. Suo 
I Georg Simmel. p,""",,;m. t1a Geldu. 4th eel. (Leipzig. '9")' ch. iv. 
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measures time, but it does so spatially. HelfIerich responds that 
these cases really involve a common third element, not apparent on 
the surface, such as force against force or motion through space.1 

Simmel really surrenders his argument that changes in purchasing' 
power and in the value of goods are merely concomitant variations 
of unlike qualities, when he sets the total supply of money and the 
total supply of goods in equation. The only basis of this equation is 
value. 

Enquiring for the basic principle governing the behavior of pur
chasing power, some economists have utilized the notion of marginal 
utility; but actually "a peculiar obstacle" prevents its application. 
Neither from the angle of the individual nor from the angle of society 
can the value of money be determined by marginal utility, for that is 
"conditioned by a definite exchange value of money, so that the 
latter cannot be deduced from the former." I With ordinary com
modities market price separates demanders into a portion actually 
consuming and a portion excluded; nothing of the sort occurs with 
money. 

HelfIerich's explanation omits all reference to marginal utility. 
Demand rests on the social need for an object performing the basic 
monetary functions, for money" serves for the satisfaction of wants 
exactly in the same way as do all those other kinds of goods which 
are in the nature of intermediaries or agents." I Supply or difficulty 
of attainment depends upon either cost of production of the mone
tary substance, in the case of open metallic standards, or upon arti
ficial scarcity created by the state, in the case of paper money. In 
view of the latter possibility, money may have a definite value with
out intrinsic value. It is not implied that all values are not . really 
functional; but the functions of money qua money are special and 
distinguishable from the commodity uses of bullion content.' 

Only one of the various functions gives rise to a really definite and 
determinable dewuutd for money, its acting as medium of payment.' 
Measuring value in money, of course, makes no demand for any 
quantity of it; and only slight amounts are needed for transporting 

I .If owy. pp. 496-_ 
• 1 .... P. S>7. Schu_ter c:aIIs H.lIIerich·s imputation of cimIlar.euoniDg to the 

oubjoeli ... value theOJya ~~ (" Dos Sooialprociukt WId die ~.» 
..tr<Mo 44. P. 646, DO"'); but Schumpe"'" 0_ criticiom cIooa Dot _ to diller _"'riaIIy from H.lIIerich's. 

• .lfowy. P. $OS. 
• I .... pp. SQS-SOS. • Itti., Po 4$Q. 
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value spatiaIly or temporaIly in the modem economy. Money is de
manded, in fine, to make payment on obligations faIling due or in 
prospl!ct within a given period, and the size of balances and reserves 
indicates the magnitude of that demand. But we must bear in mind 
the fact that,. for money, 

the resistance of demand both to the restrictive and the stimulating influences in 
the value is almost non-<lxistent .•.. ' The demand in an economic system for 
money does not call for a specific qUMIlily of pieces of precious metal or paper 
notes, but for a specific volume of purchasing power. For that reason any money 
demand whatever can be brought into equilibrium with any supply of money by 
way of a corresponding alteration in the exchange relation between money and 
other goods.' 

Conditions governing supply faIl naturaIIy into two divisions: 
those pertaining to paper money (concerning whicb little is said, de
pending as it does upon the arbitrary power of the state) and those 
pertaining to metallic money. A large part of Helffericb's book is 
devoted to the latter subject, the factors regulating the supply of 
metallic money; they embrace (x) the rate of production of the pre
cious metals, (2) industrial and monetary employments, 6) defini
tive consumption, and (4) international distribution through trade 
balances." 

Aside from the application of supply and demand to the value 
problem, Helffericb's theoretical pecuIiarities do not require especial 
comment. His attempt to assimilate money to the means of produc
tion encounters the difficulty, pointed out by Mises,' that ordinarily 
capital goods take their value from product. It overstrains the 
analogy of money with goods to reduce Helffericb's U faciIitation of 
economit goods" to sufficiently definite quantitative terms to aIlow 
the application of the productivity analysis. This problem will be 
weighed more carefuJJy in a later chapter. In addition to this mat
ter, his objection to the nominalist view of money as a cJaim, on the 
ground that A1I~1Ig carries with it the legal connotation of an 
obligation to deliver certain specific goods or services, is disposed of 

. by Wagemann.· The nominalist uses the word metaphoricaIIy, not 
in a legal sense. 

To proceed to the main issue concerning the eligibility of supply 

• Ibid., pp. 53:t-53J. (Italics his.) 
• Under (x) d. M"""'.pp. 80-114.469-471. 55?-s6s;nnder(2) cf. pp. 115-146, 481-

4SS; under (J) cf. pp. 488-490; and under (4) cf. pp. 208-218. 234-257,47'-481. 
I TIutwie, md ed., p. 62. ' 

• Emst Wag .......... All, ........ GeldlUr< (Berlin. 1923), p. 31. 
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and demand in explaining purchasing power, it is necessary to estab
lish first the absolute distinctness of four conceptions of demand for 
money or the utility of money. 

(J) Utility may refer to the satisfaction derived by an individual 
from the last or marginal unit of his money income or wealth. For 
each individual this magnitude, so far as it is not merely a matter of 
habit, depends upon three things: the variety and intensity of his 
wants, the size of his money income or wealth, and the price level. 
In a graphic representation, the y axis signifies units of utility, the 
~ axis units of money income, commodity prices being assumed as 
fixed. There is no representation of how much money will be "de
manded" as the function of any variable, and hence this meaning 
of utility has no place in a supply and demand theory of purchasing 
power. Moreover, since the schedule of diminisbing marginal satis
faction for increasing incomes cannot exist until commodity prices 
are fixed, it cannot be made the basis of any theory of purcbasing 
power.l 

(2) From the angle of the state of society, money has utility 
because it facilitates e.zchange and thereby increases economic pro
ductivity. But within the broadest limits, e.zchange is as much 
facilitated by a small number of dollars as by a larger quantity; and 
consequently this utility does not give rise to a demand schedule 
representing specific numbers of dollars wanted as a function of the 
amount of facilitation of economic intercourse attributable to added 
increments of dollars. The attempt has indeed been made to base the 
general level of prices upon this utility of money, to my way of 
tbinking unsuccessfully.1 In any event, the present objection re
mains to such a concept of demand. 

(J) When HeliIerich says that there exists no demand for a specific 
number of dollars but rather for a specific volume of purcbasing 
power, when furthermore he holds that demand offers almost "no 
resistance" to the rise or fall of the value of money and that any 
supply will be brought into equilibrium with demand by an appro
priate change in purchasing power ,I he is apparently involved with 
the unitary elasticity concept of the demand for money .• When put 

1 W"_ aDd B. II. AncIerioa __ 1m' 'i_ to attempt to do .... bo_. 
Cf. pp. 85"86: 11..-"6, below. 

1 Cf. pp. '09""1'0, bolow. 1 Cf. P. 61, abo ... 
I ,.. at fort.b by Alfred lIanbaII, JI".." CrotI;" .. C w (LaDdaa, I,OJ>, 

App. Co pp. t8a-a84. aDd F. w. Taussic.1'riJod".. of 8" , 'a, lJded. (New Y ..... 
1911l,I,IJ4o 
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into graphic form, this demand assumes the shape of a rectangular 
hyperbola, the ordinates of which signify quantities of commodities 
of all sorts offered for a dollar, the abscissas the quantities of dollars 
at which these offers are made. In other words the exchange value of 
money, represented by an index number of prices, appears on the y 
axis as a function of the quantity of money on the x axis, and x times 
y always equals a constant, k. 

Whatever else may be said against this notion of the demand for 
money, it must be conceded that it does not involve the circle which 
Wagemann, Wicksell, Schumpeter, and Helfferich find in the mar
ginal utility approach. Running altogether in terms of objective 
magnitudes - volume of trade, price level, and quantity of money 
- it does not pretend to reveal the SUbjective meaning of money nor 
indeed even to be derived as a social demand curve from the summa
tion of individual demand.or utility curves. It therefore escapes the 
devastating criticism levied against the marginal utility analysis ap
plied to money, that the individual cannot know what the marginal 
utility of dollars may be until their purchasing power is already 
established. 

In one particular connection, furthermore, the rectangular hyper
bola appears to assume the characteristics of a true demand schedule. 
Taken in conjunction with a demand curve for gold in the arts it will 
reveal, volume of trade, quantity and velocity of money and credit 
being constants, the apportionment of gold between the arts and the 
monetary employment, and the derivation of total demand for gold 
from these joint demands. But what we have really arrived at in 
this is II- demand schedule for gold and not for money qua money. A 
given volume of trade under an open metallic standard makes a de
mand for so much gold - credit and rapidity of circulation being 
"impounded in cekris paribus" - and the employment of more of 
this valuable metal as money is then precluded as an extra-marginal 
use. With "pure money," however, say irredeemable paper notes, 
the very valuelessness of the monetary material annihilates the 
meaning of "extra-marginal use." No limitation upon the employ
ment of dollars here emanates from the shortness of supply of the 
social resources used; no one goes without a medium of exchange by 
virtue of this limited supply. The'concept of a demand schedule 
therefore loses much of its meaning from this very fact when applied 
to mere dollars. Applied to gold bullion as a t:tmtmOdily, however, 
the rectangular hyperbola for the monetary employment plus:the 
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demand schedule in the arts stands against the supply schedule of 
gold to give a definite exchange value to the bullion. Society, and 
hence the individual, does have to "go without" gold minted up into 
dollars, past a certain point, and hence the demand can be assimi
lated to demand for commodities in general. Be it said again, as a 
precaution, that this application of demand is possible only because 
it concerns gold in money and not money itself. 

In every significant respect, save for its merely coupling a series of 
exchange values with a parallel series of amounts "demanded," the 
rectangular hyperbola concept differs from a true demand schedule, 
such as we conceive of with economic goods and services.1 The' 
significant differences may be put under three heads. 

(1) Curiously enough, the first difference is suggested by Helf
ferich himself: marginal utility has no definable meaning in connec
tion with the unitary demand for money." Whereas a given value or 
price upon coal divides the potential users into the intra-marginal 
portion 1'(ho actually buy and. whose wants are satisfied and the 
extra-marginal or excluded portion, with money no such separation 
is evident. There are no excluded or extra-marginal buyers-people 
who cannot afford to use money. Everyone already uses money, and 
should its value fall no one feels himself more felicitous because he 
has more coins jingling in his pocket. What HelfIerich fails to de
duce, however, is that if marginal utility loses its ordinary meaning, 
so does marginal demand by the same token. And if the margin dis
appears, the supposed demand schedule loses its causalilltl signifi
cance, since marginal demand sets value. If, barring the "pains of 
transition," it is a matter of complete indifference to the economic 
individual how many pieces of money he has so long as theit ex
change value varies inversely as quantity; if it is true, as HelfIerich 
says, that" the resistance of demand both to the restrictive and the 
stimulating influences in the value is almost non-existent," then 
marginal demand for dollars must be just as incapable of determining 
the price level as that marginal utility to which he so justly objects. 

(2) But the real difficulty lies still deeper. Not only does margi1lill 
demand disappear as a causative force because margiMl utility 

1 Be .. we speak of the "de_dN for money .... _Yo and the _ of the 
IlDitary deID&Ild ached ..... for the monetary employment of the ..... modity aoJd has 
ao~~~. -

1 Cf. pp. 6.-61. abo_ Tauaic also -. "n.e principle of maJKiaaI utility is DOt 
owJicable" (.,. ..... mded.[Ne. yort.I9'71.1.1J8). III thecomspoaclinl~ 
of the tbinI editioIl tbia .... _ d<e not_. 
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evanesces, but the economic meaning of the whole schedule of sup
posed demand for money ceases to be, because. it is not in any way 
derived from a utility schedule. In what senses has money utility? 
We have already pointed out three possible interpretations: the sub
jective significance of money income, the use of money as a liquid 
asset, and its social utility in obviating the inconveniences of barter. 
HelfIerich correctly rejects the first as an explanation of prices, since 
it presupposes them. Moreover, there is no reason for supposing 
that a schedule of the diminishing marginal significance ·of money in
come for any particular person nQr for any aggregate of persons 
would assume the configuration of a rectangular hyperbola. The 
curve depends partly on the variety and intensity of people's wants 
and might behave in the most whimsical fashion; its shape cannot be 
described. The remaining two senses of utility have not ordinarily 
been resorted to in explaining the social" demand" for money; to 
most writers it has seemed absurd to represent the current purchas
ing power of a dollar as depending on so and so much worth of "fa
cilitation of economic intercourse" or "superior liquidity." 1 

Furthermore, it is futile to search for a utility lying behind the 
unitary demand curve. In the place of being a true schedule of social 
demand, the rectangular hyperbola is nothing more than - a rec
tangular hyperbola. The magnitude 'Y is purely objective, the mar
ket basket full of goods which a dollar buys; and this magnitude is 
the function of two equally objective variables: x, the physical 
quantum of money (multiplied by velocity), and It, the physical 
volume of trade. 

(3) :No analysis of objective exchange value which does not begin 
with utility or subjective value to the individual can really be ad
judged an explanation. This generalization holds for money. Pur
chasing power is objective in the sense that it is a phenomenon appre
hended by all individuals; but not in the sense that its existence and 
magnitude are independent of the evaluating individuals. To ex
plain it therefore we must begin with the utility of money to the in
dividual. Since unitary demand makes no pretence of beginning 
with the individual and his feeling toward money, it does not explain 
value. 

(4) Finally we arrive at the utility of money' held in UDspent mar
gins as a reserve against contingencies and inequalities of income and 
outgo, the conventional point of departure for English expositors of 

I For a criticism of _lions, d. pp. 1"9-111, below. 
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the quantity theory. This mode of approach, which we consider in 
greater detail in a subsequent chapter,! begins with a utility calculus 
on the part of the economic ,individual and arrives at a 'Satisfactory 
explanation of the objective value of money, its e:a:cellence lying in 
the very fact that it shows the connection between the actual valua
tions of individuals and market value, whereas the American treat· 
ment has always had a quasi-mechanical or abstractly mathematical 
flavor. In the present connection one feature of this theory assumes 
particulllr significance: the utility and demand schedules which it 
employs pertain to real income and no' 10 money. The rational 
economic individual is represented as weighing the utility from suc
cessive increments of his real income devoted to cash and demand 
credit reserves against the utility of successive doses of income used 
up consumptively or productively invested. As the English theorists 
with one or two e:a:ceptions clearly understand,' these utility and 
demand curves could not be put in dollars without circularity in the 
argument. Obviously no one can tell what utility he derives from a 
dollar in his reserves, how much immunity it affords him from being 
"caught short" of fluid purchasing power, until he knows what the 
dollar will bUYi and this is, of course, just what we are undertaking 
to explain. Definite numbers of dollars do not appear in the calculus, 
but rather definite amounts of real value or fractions of real income. 
Since all the money of a country with the e:a:ception of certain defini
tively sequestrated treasury and bank reserves belongs to someone's 
reserve, the average dollars-and-cmLs content of individual unspent 
margins depends solely on the monetary stock of the country. What 
the decision of traders as to size of reserves does accomplish is the 
determination of the velocity of circulation of money. Numbers of 
dollars do not enter into the process until the size of unspent margins 
has already been determined in terms of real value. The pertinent 
fact to the present question is therefore that Ihis Ihetwy does IIOJ in-
volw /I tUilily or tkmond uMduk for dollars, .... for IIIOIM)'. To speak, 
with Marshall,' of "resources in the form of currency" instead 
merely of IIIOIM)' may appear to be mere academic nicety. One might 
object that it would be equally pointless to insist that the consumer 

, a. pp. '89-'940 below. 
• ManhoIl, Pigou ..... d Keynes deuIy state that the ochecIuIeI IUD in terms of reo! 

WMIt1a or intome. Hawtnly ....... aomothing to be desin:d in the ~ of expIicitDelll, 
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aemands, not a given quantity of potatoes, but a given quantity of 
nutrition "in the form of potatoes." But in the.case of potatoes the 
two modes of expression come to the Slime thing; in the case of money 
they do not. With given tastes and real income, one does not de
mand a definite number of dollars in his reserve. The number of 
dollars is a matter of complete indifference so long as their aggregate 
value bears the desired relation to real payments. We are therefore 
compelled to conclude that the reserve approach to the value of 
money does not, any more than other interpretation of utility of or 
demand for money, emanate in a schedule running in terms of dol
lars. "Demand for money" is a nonentity. 

Helfferich's treatment of cash balances has several features of real 
excellence: the realization that we have here the ptJinl d'appui of 
purchasing power in personal feeling magnitudes, that causation 
passes from the subjective to the objective value of money through 
rapidity of circulation, and that what people desire to hold in their 
balance is ,not definite numbers of dollars but a certain quantity of 
real value.1 Unfortunately he does not conclude that "demand" has 
so far lost its usual meanings that its employment with .money 
proves rather more misleading than illuminating.' 

Supply and demand theories of money collapse through the im
perfections of the demand concept alone; but although a critical ap
praisal of "supply" is a work of supererogation, certain difliculties 
inhering in the application of this concept to money ought not to be 
passed over in silence. 

As Wicksell points out,· the supply of money increases just as 
much from more rapid circulation as from existing in greater abun
.dance physically. In the equation of exchange, MV is the supply, 
not merely M. This alone makes the conception of supply signifi
cantly different for its ordinary employment. Potatoes and shoes 
cannot be said to constitute a greater supply if they change owners 
more rapidly than before. 

Turning to specific kinds of currency we discover additional com
plications. For a fixed paper issue or for a metallic money when free 

I Cf. pp. 160-161, below. 
• He does indeed use Gdtlb.larf (Deed for money) in place of Go/dtuJc/tfr.,. (demoDd 

for money) and Geldoer ... _ (provision of money) rather than GeId4lt,dNJI (lUpplyof 
money) (d. Karl HeUferich, Dos Geld,4th eel. \Leipzig, 1919], Pt. IV, cbs. K, si). But 
his insistence that the value of money is "lUbject to the 0IIIDe 1&" u • that of all other 
economic objects" proves these dialiDct:iona to be verbal only. 

• Cf. p. 55, abo .... 
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coinage is suspended, "supply of money" may indeed be used with 
the same signification it has for a limited natural resource, but no 
additional information is conveyed which would not be given by 
"stock" or "quantity." Now take the case where the paper issue 
undergoes progressive inflation. What are we fu understand by 
"supply"? To be set over against demand, either conceptually or 
graphically, amount supplied must be either a function of price or 
else absolutely fixed. Otherwise stated: to be fitted.into a SystflIll of 
ordinates and abscissas along with a demand schedule, the supply 
schedule mus' represent the :I: or amount-supplied magnitudes as 
functions of the 'Y or exchange-value magnitudes, or else represent :I: 
as fixed for all values of 'Y. But the patent fact under inflation is that 
the "supply" of notes is neither fixed nor a function of the exchange 
value of the issue. One could indeed draw a curve showing" sup
plies" of notes at successive points of time as the infiation goes on; 
but this is an historical or time series and not a true supply schedule, 
which must be timeless. Here again .. supply" loses all its usual 
meaning; all that it means is simply quantity. 

Applied to a freely coined metal standard, say gold, "supply of 
money" involves the most extraordinary difficulties. Obviously 
supply is not fixed but variable. If it is variable, how represent its 
variations in schedule form? In the first place, to the degree that 
gold production still retains some of its aleatory nature, the supply 
schedule would depart in a whimsical fashion from any discoverable 
cost of production schedule. Passing over this obstacle by assuming 
for the time being a coincidence of the two schedules, let us try to 
discover the configuration of the curve. Because the annual incre
ment of gold represents only 3 or 4 per cent of the gold stock, only 
a small portion of the curve can be represented as a cost of produc
tion schedule at all, the remainder being that of a fixed supply good. 
In the accompanying figure, ab represents the offer of the stock in 
existence (00) at all exchange values up to b. At that point it be
comes possible to produce new gold, and the curve from b to 1:, an 
increasing cost schedule typical for extractive industries, shows the 
amounts of gold which would be supplied in addition to the old 
stock, at a mounting series of exchange values. The demand curve 
tid is the rectangular hyperbola demand for monetary gold. The 
equation of demand and supply so construed sets the value of money 
at II; or if the total money work were more, the demand fl' fl' would 
set the value at .... where new gold would actually be produced. But 
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this supply schedule has the peculiarity of being irreversible; for, 
once the increment represented by the horizontal distance from b to 
m has been produced, it forms a part of the world's permanent gold 
stock. Should demand decline to tid, the exchange value of gold 
would not go back to n, but to a lower point p, presumably. The 
same feature of supply is to a degru characteristic of railways, public 
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buildings, and other highly durable produced goods; but the much 
greater durability of gold makes its supply sui generis and particu
larly difficult to represent in schedule form. But there arises a third 
and still more puzzling complication. So far we have spoken as if 
gold were the only circulating medium. If bank notes and deposits 
are admitted, then the" supply schedule" of gold money ceases to be 
the "supply schedule" of money generally. Yet, if bank notes and 
deposits always bore a fixed relation to gold money, the schedule 
would still have the same configuration - it would only be moved 
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farther to the right, to a'b' c'. Any admission of variability of pro
portion between gold money and bank money, however, introduces 
an element which ballies the attempt to represent the supply of 
money as a function of its purchasing power. The total "supply" is 
neither fixed nor .. function of its exchange vallie, because of the 
more or less arbitrary action of central banks. It thereby becomes 
absolutely impossible to represent the conditions governing the 
quantity of money on a system of ordinates and abscissas, i. e. as a 
Bupplyschedule. Finally, the indeterminateness becomes complete 
in view of the fact that international money movements must cer
tainly decisively change the schedule's position and possibly its con
figuration. 

In all of the cases named, the one objective fact which can clearly 
be ascertained is the quafflil" of money. All other implications of the 
word "supply" lead into inextricable difficulty. "Quantity of 
money" as against "supply of goods" calls attention to the basic 
differences noted, in place of grossly ignoring them. 

The supply and demand theory em in suggesting that these terms 
mean the same as they do for economic goods. It errs further in 
implying thereby that the value-determination process for goods is 
the same as for money. That does not mean that all its conclusions 
are vitiated, but that we must seek for a better way of stating and 
describing the processes involved and the effects of these processes 
on the value of money . 

. n. OrREll. ExPONENTS OF THE SUPPLY AND 

DElwro THEORY 

A survey of German literature must devote at least passing notice 
to Otto Heyn, if only because of the volume of his controversial 
writing and the equally extensive critical comment which it pro
voked.1 Heyn is the only person to whom Knapp expressed in
debtedness j but it is not clear that Heyn accepts a doctrinaire chartal 
theory, especially as he rejects the notion of money as simply a claim. 
To serve as an equivalent in ezchange, he says, money must possess 
an inner or absolute value of the same order as that of economic 

I For a list 01 HoYD's publicatiOllS utilioed heIe..., tho II'DU1ll bibIiocraph7' Critical 
appraioaIs 01 his work, moot\7 ..t.ene, mA7 be found at various points in tho writiDp 
of AltmaDll. Bortkiewica, Dalberc. Diebl. (len ....... ~. IJpfmann, MoD. ancl 
Nyi. 
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goods. Most commonly this value is represented as the result of 
three forces - utility, costliness, and confidence. Utility rests upon 
debt-paying power or purchasing power; costliness comes (I) from 
the expense of bond issues underlying fiat money, and the costs of 
printing notes and of passing the law legalizing them, and (2) from 
the subjective sacrifice entailed upon anyone earning a money in
come; confidence proceeds from the conviction that the state will not 
allow depreciation through over-issue! Perhaps Heyn contributed 
something toward undermining dogmatic metallism in the early 
stages of the controversy, but the bulk of his writing is merely 
polemical and, from a theoretical angle, hopelessly chaotic. 

Professor Josef Grunt2el. of the Vienna H ochschule fa, Welthalldel 
also attempts to deal with money under the concept of absolute value 
subject to supply and demand conditions. The exchange ratio be
tween two goods may be altered by anyone of four factors, by 
changes in the supply or demand of either commodity_ When the 
value of money itself is involved, the situation is in no wise different, 
for money itself is a commodity_ 

Theory must therefore distinguish between the exchange value of goods which 
is expressed in money, that is, the money value of goods, and the exchange value 
of money which is expressed in goods, the commodity value of money. This 
latter is not a mere reciprocal of prices.' 

What we should expect, therefore, from Grunt2el. is a proof of the 
causal independence of each of four separate forces, somewhat as 
follows. 

,-, ----..." Etthange ratio +1-----.. 
Value 01 money 01 Value 01 goods 

~--~,,-,,,,,,,,:-~, money aod goods, • 
Demand 
for money 

Supply Demand 
01 money lor goods 

• 
Supply 

01 goods 

In reality, however, Gruntzel's argument proves to be more nearly 
the direct opposite of what is requisite to support his thesis than 
otherwise. Instead of showing a parallel causaietliciency of these 
four factors, he develops a fairly protracted argument to the e1fect 
that the "demand for money" depends partly on the supply of 
goods,' and that the "suPl?ly of money" depends partly on the de
mand for goods.' How the demand and supply of goods unite to 

, W m .. rr4 Preis (Munich, 1916), p. 149. 
• D". Geldwerl (Stuttgart, 19'9), pp. 4:1-47. • lbi<l., pp. 57"59-
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establish the value of goods is not even treated. But to make the 
"demand for money" depend on the supply of goods l,is to concede 
the whole case to the nominalists and quantity theorists. H the "de
mand for money" is merely a derived demand, the value of money is 
merely a derived value, and not independent or absolute. And if it 
were true that the "supply of money" depends on the demand for 
goods as Gruntze1 says, his case would be still more inconclusive. 

With regard to commodities and services I should be disposed to 
agree with Gruntze1 that economic value is absolute, rather than 
relative as many.theorists have maintained." Values are of course 
always relative to human wants, and their magnitudes are affected 
the one by the other. But as has often been shown, the existence of 
one value does not depend upon the existence of others, as a general 
proposition.' Money, on the other hand, is peculiar; the very exist
ence of its value depends upon the ability it has to command other 
values. Gruntze1 affords an illustration of the futility of the attempt 
to construct a demand and supply apparatus for money, and to make 
it independent of commodity price determination. 

m. POSITIVE OurcOME OJ' THE "SUPPLY AND 

DEMAND" Tm!:0RIE6 

In the present chapter, two questions of major importance have 
been-raised: (1) Is the value of money subject to the genera.llaw of 
supply and demand? and (2) does money like goods have absolute 
value? Both questions are answered negatively. Approaching the 
first problem from the angle of the utility of money or the demand, 
we distinguish four interpretations: (1) the utility of a unit of money 
income, (2) the social utility of the monetary institution, (3) the 

I In one _, GruntaeJ mak .. the quantity of soods "decisive" of the demand for 
money. Dot merely Up&rt1y ll determinative. lbitl· t p. 43. 

• For uampIe, J. S. Mill, PrNocit/&r of PO/ilic.., &_, ed. by Ashley (Londou, 
'909), vol. m, ch.n, sec. 4, pp. 4311-440: W. S. levOll •• r. r-,II/ PoIi/icGI~, 
(London, .87'), pp. 8.-83: F. A. Walker. JI-,.r,..,. .... I".., (New Yorl<, 
.878). pp. 30-33: and F. H. Knisht. R .... U....n.iJoIy .... hojJ (Boston. IgII). pp. 
6a-66. III r. v.., .. 11/ JI-,(New Yom. '917). DOtes on pp. 9 and'40 B.M. AadeJ.. 
lOll cites B!Ibm·a.""m. Caner. Conn.d. and Davenport. 

• F. M. Tt.y\or. S_ ~ Pro6IHos .. &. ... r-,. 3rd ed. (Printed pri
_tely. ADa Arbor. Micbi&an •• gll). p. ,. AadellOll (.,. riI.. pp. 11-'4) defeada the 
CODcopt of absolute value and linda it also with Knies, HeUrerich, Menau. Miles, and W-.. with Smith, Ricardo, and Marx, and with T. S. Adams, J. B. Clark, David 
It.iDley. L. S. Merriam, W. A. Scott, ... d W. G. L. Tt.y\or. 
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"unitary demand" or rectangular hyperbola concept, and (4) the 
utility of money reserves against contingencies. Of this number, 
the first two are eliminated as not bearing on the determination of 
price levels. Helfferich's description of demand, while occasionally 
suggesting the rectangular hyperbola concept, proves ultimately to 
rest upon the unspent margin, which he rightly apprehends as con
trolling velocity of circulation and thus bridging over from the in
dividual's appraisal of money to the price level. But the rectangular 
hyperbola lacks all the characteristics of a true demand schedule 
except representing purchasing power as varying inversely. with 
quantity of money .. In place of revealing how money can be treated 
under the commodity law of supply and demand, it only translates 
the quantity theory into the language of analytical geometry. The 
unspent margin approach, on the other hand, does employ a true 
schedule of demand - of real wealth or income held in the form of 
money, not a demand for money. Supply of money similarly defies 
comparison with ordinary usage and reduces finally to the bare idea 
of quantity. Helfferich, Heyn, and GruntzeI fail completely to vin
dicate the supply and demand apparatus. 

The idea evolved here from a consideration of the second major 
issue, that whereas commodities have value in an absolute sense,' 
money has only a relative value, may not be approved by either of 
two schools of opinion. Persons who uphold the concept of value as 
relative will insist upon its universal application; the opposition will 
resent limiting absolute value to commodities and services. Dr. B. 
M. Anderson, for example, defends the absolute quality of all values 
and treats the value of money under his general concept of "social 
value," maintaining that" the value of money is to be distinguished 
from the 'reciprocal of the price level,' or the 'purchasing power of 
money.''' 1 Professor F. M. Taylor, while not explicitly distinguish
ing between the relative and a supposed absolute value in money, 
differentiates variations in the price level resulting from factors at 
work on the money side from those resulting from factors on the goods 
side, as absolute and relative changes, respectively, in the value of 
money." His usage is adopted also by Dr. F. A. Bradford.- Ander
son's theory will require analysis at a later point;' but Taylor and 

1 The Vah4e of Jilltllly, p. 3SS • 
• C""'pw .... Jilltllly (Ann Arbor, 1906), pp. 1~18 •• 
• Jilltllly (New York, 1928), pp. 178-,80. 
t Cf. pp. 114-116. below. 
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Bradford support their implication that money has absolute value 
only by the meta1list confusion of money and gold. Undoubtedly 
gold, like a.ll other commodities, has value in its own right, i. e. abso
lute value, and furthermore> the magnitude of its value is the joint 
product of both industrial and monetary employments. In a gold 
standard country the magnitude of absolute commodity value pos
sessed by gold coincides exactly with the magnitude of relative value 
or purchasing power possessed by a dollar. Even here the conceptual 
distinctness of "dollar" and "lump of gold" appears clearly through 
our ability to separate the ideas of "standard gold money" from the 
"ultimate monetary standard gold" and through the fact that "dol
lar" does not always mean "lump of gold," but also cheque dollars, 
etc. This conceptual distinctness, already existing with an open gold 
standard, becomes amply evident when, under inconvertible con
ditions, the magnitude of values attaching to "dollar" and "lump of 
gold" become unequal. But if commodity value of gold and pur
chasing power of a dollar are conceptua.lly distinct, there is nothing 
to prevent our attaching to the former an absolute sense and to the 
latter a relative sense. King Midas nearly starved to death because 
of a flaw in his monetary theory: he identified the absolute value of 
gold with the relative value of money, and discovered to his rue that 
though his aesthetic delight in the glittering yellow metal continued 
unabated, its purchasing power had vanished. Bradford virtua.lly 
admits that absolute value attaches rather to gold than to money 
pe, s. by imputing absolute value to money" so long as its value is 
tied to that of some economic commodity such as gold." 1 Gruntzel's 
attempt to reify the value of money as absolute makes a promising 
beginning in dealing with the supply and demand for money and for 
goods separately. But his failure to make the demand for money 
stand upon its own legs indicates the impossibility of the undertaking 
and signaliaes the essentia.lly unlike character of money and goods 
values. 

The nominalist insists that money has only relative value because 
the demand, or more properly the utility attaching to it, is not abso
lute but merely derived. To this it would be altogether natural to 
object that many goods also have derived value, and that money is 
therefore nothing peculiar. For producers' goods demand springs 
from the value of products; for a relatively unimportant member of a 
joint demand congeries, demand seems to emanate from the im-

I 11-.,. p. 1790 
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portant cost goods. But there is an essential difference between the 
derived character of the utility of money and that of a tract of wheat 
land, a bag of Portland cement, or lubricating oil used by an ocean 
liner. Although the e:t:tent of utilities of the latter sorts depends 
upon utilities of the respective products, the existence of these utili
ties does not. Even though, by some miracle, wheat land, cement, 
and lubricating oil came to be so abundant as to be free goods, they 
would still have the same utility schedule - conditions upon the de
mand side have not altered. Obviously, upon the other hand, none 
of the functions discharged by money could be done without its hav
ing value - its utility would disappear. Senior, indeed, said that 
money contrasts with all other things in that its 1IiiIity, and hence 
the demand for it, depends upon its value; lor, one might say, the 
chief function of money is to be valuable. Such statements easily 
run into logomacy or paradox, but common sense affirms that money, 
of all things, is useful only because it purchases. Its value is purely 
relative. 

While upon the two foregoing issues the doctrines of the "supply 
and demand" theorists do not seem tenable, their work is not with
out fruit. Gruntzel's chapters serve at least to join the issue squarely 
between nominalists and commodity theorists. Even Heyn's effuse 
writings have been useful in raising the question as to whether a 
purely quantitative theory of money does not sometimes prove in
adequate because it omits the qualitative factor of confidence. 
HelfIerich makes the most substantial contributions: a disproof of 
Simmel's argument that money, as a sort of epiphenomenon, can 
measure value without itself being valuable; the perception of cer
tain pecll!iarities in the "demand" for money which prevent the 
direct application of marginal utility analysis; and the use of cash 
balances to connect the individual's subjective value judgments 
with price levels. 

I Cf. Ernst Wagemann, .,. ciI., p. 126. 



ClIAPTER V 

THE MARGINAL t1TIIJTY THEORY 

I. LUDWIG MISES 

ONE of the most substantial treatises upon monetary theory in the 
German liteI8.ture today is Professor Ludwig Mises' Theorie des 
Geldes find tier UmlauIS1lliUel.' Not only because he is one of the 
chief protagonists of the subjective or Austrian value theory, but 
also because of his efforts to secure a rational monetary policy during 
the infiation and stabilization periods, is Mises a significant figure. 
If he is an implacable foe of charta1ism and generally hostile to 
nominalism he likewise rejects the metallist doctrines. His own 
theory rests upon a systematic application of marginal utility to 
money regarded as a commodity. 

Mises recognizes the difficulty which has led Hellferich, Schum
peter, Taussig, Wagemann, and Wicksell to reject marginal utility 
in connection with the determination of price levels. In his own 
words, "The marginal utility of money for a given economic in
dividual ... has as a presflPPOsUUm a definite exchange value of 
money .•.• " I This difficulty is not, however, insurmountable. 

But this p!eSuppoaed value is not the same one as that which we have to 
uplain; it is the ezchange value of yesterday, whereas we are to apla.in that of 
today. The objective ezchange value of money ezistiDg today OIl the market is 
formed from that of yesterday UlIder the inlIuence of the subjective valuations 
of penoDS in the market, just as that value arose through the play of subjecti"" 
valuatiOllS from the ezchange value of the day before yesterday. If we amtinue 
bad in this fashion, we necessarily arrive 6nally at a point where we 110 longer 
find in the objective ezchange value anything beside ••• the value of an object 
of ditocl utility.' 

In his zeaI to controvert some of the worst casuistry in Knapp's 
SkIM T"-Y, Mises seems to incline toward too rigorous individual
ism. It is an exaggeration to say that the position of the state regard
ing money is no different from that of other parties to the market, 

• ~ ... hen are \0 the nt eel. (MUDich, .,11) esept for auda Dmoftlioao .. 
_ ill the ad ed. (MUDich, 1914>. 

• r ...... lit ed., p. II,. (ItaIi<a mine.) 
• I..", P. 118. (ItaliCi mille.) 
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and to represent the state as "merely influencing" the choice of 
what shaIl be money.1 No doubt Knapp envisages the state as 
something very nearly omnipotent; Mises in turD. makes of the "laws 
of the market" something very nearly inlmutable and sacrosanct. 
The truth plainly lies between these extremes: money is neither an 
institution of purely arbitrary government nor a "natural" phe
nomenon in the eighteenth-century meaning of the word. The 
monetary authority can never ignore and cannot always control the 
spontaneous forces of the market. But Mises' own fear of anything 
approaching a controlled currency and his demand during the sta
bilization discussion for a return to the rigorous principle of the Peel 
Act reveal his realization of the dominating position of the state. 
If, as he says, the whole process of distributing goods to consumers is 
a "legal-economic" matter,. he will have to admit the presence of the 
political factor in the chief instrument of distribution. 

Mises categoricaIly rejects the ordinary nominalist or quantity 
theory idea of money as a claim, the grounds being, for one thing, 
that he doubts whether pure paper money has ever existed. This 
reason becomes quite amusing when we reflect that he himself adopts 
the claim idea in its entirety for his Zeichengeld, and that if his doubt 
is well founded, the term becomes an "empty economic box." Of 
course it is not true, as Mises believes, that fiat money has always ap
peared as a consequence of suspension of redemption upon bank 
notes or of free coinage for metaIIic money, as other examples than 
the Ren/enmark itself attest.' But, admitting this to be the case 
more generaIly, the former existence of the alternative employment 
in no way detracts from the "purity" of fiat issues, once they be
come such. Perhaps Mises apprehends this, because he proceeds to 
add to the previous notion of derivation from alternative employ
ment the further attribute of trueZeichengeld that it bears no promise 
to pay, even if the promise is temporarily meaningless. To do so, 
however, is merely to define pure fiat money (Zeichengeld) out of 
existence, for although something like Nicholson's "dodo-bone" 
money occurs frequently enough in primitive communities,' incon
vertible issues do commonly bear some pretty formulary about re-

I Mise. onee goes to the length of saying that the .tate "cannot in the Ieaot in-
8uenee" the choice of the exclumge medium. (lind., p. 63.) 

• lind., p. 77. 
• Cf. p. 32, .bove. 
• As for ODDlple the / .. in the Yap Is1ando; d. p. 24. above, and J. S. N'"tcholson, A 

T,lJIliu ... M .... ' ond &,.,. ... M-, P,obkrru, 3rd ed. (London, .895), p. 63· 
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payment. Certainly it is the inconvertibility which constitutes fiat 
money, and not the mere absence of a promise. Finally the question 
of the historical existence of paper money is beside the point, inas
much as the ,nominalist believes full-bodied metallic coins to be as 
truly "claims" as any other sort of currency. 

Another difficulty 'about conceiving of money as a claim Mises 
finds to be the implication that an equality of value obtains between 
the stock of money and the goods represented,l or that money varies 
in value as the goods it buys. This may suggest the notion, to be 
found with Wieser and B. M. Anderson, that money has a real objec
tive value other than its purchasing power. If it pertains to purchas
ing power, however, I know of no way of avoiding an assumption of 
equality in value of money and goods in some fashion or other, other 
than by recourse to a cost-of-gold-production theory, and this Mises 
himself refuses to countenance as adequate for money in general. 

Mises' strictures against nominalism lose their significance in view 
of his own eclecticism. Not only does he employ the A nweisung char
acterization for fiat money, but he even goes to the length of making 
deposit currency a pure abstraction. "Here money still appears as a 
medium of exchange, but its employment becomes independent of its 
real existence." I This sort of statement, quite in the style of Ben
dixen and Liefmann, is strangely discordant with the description of 
standard metallic coin as "nothing other than bars." I For certain 
purposes one may find it desirable to distinguish money and credit, 
or full-weight coin and the various kinds of money substitutes, but 
such a dual division does not warrant adherence to two theories of 
money simultaneously. Either it is true that all units of effective 
purchasing power, whether cash or credit, act equally upon the price 
level, and alike have their exchange value in what goods they com
mand; or that gold alone acts directly upon prices, the in1I.uence of 
bank credit and other money substitutes being exerted only through 
the commodity gold, and their exchange value being explained 
through redemption in that commodity. From the first viewpoint all 
money and all credit is a claim; from the second angle all money is a 
commodity, either F SII or vicariously. There is no middle ground. 
Perhaps as a mere matter of definition the ambiguity apparent in 
Mises' treatment would be inconsequential; but it has for him, just 
as for others, the inevitable consequence of incoherence on a practical 

I r ....... md ed.. JIll. .5 .... 54- a. aIoo lit ed.. P. 87. 
• lWL. p. 3... • niL, P. ss. 
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issue. Sometimes money figures as a commodity, sometimes not; the 
price level depends now upon the direct utility of gold, but again 
upon purely quantitative moments.1 

Nominalists may rightly question the reasoning underlying Mises' 
refusal to recognize the measure of value function, and his meta1list 
conception of standard gold coin. Although Mises does not himself 
relate these two matters, they are natural counterparts to one an
other, since serving as the value unit or circulating at a nominal 
value is precisely the characteristic which elevates an exchange com
modity such as gold into the monetary category. Mises argues that 
since all value is relative, money cannot measure but only serve as a 
"basis of comparison." 2 But economic goods possess value in their 
own right, and if the value of money is a derived quality, as I have 
argued, it nevertheless exists in perfectly definite magnitudes and 
nothing therefore precludes its use as a measure of absolute com
modity values. The man on the street believes that money is worth 
what it buys, whereas the clothing he purchases has worth because 
he can wear it; and he constantly employs the measure of the dollar, 
because he knows what it means. For him, and therefore for the 
economist, money is the measure of value pat' excellence. When, 
moreover, the ordinary citizen uses money physica1ly as an exchange 
medium, he certainly does not give" careful attention to weight and 
fineness,"· even if, as rarely occurs, he may chance to have those 
gold coins which Mises regards as mere bars. For jewellers or ex
porting banks dealing with gold as a commodity, it is otherwise. 
But ordinary commercial intercourse deals with money quite simply 
by tale"for, as Cassel has pointed out, the legal tender law has se
cured to the individual pieces the same fungibility as the abstract 

1 Palyi accuse. him of admitting the industrial demand as a determinant of the value 
of gold, but neglecting it entirely in his monetary theory (Melchior Palyi, .. Ungelilote 
Fragen der Geldtheorie u [Munich, 1925], p. 490)' Misesdoes indeed sa.y,,"The eumi
nation of the roots of money value must uclude those causal factors arising from the 
commodity character of the money ItuB''' (TIIeDrU, 1St ed., p. 102). But he proceeds to 
qualify this by admitting these factors insofar as theyenter into the monetary oituatinn, 
and 1inally concludes, II Aside from this, monetary theory must regard U & datum the 
value of money stu1f arising from the industrial utility" (ibid., p. 103). Tbe _ ia 
nebulous at best. Eloewh .... Palyi infers from Moo' tripartite division of economic 
goods that he believes money can be distinguished from producers' and consume .. ' 
goods in that its value is "functional" (Melchior Palyi, .. Der Streit um die Stsatliche 
Theorie des Geld .. ," Sdtm. Jlrb. 45, p. 655). Palyi'. objection to I1lch. ground of dif
ferentiation ia warranted; but I discover no explicit statement in Miaeo confirming 
Palyi's inference with certainty. 

• 1bi1l., p. 30. • 1bi1l., p. 5" 
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unit of account possesses. Full-bodied metallic ooin is no less a claim 
or token in its monetary employment than any other money. 

Finally we tum to Mises' attempt to oope with the circularity 
which he admits his predeceSsors in the Austrian value doctrine have 
not escaped. But Mises in tum fails to disoover an Ariadne thread 
leading out of the maze. Referring back to a time when money value 
resolves itself into oommodity value simply surrenders the attempt 
to explain the determinants of the present value of money.l Bortkie
wicz not unjustly calls Mises' explanation P,ahislorie.t Referring 
specili.cally to Mises, B. M. Anderson argues that 

A historical regresBus will not. of course. fit in in any logical manner with a 
. synthetic theory which tries to construct an en.ting situation out of en.ting 

elements .••• Existing social forces have their history. But. in a given moment. 
they are what they ...... and what they"""" at a different time adds no ounce of 
weight to the power they IIflW exert. H a quantitative account of value is called 
for - and price theory is essentially concerned with the measurement of values 
- we must bring measure and measured into contemporary balance. The his
torical account is one thing; the cross section analysis is another. I 

The matter oould not be more clearly stated; and Mises can only re
spond feebly by accusing Anderson himself of carrying back the 
value of money to an historic oommodity value.' When speaking of 
goods Mises abandons the historical regression. "No causal relation 
obtains between the prices of the past and of the present in so far as 
the mutual exchange relations of eoonomic goods (with the exception 
of money) is ooncemed.". If money and goods are both subject to 
the marginal utility analysis why does one involve P,ahislorie and 
the other not? I do not believe Mises alIords any answer. 

n. FImDltIClI WIESEll 

What Wieser has to offer on the subject of money naturally in
terests the eoonomist .. just because it is Wieser's.". But it must be 
oonfessed that the results of his writing, extending over a period of 
thirty-five years, are in this field disappointing. On the whole 

1 Quite the _lOrt of ........... t IS MiMs' appealS ill W. A. Scott'. JI..,.BaM...,. 6th ed. (N ... York. '916). po 55· 
t Ludwia Bortkiewica, .. Dar IIlbjeltti"" Geldwert." SelJa Jiri. 44. pp. '79-'80. 
• B. M. And • ...,... r. Val .. '" II.., (New York. '9..,). po .Q3.DOIe, ...... po .a6. 

Do._port ud Alvin S. Jolmson &Ie cited .. opposing the historical derivation of value. 
l 14-..,. ria.. and ed., pp.. 101-101. DOte. 

• r ....... 1St ed., po u8. • ~ Of. ciI.. po 14-
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Wieser seems to agree with the nominalist definition of money, but 
he does not sympathize with the nominalist ideniliication of value of 
money with purchasing power. 

The bullionist theory, he says, is correct in pointing to the pre
cious metals as significant in the historical evolution of money; but 
nowadays, notes, even without being redeemable, circulate and have 
their value determined in the very same way as bullion money.l 
Knapp performed an important service in broadening the concept 
of money and showing the historically derived value unit to be inde
pendent of the metallic basis, but he neglected the problem of price 
levels, and he would have done better to represent money as an in
stitution of society, rather than the state.2 

Regarding the meaning of money value and its connection with 
marginal utility, Wieser like Schumpeter seems to have departed 
farther and farther in each successive publication from the com
modity analogy. In NaturaJ Value, which appeared originally in 
1889, he Says: 

The exchange value of money is the anticipated use value of the things which 
can be obtained for it. The Jaw, therefore, which obtains for the latter obtains 
for the former; it is demand and supply, according as these express themselves 
in marginal utility, that decide the exchange value.' 

Fifteen years later he is holding that although money and goods fall 
under the same basic value determinants, they none the less contrast 
in certain respects.' By 1909 he is willing to say that "the concepts 
of supply and demand ... belong to the world of goods ••• and 
cannot be carried over to money as a mediun of exchange without 
the greatest violence."· Money has a "personal exchange value" 
depending upon the volume of one's income, the intensity of one's 
wants, and the height of prices; and an "economic value," deter
mined by the relation between the total social income in real and 
monetary terms." Apparently, we must not identify "economic 
value" with mere purchasing Power, hC?weverj it comes from the 

1 Friedrich Wieser, S.cial Economn. (New yenit, 19'7), p. '72; a translation by A. 
Ford Hinricho of TIteorie tkr ,uellsclrajllicMn Ww,hafl, .. d ed., 1924-

I IINl' f pp. 276, 278, 244. 246, lSI, 274-218. Cf. article "Geld: Theorie des Geldet," 
Hawl>. tkr S_, IV, Oena, 1927), 700-701. ~ 

I Friedrich Wieser, N_al Y",," (London, 1593), p. 47, tr. by Smort. 
• Itkm, Dn Geld.,." tmdHi ... ,,,,Itk/IIlieMn Y"iIIrdmI", ... (1904) ..r.ned 10 by 

And .... n, TIr< Y",," Dj M .... " pp. 84-85. 
I "Der Geldwert und seine VedDcierungen," V".. 132, p. 51$. 
I Ibid., pp. 516-518. 



THE MARGINAL UTIUTY THEORY 

price level, to be sure, but is purged of all elements coming purely 
from the side of commodities.' Index numbers reveal only whether 
the price expression of goods,in money has risen or fallen, but they 
tell nothing about the value of money, I which he col!.ceives of as "the 
common subjective part of personal e\laluations excluding the bal
ance peculiar to the individual.'" In a paragraph which promises 
to show" the coMection of changes in the economic value of money 
with marginal utility," we discover only that increased money in
comes raise prices because" according to the marginal principle . . • 
people are forced to higher price con~ssions." 4 Bids and offers can 
only be made on the basis of an assumed value of money, and ex
change would be impossible without reference to the value which 
holds over from an earlier time.' 

The Social &orsomics published in Germany in 1914 does not ad
vance much over the doctrine of the V",eill monographs. Again 
Wieser unqualifiedly rejects the apparatus of supply and demand for 
money,' and distinguishes variatiOI!.S in the price level which eD1&

nate from changes in the value of money from those emanating from 
the value of goods.' The historically derived price level appears as a 
necessary datum, for new facts affect only .lIdillidual prices. In con
nection with price levels, Wieser mentiol!.S marginal utility but once 
and very vaguely as influential "in the final analysis.'" He still in
sists that 

The value 01 money is Dot &II objective value; it is the general cross sectiOll 01 
the persona1 valuatiOll& 01 mOlley; it is the value as to which all per80III are 
agreed. • •• More is predicated in the value 01 money than the mere fact 01 • 
aeneral1evel 01 prices. . •• All factors which COIltribute to the determination 01 
the general price level iIlftuence the value 01 mOlley. But there are other circum
atU1c:es which determine the ntio in which units 01 money are equated to the 
price level 01. unit 01 utility.' 

What these "other circumstances" are, or what should be under
stood by the "price level of a unit of utility," remain enigmas. 

But in the H GIIdwiir""hdI article, completed just before the au
thor's death and published in 1927, the ambiguity disappears. 
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Wieser describes individual-economic or personal-exchange value 
as the significance which a unit of money income has for the individ
ual in view of the extent of his income, his wants, and the price level. 
But public-economic value (volkswirtscltaftlicher Tauschwert) he now 
separates into two categories, the one subjective, the other objective, 
the former an average of marginal utilities of money to all the in
dividuals making up society, the latter being the same for everyone, 
and having no direct connection with wants and income.1 Changes in 
the former account for variations in the price level initiated from the 
side of goods, in the latter from the side of money; and therefore it 
is solely with objective public-economic value that monetary theory 
is concerned. Both sorts of public-economic value depend upon 
marginal utility, but the objective sort only indirectly, "in so far as 
prices, to which it gives expression, are determined by that law." • 
Wieser even goes so far as to make objective public-economic value 
subject to a "unique law," the relation between social real income 
and the flow of money income.· 

The evolution of Wieser's ideas shows clearly how the meta
physics of money conditions the character of price level analysis. 
Had he been able to arrive earlier at a clear notion of objective pub
lie-economic value, he might have been able to push through to a 
successful issue his idea of relating prices to the social real income 
and the flow of money income to consumers. As it is, however, his 
energy spends itself in a sort of civil war between the nominalist 
definition of money, so admirably set forth throughout his writings, 
especially when he deals with Knapp or the bullionists, and the anti
thetical viewpoint of the commodity theory, when he treats the 
walue' problem. In the second place - and this is the matter of our 
immediate interest - Wieser's history demonstrates that to the de
gree that the objective value of money comes to be apprehended, to 
the same degree does this value cease to be something absolute and 
something directly subject to the marginal utility explanation. 

The earliest work, Natural Value, naively applies to money not 
only marginal utility but supply and demand, and presents besides 
that absolutely anomalous identification of the ezcltange value of 
money with the use value of the purchasable goods which persists 
down to the H andwiWterbuch article. Then comes a realization in the 
1904 address of the contrasting character of money and commodity 

1 Hdwb. tW S_., IV, 69~8. 

• Ibid., p. 698. • Ibid., pp. 699-700. 
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values and a few years later the final rejection of supply and demand 
for the monetary problem. With this stage, however, we reach a sort 
of plateau extending so far in Wieser's career that critics generally 
take it to be ~he theory. It interests us more than the final recanta
tion, not only for this reason, but also because its contradictory ele
ments are by no meaDS limited to Wieser alone. 

Like so many others, Wieser seems to feel the necessity of dis
tinguishing the value of money from that of the goods it commands 
just because movements in price levels may be initiated either by 
something that happens to money or by something that happens to 
goods,services, or other things purchased by money. But these facts 
do not make an absolute value of money necessary; for if we conceive 
money value as wholly relative or derived, prices, being ratios, may 
still be altered by a change in either member. The light faIling upon 
a cross-section slide under a microscope might increase because the 
sun comes out from behind a cloud or because the scientist sub
stitutes a larger concentrating mirror. In either event, all the light 
comes from the sun. The purchasing power of money similarly re
sponds to change initiated on either side of the equation, but it is a 
purely derived value. Not only is the postulate of an "inner" value 
unnecessary, but it leads to all sorts of confusion. Bound to find this 
elusive Ding an skll, the metaIIists seize upon the mere stuli of the 
monetary standard; Mises pursues monetary value back in history 
to an original commodity value; and Wieser, by what is a more ob
vious error, captures it in the things money buys. When he tells us 
that the economic (objective) exchange value of money is flO' objec
tive, but a cross section of personal evaluations, we are tempted with 
Amonn to dismiss the whole construction as pure mysticism. I B. M. 
Anderson complains of Wieser that "he wishes to have a value of 
goods which can be set over against the value of money, the two, in 
combination, determining prices. And yet, he wishes somehow to 
get these out of the prices themselves." t 

The solution of the riddle is the fact, emphasized by Keynes, that 
"we do not mean by Purchasing Power the command over quanti
ties of utility."· Either the economic exchange value must be ob
jective. in which case it is purchasing power and purely relative; or 

I All," AmoDJl, .. W' .... n Tbeorie der aeoeJhcbaftIichcD W'ortschaft, N A .. ,", S3. 
pp. 6st-6S9. • 

I TIIr Vol", ., JI ~ P. 87. 
I J. M. E.eyn ... A TrooINo _ JI.., (N .. YOIt, 1930),1, g6. 
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else it is subjective, in which case, as Wieser later admits, it depends 
upon prices and hence falls outside the precinct of monetary theory. 

Another anomaly in Wieser's theory as it has evolved thus far is 
the use of marginal utility concomitantly with the rejection of sup
ply and demand. No marginal utility can be conceived independ
entlyof a complete schedule of such utilities, for the very notion of 
a margin is that of a dividing point in a continuous array between 
the higher utilities afforded by an existing supply, and those of lesser 
importance, excluded under the existing supply. Readiness to put 
such a utility schedule into effect upon the market, when coupled 
with the requisite purchasing power, constitutes demand. But a 
marginal utility schedule which does not eventuate in demand is 
without meaning and void. Consequently Wieser's objection to de
mand is also implicire a reason for discarding marginal utility. The 
reference to it in Social &onomics is indeed casual, and this probably 
bespeaks a gradual attenuation in Wieser's mind of the commodity 
analogy. 

At length in the H antiwiirle1'buch article public-economic value is 
separated into its objective phase - purchasing power pure and 
simple - and the subjective aspect. Wieser's adherence to nominal
ist principles becomes almost, but not quite, complete. No longer 
does he venture as in Social &onomics to make the law of satiety 
"influential in the last analysis"; it only "stands in connection" 
with price levels by way of the "totality of needs." This is suffi
ciently vague to defy criticism, but it pretty clearly indicates the sur
render of marginal utility as the determinant of price levels. From 
the appearance of the two' Vern,. articles on, Wieser seems to have 
become'increasingly aware of the difficulty of applying the idea to 
money, and this may account for his frequent references to the emer
gence of prices today from those of yesterday. If this indicates only 
the fact that bids and offers do not proceed from a Iabula rasa, it is 
quite valid for all prices, including the purchasing power of money. 
But if it is intended as an escape from the Austrian circularity, 
Wieser must be taxed with Mises' error of abandoning analysis for 
history in one particular department of a theory which pretends to be 
deductive and not institutional. ' 

From Wieser's prolonged struggle with the value of money con
cept he finally arrives at a distinction which advances monetary 
theory by a step, at least in those quarters where the ideas have not 
already been clearly understood under different captions. In the 
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valedictory article in the Handwiirlel-buch, he shows that objective 
public-economic value is a mere arithmetical matter and does not 
stand in direct connection with human wants, whereas subjective 
public-economic value mea.lis the significance attached to a unit of 
money by society generally, the average of individual marginal utili
ties. To elucidate Wieser's distinction, let us assume an absolutely 
closed economy provisioned with a fized complement of consumers' 
goods in the right proportions to care for the wants of a sound popu
lation. Perhaps we are speaking of a Greenland fishing village after 
the onset of winter. Now let dyspepsia overtake most of the vil
lagers. Whiskey and beef decline precipitously in price, tea and 
zwieback advance enormously. There is every reason to suppose 
that the index of prices would not change, the quantities of goods 
and money being unaltered. But the change of tastes unaccom
panied by a similar change in the available goods certainly means 
that on the average a dollar at the margin of each individual's ex
penditure buys less utility. Objective public-economic value remains 
the same; the subjective sort declines. 

Unfortunately Wieser himself misconstrues the distinction he has 
dr&wn by attributing to changes on the money side all variations in 
subjective public-economic value, when it is apparent that variations 
in either sort can come from either side of the equation. But the dis
tinction itself is of prime importance. Contrary to the nominalists' 
contention that purchasing power is 1M value of money, the subjec
tive variety not only ezists, but in a certain sense is the more im
portant. Purchasing power may be thought of as merely the fwia of 
money (in goods), whereas the subjective public-economic value is its 
1IIIltuI. i. e. its real meaning when purchasing power is interpreted 
against the background of human wants. Quite clearly any attempt 
to express numerically the magnitude of this subjective value for all 
individuals taken together would be futile. But the idea is real 
enough. and it clarifies the concept of purcbasing power by standing 
in sharp contrast with it. Monetary theory should recognize its 
chief concern to be the explanation of purcbasing power and its be
havior; general value theory may take up the task of interpreting the 
subjective public-economic value of money once the price level has 
been laid down as a datum. 
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III. OTHEII. MA.lI.GJ.NAL UTILITY Tm:Oll.lSTS 

Professor Bortkiewicz of Berlin elahorates Wieser's idea that mar
ginal utility cannot be found in money itself, but in the goods it buys, 
income being divided so as to bring a maximum flow of utility.1 But 
generally speaking, he reasons pretty much in terms of the conven
tional quantity theory;' and as Wagemann says, "Bortkiewicz him
self points our the error of anyone's believing that price emanates 
from a comparison with the subjective value of money." I What 
both he and Wieser have done is to apply marginal utility to real in
come. But the very question in dispute as between nominalists and 
commodity theorists is whether money values can themselves be sub
jected to the same laws as commodity values. To hold, therefore, 
that marginal utility applies to money only as it applies to goods is to 
concede the whole argument to the nominalists. 

In Richard Kerschagl, legal counsellor for the Austrian N ationaI 
Bank, there appears a minor satellite of the Austrian analysis. The 
value of money depends upon scarcity and utility; the latter upon 
"the goods procurable for money . . . appearing through prices." , 
The Austrian circularity could scarcely be made more obvious. De
spite their utter inconsequentiality, Kerschagl's brochures have 
commanded considerable attention." 

IV. APPlI.AISAL OP THE MA.lI.GJ.NAL UTILITY APPlI.OACH 

If the belief of the commodity theorists that money is evaluated 
similarly to goods and services is anywhere to be confirmed, it would 
seem chiefly incumbent upon the marginal utility theorists to ad
vance the proof. But the chief contemporary representatives of the 
school in Germany and Austria sooner or later forsak~ the cause: 
Schumpeter comes out definitely for nominalism, Mises resorts to an 
historical regression, Wieser finally attenuates marginal utility to 

1 Ludwig Bortkiewicz, flDer subjektive Geldwert~" S,""'. 1"'11. 44, p. 161. 
• Itkm, "Die Unachen .mer potenzierIeJJ WukUDg des vermehrteD Geldumlaufa 

auf das Preisniveau," Verrin 170, pp. 256-2.,.. 
• Ernst Wagem&IlD, AlIg""'; ... Geldklrr. (Berlin, 1923), p. &,. 
• Richard Kerochagl, T/uorN du Geldu and tier GeldvMlscll4f1 Oena, 1923), pp. 

\1"""14; d. also Die Leltn .... GekU ... tier W;mcll4/' (VieoDa, 1921) and Die Geldtro-
bkme .... ""'" (Munich, 1922). . , 

• Professor Othmar SpaDD of V...",& adopts & concept of the value of money distinct 
from the reciproc:al of the general price level aod sti\I DOt purely subjective. Cf. his 
T/uorN tier p,';""sc!Mbrmg aI.r Geund/ag. JW ErAlIhuIIg tier T.........., (VIODD&, '9'3>. 

" 
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a shadow. That shadow is the notion that the marginal utility of 
money somehow appears out of the marginal utility of goods, that it 
"indirectly" determines price levels by determining specific prices. 
But Fisher disposes of any such possibility by referring to the fact 
that in a system of simultaneous equations representing the working 
out of prices under oompetition, there is always "just one 100 few 
equations to determine the unknown quantities involved." 1 An 
equation of exchange has to be added to provide for the price .level 
unknown. Wieser is trying to lift himself by his bootstraps in at
tempting to derive the price level from particular prices, when they 
certainly can only appear simultaneously. 

The circularity of the direct application of the Austrian theory to 
money has been condemned by Hahn, Helfferich, Wagemann, and 
Wicksell amongst the writers whom we have already examined. 
Hirsch, who has devoted an entire monograph to the matter of pur
chasing power and marginal utility, concludes that the day cannot be 
saved for this line of analysis.' Other contemporaries sharing this 
conviction are Englander, Holtrop, Lederer, and Marschak.· 

Price levels being given, marginal utility of money has real mean
ing; indeed, a notion corresponding to Wieser's subjective public
economic value is indispensable to the literature of public finance 
and to critiques of distributive systems. Without some reference to 
the magnitudes of marginal utility derived typically or on the aver
age from varying amounts of money income, it would be difficult to 
arrive at any definite conclusions regarding the social economy of 
progressive taxation, taxation of inheritance, equalitarian measures 
in public disbursements, and communistic and socialistic systems of 
distribution. No doubt social marginal utility is an elusive lI\agni
tude and assumptions as to its behavior lie beyond empiric verifica
tion. Nevertheless it is an instrument which cannot easily be dis
pensed with. 

• Imn,Fisher. r ... ~p_efJl..,. Ind. eel. (Ne.YOIt.I''').P.1740 alalia his.) 
I WIlly Hinch, Graono_ ...... """ GJd_ '1 .. io _ .......,.. Bmll<bicW. 

... ", .... ~ ....... $<",," Oena, .,18). 
• OokarEngllnder, r ........ Y~(V'-"930).D.II;M. W.Holtrop, 

Do _,..,..UJN _ ... ,.14 (Amstenlam, ".8). referred to by Jakob Muschat, 
c'Volbvermasea und Kusea.bed&rf," Arc» 68, p. ,,87. note .s; Emil Lederer, itDeI' 
ZUltulatiOllSproaD oIs .... tra1 .. Problem der iIkoDomischeIl TIIeorie, N A ..... s6, pp. 
...... 3; Jakob MancbaIt, .. Die Verkehrs!lleichung," A ..... S', P. 3S9lL 

The ..... truy opiDiaa _ with Haas N ..... Orr T_K' • As Gc/4a 0_ 
19t8). pp. 41-43. 
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Had Wieser fully apprehended his own concept of the subjective 
public-economic value of money, depending as it does for its meaning 
upon an already established price level, he would have abandoned 
the distinction between changes in prices ascribable to changes in the 
~aJue of money in contrast with changes in the ~ue of goods. Con
temporary monetary theory betrays an increasing impatience with 
the notion of an absolute value of money. One of the foremost ex
positors of the quantity theory iil Germany today, Dr. Hans Neisser 
of the Institute of World Economy at Kiel, calls the idea an Unbe
griff; 1 and Keynes has recently repudiated as a "circle squaring ex
pedition" the efforts of Cournot, Jevons, Edgew~rth, and Bowley to 
construct a measure of the "value of money as such.'" A recent ex
ample of such an undertaking is afforded by Belrrens, who sets him
self the task of discovering how we can secure a really "neutral" 
money, one with a stabile "inner objective exchange value," and 
who concludes at the end of three hundred pages that "for the fine 
variations in the inner objective exchange value of money we Ia.ck a 
sufficiently sensitive measuring instrument."· As if the difficulty lay 
with index numbers! 

The marginaIists have presented no evidence to shake the conclu
sion arrived at in the preceding chapter, that the "distinction" be
tween absolute and relative changes in the value of money does not 
exist. Like the supply and demand theorists, they make "the mis
take of assuming that there is a meaning of price level, as a measure 
in some sense or another of the value of money, which retains its 
value UI1altered when only "elaJive prices have changed."4 Unless 
the met&llists, to whom we now turn, are able to establish the case 
for commodity theories in general, we sha1l have to accept the 
nominalists' dictum that "the psychic relations of the economic man 
to money are significantly different from his relations to goods," • 
and that the contention of Knapp, Bendixen, Elster, and their fol
lowers that "money has no value" has a certain validity, despite the 
hyperbole. . 

I Neisser. 01. ciI' f p. I. 
I Keynes, T,ealUI, I. 10--88. ,. 
• Walter G. Behrens, DIu GoIdsc-tf-,.".".. 0 ..... 19:18), pp. .. 8-229, 3"' 
• Keynes, 01. <iI., p. 87. (I1alics his.) 
• Elster, d. p. 36, abo ... 



CHAPTER VI 

METALLISM 

LID any commodity theory of money, metallism or bullionism does 
not dichotomize economically valuable things into goods and money 
but completely assimilates the latter to the former. Metallism is 
unique in focusing its explanation of prices on a money stuff, whether 
the standard be metallic or free. Unlike other commodity theories 
which apply the principles of commodity valuation to money, bul
!ionism applies these laws to the money Sluff. And of course metal
Iism is antithetical to nominalism in treating money in an)' way as a 
commodity. Consequently it is against the whole field that the 
metallists hold that money circulates only because of the commodity 
utility of its metallic content, and that paper money always takes its 
value from the precious metals, either by actually being redeemable 
or from the prospects of redemption in the case of fiat issues. 

It is an amusing commentary upon human nature that, despite the 
paucity of real metallists in Germa.ny or elsewhere, both Knapp, 
their arch-enemy, and Professor Diehl of Freiburg, their recognized 
leader, believe this to be the prevalent opinion. Even amongst the 
half dozen writers properly designated as metallists, there are evi
dences of heterodoxy. Diehl himself limits his doctrine to the modem 
capitalistic orderj Hildebra.nd is at once a chartalist and a meta11istj 
both Mill and Stephinger aspire to a synthesis of the nominalist and 
commodity viewpointsj and Hilferding surrenders his bullionism 
completely when he comes to fiat money. These aberrations tend to 
confirm the evidence of small numbers that doctrinaire meta1lism is a 
position increasingly difficult to maintain. It persists with a very 
few academic economists and with certain socialists. 

L METALLISK WlTB (4THODOx EcoNOIOSTS 

Although Professor Karl Diehl is commonly regarded as the stock 
representative of the meta11ist doctrine,' he !,s noteworthy chie8y as 

1 a. FriedrIch JIeadiaa. DeI' ..... ;.'#I .. '- (Stattprt, 19")' JlII. '&-oJ; lI.adoH 
Delbeqr,DiI &«' ,_GeWa (St1Itlplt, 19.6), JlII.4.1-4S;MekbiorPal)'i, uDer 
Streit umdie Staatliche Theorie des Gekle .. " Sd-. Jiri. 4.$. ~ 657; EmIt Wac MJ; 

AU, " '" c;..wh" (lIerIiD, '9"". Po ... 
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an intransigeant supporter of the gold standard .. Or he may be.said 
to have formulated a theory of good money, rather than of money 
generally. Chartalists and nominalists, he says, would recognize all 
sorts of money, but the metaJlist prefers not to run the danger of 
implying that" the state merely through its arbitrary power is able 
to create without cost a money which actually fulfills the functions 
which money must perform in a capitalistic system." 1 Pure paper 
money ex origine has never existed, and the supposed instances of a 
"paper standard" have appeared only transitorily in wars and 
panics where the express intention was an immediate return to gold.' 
In the socialist state an intrinsically valueless money would be pos
sible;' and indeed even in the present situation the state may give 
utility and costliness to paper issues by endowing them with legal 
tender power and endeavoring to pay them out only as against fuJI 
value in goods. These measures secure only a nominal constancy of 
value, however, and the real value rests solely on an implied promise 
of the state not· to multiply notes indefinitely.' If people mistrust 
paper money a gold agio will appear and prices will rise despite any
thing the state can do. To prevent mistrust of the money substitutes 
and keep their issue within limits, a gold basis is absolutely necessary 
in a competitive order. G 

In his recent four-volume opus, The Theory of National Economy, 
however, Diehl goes so far as to concede that Knapp is right in 
maintaining the state as the origin of money against Nussbaum's 
"vague concept" of mere trade as determinative,' and that in a 

. purely monetary economy money stands in direct opposition to all 
commodities! But despite certain reservations, its "inner exchange 
value" depends on the cost of production of the precious metals, and 
the necessity of substance value for money in a competitive order is 
reaffirmed.8 . 

J Karl Diehl, "Wagemanns I Allgemeine GeldIehre: u We"- Ard. 21, pp. 2-3. 
• Ibid., p. 7-8. . 
• Idem, tJb .. F,.gmduG.Id_tmdder yolut4flJlllrnnddu Krie,eI.1I4 _jdem 

K,kg. Gena, 1918), pp. 7'-"13. A similar belief is espressed by the metalJist G. H. 
KAmmerer in G.Id: Eine,l1IeIir,he S/tulk (Berlin, 1921), pp. 35-40-

• Ober Fragm tlu Geldwuens, ch. vi, lee. Ij ithm, HUnser Geldwesen nach dem 
Kriege," JMb.jill" N.1iI' S. 107, pp. 721 If. 

lOb". Frage" du GeltlWUMII, p. 9; idem, uBendizeDI 'Wlihnmgspolitik,'" BIJ'" 41"" 16, pp. 6-13, sec. 3. / 
• Idem, Theor";"che NaJioMl6koftomU, m GeD&, 19'7), .60-26 •• 
, Ibid., p. 267. . 
• Ibid., pp •• 611-278. 
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One of the first persons to rally to the defense of metallism, so 
severely attacked by Knapp, was Professor Walter Lotz of Munich. 
For him money cannot be a "claim" because, as Heifierich said, that 
word implies a title to specific goods,-whereas money carries undif
ferentiated purchasing power.1 Lotz betrays no sympathy with the 
nominalist idea that in the modem economy money is evaluated 
quantitatively rather than qualitatively, i. e. that it passes chiefly 
by tale and not by weight.2 

Only something which as a bearer of use value and exchange value can be 
a measure of value. . .• Gold, and not the nominal unit of value is today the 
national value measure •.•• We remain metallista in the cases of metallic freely 
coined standards, and we refrain from so defining money that, for the we of 
abnormal cases we have to characterize the normal cases quite inadequately.' 

Knapp errs in believing that the readiness of the state to accept its 
notes at face value accounts for their ability to circulate; money 
circulates only because of its commodity value, and even with a 
paper standard, the precious metal has not been displaced as the 
ultimate measure of value.' Indeed, Lotz not only approves of a 
similar doctrine with Laughlin, but also believes with him that the 
value of fiat money varies directly with the prospects of ultimate and 
definite redemption.' Lotz adheres to a notion of some sort of immi
nent or absolute value of money as distinguished from purchasing 
power.· 

A peculiar crossing of breeds appears with Richard Hildebrand, 
who maintains that full weig'" belongs to the very idea of money, but 
that the state can designate whatever full-weight coin it wishes as 
standard money. Like other metallists, Hildebrand discovers the 
origin of money in coinage, and reduces the unit of computation to a 
mere weight unit.' Unlike the other metallists, he will admit the 
existence of money only with sIaN coinage, and he goes so far in his 
insistence upon the characteristic of full weight as to deny that coins 

I Waller Lots, 0.. Pa,..,.W (BertiD, 19.0), p. '3, DOle; "G. F.ltDappIaeue Geld-
th.orie," Se .... JIri. 30, p. UIS. 

• Sell-. JIri. 30, p. IUS. 
• ,''', pp. 1ItS. USI. 1141. 
• O. WagelDlUUl. AU,.... GoWldre. referring to Loto's article "Geld," ill the 

W __ A"V~PI'-~. 
• Se .... JIri. 30, pp. 113'. 1139. 
• O. S. P. A1tnwm, "lor deul!lCbon Geldlehre de. XIX Johrhunderts" ill DN 

BM.ic1tl_ .. __ V~ ;. XIX J.h,,,,,,,, Pull. ftir 
Se_ .. (Loipaig, IgoII). 001 ... IOC. 6, PI'- .8, sa-
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falling below least current weight are any longer money.1 Subsidiary 
currency cannot, of course, be termed money, since it owes its ability 
to function as a means of payment (Zahlungsmittel) solely to its 
being legal tender up to a certain amount." In the case of redeemable 
bank notes the kinship with money becomes even more remote; they 
are not even Zahlungsmitiel, but something delivered in lieu of pay
ment.' And, finally, when people employ inconvertible paper money, 
they are really no longer using anything comparable to money, but 
only claims "upon a certain amount by weight of minted metal." C 

Fullness of weight and not fullness of value is what distinguishes 
real money from money substitutes, says Hildebrand; and since 
every coin has a higher value than its bullion content - even freely 
coined money is worth more by reason of seigniorage, brassage, or at 
least interest loss during the minting process - there is no difierence 
in principle between moneys with free and those with limited coin
age." Consequently when the state defines the monetary unit by 
proelainling the necessary minimum weight of a certain kind of coin 
and endowing it with legal tender power, the state makes it the 
monetary standard. In the case of France, for example, silver has 
been the standard ever since 1803, because the coinage act of that 
year defined the franc as a certain amount of that metal, even though 
gold sometimes displaced silver in circulation under the bimetallic 
system lasting until 1873, and even though after 1873 the coinage of 
silver was no longer free. Gold became the standard money of Eng
land only when in 1816 the unit of account was defined as so much 
gold, and'· it will only become standard in France when the franc is 
similarly redefined. a . 

Richard Kerschagl says of Hildebrand's doctrine that Knapp's 
state theory "represents in comparison an almost economic theory 
of money.'" In a bimetallic system Knapp at least made the real 
standard depend on what the treasurY actually "forces out," but 
Hildebrand insists upon the letter of the law.' In point of fact, of 

'11M., pp ...... 3. -111M., pp •• 6-27. 
• 11M., p. 45· • 11M., p. 40-
• 11M., pp. 33""34. 
o 11M., pp. '9"39. Hildebrand'. book .... publisbed in 1914-
• "tlberblick aber d .. Schrifttum de. Geldweoeaa VOlt 1914 bis 19'0," ZIIej,!fII 

V.I.bw."" S.siall· N. F., I, p. 127. 
o Even upon this be is mistaken, since the French coina&e act of 1803, although it 

named only silver ...,licitly, contained no provision which would p ... c1ude the use of 
gold in liquidatiDgObligatioDl. Cf. H. P. Willis, A HiMr7""ltc1AlitJ 11.-, U.."" 
(Chicago, 1901), p. 8,IlIld W. A. Shaw, SiMr7 '" C_ (Lcmdon,III9S), p •• 76-
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course; both gold and silver circulated at par in France through most 
of the period to 1873. with gold the standard thereafter; and in Eng
land gold was- the standard during most of the eighteenth century. 
although the legal recognition of the fltet did not come until 1816. 

Mter outdoing the -charta1ists in the matter of legal definition. 
Hildebrand inconsistently flies to the opposite extreme by limiting 
the idea of money to full-weight coins. The error here is not so much 
the elimination of ninety per cent of the media which determine 
prices. as the purely captious interpretation of what constitutes full 
weight. It means only that the coin contains no less metal than its 
legal definition requires. not that the hullion content equals face 
value. On the basis of such a definition. Hildebrand can maintain 
that the limited coinage silver in France after 1873 is as much fuU 
weighl as the freely coined gold; and that. by the phrasing of the 
coinage law of 1803. silver is the standard moneyl He has taken the 
common sense definition of standard money as the full-weight legal 
tender and exactly reversed the rOles of silver and gold. first by tak
ing the criterion of legal tender from the wording of statutes instead 
of Knapp's co administrative practice." and secondly by abusing the 
notion of full weight. The theory embodies _ both chartalist and 
metallist elements only by virtue of a misconstruction of each. 

Another member of the German metallist group is Professor 
Bruno Moll of the University of Leipzig. whose DU Logik des Geldu 
presents the opposing theories of the nature of money in terms of a 
Kantian antinomy. co, An intrinsically valueless money cannot cir
culate endlessly.' says the thesis; and 'an intrinsically valueless 
money must circulate endlessly.' says the antithesis." 1 This con
tradiction between the metallist thesis and the nominalist antithesis 
gives rise to what Moll calls the "problem of the end" which he 
hopes to solve by his own synthesizing theory. 

The nominalist or claim theory really does not answer the .. prob
lem of the end" for it represents money circulating endlessly with 
no final settlement but only an infinite series of quasi-redemptions in 
the goods and services it buys - the .. circulatory satisfaction" 
spoken of by Knapp. But according to Moll ... the certainty of the 
individual of being able to pass on money rests finally on confidence 

l Die£ociJ> .. c;.Ua,lIKIed.(y:UDich,lgII),P.17. In tho Itmtiallmola!>b1*oa 
.... &0lIl7 zep"'lenll two allemati"" ~tioaa ..... tradic:tins .... onotbu and ,.,t 
iDvolYiDt 1l0locical faUaq. a.LII. Wealey,K_ ... _PLi'rr ;W"'R 'I' Sa, 
(Edin"" ..... 1910). P. IQS 8. 
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- conscious, half-conscious or quite unconscious - that the final 
possessor of the money, who could not pass it further, will receive 
something of value." I The metallists' doctrine, aside from occa
sionally neglecting the effect of the monetary employment upon the 
value of precious metals, is more defensible, since" at the end of t1ie 
logical catina stands metallic money or metal with the possibility of a 
direct satisfaction for the possessor.'" Metallists err, however, in 
holding that the concept of money demands a quantum of precious 
metals, because other economic goods or even services could serve 
for ultimate redemption." 

The metallists will have to revise their orthodox ~lief, in which redemption 
must always be in metal, and the nominalists will have to concede that there is 
requisite a final satisfaction for the possessor of money in "not-money ..•• " 
Thus the problem of the end leads to a reconciliation of nominalism and metal
lism.' 

This resort to metaphysics with Moll is pure mysticism but little 
short of ludicrous. As Palyi observes, the thesis contains only the 
miliary truth that no one would accept money unless he could apply 
it to the satisfaction of his wants; and the antithesis, that money 
must circulate endlessly, "exists as a problem only in the fantasy of 
the author."· After all, despite the pretended synthesis, Moll 
arrays himself with the metallists, as all his critics agree.' Merely by 
conceding the possibility of ultimate redemption in other economic 
goods besides gold or in services, he does not differentiate himself 
from other metallists. Paper money presumably derives its capacity 
to circulate and its value from prospects of redemption. Even when 
a government obviously cannot redeem its money, even then Moll 
would rely upon what he calls "an unconscious confidence" in ulti
mate redemption! This is bullionism at its worst. As Greidanus 
trenchantly observes with respect to Moll's" ultimate satisfaction," 
"The history of the last five thousand years gives me the firm and 

1 Ibid., p. 62. ~ , " 

• Ibid., pp. 33-34. ct. also Moll'. m. motImIm Ge/dJheorie" _ dio Polil'" dn 
Reichsbank (Stuttgart, 1917), pp. 24-27. 

• Logik, p. 43; M iHknIe Geldlhuri<", p. %5. 
• Logik, p. 96. 
I Melchior Palyi, "Molls 'Logik des Geldes,'" A,.,hiI 42, p. 084-
• Rudolf Dalberg, 1);. Enllhr_, de. Geldu, 2nd ed. (Stuttgart, 1916), pp. 43-45; 

Herbert D6ring, 1);. GeldlketwVrJ .<it Kna;;, md ed. (Greifswald, 1922), p. 32; L. 
Albert Hahn, uVon der Kriegs- zur Friedenawllhrung," Arc •• &,lbwml'-f' 14, p. 
18; Robert Liefxruum, Geld und Gold (Stuttgsrt, 1916), ch. Y, sec. 3; and Melchior Palyi, 
"Der Streit um die Stsatliche Theorie de. Gelde.," ScM.. J/Ilb. 45, p. 657, DOte. 
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deliberate conviction that the money that I readily accept today will 
one day be valueless." 1 The tendency of "bad" money to persist in 
circulation, particularly during advanced inflation, shows how little 
the acceptance of money depends upon a conviction as to a final 
"real" satisfaction. 

Much of the same genre as Moll is Ludwig Stephinger, professor in 
the Deulsche Technische Hochschule at Brunn. His Wer'uM Geld 
also represents an attempt at effectuating a compromise between 
nominalism and meta11ism, an attempt which results again only in a 
very extreme sort of meta11ism. Like Moll's Logik des Geldes, this 
treatise is shot through with incomprehensible mysticism. What, for 
example, should one understand from the following passage? "As 
object and subject, only when taken together, give rise to a theory of 
money, so society and • stuff', only when taken together, result in 
money ... the common product of 'stuff' and actuality." I The 
chartal doctrine, Stephinger believes, errs in thinking legal tender 
power necessary to the very existence of money, but it rightly holds 
that the state must insure the marketability of the monetary com
modity or its "validity in society." On the other hand, if the metal
list is mistaken in identifying money and gold, he Correctly insists 
on the indispensability of some commodity or other (irgend em seojf) 
as the ultimate standard. As a matter of fact, money consists in a 
stuff which represents an equal potential value in use, and a certifi
cate which tells how much of the stuff is actually and concretely 
present in the piece of money.' This notion leads Stephinger to three 
practical conclusions. In the first place, "If money is to be genuine, 
stuff and certificate must coincide.'" Secondly, the degree of coinci
dence of stuff and certificate also indicates the degree of "goodness " 
of the money.' In this connection Stephinger attempts to use the 
marginal utility analysis to show a direct relation between risstI of 
redemption reserves and the value of partly covered issues. With 
every increase in the uncovered issue the fraction of reserves repre
sented by each note declines; and since all the notes are fungible, 
"The value of all the moneys in a system sinks to that of the cheap
est covering or of the cheapest money stuff.". As a third deduction, 
Stephinger believes that a paper standard is impossible. The mere 

l Tj&rdua G",idmuo, r. v"'_ of II.., (LoncIcm, '9J0), po 88. 
• w ..... GtU (TUbiD&en, '9.8), p. 16g. 
• l.w.. po .,8. • ~,po 191. 
, l.w., p. '940 • l.w., po I ... 
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catalog of these cardinal points in Stephinge~'s chapters suffices 
to reduce to chimera his supposed synthesis of nominalism and 
metallism. 
. Amongst the bullionists are also to be numbered Edler von Braun 
and Franz Eulenburg, both of whom represent the view adopted by 
Stephinger that the value of paper money varies directly with the 
size of reserves for actual or eventual redemption. Braun demanded 
a reduction in the outstanding circuIation of paper marks during the 
inflation so as to bring about a better ratio of notes to gold!' Early 
in the War Eulenburg, a professor at Leipzig, declared that "the 
higher the gold reserves are, just so much better is the quality of our 
notes." I 

In positive results the outcome of these theories is almost nothing. 
Doubtless they exercise a salutary influence against such extremists 
among the nominalists as Liefmann and his followers, who alto
gether deny "value" to money and who, by identifying money with 
the abstract unit of account, disregard entirely the influence of com
modity content upon the scarcity and hence the purchasing power of 
money. MetaJJism also counteracts the extreme sort of chartalism 
which implies that legal tender power in some way or other deter
mines purchasing power. On the question of what forces control the 
value of inconvertible issues the metallists shed very little light. The 
hypothesis advanced by Stephinger, Braun, and Eulenburg, that 
irredeemable money paper takes its value from the relative size of 
the - inaccessible - gold reserves cannot be supported by the 
facts. J\.fter the suspension of specie payments in Germany in 1914, 
the average percentual covering for Reichsbank notes in gold was 
51.8, as compared with 49.7 for 19II, and 49.4 for 1912; and yet the 
German exchange had in 1914 fallen below par by II.6 per cent in 
Amsterdam, 10.1 per cent in Zurich, and 4.9 per cent in Stock
holm.a There seems to be no reason for supposing that a gold reserve 
which is totally divorced from the notes by suspension of specie 
payment should be able currently to communicate its value to 
them. Quite another question -'- a topic to which we shall turn 
in the chapter on the inflation literature - pertains to prohability 
of redemption and its connection with price levels under a paper 
regime. 

1 WieUm"flllrrmc tler GoldvitJJnmc (BerliD, 1920), p. 14-
• D .. Geltl;"'K,;.,....JDtrlbclJ/o,W}1UIIIIielIoRJirllmf (Leipcig, 19I5),pp·1H7. 
• DN RlklubaM, 'PO'-'IPS (Berlin, 19.6), Pt. I, pp. ~; Pt. n, p. JS. 
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Diehl's championing of gold-cost-of-production explanation of 

prices seems today fairly outmoded. Some tendency for a mutual 
adjustment of marginal cost of production and value of gold ce~
tainly exists; but even Cassel, who colrelates the secular variations 
of prices over the years 1810-1910 with changes in the relative gold 
supply, maintains that causation passes preponderately from prices 
to costs. Probably consensus today would favor Birek when he 
says: 

The contention that the cost of production of gold determines its value is 
quite as wrong as is the statement that it is the value of gold as a good which 
determines its market value, i. e. its purchasing power. The infiuence of both 
factors is only indirect, inasmuch as they may have infiuence upon the ezisting 
lupply of gold, and through this again upon the euppiy of money, the total of 
which, in relation to the demands of the turnover, will again decide the level of 
prices.' 

n. THE SOCIAIJST DOCTlUNE 

The admission on the part of several commodity theorists that a 
pure sign money would be possible under socialism' might lead one to 
expect a nominalist theory of money with socialist writers. But 
actually they have adhered traditionally to metallism, a fact which 
warrants inclusion in the present chapter of the most eminent neo
Marxian monetary theorist, despite his lack of cooformity to the 
tradition in certain respects. Rudolph Hilferding, Ininister of 
finance in the first Stressemann cabinet in 1923, presents an emaus
tive elaboration of the socialistic theory in Das Fill6nsIuJpiIal. 

All true exchange values are determined by the relative amounts 
of socially necessary labor time involved in their production, says 
Hilferding.· In the present economic order, however, the conditions 
fOr productive efficiency are quite unequal between individuals be
cause of the expropriation of one part of society by another; and in 
consequence actual exchange ratios under competition represent, not 
an equation of values, but merely equality in costs of production. 
Because capital is the decisive matter, labor no longer equals labor 
in exchanges, but instead a certain amount of capital always earns 
the same rate. 

, Laurils V. 1IiJd:. n. rAMr7 of JI......,"'" ~.19")' p.....,. 
• a. Luchria Mise .. r_ .. Gru.r ..... V,*-/.-I. mel cd. (MUDich, 
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In the anarchistic conditions of competitive society where produc
tion is solely for exchanging on markets, money arises. "It is the 
peculiar regulation of this society through the price law which de
mands, as a means of exchanging commodity against commodity, 
precisely a commodity, since only that incorporates socially neces
sary labor time." 1 Society selects in the course of time a certain 
commodity which is better adapted to be money than any other. 
"Gold is not money by nature but only in consequence of a definite 
social structure; but money is by nature gold.'" Far from originat
ing money, the state only sanctions what is already alail accompli; 
and coinage merely certifies the weight of pieces, so that payment is 
technically simplified from weighing to counting. 

Since the values of goods and of gold are already determined by 
their respective quanta of socially necessary labor time, the mone
tary theorist can only establish a law governing the amount of money 
which will circulate in a given situation. This proposition may be 
stated in either of two ways: "that the quantity of circulating me
dium is determined by the price sum of circulating commodities and 
the average velocity of circulation of money," or "that with a given 
value sum of commodities and a given velocity of circulation of their 
metamorphoses (the circulation of commodities determines the turn
over of money) the quantity of circulating money or money ma
terial depends upon its own value.'" Accordingly, a superabundant 
money, if we are concerned with freely coined gold, is automatically 
absorbed into private hoards or bank vaults.' The price sum of 
goods o{ what may be called the "socially necessary circulation 
value" may change, but freely coined gold will always vary with it 
proportionally in amount. 

Within the limit of socially necessary circulation value, the state 
may supplant gold with paper money possessing compulsory legal 
tender power, without causing any depreciation; indeed such a sub
stitution is both economical and reasonable." But there must be a 
concurrent circulation of gold, or at least the possibility of an in
and-out-ftow of gold to make the necessary adjustments to the 
socially necessary circulation value. In such a situation "paper 
money is not a representative of the value of goods, but of gold,
not a goods symbol, but a gold symbol." • 

I lbitl., p. 11 • 
• IIH4., pp. 15-16. 
o Ibid., pp. 17-18, P. 46, DOte. 

, Ibid., p. 13. 
I Ibid., p. 45. 
o Ibid., p. 46. 
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In Connection with pure paper and limited coinage metallic stand
ards, Hilferding makes an entirely different use of socially necessary 
circulation value. For freely coined gold it detenpines quantity in 
circulation, but for free standards it-determines value. Here the 
money is "wholly independent of the value of gold and reflects the 
value of goods directly, after the law that its total quantity repre
sents the same value as the price sum of commodities divided by the 
circulating quantity of like money pieces." 1 Marx's device of re
ferring the value of money to gold even with dislocated coinages 
seems to Hilferding an unnecessary indirection: these moneys take 
their values from goods directly, that is to say, directly from the 
socially necessary circulation value. As the histories of Austria, the 
Netherlands, and India demonstrate, the issue of a smaller quantity 
than the socially necessary circulation value causes an agio upon the 
notes or coins sufficient to make up that total value, whereas over
issue causes depreciation until the whole issue equals the socially 
necessary circulation value.' 

So long as it is convertible, bank money takes its value from gold 
and "cannot be depreciated by its quantity (as inconvertible state 
paper) but only through a breakdown of convertibility." I Further
more, bank money, unlike fiat issues, does not have to be restricted 
within the socially necessary circulation value to avoid depreciation; 
it "occupies the space over and above this minimum," quantityad
justing itself automatically to need.· 

Since the socialist takes labor as the sole source of value, to be con
sistent he must explain the value of money on the basis of socially 
necessary labor costs in producing gold. The refutation of the labor 
cost theory, which need not be reviewed here, has carried with it the 
ruin of the socialist explanation of price levels. 

Even upon the assumption of a monetary system employing gold 
alone as a circulating medium, the best case possible for a labor cost 
theory, it appears that because of the small amount of annual gold 
production relatively to stock, quantity of gold rather than costs of 
production determine its value. This fact disposes not only of the 
labor cost theory of price levels (even if it were valid elsewhere), and 
the Marzian belief that the quantity of circulating gold depends on 
its value instead of the converse,' but also thepreposterous idea of a 
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socially necessary circulation value. For such. a total to exist re
quires that the sum of the prices of goods be given independently of 
the quantity of circulating goldl Such an idea is, however, absolutely 
essential to the labor cost theory: the ratio of exchange between a 
unit of gold and a unit of goods is established once and for all by the 
ratio of their labor costs. The (gold) price of each commodity sepa
rately, and hence of all commodities in the aggregate, must not be 
affected by mere quan#nes of goods and gold produced. But how 
account for the value equation between quantities of commodities 
and gold appearing on the market? There is only one avenue of 
escape - to let the quantity of goods determine the volume of gold 
offered for commodities. Hoarding and dishoarding automaticaJly 
secure the equation of quantity of circulating gold to the needs of 
trade. And so the gamut of error runs to its logical conclusion on the 
basis of a false premise: absolute and predetermined total value of 
gold in goods, predetermined number of monetary units necessary, 
and hoarding to take up the slack. 

In departing from Marx on limited and fiat issues by referring 
their value directly to goods in place of indirectly through goods, 
HiIferding takes a step in the right direction, but it involves him in 
serious inconsistencies and does not house well with the dogmatic 
metaJIism involved in reducing full-weight money to mere minted 
bullion where the function of the state is nil. Furthermore, as Bloch 
correctly maintains in his treatise on M ar:dan. M onelMy Theory, l 

HiIferding's departure necessarily negates the labor theory of value, 
for which there can be no pure scarcity values. In apology for Hil
ferding it may be remarked that Marx's insistence that all paper 
money represents gold • no more escapes the unwelcome presence of 
a scarcity value in the paper money itseH than does Hilferding's 
short circuiting of causation to goods directly. But even for free 
standards HiIferding's innovation does not result in a quantity 
theory pure and simple. While explicitly making these moneys 
"wholly independent of the value of gold," and while putting for
ward a principle coincident with the formula M = fI, he continu
ally adheres to the old concept of a sociaJIy necessary circulation 
value. Free standards depreciate or appreciate according as the 
quantity of pieces rises above or falls helow this norm as something 
already given.' 

I Herbert Bloch, DN JI""",. GoldllMtwic Uena, 19.6), PP.I07. III, 114-
I CG~. I. p. '040 • FMMI~. pp •• &-.,. 
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Aside from these difficulties are others scarcely less significant. 
Hilferding apparently adopts the viewpoint of the third volume of 
Das Kapilal that competitive prices diverge from the "true" values 
established by relative labor time, as described in volume one.l And 
yet, even under capit8.lism, he would have money as a measure of 
values because of its embodied labor time. Hilferding falters upon 
the concept of velocity of circulation: sometimes it appears as an 
independent determinant of "socially necessary labor value"; 
sometimes it is passive, being determined by the rate at which goods 
are exchanged." And finally, he adopts the naive idea of the auto
matic self-regulatory character of bank. notes. In sum, the metal1ist 
doctrine has gained nothing by the adherence of socialists.· 

• Cf. Mandell Bober'.ucellent treatise,X .. , JI."...I"""~., B;,1ofy (Cam
bridge, Mauachu .. tll, 1927), p •• ,0. 

• F ...... opUal.p. '5. . 
• For comments on other socialist writers in Germany, consult Bloch. ",. cU., ,(JIM, 

and DOring •• p. <iI •• pp. 47-57. H. LangeIUtke's T .... clrbw un4 Scltrouxdg.1d olt W.g • 
.... • iou/oms WirlIcIolJl (Jell&, 1928). p ..... nts lUDimarIe. and criticisml of ... cent 
IOciaIiJt IChemel for a "disappearing money" and the like. 



CHAPTER VII 

CONCLUSIONS AS TO THE NATURE OF MONEY 
AND ITS VALUE 

WHAT is money? Notwithstanding the Socratic flavor of Walker's 
dictum" Money is that money does," 1 it indicates how the question 
must be answered. What functions as money, is money. But what 
are the functions of money? Fortunately it is not necessary to enter 
into the intricacies of this threadbare theme, for we do not care how 
many functions money may perform, but rather how few it must per
form and still be money. Many writers seem to delight in the in
definite proliferation of functions. By drawing distinctions on the 
basis of whether the transaction is settled immediately or after the 
lapse of time, or whether a quid pro quo is involved or not, one may 
call money the means of exchange, of transferring values in place 
and time, of hoarding, storing values, providing against contin
gencies, of lending, transferring capital, of paying debts and taxes, 
etc. All these can be brought under some such neutral phrase as 
embodying value, bearing options, or mediating exchange.- By 
stressing temporal sequence again, one may distinguish between the 
measure of values and the standard of debts or deferred payments, 
though the latter is only an instance of the former. By referring to 
any purpose to which money could possibly be put, one may protract 
the list to include the medium of making gifts, the means of display
ing wealth, and so forth, regardless of whether these represent 
peculiarly monetary functions or not. The supposed function of 
money as a reserve for credit has significance technically, but dis
appears in a general theory of the genus mone)\'. Finally money as a 
medium for international payments is an instance of transferring 
value. 

On the other hand commodity theorists, by describing money as 
merely the most widely accepted medium of exchange, deprive it of 
distinctiveness as the unit of value; and idealistic nominalists, by 

• F. A. Walker. M.".". TrtUk aM Itr4wlry (New York •• 878). p. I. 
I Personally I should prefer B. M. And • ...,n·. phrose .. be ..... of options" .. the 

most neutral expression; but "medium of ezchange" has the advantage of COIDlDOD 

""""plance. and if we think of exchange as covering the mere ucbanse of o"""nbip of 
mon.y. it doe. Dot involve the idea of a pid,..,...,. which would limit ita senerality. 
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describing money as merely the abstract unit of value, deprive it of 
physical embodiment and scarcity. We arrive, therefore, at the con
cept of the materialistic nominalists who insist on the necessity of 
both elements.! ·The definition of money as excha.Dge media circulat
ing at a par or nominal value has the advantage of embodying the 
two irreducible functions,· and departing but little from common 
usage. When money is described as exchange media passing in 
trade generally, or possessing general and unqualified paying power, 
the acceptance of certain media as the unit of account is probably 
implied, even if it is not made explicit. While it is not true that" the 
unit of money is all money," I anything generally used as a medium 
of exchange" will not as a rule be widely acceptable for this purpose . 
unless it is expressed as a multiple of some unit which is regarded as . 
a measure or standard of the value of things in general." • 

The German nominalist movement from its inception with Knapp 
and throughout all its variants has performed the signal service of 
guaranteeing the conceptual uniqueness of mOl}ey, and this particu
lar outcome is being taken up into the body of English monetary 
theory. Robertson's adherence to the idea appears in the passage 
just quoted; Lehfeldt says that "Money is essentially a measure and 
therefore involves the concept of a unit"; I Hawtrey expresses the 
same belief;' and Keynes emphasizes the fact that "Money-Proper 
in the full sense can exist only in relation to a Money-of-Account.'" 
Goods and money are not the same thing; the dichotomy arises from 
the measure of value. The practical significance of this bit of meta
physics lies in its affording an objective criterion for separating the 
universe of valuable things into those belonging to the left and right 
members of the equation of exchange: to the monetary side belong 
those objects circulating at a par or nominal value, to the latter 
those with prices. Without this criterion the theory of money cannot 
begin. 

I Cf. pp. ..... 58. abo .... 
• a., amoDCSt othen,Slelfried Budge, Grwtwlri,._~ NIIi" •• rii ... iI a ..... 19.s).P. so,udF.M. ~or.C ... ",... ... JI..., (AIm Arbor. Michipn. 19Q6). 

p. .... The on!)' pollOllS I ha ... e .. countered who attempt to '"""" the Iwlctiolls of 
eadIalltIe medium ud value ........... to 011. &Ie H.Ulerich (d. pp. 60, 61. abo ... ) &lid 
the J_ ~ Soda, GcW .... WIrf (Tt1billgen, 1909), cia. L 

• Ale_de, Del Mar, n. S_" JI..., (New Yatk, 1196). P. 199-
• D. H. Robertloll, JI...,. md ed. (Ne" Yorlt, 19191 p. .. 
• R. A. Lehfeldt, JI..., (LondOll. 1916), p. 8. 
• R. G. Ra.....,.. "-.." CNIiI, ltd ed. (LODdOll, 19JO). Po So 
, J. M. ~e7M' A r-.. ... JI..., (New Yorlt, 1930). r, J. 
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But can the constitution of money be described without reference 
to the rale of the state? The first and most eXtreme view, repre
sented by Barbon and Pothier, that the state's fiat establishes pur
chasing power, can be relegated to the limbo of historical curiosities; 
and a second idea, peculiar to Kaulla, that the state's acceptance of 
money at face value gives it a certain exchange value, can be rejected 
as scarcely less fantastical. Knapp and his followers, Singer, Ben
dixen, Dalberg, and Elster, maintain the third or chartal theorem 
that money owes its existence to the state. Although less easy to 
substantiate from the historical angle, this proposition holds good as 
a genera1ization today, if the necessary qua1ifications are not neg
lected. Custom and not formal political action accounts for the 
money of contemporary primitive peoples. Even in capita1istic s0-

cieties the public chooses its own standard when the state leaves the 
definition ambiguous, asunder bimetallism or under suspended re
demption on paper issues; in extreme inflation the public often re
pudiates the official money, creates its own or adopts that of another 
country or of a private agency. Ordinarily, however, the state 
dominates the scene. 

Strangely enough, the next of kin to the charta! theorists are not 
German writers but those English economists whose adherence to 
nominalism we have just noted. Without falling into any of the 
naive errors of Knapp, and without giving exclusive emphasis to the 
state in the origination of money, they nevertheless make the dis
charging of debts the factor which controls the unit of value. Haw
trey shows the influence of chartalism in saying: 

To treat the money of account as the unit for the calculation of Fi<u is to do 
it I ... than justice. It is primarily the unit for the calculation of debls, and ita 
use in the calculation of prices merely followa from the fact that the quotation of 
a price is a proposal for the creation of a debt. • •• Money is the means estab
lished by law (or custom) for the payment of debts.' 

Robertson and Lehfeldt I without dwelling on the subject as much 
as Hawtrey, accept this idea, and Keynes seems to incline in this 
direction despite his mention of prices and purchasing power along 
with debts.· This view makes an advance over Knapp in admitting 
that custom may complement or supplant the state in creating 
money, but it either confuses the origin of money with its functions 

, 0,. ciI., p. 212. (Italics his.) 
I Robertson, .,. ,jl., p. 4; Lehf.ldt, .,. AI., pp. 8, lao. 

I 01. cU_, I, 1-2. 
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or else gives a distorted view of the functions. N:o doubt money is 
controlled by what the state makes legal tender or custom a valid 
tender, but the origin of an 'institution does not give its definition. 
On the other hand, to regard the payment of debts as lhe function of 
money is awkward and artificial. Bendixen humorously remarks, 
"When Knapp buys an apple, he takes ten pfennig out of his purse 
and says, 'This piece has a validity of ten pfennig, and since the 
vegetable woman demands ten pfennig, I'll pay my debt with it.' 
What soulless business I" I To put cash transactions, the use of 
money in unspent balances, in one-sided transfers involving no quid 
pro quo, and the like, into the debt solution category is Procrustean." 

The fifth theory of the relation of the state to money does not 
make the concept of debt payment pivotal. It admits that the 
money of debts controls the unit of account, that in this way the 
state or mass psychology creates money. On its abstract side money 
is the measure of aU valUes, not merely of debts; on its physical side, 
money is the means of transferring values, whether for an economic 
equivalent or not, whether payment is immediate or postponed. 
This theory correctly separates the ideas of the origin of money from 
its functions and identifies money by its two indispensable char
acteristics. In Germany this theory is represented by Amonn, Cas
sel, Hahn, Nussbaum, Schumpeter, and Wagemann, as we have 
seen. and by Neisser and Rosch. yet to be considered.· Its practical 
significance is threefold. In the first place it offers the economist a 
conception of money as the basis of the entire price structure in pJace 
of a mere debt unit, and as the vehicle of value in the whole mech
anism of production and distribution, in place of a medium limited 
to contracts. To the layman it affords a precise formulation of the 
idea of money which he probably already holds. To the monetary 
authority orthodox nominalism gives. besides the criterion of what 
constitutes money. a theory of the relation of the state to that in
stitution. indicating the maximal and minimal boundaries of CUl'

rency control. 
The greatest significance of the "metaphysical" discussions, how

ever, does not lie in definition or in delineation of the rOle of political 

I Friedrich lIeI>cIi1e, Da R' _ .. c.u.., 4th eel (MUDic:h, 1,16), p. S', DOte. 
• B. M. ADcIe_ n. Vol. tf JI.., (New York. 191,), p. 4J4, llOIe. 

o a. pp. 44-540 s6-ss. abD.... Hula Neisser, 1M T., I , .. c.u. 0-. 
19:8), pp. 46-4,. Cat!. R.OIIc:h,K~ .. w~ 0-. 19'7), 
p. I~., 
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authority, but in the value problem. This problem resolves itself 
into two portions, the senses in which money -has value, and the 
fashion after which the value determination process works. Money 
has value in four important senses: 1 purchasing power, significance 
as the unit of wealth or income, the utility to the economic individ
ual of money reserves, and the utility of the monetary mechanism to 
society. It is necessary to apprehend why these values are distinct, 
how they are related inter se and to the monetary functions, and what 
import these considerations may have for the theory of prices. 

Purchasing power, the ratio of money to goods, is an objective 
market phenomenon; like any market value, its magnitude rests 
upon psychological factors, but in itself it is pure number. While the 
commonest usage designates this as the value of money, it is in a sense 
not a value at all but a price - the price of money in goods.' In 
order to command a certain amount of purchasing power, the in
dividual must deliver an equal purchasing power in marketable goods 
or services.. In this sense the value of money is uniform to all parties 
upon the market. 

Contrasting sharply with this is the subjective significance of a 
unit of money income or wealth, depending for its magnitude with 
each person upon three variables: the variety and intensity of his 
wants, the size of his money income or wealth in money terms, and 
the prices of what he buys. Here the quid pro quo is normally sacri
fice: marginal disutility purchases marginal utility. Whether meas
ured by psychic income or by the pain cost of earning, this value 
varies amongst the persons experiencing it, though it may be pos
sible with Wieser to conceive of a subjective public economic value 
of money as a sort of average of individual valuations., Properly 
speaking this value does not belong to money, but to the marginal 
unit of real goods owned or got as income, sipce money figures in this 
connection only in the abstract function of measuring value. 

A third value lies in the utility of stocks of cash or demand de
posits held by individuals in order to employ money in function
buying consumers' goods, making loans and investing, repaying 
debts, paying taxes, and so on indefinitely. Contingencies occur to 
everyone through the occasional-- failure of expected income or 
through sudden demands upon his resources. Even if income and 

F. 1 He .. again it might be possible to eztend the lilt of values in the same way .. func:
tiODS ha .. been multiplied: but ~_ ~ "'"" .... ~tli<aItdo _. 

• Figuratively but not literally, since the ",aIlri<inI unit is aIways lIIODey. 
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outlay proceeded with clocklike regularity they could only coincide 
perfectly in a world where people "lay waste their powers" by de
voting all their time to "getting and spending," i. e. where payment 
proceeded continuously and by infinitesimals. Whatever the purpose 
to which money may eventually be put, more or less of it must be held 
in readiness. The :flowof utilities from the unexpended money baIancel 
appears to the producer indirectly as a plus it! quantity of product 
ascribable to his possessing a perfectly liquid asset and to the con
sumer directly as a plus in satisfactions in the form of convenience 
and immunity from surprise. This plus forms a distinctive utility 
:flow from money aside from purchasing power, demonstrsted by the 
fact that holding an unspent margin involves the foregoing of an 
equal amount of consumptive expenditure or interest bearing invest
ment. Since this implicit cost exceeds the productive activity by 
which the purchasing power was originally earned, the individual 
must be receiving something more. It is legitimate to express this 
unique value as a capital sum, that is, to divide the value of the 
monetary service by the interest rate, because interest actually 
measures the magnitude of the service, and because causation actu
ally proceeds here from service or productivity to capital value. 
But the quantitative result of capitalizing the unspent margin is 
simply purchasing power. To preserve the undeniably separate 
character of the value of monetary sllrt1icu, I therefore prefer to en
visage this third type, a peculiarly monetary value, as a :flow of 
utility equal to interest rather than as a principal sum. 

To society money has a fourth value, conceptually distinct from 
the three already enumerated - the social significance of money as 
an instrument of production. Wherein does this value consist? By 
what is it measured? Is it the difference between the national divi
dend in a barter and in a monetary economy? Such a construction 
appears as far back as David Kinley,' and is announced with the air 
of discovery by the latest work in English on the philosophy of 
money. According to Greidanus' "yield theory," I the valueof 
money equals a capitaliation of the additional profits which money 

I B. Y.. ADele ...... -. "11le lIlOD07 functioDS Ale pe""'-d ... Dot by bepille 
aokI ••. hut bypusiDs itOD" ( ... 'I.,P-4S1). But .. biIe theactof"-""'twe ........ 
-.riI)t CDbditiona the holding of lIlODey &I a a 6nal cause,» it '" "Pd?! the low of .rvice. for wbidl .... have to poy by foIqoiDc ........ mptioa or iDte~ -tiDe 
ezdlaDae Uld IloriDt wIue Ale tedprocaI aspecta of the __ functioD. 

• JI.., (Ne .. York, lQQ4), ch. Wi. . 
• Tjudua GteidUl .... n. v_ t( JI.., (LoacIoD, losa), dlo. nii....t miL 
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enables the trader to rea.Iize or the additional utility it affords the 
consumer. But the quantity of profit or utility, by this analysis, 
equals not merely interest on unexpended balances but the differ
ence in total productivity made by money as a sum of a.II units begin
ning with the first.1 Such a procedure cannot be countenanced by any 
coherent system of imputation, which must proceed from the func
tional and not from the historica.l angle. Were the productivity of 
each economic institution to be judged by the effect of its complete 
removal- what would be the effect of taking away our ra.iIway net
work, our police and courts, or our system of weights and measures 
as para.llel cases - the social product would be completely ex
hausted severa.! times over. Not presence or absence completely, but 
the little more, the little less, determines value. The former or gen
eric value, what it means to have such a thing as money, does not re
veal effective economic importance, for that inevitably attaches to 
one unit more or less. 

On the other hand it has been proposed to set down the total of our 
money and credit media at face value in the inventory of national 
wealth, as representing the socia.! significance of money.- People 
actua.lly do set this value upon money, it is urged, and any departure 
from "actual values" casts one into a limbo of speculating about 

. what" real" values would be if they were not what they are. And 
yet the same school of opinion refuses to set down stocks, bonds, 
mortgages, and the like along with the "real" assets because this 
would be double counting. By the same token money must be 
eIiminat;ed so far as it is only representative. "People" do indeed 
treat their money holdings as real wealth; but it is the institution of 
private property which explains the fiction. From the socia.! angle 
private property disappears and money has ~alue only to the degree 
that it makes a demand upon our real resources. And so the measure 
of utilities from the social institution of money is the opportunity 
costs involved in its maintenance. If the circulating medium were 
full-bodied meta.lIic money exclusively, purchasing power and socia.! 
value would coincide. If the only money were a pure fiduciary issue 
such as the Rentenmark, the opportunity costs for individuals owning 
money and for society would diverge by the difference hetween 
nominal interest loss on the whole sum and printing costs. Most 

I 0#. ",., pp. 323-3400 
• M. A. Copeland, .. Some ProbleDil in the "J"heoJy of Nationa1lDcome," J. P. B. 40, 

pp. I-51. 
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monetary systems lie between these extremes. The social value of 
money amounts to a capita1ization of the real loss of interest on 
treasury and bank reserves, the wear and loss of coins and notes, and 
such bank operating expenses as fall within the limits of maintaining 
the circulating medium - costs of encashment, clearing, and a share 
of the overhead. Society, it is true, cannot even off inequalities in 
receipts and outlays by means of money, nor through it provide 
against contingencies. But Society can enable individuals to do so 
by maintaining the monetary mechanism. Consequently, the social 
utility of money belongs to the same genus as that of unspent mar
gins but does not equal their total because of the large fiat element in 
the circulating medium. To count money's significance to society at 
the par value, at real resources saved, would be analogous to pricing 
automobiles on the basis of horses and buggies saved. For money as 
for commodities, costs in the situation as it is offers the only feasible 
criterion of social value. 

The question remains as to whether these four values are really the 
same value under different guises, or whether they are quantita.
tively separate entities of such character as to be additive. From the 
angle of objective values, society may add to the total of goods pur
chasable for money (total purchasing power) the total of goods and 
capitalized services tied up in the monetary institution (the social 
value of money), and a further sum embracing all goods not offered 
for money, to get its total real wealth. By virtue of the fiction of 
private property which treats titles as wealth, the individual may 
add the value of his unspent margin to his other property. From the 
SUbjective angle, conveniently restricted in this connection to the in
dividual, the significance of wealth in money terms is a composite of 
its significance in consumption, in unspent margins, and in produc
tive investment. Consequently we conclude: (1) for society the 
purchasing power and social value of money are additive; (2) for the 
separate individual the purchasing power of his money holdings and 
the market value of his commodity possessions are additive; (J) the 
subjective value of a unit of wealth in money tmns includes the 
significance to the individual of unapended money balances; (4) 
the purchasing power of all the money in individual balances cannot 
be added to give its soc:iaI value. • 

Identifying and measuring these four values of money has less 
significance for monetary theory than their causal relation. Pur
chasing power will be found to stand both first and last in the catena 
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of causation, though this paradox dissolves upon scrutiny. B. M. 
Anderson repeats a venerable truth when he sayS, "Money can func
tion as money only by virtue of having value. . .. It is the value of 
money which makes possible the money work." I But this does not 
run into the mere tautology that the value of money determines the 
value of money. What is meant by purchasing power as the neces
sary prerequisite of all monetary functions is nothing else than 
Knapp's "validity." To serve as money a given object must be 
generally accepted as the medium of exchange and valuation. It 
must possess valuableness but not a specific purchasing power. Next 
in logical order comes the value of money to an individual maintain
ing a cash balance. Weighing the relative attractiveness of incre
ments devoted to consumption, to productive investment, and to 
holding money, he settles upon a division which equalizes marginal 
satisfactions in all modes of utilizing wealth. Since this calculation 
runs in real terms, it does not presuppose an established purchasing 
power. On the contrary, with the quantity of money and credit 
given, tbis subjective appraisal of the importance of money regulates. 
its value in exchange, so far as causation proceeds from the mone
tary member. Velocity varies inversely with the unspent margin, 
purchasing power directly. Purchasing power once established, the 
last link in the causal series follows - the subjective significance of 
unit of wealth or income in monetary terms, functionally dependent 
upon two further variables, the extent and variety of the individual's. 
wants, and the size of his fortune. Nowhere in this sequence of 
cause and effect does social value appear. It neither helps establish 
purchasing power I nor derives from it," . If a government succeeded' 
in bringing about a close approximation to a pure credit economy. 
quantity of money, size of balances, and purchasing power would" 
celel'is paribus, be unchanged. "But the principle of opportunity cost 
would reveal the social value of money as a small magnitude. Every 
improvement making for greater economy in the employment of a 
productive factor renders it relatively more abundant and less valu
able, and carries us one step closer to Utopia, where opportunity 

• O~. ciI., p. 76. (Italics his.) Similar statements are to be found in T. N. Carver, 
"The Concept of lID Economic Quantity," Q. 1. E. 21, p. 437. T. Greidanus, DI. cil .• 
p. 150, and all write", holding that the demand for money is a demand for 10 muc:la 
value. 

• To be qualified to the degree that increasing the quantity of reol ... 1Oun:a e ..... 
bodied in money at opportunity COIIt goods deere .... the goods available for puJdwe 
with money. 



CONCLUSIONS II3 

costs and economic values disappear. That the social value of money 
represents something quite separate from purchasing power 'is not 
unnatural, in. view of the fact that exchange is as much facilitated by 
a small as by a large quantity of money.' 

Enquiry into senses of the value of money fails to reveal a single 
instance of absolute value. Unlike economic goods and services, 
which possess value in their own right,· money has meaning solely as 
a representative. Superficially the value of money to the individual 
holding balances for the flow of utilities emanating therefrom, or to 
society maintaining the monetary instrument as a productive factor, 
appears to exist independently, as a value of money per se. Notwith
standing, this is mere appearance. Consider the matter first from the 
viewpoint of the individual. This is the more important aspect from 
a pragmatic angle, since the question as to whether money has a 
value in and of itself usually occurs in connection with purchasing 
power. which we have seen to be a function of individual money re
serves and not of social value. Can the monetary member of the 
purchasing power ratio be regarded as lire value of money, an inde
pendent entity? By no means. Individuals hold money tmly becal4Se 
it has exchange value, whereas they would desire shoes even if shoes 
were free goods. Moreover, the parties to the market find that the 
f/X/enlof the utilities coming from money varies directly with its ex
change value, whereas this is not true of shoes.' If on the side of de
mand, the existence and extent of value is purely relative, the same 
situation obtains for supply. The costs undergone in the main
tenance of idle balances are fictitious, the interest loss nominal. 
Balances in the aggregate represent a certain proportion 10 real re
sources but not of them. Consequently the nominalist contention 
that money functions as a ticket, that purchasing power is the recip
rocal of prices and nothing more, prevails against such attempts as 
Gruntzel's' to make of it an independent entity. Against the 
uniqueness of money it might be argued that since all values are 

• cr. Ludq Mise., r-.n. .. Gc/4u """ ... u..Jowfn.illd, md eel. (Munich, 
1914). p. 113· 
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worked out coincidentally as illustrated by a system of simultaneous 
equations such as Wieser's, no value can be known until all the others 
are determined. But the quantity theory, adopting precisely the 
mechanism of simultaneous equations, in which the equation of ex
change furnishes the solution for the monetary unknown, does not 
rest its case on the impossible assumption of purchasing power being 
established fwior to the appearance of the functioning of money in 
its distinctive capacities, but upon the logical dependence of those 
functions upon purchasing power. In this money is unique. 

The relative character of other monetary values, while less signifi
cant, is equally certain. Society, it is true, undergoes certain real 
costs in supporting the institution of money; but the social value de
pends, no less than the unspent balance value, upon money's having 
exchange value. In any event the search for a supposed absolute 
value of money which should constitute one member of the exchange 
value ratio in prices cannot find its goal here, inasmuch as social 
value bears no definable relation to purchasing power. As for the· 
subjective significance of a unit of wealth in money terms, no argu
ment is needed to show its relative character. 

Categorizing the values of money has certain "practical aspects." 
It would seem to be a practical matter, in the first place, that a 
theory of prices should know quite unambiguously what value of 
money it deals with. I do not believe this is always the case; indeed, 
the only outstanding American work upon the nature of monetary 
value falls into confusion. Does B. M. Anderson mean by The Value 
of Money its purchasing power? Anderson would certainly respond 
negatively, and yet the whole work is an ad hominem attack upon the 
quantity theory as represented by Fisher, whose book significantly 
bears the title of The Purchasing Power of Money. One would sup
pose that objections to Fisher would have to be that he offers an un
satisfactory explanation of purchasing power, conceived by Ander
son himself to be a mere recipr~cal of the price level, an exchange 
ratio.' But while Anderson has offered a very searching criticism of 
the quantity theory, the real animus of the work proves to be that 
the value of money is not purchasing power but "psychological 
significance." • 

Now psychological significance may mean several things. It might 
be the value of money stocks to the individual, money in the bearer 

• Tire V aluo of M....,. p. 388. 
• Loc. t:iI. 
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of options function, and Anderson once ventures to call this "the 
dynamic funcUon of money par excellence." 1 Ordinarily, however, 
this does not seem· to be the value of money, but rather one reason 
amongst several for money's possessing a "differential value." Or it 
might be Wieser's "subjective public economic value," which I have 
called' the subjective significance of money income or wealth in mone
tary terms. Anderson points out his agreement with Wieser's con
cept before the latter had distinguished the subjective and objective 
variants; 2 but since Social Value, we are told, does not mean market 
ratios of exchange, Anderson is attempting to use a sense of the value 
of money to explain prices which Wieser himseIf did not conceive as 
capable of causing purchasing power.' Probably Anderson's com
parison of his theory with Wieser's was an aberration; the general 
tenor of Anderson's work makes the value of money to be its signifi
cance as a socially productive factor, and for this reason I have 
adopted the term "social value" to designate this idea. Expatiating 
quite justly upon the difference betweeu values to society as an or
ganism and to separate individuals, Anderson should not have 
missed the quantitative difference between the sum of value flowing 
from individual money holdings and the value accruing to society. 
Both values arise from the various functions enumerated by Ander
son, but their quantitative difference prevents their both being at 
once the value of money. 

Purchasing power Anderson believes "included" in Social Value, 
"market ratios being ratios between social values." 4 In other words, 
one member of a ratio "includes" the ratio I This bit of legerdemain 
simply causes purchasing power to evanesce. It disappears into the 
ignis fatuus of Anderson's Social Value, which "includes" not only 
purchasing power but all other conceivable values of money in the 
nebulous state. Unless Anderson's treatise does not pretend in the 
least to offer an explanation of prices, it will have to recognize that 
Social Value, being ostensibly some sort of psychological significance 
and therefore lying behind objective exchange ratios, cannot be 
these ratios. 

If we examine the various nuances of Social Value, we discover 
only one which can serve as the cause of purchasing power. The pre-

, lind., p. 426. (Italic. his.) 
t Ibid., p. 14. Capital letters are used hereafter to distinguish Anderson's Social 

Value from mine. 
J 0. pp. 82-83, above. 4 Ibid., p. 99. (Italics mine.) 
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ceding pages have demonstrated that the subjective value of money 
income depends upon prices, and that the value to society of the 
money mechanism differs quantitatively from the individual cash 
balance value. Only the latter operates upon purchasing power, 
through its control over velocity. But this is not a social value, since 
it rests upon the figment of private property that money is really 
wealth. Holding Anderson to his expressed purpose of explaining 
prices, we must insist therefore either that Social Value explains 
purchasing power only if it is not Social, or alternatively that it is 
purchasing power, in which case it ceases to be Value, in the deeper 
sense of a feeling magnitude. Despite all the fanfare concerning 
Social Value as in essence psychological significance, Anderson seems 
to me to adopt the latter course in the end, to surrender Social Value 
as anything distinct from purchasing power. Making the fatal con
cession. that Social Value includes the latter, he really allows pur
chasing power to gobble up Social Value. The concluding sentences 
of the work signalize a collapse which has been impending through
out the argument. 

The physical weight in gold, which is itself an object of social value, is com
monly the immediate basis of the value of the dollar today, but money may get 
its primary value from other sources than valuable bullion. Given this primary 
value, the dollar may get an enhancement in that value from the services which 
it performs in the social technology of adjustment.' 

In other words the value of gold comes from a composite demand in 
the arts and the monetary employment. This the essence of the posi
tive ~ry! Aside from contributing to the development of the 
quantity theory by a brilliant and minute criticism, the whole work 
spends itself in labyrinthian wanderings amongst conflicting con-
cepts of the value of money. , 

While Anderson affords an unusual example of mistaken opposi
tion to the quantity theory arising from this confusion, he is by no 
means alone. As Hans Neissef observes, such margina1ists as Afta,.. 
lion and Mises object to the quantity theory's correlating the value 
of money inversely with amount, on the grounds that doubling & 

given individual's money income will not halve the marginal satisfac
tion." This involves the crass error of identifying purchasing power 
and the subjective significance of an individual's money income; of 

I Ibid., p. 591. 
I D., T.,..c/nJ>m du Geldu Uena, 1928), p. 14; d. A. Aftalion,la criIu",wdiquu 

do _prodfldilm (Paris, 1913), n, '77, 297; and Mise., TIJuriI, md ed., pp. 12.11. 
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imagining that with one individual's income doubled, the quantity 
theory supposes that purchasing power would be affected at all, or 
that it predic~ whether the fall in marginal satisfaction to the in
dividual would be more or less than proportional. The same sort of 
error prevails amongst the followers of Wieser who, as we have seen,1 
did not until late in his career succeed in divorcing the subjective 
and objective elements of money value, and who was never able to 
subscribe to a quantity theory because it did not deal with psycho
logical significance. "Income theorists" such as Wieser, Liefmann, 
Genzmer, Eppich, and others of the Austrian school, as well as 
Kerschagl and Spann, never separate the subjective determinants of 
market value from its purely objective constitution, and conse
quently never attain to the position of judging the quantity theory as 
an explanation of purchasing power pure and simple. 

A peculiar by-product of the misapprehension of money values is 
the refusal of certain persons to accept price indices at their face 
value. Repeatedly with the subjective value theorists we find it said 
that a price index measures the "outer objective exchange value" of 
money, but not its "inner objective exchange value," and that there
fore the index fails to show the value of money. But since value can 
be measured only by value, every exchange value is a ratio; and to 
seek for a measure of value which shall be affected by only one of the 
values involved is tantamount to demanding a ratio which is not a 
ratio. This consideration would dispose of the marginalists' mis
givings with respect to indices _ i/ purchasing power ".8 con
ceived of as a ratio between a supposed absolute value of money and 
the absolute value of goods. Nominalists have not fallen into this 
specious attitude toward indices because they have recognized no 
other value of money than purchasing power. 

It seems almost too elementary but it is nevertheless unfortu
nately necessary to insist that indices fail to show whether prices 
have been changed by events upon the side of goods or upon the side 
of money, not because indices are insufficiently sensitive, as Behrens 
concludes in a recent work,' but rather because a ratio is a ratio. 
Otherwise expressed: when purchasing power changes, since the 
value of money is purely relative, only _ value is there to change. 
Such a pronouncement may savor of scholasticism, but it has a very 
practical corollary in the field of monetary policy. Consider the 

• 0. JII>. 81-1" abo ... 
• 0. p. ..... abo ... 
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alternative proposals for price stabilization and for secularly de
clining prices in conformity with the reduction of costs through 
invention, etc. Which of these represents the truly "neutral" 
money? The answer from the angle of the value of money is cer
tainly"Neither." The German nominalists have conclusively shown 
that, from the purchasing power aspect, a value of money per se does 
not exist. The quantity of money, whatever it is, determines \.he be
havior of prices just as much as factors on the side of goods. Con
sequently no monetary policy, not even the absolute fixation of the 
quantity of effective purchasing power, is "neutral" with respect to 
price levels in the sense of not being jointly responsible, along with 
the "real" factors, for their behavior. lf the idea of a "neutral" 
money is to mean anything, it will have to be from another angle 
than that of the value of money. The test will have to be pragmatic: 
which policy actually proves itself most workable, less the occasion 
for economic disturbances and social injustices. Perhaps such a 
money can be called "neutral." But there is no neutrallJalue of 
money, per se. 

lf the misconception of inner objective value has to be abandoned 
in the theory of internal price levels, it must be surrendered in theory 
of exchange rates. The atavistic view that mint-par represents some 
sort of "intrinsic" value of one country's monetary unit in terms of 
another's will have to give place to the nominalist notion that here, 

-as in the domestic situation, purchasing power and that alone reveals 
the objective exchange value of money! 

While certain extremists in the GermiLn nominalist movement err 
in den~g value to money in any sense,4Uld while the majority 
make the mistake of deQYing any other value than purchasing power, 
the movement has served to establish purchasing power as a purely 
objective and numerical relationship,· and as such the function of 
purely objective and numerical quantities. Each of these objective 
quantities has its psychological background, _ but the monetary 
theorist makes no mistake in cutting into the problem above this 
level if he chooses. The Cambridge unspent margin approach, for 
example, oontnoutes an intellectually satisfying explanation of the 
subjective determinants of velocity; but the Fisher "V" simply 
takes up the same phenomenon as it appears on the market. It is 

1 This does Dot signify the """",,lance of the tbeo", of purchuina power parity, ad 
iI in DO way CODDec:ted with iL Cf. pp. '64-268, belo .... 

I "Not the command o..,r quantitin of utility," in Keynes .... nIo (.,. oil., I, gel). 
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not legitimate to object to a quantity theory of prices because it is 
"mechanical," because it deals only with physical magnitudes in the 
explanation of prices,.or because the value it does explain is "merely" 
purchasing power. If it deals with prjces from that angle, it need 
have no concern with a "real" value calculus. 

The charta1ists and nominalists have succeeded in showing that 
the Idea of money is categorically distinct from that of commodities, 
and that the nature of its value is purely relative in contrast to com
modity values: It would not be surprising if the manner in which 
this value is determined should prove unique. Foregoing chapters de
voted to commodity theories have found the ordinary categories of 
marginal utility, of demand, and of supply to be inadequate instru
ments.1 Marginal utility involves circularity when applied to 
money, and disappears as a dividing line between satisfied and un
satisfied wants. Deprived of the marginal utility background, the 
"demand" for money as a rectangular hyperbola representing the 
total money work to be done ceases to be comparable with ordinary 
demand schedules and becomes only an excessively simplified graph 
of the functional relation between money and prices. If, on the 
other hand, demand be conceived as individuals' need for cash bal
ances, it has been shown that the thing demanded is not really units 
of money but units of purchasing power. The notion of supply with 
reference to money becomes hopelessly confused, because increased 
rate of exchange does increase the effective amount of money but not 
of goods, and because the arbitrary action of banks results in the 
quantity of money being neither fixed nor any definable function of 
its "price." Popular discourse and the usage of economists will not 
be deterred from further employment of these terms by such con
siderations; but there is no justification for the practice, and it in
volves certain hazards from a pragmatic angle. Hayek adverts to 
one in particular.- If the "supply and demand" of money were 
really analogous to that of goods, only /lflii specific quantity would 
"clear the market," i. e. set demand and supply in ~brium. 
Onli.narily if the market is cleared, it is evidence that the quantity 
of the good is neither less nor more than the quantity called for by 
the UJ\derlying schedules. Applying this reasoning to money would 
justify /Itt, amount of infiationary increase in the cin:ulating me-

I AIIo the ..... cIuai ... teadIed b7 Aaduooa • .,. cit.. c:ba. ii-iv. 
• Friedrich ~k. «Du iD_mponIe GlieichpwidtllliJ!llem und die Be-..maea 

olea '~'N w.u. ....... 08, po ,.. . 
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dium, since with money, given time enough, any quantity will set 
the market in equilibrium. Bankers colild therefore always respond 
that the additional money was warranted by the "demand"; and 
such a confusion did indeed permeate the argument of the old "bank
ing theory." 'Irving Fisher points out a further pitfall: the concept 
of demand gives, in a sense, precisely opposik results when applied to 

~oney and to goods. "An increased demand for any individual com
modity results in a greater consumption at a higher price, yet an in
creased general demand for goods will result in a greater trade (the 
Q's) at lower prias." 1 To avoid ambiguity the supply and demand 
categories should be abandoned in the sphere of money. 

Other commodity explanations scarcely merit attention. The so
caned "functional theory" resolves itself into a platitude on the one 
hand, since all values are functional, and into a fallacy on the other, 
since it usually sinks into the morass of "supply and demand" when 
it attempts to describe how the functions emanate in an exchange 
value. For these reasons it has not received separate treatment in 
this study.- We have noted the error of the "yield theory" of Grei
danus and Kinley." The cost of gold production theory fails to in
clude the velocity factor and besides "lets the tail wag the dog" in 
a system where credit media are used preponderately or exclusively. 
To my knowledge there is but one other commodity approach to the 
problem - the qualitative theory that confidence governs the value 
of fiat issues. A subsequent Part devoted to inflation phenomena 
will reveal the necessity of recourse to this ioea in certain circum
stances. But there are two reasons why this theory cannot supplant 
a quan/ilative approach to the general problem of price levels: first, 
that many cases where copJidence plays an important rale can with
out error be treated under the rubric of quantity;. and secondly, 
that the remaining cases are so rare that we may say de minimis nOfl 
curatle%. 

The net outcome of this study of the nature Of money is a vindica
tion of nominalism, tempered in two instances. Money has value in 
other senses than purchasing power, and in certain extraordinary 
cases, qUalitative appraisals which give money a commodity char
acter interfere with the purely quantitative determination of pur-

I TIN P",,1IIIIilll Power of Mortey, 2nd. ed. (New York, 1922), p •• 80. (Italics his.) 
• In contrast with Herl>ert DlIriDg, Die GeId/ ... " ..... oiI Knoll, mded. (Greifswald. 

1922), pp. 36-35. 
• Cf. pp. 109""110, above. 
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chasing power. But generally speaking, money is a token and not a 
commodity, in idea, in the CI1nstitution of its value, and in the proc
ess by which its value is established.) In addition to the numerous 
practical inferences already drawn in the foregoing pages, we should 
perceive that one result of this philosopny is undoubtedly a lessening 
of the theoretical significance of gold. The older tendency toward a 
virtual identification of money with the standard metal had an ad
verse effect upon monetary policy. Gold reserves of central banks, 
instead of being a means to an end, were guarded with mercanti1istic 
zeal; In its worst phase this attitude ran off into the absurd idea, 
propagated in Germany during the War, that furthering the employ
ment of credit as against cash in domestic transactions would stay 
the progress of mark depreciation through the mere increase in the 
Reichsbank's gold chest. At best the apotheosis of gold tended 
seriously to draw attention away from the necessity of intelligently 
directed control over domestic price levels and exchange rates .. The 
theory of controlled currency had to await the development of a 
more modern explanation of money. Attempts to discredit nominal
ism by denying that fiat money ever existed save as a diseased cur
rency fall short of the goal; Even diseased currencies belong to the 
theory of moneYi and fiat money has not always been pathological, 
as the Refilm_A attests.l Fortunately, however, the case does not 
tum on abnormalities, for nominalism would call attention to the 
large fiat element in all contemporary money systems which renders 
gold a quantitatively and logically subordinate factor. As Hawtrey 
observes: 

The theory that money behaves like a commodity has the attractiveness of a 
puadoz which completes a generalization. But it melts away under analysis 
ezcept as applied to metallic money. Gold is undeniably a commodity. But 
cold itself 80 10lIl as it is being used as money. is subject to all the laws which 
IOvem the value of money. A cold coin. is itself a tickeL I 

Whether it be from indigenous causes or from the impress of Ger
man nominalism, monetary theory in Anglo-Suon countries has 

I BecaUlit the R"", ••• ", wasezchanaeable for R"" Itrief'l or Ianclmort:pges, ODe 
milht ~ it _ .. ot a JIOl",1y fiat _yo But HaIm hu pointed out tbat, with tho 
marbt .. 111 of inte",11 much abolle the 5' yielded by the BrNfc. tho R' ""' _ 
1>aft bad to doprecial1l a ,_t doal belate this IecIomption _ balle paid (L. AIbeot 
H ....... Go'" """ IC";" N_ FoI,.. TUbiqe .. , '919. P. 10). Grabam c:onec:tq bokIa tho 
actual value of thoR.' riotoballe boeIl"due ... w..lytoricidlimitatiollof ...... 
(Frank D. Grabam, &dolo,., I"ricoo. """ ,.,....,. ia B:y~ ""'
I_'o-J. IPriDcetoe, ,~ol, p. II, _). 
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turned very largely away from the commodity approach of a gen
eration ~go. In America the development has been less pronounced; 
but whereas the older standard works 1 without exception practically 
identified money and gold, at the present Laughlin almost alone 
represents this school of thought. In England, Cannan adheres 
to the commodity theory,' while Hawtrey, Keynes, Lehfeldt, and 
Robertson have clearly repudiated it.-

It remains to draw a final inference from the nominal cl1aracter of 
mOiley and its value. The metaphysics of money affords to the 
theory of price levels its point of departure. The representative 
value of money, themoney-offer for goods and services in its totality, 
equals the goods and services offer for mqney in its totality. How
ever commonplace this proposition, it must be an anomaly to com
modity theories, for if money were itself a commodity its value ~uld 
not equal the value of commodities. Or if the commodity theorists 
were to respond that money is a commodity but its value is equal to 
all other commodities, the statemept, while ceasing to be a contra
dictio termini, becomes, to employ a phrase of the English philoso
pher Bradley, "a mere monster," because it is not the nature of an 
economic good to equal in value all other economic goods. None of 
the laws governing the values of commodities have as their postu
late an equality of value of the good in question with all other values. 
The unique law governing fundamentally the value of money is on 
the other hand precisely this equality. The "equation of exchange" 
follows with apodeictical certainty from the very concept of money; 
the task of economists lies in perfecting the theory of prices upon 
that basis. The next Part of this book traces the progress of recent 
German monetary literature in this direction. 

I J. T. Holdsworth, M"'"Y and Barski~I, 4th eeL (Ne .. York, 19.3> p. 70: David 
KiD1ey, M"'"Y (Ne .. York, 1904), p. 139; W. A. Scott, M"'"Y and Barski"" 5th eeL 
(Ne .. York, 1916), p. 64; Horace White, M"'"Y and Barski"" 5th eeL (Boatoo, 1914), 
p. '5· 

I Edwin Cannan, M "'"Y, 5th eeL (London, 19.6), p •• s. 
I <l'., p. 1'05, above. 
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THE DETERMINATION OF PRICE LEVELS 



CHAPTER VIII 

THE QUANTITY THEORY: TRANSACTIONS APPROACH 

QuANTITY theory expl8.llatioDs of purcha.siIJg power ma.y be divided 
into significant groups on a number of ba.ses. Some writers, a.s for 
example Fisher, seek to esta.blish a correia.tion and causal connection 
between money in the narrow sense and prices; others, such a.s Haw
trey, think of hand-to-ha.nd currency a.s a mere sa.te1lite, credit a.s
suming the chief rOle. Certain theorists - and this includes the va.st 
ma.jority of Germa.n writers - who follow Wicksell quite closely, 
attribute price level variations to cha.nges in bank rate, either abso
lutely or relatively to natura.\ rate, wherea.s others, sceptica.l of the 
domin8.llce of discount policy, adhere conservatively to quantity of 
money and credit. Aga.in, in some quarters "the" value of money is 
treated a.s a unitary phenomenon, against which in other quarters it 
is maintained tha.t special indices alone ha.ve meaning. 

The discussion of price level determination in the present Pa.rt is 
devoted prima.rily to the ftmrtalities of theoretical statement, most 
of the moot questions a.s to direction of causa.tion and other realistic 
issues being put over to subsequent Pa.rts upon infta.tion and business 
cycle phenomena. With this limita.tion for the present, I find the 
most significant contrast between quantity theorists to be none of 
those just mentioned but that which obta.ins between the period 8.Ild 
point of time viewpoints. Monetary literature in America ha.s cha.r
acteristica.lly, though not exclusively, been oriented upon the period 
approa.ch; in England and on the Continent, upon the cross-section 
ba.sis. Nothing prevents the problem's being solved through either 
channel; but in the present interchange of ideas, the implications of 
either mode of analysis a.re often imperfectly understood by pro
ponents of the other. While trenching upon a variety of topics in the 
following cha.pters, I shall adopt the tra.nsa.ctions cash-ba.la.nce con
trast a.s a basis for classification of theories, attempting to resolve 
some of the real and appa.rent contradictions which prevail between 
the two methods of exposition. • 

The prevalence of the cash ba.la.nce or point of time analysis on 
the Continent is revealed by the fact tha.t only three significant 
writers in the Germa.n literature follow the model of Irving Fisher. 



126 GERMAN MONETARY THEORY 

Schumpeter abides by this scheme throughout, Cassel states the al
ternative approach without utilizing it extensively, and Marshak, 
the third person referred to, has recently abandoned the period 
equation for cash balances. 

I. SCHUm>ETER'S INCOME THEORY 

Professor Schumpeter's formulation of the quantity theory ap
pears mainly in a notable article contributed to the Arcmv fUr Sozial
wissenschaft in 1918.' Its distinctive features may be analyzed under 
four topics: (I) the limitation of the equation of exchange to con
sumers' real and money incomes; (2) the peculiar description of M 
in the equation; (3) the concept of monetary "efficiency"; (4) the 
direction of causation. 

Schumpeter himself says that, beside the equation for consumers' 
incomes, there could be set up an equation for producers' goods, in 
which PT would refer to the social product of the next subsequent 
economic period.- It would seem, however, from the very casual 
introduction of the subject, that the complementary equation can 
be omitted from a formal theory of purchasing power without seri
ous consequence. In a condition of equilibrium, postulated in this 
article, the values of producers' and consumers' goods would indeed 
form a consistent system. Even here, from the angle of Marsballian 
doctrine, value causation proceeds as much from cost as from utility, 
and contrary to Schumpeter's Austrian value assumptions, from 
producers' as much as from consumers' goods, so that neither sphere 
has a su:gerior claim toward determining" the" value of money. 

In dyriamic conditions, an equilibrium of producers' and con
sumers' prices is rarely perfect. "Hyper-inflation" may obliterate 
the distinctiveness of the two fields so that it becomes possible to 
speak of "the" price level sans phrase. But ordinarily, as Mises ob
jects concerning Schumpeter's equation,· events in the business and 
industrial world are just as important as developments in the sphere 
of consumer income and expenditure; and that is true even if, by 
convention, "the" value of money is referred to the cost of living. 
Some years ago B. M. Anderson in a chapter entitled "The Redis-

1 I-ph Schumpeter, "Dos SoziaIprodukt and die Rechenpfetmi&e," Ardlio ..... 
pp. 62'/-'115· 

• IWl., p. 675. 
• Ludwig lI4ises, TIrMwM des Gclda .. "' uaatMl/...utd, md cd. (MUDicb, 1924), 

p.253-
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covery of a Buried City" brilliantly vindicated the importance of 
speculative transsctions in purchasing-power behavior.1 More re
cently Palyi bas ascribed the approximate constancy of the general 
price index in the United States from 1921 to 1927, despite an in
crease in monetary velocity and a swelling of deposits from $40 
billion to $56 billion,' partly to the increase in volume of physical 
product, but notably also to specuiation.1 The League study of the 
current depression assigns to security and commodity speculation 
eighty-six per cent of the credit expansion in the United States in the 
thirteen months following May I, 1927.1 Professor Schumpeter's 
own theory of economic innovation stands as excellent evidence of 
the capacity of monetary developments in the sphere of production 
to determine the course of consumer purchasing power. Save for the 
possibility that a cost, of living index serves better as an all-purpose 
measure of the value of money than any other, a consumers' equa
tion takes on significance only as it is complemented by other equa
tions covering the remainder of economic life. 

It would be less than just, however, to appraise Schumpeter's 
theory solely upon these grounds. On a purely logical basis, his 
equation falls short not only as a disjoined member of what should 
be a complete system, but also as a self-consistent whole, as we shall 
presently apprehend. But historically Schumpeter's article achieves 
distinction (1) for its insistence upon a specific, as against a meaning
lessly general, conception of purchasing power, and (2) for its at
tempt to give Wieser's amorphous "income theory" a definitely 
quantity theory expression. An initial step in the right direction 
cannot be depreciated because it does not complete the journey. 

We tum to the detailed construction of Schumpeter's equation to 
discover that the definitions given to both M and V are subject to 
devastating objections. Apparently he agrees with Turgot that 
.. Every commodity is money; ... reciprocally, all money is essen
tially merchandise, .. • though this con1licts directly with Schum
peter's present nominalist position as outlined in Part 1." In the 

• r. Val ... ., JI.., (New Vork, '917), cb. m. 
• Melchior PaIyi, "Die ZahlunpbiIau cIer V. S. _ "-rib oIa Gliubi&erlaDd.D 

V .... 174, pp. 168-'7" 
• C_ .... P .... ., "" W .. W ....... Do"...., Series of Le_ of NatiOaa 

Publicati ...... U. Economit and FiDantiall93l. U. A. II; 0IIid0l No.: A. '". '93' 
U. A. (Gene.., SwitRrland, and _, Muac:b .... us, ;931), Po 117. 

• A. R. J. 1\"..,1, r. F_ .. ~ ., Ridw ('no), ed. b7 W. J. 
Ashley (New Vork, .Sg8), Pol'

• a. pp. 50-$', abo ... 
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present instance, he includes under money not only standard and 
subsidiary coins, bank notes, deposits, and checks passing by further 
endorsement, but also sugar, tea, etc., when they serve as media of 
exchange, and even "book" credit and mere verbal promises to pay.1 
If the concept of money is to mean anything, it must be contrasted 
with "not-money"; but as Palyi comments, Schumpeter's usage 
would" reduce the idea of a quantity of money to the unknowable." • 
The dichotomy must be preserved if the equation of exchange is to 
serve as the basis of statistical enquiries, and yet the rather unusual 
exchange media spoken of must be taken into account. 

Does not the definition of money adopted at the end of the fore
going Part afford an escape from the dilemma? Media of exchange, 
it was said, must be scarce and valuable, and if they pass at a par or 
nominal value they become also money. These tests will norma1\y 
admit as money: standard and subsidiary currency, bank notes, de
posits, checks theDlse!ves when they pass without discount by further 
endorsement, and other credit media with the same limitation. 
Transactions taken care of by payment in other commodities with 
varying prices, such as tea and tobacco, simply disappear from both 
sides of the equation of exchange, and the same is true of transac
tions settled by book credit and verbal promises.' 

Having put into M a variety of nondescript quantities in no proper 
sense to be thought of as money, Schumpeter proceeds to abstract 
various classes of money until there is litera1\y nothing left. Only 
circulating money, he says, must be admitted to the equation, and 
this means the elimination of (I) hoards, (2) reserves behind credit 
issues, (J) "unemployed funds awaiting expenditure," and (4) "the 
actual reserves of banks and individuals.'" Now the exclusions 

• Ayc .... 44, pp. 6SS-UI. 
• Melchior Palyi, "UngellSste Fragen der Geldtheorie," (Munich, 1925), p. 4B4-
• B. M. Anderson (.,. cil., p. 170) would admit book credit to the monetary member; 

but F. W. Taussig in his P""",plu of Ewrromks, 3n1 ed. (New York, '922), I, 416, and 
Irving Fisher in Tie PfII'cIMr.sHs, P_ of M"'"1, ... d ed. (Ne .. York, 192.), pp. 370-
371, argue correctly that, though it may haw & temponuy effect in _ding or COD
tmcting, it has no ultimate effect, being only a temponuy meaDS of avoiding the .... of 
money. The same may be said of installment sales and .. IbaI promioeo to pay. 

It might be questioned wbether hanIr: deposits are """"'" and valnable, on the ground 
that they are not physical. Although the mere paper .... d-inIr: basisof hanIr: deposits may 
seem rather tenuous, it is no more so than the basis of bank DOtes, which take their 
scarcity, not from the limitation of bits of paper, but from the figures imprinted _ 
them.. The mere itkG of money is Dot scarce, bu.t these CODcrete forma of lIlODey, lOme
times erroneously called II ideal," are Rally scarce. FJgWU enteRed in & pua-boot are 
CODaete things, not abstract COD~pts. ' 

• AnAio 440 P. 666. 
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under (2) and (4) would seem sufficient to account for the entire 
monetary stock of the country, so that nothing remains as circulating 
money. Item (2) is legitimately a deduction from the total of pur
chasing power.j it is regularly' abstracted from the total money stock 
of the United States by the Director ef the Mint'to avoid double 
counting,1 and for the 'same reason such writers as Fisher, Hawtrey, 
and Keynes do not include bank reserves in their equations.1 This 
leaves (I), (3), and the second part of (4) as circulating money. 
Some writers would abstract (I), houds, on the ground that they are 
definitively withdrawn from circulationj others prefer to include 
these funds, because they may at any time come into active employ
ment and because their magnitude is not statistically apprehensible. 
The choice is largely a matter of taste. Furthermore if item (2) be 
given the specific meaning of "contingency reserves" over and 
above ordinary operating funds, their velocity is zero, and again 
their inclusion is a matter of taste. But when the process has pro
gressed to this point, to deduct (3), "unemployed funds awaiting 
expenditure," is to take away operating funds, constituting the bal
ance of the money stockl The second half of (4), "the actual re
serves •.. of individuals," then appears to be neither a distinct 
quantity nor in any event a legitimate subtraction. 

In addition to describing the quantity of money appropriate to his 
income equation as the residual after certain subtractions, Schum
peter also proceeds to a threefold division of the entire monetary 
stock into the spheres of "circulation," "hoaxds and reserves" and 
"capital."· Granting that the boundary line between these quanti
ties varies, he nevertheless eliminates the second and third, whatever 
their momentary magnitude, to axnve at umsumers' income. ' We 
should not understand that Schumpeter's "circulation sphere" 
coincides with what Keynes calls the "lncome-deposits," i. e. con
sumers' as against producers' or savers' balances.' It is rather the 
total of Keynes' "lncome-deposits" and "Business-deposits A," i. e. 
the total of active balances held by consumers and by producers in a 
somewhat narrow sense of the word excluding financiers, bankers, 

• E. •. , A-' III,.., oj .... Dirodor oj .... JliIII 19>7 (WasbiDgton, D. C, 1927), 
p.I .... 

I 1m., FIsher, .~ ciI., pp. 50-S3, .61; It. G. Hawtley, C_.., ... C...ut, 31d eeL 
(London, 1930), p. 4.5; J. M.l:.e:rne .. A TraG OIl JI~ kJ- (New Yolk, 19.1), 
PP.SI-I9o . 

I A .... 44, pp. 666-667. 
• J. M. I:.e:rne .. A TrotIia - JlMIY (New York, 1930), 1,35, 244"'048-
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speculators, but including wholesalers and retailers. To this aggre
gate Schumpeter applies his concept of monetary" efficiency" in his 
consumers' equation; and to it also he would apply the same effi
ciency were he to construct an equation for producers' goods.' The 
full import of this description of M in the equation, as well as its in
herently contradictory nature, will be made evident in the subse
quent discussion of velocity. 

In one respect Schumpeter's M magnitude contributes to the 
formulation of an elastic and realistic sort of quantity theory. By 
including within quantity of money not ouly currency but also de
posits, he is not obliged to defend an approximate fixity of the hank 
reserve ratio. Tracing the probable results of increased gold produc
tion, it is true, he envisages the impulse as passing first to bank re
serves, thence to lower discount rates, and finally to a greater vol
ume of loans.' His application of the cost of production theory to 
gold also naturally presupposes some fixity in the proportion of re
serves and deposits. Finally, while he admits that central banks may 
absorb gold without extending loans, he remarks that "this is a 
mere side issue." 3 But his quantity theory does not require this 
postulate. 

Monetary efficiency is defined formally as the number of times a 
unit of money' enters into consumers' incomes on the average dur
ing "the production period to which the sum of incomes relates." 
Quantity of money multiplied by efficiency or total money income 
equals the price index for consumers' goods multiplied by the 
volume of social product. What Schumpeter obviously desires to 
achieve by the concept of efficiency is a kind of velocity suitable to an 
equation of consumers' money and real incomes. Mathematically 
however, efficiency, or what bas been called circuit flow or circuit 
velocity, is the quotient of person-turnover divided by the number 
of stages through which it passes against goods both inside and out
side the consumers' sphere, and hence it necessarily varies inversely 
with the size of this quotient. This result is unwelcome to Schum
peter, who desires to keep the symbols in his equation purely con-

1 Archif) 44, p. 675. I Ibid., p. 69I ff . 
• Ibid., p. 699. 
4 Ibid., p. 671. To avoid the complicating difference between the "coin-transfer" 

and 44person_tumover" notions of velocity, we shall interpret Schumpeter as meaning 
that each unit of money is weighted appropriately in comparison with other units of 
greater and·smaller denomination, i. e. the "person-turnover" definition where the 
persons are consumers only. 



QUANTITY THEORY 

sumers' magnitudes; he escapes by taking the completed circuit itself 
as the Unit of velocity. These confiicting strains of thought may be 
reviewed under three headings. 

(I) The first involves two Cases in which Schumpeter reasons to
ward a rise in prices from increased "velocity." In neither case does 
he employ his own terin "efficiency," nor does he earmark the type 
of velocity as Fisher's "person-turnover," which in general he re
jects. But since E, or efficiency, is the only velocity term in his 
equation, the efiect must be assumed as being produced thereby. In 
the first case, prices are forced upward by accelerated velocity un
der inftation, when people lose confidence in money; I in ~e second, 
markets are held at shorter intervals and prices rise proportionally to 
the greater frequency of settlements.' Since in these cases nothing 
has changed in the number of productive stages through which com
modities pass in their progress toward consumers, if velocity in 
Schumpeter's efficiency sense increases, so must it also in the Fisher 
person-turnover sense. Velocity increases, it should be noted and 
Schumpeter explicitly caJIs attention to the fact, despite the COfl

l/a"", of the annual turnover of goods. 
(2) Velocity in the rejected Fisher sense, Schumpeter says else

where, is "not a distinguishable element in the value of money but 
fl«usarily equals IhaI [the turnover rate] of goods"; it has "absolutely 
fIOl/ri"g to do" with monetary efficiency.' The occasion for this 
point-blank contradiction with the ideas of the preceding paragraph 
is an illustration involving a change in number of monetary turn
overs previous to consumer income. The proIiferation of firIns, he 
believes, from a single integrated concern to ninety-nine separate 
businesses for the same productive process would not efiect mone
tary efficiency. Though person-turnover would apparently be in
creased (I) according to his view of the case, "it is a matter of com
plete indifference through how many hands a sum of money must go 
in order to pass from one income to another."· The indifference 
must pertain to prices, as Schumpeter's critics have assumed, though 
he does not actually say so. . 

So far as concerns the evidence of the two preceding paragraphs, 
we might conclude that Schumpeter believes that efficiency stands 
upon its own feet and assumes independent significance in deter
mining prices. Where, as under paragraph -(I), person-turnover 

, 1 .... p. 683. IIOIe 44-
• 1 .... P. 668. (Italico mille.) 

'l6iL.p.~ 
• l6iL.JI. 6700 
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affects prices, it does so because it changes efficiency. Under 
paragraph (2), where industrial differentiation occurs, it does not 
affect prices, because it does not change efficiency, but only person
turnover. There would seem to be no point in writing E into the 
equation unless efficiency were independently significant, and more
over Schumpeter states explicitly that it is.' This interpretation, 
including the explanations for differentiation and shortened payment 
periods, is compatible with Schumpeter's statement in another work 
that he agrees with Wieser that 

changes in velocity of circulation [Umlaulsgescltwindigkeil, not EjJi.ims] ••• are 
not independent causes of changes in the price level, since they - or I,om DUI' 

slandpointit is better to say "insolM as they" -are induced by the movement 
of goods." 

He does not accept Wieser's categoric proposition, but only the par
tial dependence of velocity on the "movement" of goods. This is the 
interpretation which Marget makes in a recent examination of 
Schumpeter's velocity theory,' and one which for a time I thought 
the only one possible. It is not inconsistent with Schumpeter's posi
tion that efficiency represents an "almos' constant factor" in his 
quantity theory. Its effect on the absolute height of prices would 
then be as a more 01' less jixetl11VUltiplier of quantity, since "one and 
the same money unit ... can become a part of [consumers'] money 
income and expenditure seoeral limes in a period in which the pro
ductive process is completed.'" Besides, Schumpeter mentions the 
statistical difficulties in apprehending the magnitude of velocity.· 
The rel~vance of these facts will appear in their incompatibility with 
another viewpoint about to be elaborated. 

(3) Occasionally Schumpeter reasons as if, instead of being so in
elastic a variable that it may legitimately be imprisoned in "other 
things equal," efficiency were absolutely fixed in the nature of the 
case. In substantiation of this,. the first three items of evidence 
which follow show that Schum peter sometimes comes out with the 
conclusion that efficiency is always and inevitably equal to 1. An 

1 Ibid .• p. 685. 
• Idem, Tilurie in tDirlsclrafllit:1rert &ItDick,.."" 3n1 eel. (Munich, 1931), p. 70. DOte 

52. (Italics mine.) . 
• A. W. Marget, "n.., Relation betweeD the Velocity of Cilculatinn of Moneyanc! 

the 'Velocity of Cilculation of GoocIs.· .. J. P, E..." pp. 488-491 • 
• A,cMo 44, p. 671. (Italica mine.) 
• Ibid., p. 673. 
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efficiency of I, of course, simply causes it to disappear both as a 
determinant of the absolute level of prices and as a factor in price 
variation. The fourth item involves reasoning which would make 
efficiency absolutely invariabie whether or not it equals I. 

COlilmenting upon the case already -mentioned under point (2), 
involving a change from complete integration to ninety-nine sepa
rate steps, Schumpeter holds not only that in both cases efficiency is 
the same, but also "isl aiJrigens die Ejfiziens ... gleich eim." 1 In 
another passage, he asks us to suppose that producers "at every 
stage" borrow from the banks for precisely the term of the produc
tive period, and that the banks retire the loans and destroy the bank 
notes at the termination of production: "then this money would 
have an efficiency equal to I." I Efficiency, it will be observed, 
equals I, but not because the process is integrated, -we are dealing 
with producers" at every stage." In the third place, we discover the 
following observation: 

Two economies in which production is speclalized and divided to different 
degree would, ac:c:ording to this (the person-turnover concept of velocity], pos
sess different velocities of money. So much might he granted, but only in IIu 
............... that they have divergent rates of commodity turnover.' 

The implication of "only in the same sense" quite inescapably is that 
their commodity turnovers are both I in the Schumpeter equation, 
where commodities figure only once at the moment of sale to the 
ultimate consumer, and that likewise their money turnovers are 
both I in the Schumpeter equation, i. e. the expenditure for final 
consumption, which is a unique act. 

This brings us to the point where it is obvious why efficiency is 
always I in Schumpeter's equation. It is If«&sarily unity because 
person-turnovers are eliminated by the circuit Bow definition of 
velocity, and because the period taken for the equation is defined as 
the length of the productive process. It is always unity because 
changes in person-turnovers are denied any infiuence upon efficiency. 
and because, if the length of the productive period changes, the 
period of the equation is automatically adjusted correspondingly. 
Upon the basis of this evidence directly from Schumpeter's pages 
and the deductive necessity for an efficiency equal to I, it is impos
sible to agree with Marget that Schumpeter dearly avoids that com-

• I~. P. 671. (It.ncs mille.) 
• I .... p. 6740 
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plete or "crude" identification of goods and money rate of turnover 
which Neisser ascribes to him.' 

A fourth indication to the same effect has been rather widely ob
served. Under point (2) above, Schumpeter concedes a price raising 
action to velocity in connection with the panicky buying induced by 
inflation. But this phenomenon is "temporary" and "has nothing 
to do with velocity in the sphere of producers' and consumers' pur
chases really made to carry on the economic process." I Whether 
much or little money circulates, the economic distance wbich a piece 
of money must traverse from income to income remains always the 
same."· Producers have neither motive nor opportunity to force the 
pace of production, their turnover period being objectively deter
mined; consumers desire to hasten the conversion of money into 
goods, but for them also "the circuit flow of the economic system 
brings both goods and money ..• no more quickly than before."· 

How may Schumpeter's errors be cleared away? The contention 
of the preceding paragraph contains an element of truth which ren
ders it plausible, especially as it does not depend upon the idea of 
unitary efficiency. As both Bortkiewicz and Neisser have pointed 
out in connection with the German inflation, velocity assumes an 
active price raising efficacy only when either of two conditions are 
fulfilled: (1) when contingency reserves are reduced, or (2) when pay
ment intervals are shortened.' Evidently in referring to the "ec0-

nomic distance" between income and income as remaining "always 
the same," Schumpeter calls attention to the payment interval, 
which, because it rests upon business practices and habits, does 
change., slowly or only under great pressure. Despite this element of 
truth, Schumpeter's statement errs seriously in its implication of 
constant velocity, in holding that the price rise can be "only tem
porary" and thus implying a necessary relapse, since in fact con
tingency reserves may be drastically reduced and payment periods 
shortened with the specific purpose of aiding fixed income receivers 
to escape the depreciation. 

The difficulties inhering in the idea of efficiency as equal to 1 may 
now be appraised. In the first place, since, as Schumpeter bimseH ob
serves, a unit of money may enter incomes several times on the aver
age during a given productive period, prices will have to be written 

• Han. Neiaaer, D ... T_....., du G./du (JeD&, 1928), P. 09. 
I Aru.;. 440 p. 683, DO'" ..... • Ibid., p. 684, DO'" ..... 

• lAo • .a. • Cf. pp. 234-136, below. 
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88 a junclitm of money times efficiency, i. e, PT does not equal that 
magnitude, With this correction, it is also allowable to define the 
period for the equation 88 the "productive period" whatever varia
tion it may undergo, provided the magnitudes involved in all the 
symbols are appropriately adjusted. Here the convention of writing 
efficiency 88 1 in the initial equation,' may have the fatal propensity 
to make it appear 88 a const""d. But in rewriting the equation, the 
following variables will have to be borne in mind (1) Industrial 
differentiation remaining the same, if person-turnover changes 88 a 
function of the period of production, efficiency also. changes in the 
same direction. This point is not especially involved in Schum
peter's quantity and may be put over to a later connection. (2) In
dustrial differentiation and productive period remaining the same, if 
person-turnover changes, efficiency again varies in like direction. 
(3) Productive period and person-turnover remajning the same, if 
the number of middlemen or firms intervening in the productive 
process from beginning to end increases, efficiency decreases. In the 
second and third cases Schumpeter falls victim to the fallacy of COfI

,""'" efficiency, whether or not this may be ascribed to an assumption 
of Uflitary efficiency in an initial equation. The c:haiacter of his 
erroneous deduction concerning velocity in extreme inflation has al
ready been demonstrated. Industrial differentiation presents an 
unusually complex problem, the solution of which is postponed until 
the final chapter of this Part, so that we may have at our disposal the 
logical apparatus of cash balances. At the present juncture we pause 
long enough to indicate the main points in the answer and its appli
cation to Schumpeter's equation. 

Exhaustive proof will later be offered that the "velocity" which 
remains constant with an increase of differentiation is not efficiency 
(i. e. circuit velocity) but person-turnover. What actually tnm
spires in terms of the Fisher equation is a rise of T which produces a 
fall jn P, MY remaining unallected, Mathematically, it has been 
observed before, efficiency is the quotient of person-turnover divided 
by the number of stages in production at which goods must be ex
changed against money. What therefore must transpire in Schum
peter's equation, contrary to his belief, is a decline in efficiency, pro
ducing a fall in P equal to the fall given by Fisher's formula. T in 
Schumpeter's equation, since it refers to sOcial product or CIOD-

• A pmctice odopled aIao h7 D. B. ~ ...... Po&:, .. ... Price ,.,. 
(LoDcIoa, '916), Po 60. 
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sumers' goods at their final destination and signifies simply the phys
ical volume of these goods at a turnover of I, remains unchanged. 
Marget, who is undoubtedly right in holding that there is no com
pensatory movement on the monetary side to balance the change in 
industrial differentiation on the commodity side so that prices could 
remain unaffected, simply states categorically that velocity does not 
change.' Having in mind the Fisher V, he gives the correct reason; 
but he might well have used velocity in the sense of the person he 
criticizes, in which case he does not give the correct reason. For the 
Schumpeter equation prices fall, not because T increases, but he
cause, with T constant, V (efficiency) decline~. 

When we come to examine the effect of differentiation upon the 
producers' goods equation which should complement Schumpeter's 
income equation, we discover the Ions d origo of all his embarrass
ment. Circuit velocity, being an average velocity through both pro
ducers' and consumers' spheres, is the same for both; according to 
the conception of circuit velocity there is an all-inclusive monetary 
wheel, and its velocity on the one side is the same as the other. But 
T in the producers' equation increases in rough proportion to the 
further differentiation. H in this equation T increases and V de
creases (by the same amount necessarily as it does in the consumers' 
equation), we seem to be driven to the paradoxical conclusion that 
P falls twice as far for producers' as for consumers' goods - para
doxical because, upon the cost of production basis, values in the two 
spheres would be in permanent disequilibrium. The solution of 
course is that the index of prices declines equally in the two fields be
cause relatively larger dollar balances are now maintained by pro
ducers in the aggregate, and smaller dollar balances by consumers in 
the aggregate. But in order to discover how much of the money 
stock must migrate from the one set of balances to the other to pre
serve price equilibrium, i. e. the sa;9:te fall of prices in production and 
consumption, we must know h!>w much a dollar counts in each 
sphere when multiplied by the .velocity distinctive to that sphere. 
When this information is supplied and utilized, we have completely 
abandoned the notion of an all-inclusive circuit velocity applied to 
an all-inclusive quantity of money. Producers hold a distinctive 
portion of the stock, and their peculiar circumstances give to that 
portion a distinctive velocity. For consumers, likewise. 

1 J. P. E. 4D, p. 501. 
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The circuit velocity concept, hailed as a contribution to monetary 
science, thus proves to be a pitf&!l. Without elaborating the theme, 
Keynes lends authority to the viewpoint developed here: 

The relatioriship between tbe total annual receipts of income-receivers and 
tbe average stock of money held for all PurPoses is a hybrid conception having 
no particular significance. • • . It is as tbough •.. we were to divide tbe paaaen
ger-miles travelled in an hour by paaaengers in trams by the aggregate number of 
paaaengers in trams and trains and to ca\l the result a "velocity.'" 

But its consequence is worse than a lack of any "particular signifi
cance" when it leads Schumpeter, in the case of industrial difieren
tiation, to reason to "price neutrality" by a direct reversal of causa
tion between the commodity and monetary members of the equation. 

In general, however, Schumpeter accepts the orthodox representa
tion of cause and effect. His" first dogma from the basic equation" 
states that changes in the total value of one individual good, ob
tained by multiplying price per unit by quantity, cannot directly 
affect the sum of &!l such values." This truth serves to refute certain 
popular beliefs - that the high price of foodstuffs during the block
ade of Germany caused &!l prices to advance, or that a rise of wages 
is capable, in and of itself, of raising the general price level.' The 
word "directly" in Schumpeter's "first dogma" will have to exclude 
possible effects upon productive efficiency of changes in the barter 
terms of trade between the two countries. If the English demand for 
American wheat increases and induces a gold flow into the United 
States, the sum total of monetary values here will be augmented. 
All prices and money incomes tend to rise i and this transpires as the 
CDIIStlJWfl" of what has happened solely to wheat.' 

The second principle holds that causation runs norm&!ly from left 
to right in the equation.' But "if prices do not rise equ&!ly," as for 
example the prices of "consumers' and producers' goods, the price 
thereby ceases to be merely nominal" i • and so it becomes necessary 
to limit the quantity theory to a validity outside transition periods. 
For such persons as Anderson and Nogara,' a "qualification" of this 

I J. M. ltoY"e .... r ..... .. II.., (New Yom, 1930), u, "4--S. 
I Are ... p. 676-
• Cf. Fisher •• ~. riI.. pp. 1'l'r18o, for a similar application. 
• Cf. F. W. Taussia. pn..;~Ia. ~. 3n1ed. (New York, 1921). I, 497. 
• ArcAio 44. p. 68,. 
, 11>i4 •• P. 687. 
t B. M. Andenoll ... riI., .... z; IIertnnd N_ 11 __ 11-., S~ 

(LondOll. 191 7), P. 1190 
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sort is tantamount to complete surrender of the theory. For Schum
peter the qualification is more substantial than for other quantity 
theorists because of his presupposition of perfect adjustment be
tween consumers' and producers' goods. The unequal advance of 
prices in these two spheres, giving rise as it does to forced saving and 
windfall profits, actually means a reversal of causation from that em
bodied in the quantity theory or, at least, mutuality of causation be
tween the two sides of the equation. Hawtrey and Keynes are able 
to carry the argument upon the quantity of credit basis much farther 
than Schumpeter, by breaking down the equation into two or more 
specia1ized equations, e.g. with Keynes, for output as a whole, new 
investment goods, foreign trade, the industrial and financial circu1a
tions, etc.l 

The third principle from the basic equation concerns gold, first its 
current production, and secondly, the. relation between gold stocks 
and prices. "Even from the viewpoint of the strictest quantity 
theory, one must hold that not only does the quantity of gold money 
determine prices, but just as truly prices determine the quantity of 
gold money." I Far from being a vicious circle in reasoning, this is 
actual mutuality in causation, says Schumpeter. How substantial a 
limitation this means upon the quantity theory is a question treated 
in a later context.· Regarding the relation of gold stock and prices, 
I have remarked upon Schumpeter's reluctance to take a dogmatic 
position; but apparently he would expect the long-time variations 
of prices to correlate with gold stock, short-term changes with vol
ume of credit.· 

Schumpeter has done pioneer work from the angle of German 
theory in refuting the banking school theorem that credit is entirely 
passive, adapting itself automatically to the "needs of trad~." From 
any angle his work is notable in the field of business cycle analysis, 
his elaboration of the Wick.sellian doctrine of the bank rate and its 
connection with the driving force of economic innovation. For the 
present, it must suflice to point to one fact. Positive or negative dif
ferentials between natural and bank rates act upon economic evolu
tion and upon the course of prices, according to Schumpeter's own 
representation, through emrepreneur expenditure and entrepreneur 
motivation. If this is the case, as indeed it seems to be, a quantity 

1 Keynes, til. '*., I, 136-137. 162, and ch. D. 
o A.em. 44. P.1I97., 
• Cf. pp. ....... 44. beIo... • A .... 44. pp. 699-1'40 
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theory running altogether in terms of consumers' real and money in
comeil omits the most important facts in a dynamic society. So 
much may be said without prejudice to a definition of purchasing 
power as consumers' buying power, or without detracting from 
Schumpeter's part in giving money science an impulse toward spe
cialized concepts of purchasing power and specialized equations of 
exchange. 

U. CASSEL'S ANALYSIS 011 Ceteris Paribus 

All the propositions made by the quantity theory carry with them 
the qualifying phrase "other things equal." But, says Cassel, 

It must be c\ear from the finlt that an inaease in money may also exert an 
in1Iuence on the "other factors," espec:ially on the velocity of circulation of 
money and on the relation between bank money and cash, and perhaps also on 
the total aales of commodities. The _tion of """'" ~ ia here quite 
lnadmiujbJe,' 

Consequently the quantity theory and its corollaries are mere 
hypotheses j they lie beyond II priori demonstration. 

This attitude does not seem to me defensible. (I) As Amann 
says, the quantity theory is not open to objection merely if "other 
things" in the equation postulated _y change, but only if they mIlS' 
do so.' The method of concomitant variation, the logical device 
most commonly employed in economics, correctly neglects all factors 
save those which _sarily vary together. This is an unavoidable 
characteristic of all reasoning, which by its very nature is abstract, 
1. e. unreal in that it neglects all the features of a situation not neces
sarily involved. Cassel errs in assuming that because the proof of a 
statement is deductive, it cannot take account of forces temporarily 
.. impounded in "teris paribus." The reasoning by which Fisher, for 
example, concludes that the ratio of M' to M, and the velocities 
of circulation are partly the effects of volume of trade, is purely 
deductive.' 

Cassel's objection may be emended to mean: (I) that purely de
ductive reasoning is not sufficient to discover 1MaI forces operative 

I Gllltav eu.1, r. r'-7 ., Serial &0 •• .." mel eeL (L<mdoD, r93I), D, 4,W; 
a . ...., ,.... F '.' r....,.., ill Brr •• s"" (New York. 19.5>, pp. 1181. 

I AIInd Amoml, "Casoela S10lem de. IIIoocftdoc:beJa Natim'''''-nrie,- Ardio 51, 
po ,ul. 

I lniDa FIabe., r. I'wduiooc p.. ., II.." ond. eeL (Now yom. r.,ta>, 
pp. 5s-7,s. 
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upon the value of money cannot be put into ceteris paribus because 
they necessarily vary with the quantity of money; (2) that purely 
deductive reasoning is not a suflicient guide in appraising how uni
versally applicable is the final form of the quantity theory and when 
it must be qualified. With both of these propositions I should cer
tainly agree. In monetary phenomena if anywhere" closet philoso
phy" can go far astray. But the foregoing propositions, while recog
nizing the limitations upon deductive analysis, do not admit that it is 
an erroneous method, or even that it can be done without. Cassel's 
rejection of a priori proof is responsible for Palyi's comment that 
"as to the question, what is cause and what effect, summary statis
tics decide nothing." 1 And Amonn complains that, after all, Cas
sel's study shows the correlation of certain series, but not the causal 
connection.! 

According to Cassel, the current practice of defining Mas" cir
culating money" involves an error, for prices are said to vary, other 
things equal, with the quantity of money circulating, but the division 
of money into reserves and money in active use itself depends on the 
price level." While P is said to be a function of M, it appears that 
M is also to a degree a function of P. This difficulty - of finding a 
really objective and independent magnitude with which to relate 
prices - Cassel proposes to get around by interpreting M as the en
tire money stock, and introducing the variation of proportion of 
money in reserves and money circulating as variations in "paying 
capacity" or V, attached to the whole money stock.' 

The difficulty to which Cassel draws attention is real, and one to 
which litUe attention has been paid. It is a part of the question 
whether },f' in the Fisher equation bears a fixed rela1;ion to M. 
Fisher, it is well to note, argues (I) that "there is, ~en, areIation of 
convenience and custom between the deposit balance of the average 
man or corporation and the stock of money kept in pocket or till. 
This fact ... means that by convemence a more or less rough ratio 
is fixed between M and M'."· (2) Deposits bear a fixed proportion 
to bank reserves. (3) "Hence, both money and circulation •.. and 
money in reserve ... tend to keep in a fixed ratio to deposits. It 
follows that the two must be in a fixed ratio to each other." I The 
relations may be represented ~tically. According to 

1 .. Ungel6ste Fragen," p. 488. 
I Theory, II, 451. 
I 01. cil., p. 52. 

• Archio 52, p. 332 fl. 
• Ibid,., p. 453· 
I 1Ae. cil. 
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Fisher, relations A, B, and C all tend to fixity in the long run. What 
Fisher wishes to establish, however, for purposes of his quantity 
theory, is the fixity of relation A. Now if argument (I) is valid, rela
tion A is fixed, and the point is proven. But relation A would also be 
fixed if relations Band C were also fixed. The former is a direct proof 
of fixity between Mand M', the latter an indirect proof. Having 
both proofs together would be an embarras des richesses, as Anderson 
believes,l if the indirect proof were established indePBndently of the 
direct. But Fisher deduces the fixity of ratio C from the fixity of A 
and B, as appears clearly in step (3) above. Since this is true, the 
fixity of B and C shows nothing as to the fixity of M and M'. The 

M\ A /' 
C~/B 

,.. 
M.' MONEY IN CIRCULATION 
M • BANK DEPOSITS 
,. • BANK RESERVES 

whole weight of the argument therefore rests, in Fisher's statement, 
on proposition (I). If Anderson is right in believing that "the money 
in the hands of individual and rorporate depositors is by no means 
all of M '," t then Fisher's first argument, even if it is right, will not 
P'OIIe M and M' proportional. 

Most of the criticism against Fisher has been directed against his 
maintenance of a fixed reserve-deposit ratio. That is doubt,1ess a 
crucial question; but from the angle of the reasoning Fisher hjmself 
employs, it would be natural to question firs, the direct argument 
(I), and next the purely arithmetic way of arriving at relation C. 
Cassel holds that the ratio of circulating money (M) to bank reserves 
(II), relation C, depmds lilt 1M pria kvel; he ca1ls attention to a vari
able which is troublesome to Fisher's theory that prices depend ulti
mately upon circulating money (as against credit). 

To rope with this matter, Cassel proposes to include under M the 
...we stock of money, whether it circul&tes or not, and to attach to 

• B. M. Ande ....... .,. ciI.. Po 175. • ft>&. pp. 17$'"17+ 
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M, so defined, a V which signifies the "average amount of payments 
effected in the period by each unit of the total quantity of money." 1 

But this affords no solution. If it is inIpossible to assume M (circu
lating money) as an independent variable, because of the reaction of 
prices upon tl;Iat quantity, it is equally inIpossible to assume V (pay
ing capacity). If "velocity" is attached to bank reserves it is in a 
somewhat extended sense of the term - reserves" circulate" vicari
ously in the deposits they give rise to. The transferal of gold from 
bank reserves would be expected to decrease the efficiency of bank 
money more than it increases that of circulating specie. Whether 
this change be envisaged as a greater dinIinution of the quantity of 
bank money than an increase in the quantity of circulating specie, or 
as a reduced velocity of the total stock of money, makes no difference 
arithmetically in the equation. But the .difficulty that prices may 
react upon the relative distribution of specie into reserve and cir
culating money inheres in Cassel's amended formulation as much as 
in the older statement of the theory, and the statistical problem is 
the same in both. 

Even the total monetary stock of gold cannot be assumed as given 
independently, says· Cassel, because the division of the total gold 
supply into the arts employment and money depends upon the pur
chasing power of money.- Cassel's view is especially plausible if the 
alternative uses of gold are regarded as a case of composite demand; 
Marshall analyzes the market situation for gold in exactly these 
terms.· 

I Theory, II, 453. • 1bi1l., p. 453. 
• Allred. Marshall, M ""'Y, Cf<Ilil, turd C_" (London, 1923)' AppendU C, pp. 

.8 .... 4 The accompanying diagram cliffe .. somewhat from MaIShaII'o, and is perhapo 
. easier to comprehend; but it makes DO 

Y D chango. in the basicpropositioD8. Let the 
1 uis represent the ezchango value of a 
unit of gold in termo of lOme otandan! 
commodity, say wheat, and the s am 
the quantities of stocks of gold. Let the 

p rectsngular hyperbola dd' represent the 
lDOnetary "demand" for gold; and DD' 
,the total demand for gold, got by adding 

J _____ .L=::::==J' . to dd' the quantity of gold which at each 
B ~ level ofezchango value of "price" of gold 

would he demanded in the arts. If now 
the total gold .tock he .......... d .. OB, and BT the ofler of this fized stock at all _ 
sible prices, the supply and demand for gold will equate at N, giving to gold a value 
per unit of BN. PM will then indicote the quantity going into the CllJ'rency and liN 
the quantity ahaorhed by the arts. 
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The inference of this reasoning is that a composite schedule of 

demand in conjunction with a fixed supply schedule sets the value of 
gold; and that the division of stock between the competing uses 
(realized deIll&nd or amount demanded by each separately) depends 
on the appearance of the particular price or exchange-value equat
ing supply and demand. So indeed must the causal sequence run in ' 
the case of ordinary composite demand. If the alternative employ
ments of gold represent a normal case of composite demand, the 
value of gold does determine the division of the stock; P deter
minesM. 

In the case of gold, however, the reasoning applicable to composite 
demand has to be so modified as no longer to be recognizable. Mar
shall ordinarily directs attention to rates of supply and demand; but 
here "the demand curves represent the stocks of gold which would 
probably be appropriated to the several uses of currency and the in
dustrial arts, at various values per ounce of gold, sufficient lime hall
sn, been alklw«l for 1M necusary adjustments to be made." 1 Where a 
commodity, such as leather, is continually produced and consumed, 
market price effectively distributes the good between the various 
parts of the composite demand so that the last unit consumed in each 
use gives the same value product or utility. For gold, the process is 
very much retarded and weakened. The annual increment of new 
gold which can be diverted into the more attractive employment is 
relatively very smaII- in the neighborhood of three per cent accord
ing to Cassel's own estimate. The melting down of gold plate and the 
conversion of coin into articles directly useful in industry and trade 
form another avenue by wbich the value of gold could inlluence the 
distribution of the gold stock. According to Professor Taussig, the 
occasion for a change in relative distribution might be either a 
change in prices and money incomes or a change in tastes regarding 
the commodity employments. The former cause makes scarcely any 
difference in the "consumption" of gold in the arts, he believes, 
because the cost of gold bullion is by no means the only cost inwlved 
in the things produced from gold." As for changes in tastes, an in
creased diversion of gold into the arts apparently works much more 
easily than the opposite. 

What is ill use for the arts may be zqarded u practicalJ,y lost &om the_ 
tuy supply. • •• In the maiD, the use of the precious metals ill the arts goes its 

• 16ii •• p.~. (Italica mine.) 
• F. W. TauaoiL PriIodlla ~ B .... ~Jd eel. (New Y ..... 1910), Ie _ 
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own way, leaving for the monetary supply the annua.l accruing surplus of pro
duction over and above the independent industrial consumption.' 

Wicksell expresses the same opinion regarding cYclical fluctuations in 
prices." If this judgment is warranted, the tendency for the value of 
gold to apportion the gold stock into alternative employments works 
against great obstacles; and the degree to which the quantity theory 
has to be qualified for assuming a monetary gold stock independent 
of prices is slight. 

To concede that the total stock of monetary gold may be a func
tion of the price level is not to approve Cassel's method of dealing 
with the complication. Again Cassel merely shifts the problem from 
one factor in the equation to another by defining M as the whole 
supply of gold in whatever employment.8 If the action of prices 
upon the money stock makes it impossible to assume that quantity as 
independently given, the same influence also makes it impossible to 
assume that V, or paying capacity, is objectively given when V is 
attached to the total gold stock. V cannot more easily be put into 
ceteris paribus than M. Conceiving of rings, watches, etc., as enter
ing the average velocity of circulation is an artificiality; and the 
statistical problem is even more complicated than in the conven
tional equation. 

The final step in defining the quantity theory equation is the ad
mission of bank. media of payment. With them a new causal vari
able appears in the determination of the general price level - the 
terms upon which banks advance funds.' Cassel is precluded from 
relating this force to the quantity of bank. reserves, or even to the 
total stqck of cash, by the redefinition of M as the total gold supply. 
He therefore conceives the terms of credit-extension as a part of the 
determinants of V. 

Does this not complete the process of convertmg velocity into a 
spoliarium for the entire quantity theory, a place for disposing of 
inconvenient elements? One after the other, three quaIifications 
upon causation from quantity of gold money have been cast into 
this discard: the effect of price level variations upon active and re
serve moneys, the effect upon the.monetary and industrial employ
ments of gold, and lastly the independent variable of bank policy. 

I Ibid., p. 24'. 
• Knut WickseU, V.,/UU",." iIIHr NIllioMli~ l1li/ Grund/ap des M.,.",. 

#ri,..ipu, vol. u, II Geld und Kmiit IJ Oena, 1922), p. 240- ~ 

• T-" n, 454- • Ibid., p. 455. 
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Three entities in the Fisher equation - V, V' and M' - have been 
merged into one, and a fourth thrown in for good measure, the divi
sion of gold between the arts and money. To what degree the mone
tary side of t,he equation should be broken down into component 
elements is largely a pragmatic question answered "by the available 
statistical data. On the one hand, Copeland believes that "it is not 
possible to separate payments by check and cash withdrawn from 
banks"; and consequently the M in his equation includes both cash 
and check payments.l On the other hand, we find Keynes objecting 
to the Fisher equation for its failure to provide separate symbols for 
cash, savings deposits (both in his sense of the terms), and over
draft facilities, available separately in the British banking statistics.· 
Copeland treats the velocities of cash and credit under one symbol, 
V, whereas Keynes preserves separate denominations for the veloci
ties of cash and "cash-facilities." Neither writer questions the sepa
rateness of velocity and quantity of credit. Cassel's agglomeration 
of the two is open to three objections, one methodological, another 
pragmatic, and another analytical. The methodological objection 
refers to the fact that, in his formal statement of the quantity theory, 
the quantity involved is gold bullion; whereas, in the study of price 
series from 1800-1910, the factor which controls boeh s"orl and long 
period variations is bank credit. Since Cassel believes volume of 
credit secularly related to gold, there is no arithmetic difference be
tween the two statements; but it is odd that he should have cast his 
quantity theory in such form that the universally valid factor con
trolling prices appears not as a quantity but a rate (Y). The prag
matic objection is that the data to which the equation applies is 
divided in its original form into volume of credit and velocity; there 
would seem to be no purpose in merging two empirically distinct 
entities. Finally, from the analytical angle, both in cyclical varia
tions and in war-time in1I.ation, velocity takes on a causal significance 
separate from quantity.' 

Although Cassel presents his theory in terms of volume of pay
ments through a given period, he also takes cognizance of the alter
native form based upon cash balances at a point of time. R desig-

I M. A. Copeland, «MODe)" Tmde, and Prices - A Test of Causal Primaq," 
(2. J. 8., 4.J, P. 649-

• r-r .... r, o,¢. • cr. J. W. AnaeD, r. r-, 11/ I~ 1'"- (O"""rid&e, Me_eho_tII, 
1016), p..80. Para W and IV below treat tile abject at some IoDgtb. 
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nates the demand for money per unit of payments effected in the en
suing period when price level and real turnover are both set equal 
to I. Equilibrium requires PTR to equal M: Since R = ~ this 

equation is identical with Fisher's.1 But Keynes believes there are 
circumstances which may cause a divergence between the "Cash
balances Price-Level," and the "Cash-transactions Price-Level."· 
Of two transactions involving the same sum of money, one trans
action may have required a "greater amount of anticipatory hold
ing of cash-balances than the other," having been less easily pre
dicted. Furthermore, the prices which compose the transactions 
price index are either current quotations or current contractual 
prices, whereas the cash balance equation requires expected prices. 
"This point is particularly important when prices are changing.'" 
Robertson has, however, vindicated Cassel's ·position by showing 
that a given transaction is appropriately weighted the same in both 
of Keynes's price-levels, and that in neither is there any necessary 
presumption concerning quoted as against paid prices.' 

There remains one more theoretical issue: the objections raised by 
Cassel against cost of gold production as bearing upon the deter
mination of purchasing power. It is quite poSsible, he maintains, for 
the value of gold to exceed costs if "the opportunities for production 
are sufficiently restricted"; and upon the other hand for value to fall 
below cost, in which event no gold is produced.1 Even if value and 
cost equate, marginal cost cannot be regarded as determining value, 
inasmuch as the marginal costs themselves depend on the "price" 
of gold. All that may be said is that a rise in the general price level, 
by restricting gold production, checks its own further advance, and a 
falling price level, mutaJis mutandis, its own decline. 

Concerning Cassel's objection that marginal costs can be known 
only when the general price level is already determined, Palyi says: 
"The same argument would be valid against his own and every . 
modem theory of price, namely that it can only be constructed upon 
the assumption of given prices and not upon the hypothetical value 
concepts of a Robinson." • This dOel1 not dispose of Cassel's point. 
Of course the price determining process does not commonly proceed 

• Cassel, DI. eiI., p. 457. • 01. eiI., I, 237""239. 
I Ibid., p. 238. 
• D. H. Robertson, .. A Note OIl the n.00l)' of Money," ~ 4', pp. 245-

247· 
• TIIury, D. 479. • "UngeUlste Fragaa," p. SM. 
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from a tabula ,asa, as the theoretical explanation often pictures; it is, 
rather, a painful and halting corrective process from continually 
disturbed equilibria. That fact is generally recognized. Whether 
viewed as a process starting with no price yet worked out or as a cor
rective action, the determination of pri.$=e by marginal cost means the 
same: no price can persist under competition whicb does not coincide 
with the equilibrium point upon the scbedules of cost and demand. 
In this sense marginal cost is the "cause" of price. But when for 
long periods price does not tend to coincide with costs of any of the 
gold produced, something else must be sought as the "cause" of its 
value. Aside from the aleatory nature of gold production, one of the 
chief causes of this continuing lack of coincidence is the magnitude 
of the gold stock in comparison with the annual increment. Gold is 
mucb more nearly comparable to land than wheat. Its value rests 
primarily upon demand. Whatever production goes on may be at an 
actual loss (from the aleatory interest) or eam a quasi-rent. But, it 
may be objected, given a sufficiently long period, we may assimilate 
gold more and more to wheat and say that marginal cost is the cause 
of value. This explanation, whicb denies the causal efficacy of mar
ginal cost in the short run, and affirms it for the long run, appears 
with Pigou.1 But the long run introduces another disturbing factor, 
variation in the efficiency of banking systems in using gold reserves. 
As Wicksell says, this factor "may effectuate a mucb stronger in
crease in the medis of exchange than could gold production during 
the same time, or perhaps through long periods neutralize the effect 
of a decrease in production." I Cassel's argument conceming costs 
holds not only for the short, run, but always; the influence of gold 
production may, at the most, be envisaged as a lagging but some
what stabilizing influence upon prices. 

Having completed the hypothetical treatment of the detemlinants 
of purchasing power, Cassel tries to discover if the history of prices 
shows a correlation with the changes of the total gold stock under the 
conditions postulated by his improved equation of exchange. The 
price data employed are Jevons' index from 1800 to 1865 and Sauer
beck's index from 1846 to 1910, the two series being plotted as a 
single curve by adjusting the scales so as to bring together the aver-

I A. C. P\aoll, &...,.. .. AlII" .&, " Ii .. (Londcm, 19>,3), pp. 196-197. F. W. 
Tallsaic (0" ciL, wi. I, th. 19, pp. 1S9""a60 ospociaII,y)' ~ IIlIlth 10. __ 
the efficaq oi_ 
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ages for the overlapping period 1846 to 1865. For 1850 and 1910 the 
Sauerbeck index stands at about the same figure, and the averages of 
several years on either side of 1850 and of 1910 also nearly agree . 
.During the same period the world's gold supply increased by 5.2 
times. Cassel assumes that this was paralleled by the increase of 
trade, since the price levels at the limits of the period are equal. 
Distributed evenly through the period of sixty years, the increase 
of the gold supply would have meant an annual increment of 2.79 
per cent. Taking this figure as giving the normal increase in the 
annual gold supply for the whole period 1800 to 1910, Cassel then 
computes the percental deviations of the effective gold supply. 
When the deviations from normal - the "relative gold supply" -
8.!"e plotted against the Jevons-Sauerbeck curve of prices, a close 
conformity is observed; and Cassel concludes that" the chief causes 
of the secular variations of the general price level are to be found in 
changes of the relative gold stock," but the annual variations "have 
no connection whatever with the gold supply." 1 

Even the secular influence of gold stock upon prices is exercised 
through its effect upon the credit policy of banks. Since short period 
fluctuations are attributable solely to credit. variations, "it is found 
that at any given moment banking policy alone, on the monetary 
side, is directly responsible for changes in the general price level." t 
Cassel's formulation of the quantity theory comes ultimately to 
close resemblance with Wicksell's. The" true interest on capital" is 
the rate at which "the value of money is unaltered." 8 If bank rate, 
"regarded as being representative of the whole policy of banks," • 
stands at a lower level than true interest, prices must advance; if 
higher, they must fall. The elaboration of this theorem introduces 
Cassel's analysis of business cycles. 

ill. MARSCHAK'S TREATMENT 01', VELOCITY 

The model set by Schumpeter in'~pproaching purchasing power 
through consumer income and circuit vel()city is adopted by Dr. 
Jakob Marschak of Heidelberg. The income approach, he believes, 
has the advantage of greater theoretical unity, although arithmeti
cally it gives the same solution as Fisher's. 'To convert an inclusive 
transactions equation into the Schumpeter type, divide both mem-

'11M., pp. 473-474. 
• 11M., p. SOl. 

• 11M., p. 495. 
• 11M., P. 495. 
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bers by the "order index" of production, i. e. by the number of steps 
through which money and goods pass from beginning to end of com
modity manufacture and distribution.1 

The "order index" figures prominently in a lat~ connection; but· 
in the early article introducing the idea, it appears merely as one of 
several reasons why A constancy of velocity cannot legitimately be 
postulated by the quantity theory. In addition velocity may be 
afiected directly through variations in quantity of money, the char
acter of the reaction depending upon how people respond to price 
level changes, whether by rationally discounting probable trends or 
by adhering to the mercantilist illusion of value constancy. Not 
only may quantity affect velocity, but other magnitudes in the equa
tion have repercussions not contemplated by the quantity theory. 
Volume of trade variations may cause parallel movements in quan
tity of money and credit, since otherwise there would be no means of 
getting dollars .. worked out" from the mines and from the banks of 
issue.' We may also conceive of price level changes which produce 
inverse variations in the volume of trade, as, for example, when an 
advance in the former causes" an abstention from certain purchases 
and therefore a reduction in volume of trade." 8 

In fine, since neither V nor T may be assumed constant, the equa
tion of exchange indicates merely the direction in which a given 
variation in one factor will correlate with changes in one or more of 
the others. Both as to origin of causation with quantity and as to 
proportionality of price level variations, empiric test alone can give 
the solution. A regime of free competition, however, gives a pre
sumption in favor of greater elasticity on the part of prices and 
greater fixity on the part of velocity and trade.' 

Ma.rschak's concept of ,flaIiw daslicily among the various factors 
in the equation seems to me superior to categoric ascriptions of 
causation and to the more rigorous requirement that, to show causa
tion from one point to another, other factors must remain "equal" 
in the sense of absolutely fixed. But certain functional relationships 
dwelt upon in this article are spurious, at any rate on the basis which 
Ma.rschak assigns. What connection actually exists between saving, 
P. S8, and velocity of circulation? Or again, why cannot additional 
purchasing power come upon the market without being "drawn out" 

I "Die V.rkehnc\eithlllll. N A .... SI, Po 349-
• 11M.. P. 354-
• 11M.. p. 355. , 16M.. pp. .. !Ss-.ssB. 
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by an increase in trade, if prices are free to move upward? What 
may be said of a relation of velocity to T throug~ the "order index" 
of production? 

It is this last· topic to which Marshak, stimulated by the work of 
Holtrop and-Marget,l devotes an article on "National Wealth and 
the Demand for Balances.'" Marschak prefaces the controversial 
portion of this article by an explanation of Holtrop's classification of 
velocity theories into "monetary" and "amonetary," and by a brief 
explanation of the determinants of cash balances. Monetary theories 
deny direct causal relation between rates and magnitudes under T 
on the one hand and velocity on the other; amonetary theories affirm 
such a connection (in the sense of an infiuence, not an exhaustive 
determinant)." As for the determinants of margins, Holtrop gave 
five: (1) discontinuous tying-up and continuous release of resources, 
(2) the converse, (3) seasonal production, (4) seasonal sales, and (5) 
size of firms. For this list Marschak substitutes: (1) temporal dis
continuity in income and outgo, (2) unlike magnitudes of alternating 
income and outgo, and (3) unpredictability of the same.' The emen
dation is all to the good, and it would have been better for Mar
schak's subsequent discussion if he had remembered that these are 
introduced, not as what he later calls the monetary determinants of 
cash balances,' but as the determinants, sans phrase. 

Replacing his previous "order index" by Holtrop's equivalent 
"coefficient of differentiation," Marschak continues to maintain the 
doctrine that, so far as the Fisher measure of velocity depends upon 
the coefficient, rapidity of money and commodity turnover vary to
gether.',_ But not without exception. Holtrop, for example, shows 
that differentiation in productive processes interferes with the syn
chrony of the steps, thus increasing the cash balances necessary to 
provide against risk and decreasing velocity. Neisser, believing that 
velocity in the business sphere reaches a "technical maximum" set 

I M. W. Holtrop, D. MIIloopsme/Mid .... !Jd ,eld (Amsterdam, 19.8); A. W. MarKet, ••• 
• Jakob MarschaIt, "Volks .. rmtigen und Kassenbedarf/,-..{Tc.w. 68, pp. 385-419. 
• M. W. Holtrop, "Theories of the Velocity of Circulation of Money in Earlier 

Economic LiteratuRi' Be. Jow' l EanuMtie History Seriu, voL J, DO. 4t pp. sen-524-
On p. S09 &mOnetary or DOD-DlOnetary theories are described as affirming au induence 
from Y to the rapidity of cln:ulation of goods; aD p. 521 they are desaibed as affirming 
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• Ibid., P. 387. ' 
• Ibid., P. 403, fint new lentente. 
• Ibid., p. 398. 
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by the rapidity of bank clearings, points to the fact that, under this 
condition, any separation of processes into distinct entrepreneurial 
units increases proportionally the total of eash balances. According 
to Marschak's own study of deposit velocity in Germany,l the tech
nical· maximum is not reached in commodity exchange, but only in 
purely financial transactions, so that Neisser's point has only a. 
limited validity. A third qualification to the parallel movement of 
V and T under differentiation is original with Marschak. The inde
pendent entrepreneur, trusting other people less than he" would be 
inclined to trust hinlse1f were he supplier and demander throughout 
the process, maintains a higher contingency reserve. Except for 
these three circumstances, changes in integration and differentiation 
are "price neutral." 

Marschak also accords a somewhat qualified support to the 
amonetary determination of velocity in an additional sense, that the 
duration of production has a bearing upon this magnitude.· With
out making the distinction very explicit, he treats quite differently 
the effects produced by differentiation and those produced by 
changes in duration of production. The former, to the degree to 
which it is not offset by the three modifications explained in the pre
ceding paragraph, must affect velocity parallel to the effect upon 
turnover of commodities: it must be price neutral. Duration of pro
duction; on the other hand, does fIOt have to affect velocity and in 
the cases where it does, the effect may be in either direction, depend
ing upon circumstances.' Whereas the coefficient of differentiation 
is written into both sides of the equation,' duration of production 
appears only upon the commodity side. "The coefficient of pro
duction is price neutral," Marschak writes, himself italicizing the 
verb; I but with duration of production, the effect upon velocity is 
not the product of direct functional relationship but of a "causal 
efficiency upon both phenomena on the part of a third.", For ex
ample, business prosperity may accelerate monetary velocity and 

, Jakob Manchak ... d EmU Loderer, "G_ordn_ des deutacbea ~ 
tema,. Ardon 67, referred to in the pre .... t article, p. 39S,"o'" ... 
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a.t the same time hasten the tempo of commodity sales. Savings and 
investment on the other hand, he believes, may decrease velocity by 
adding productive units carrying larger balances than those less re
mote from the consumer. 

As for statistical evidence bearing upon price neutrality and 
money velocity, Marscbak calls attention to the studies of Burgess 
and Snyder in the United States and of Oskar Anderson in Bulgaria, 
which seem to indicate a parallel movement of V and T during the 
cycle. On the other hand, Marschak cites the finding of Bortkiewicz 
concerning these factors in the German infIation, 1914 to 1923, that a 
thirty-seven-fold increase of prices over quantity of money could be 
explained only upon the basis of accelerated velocity; and these re
sults are roughly confirmed by Marschak's own researches. He 
concludes, therefore, that despite the partial dependence of velocity 
upon amonetary factors, it is at times capable of exercising an in
lluence upon price levels in its own right.1 

Marscbak's fundamental error lies in not applying to the coeffi
cient of differentiation the very same reasoning he makes use of in 
connection with the duration of production. If rapidity of com
modity turnover in either case inlluences the person-turnover of 
money, it is an incidental and special connection, in no wise inIIering 
in the necessities of the case. So far as circuit velocity is concerned, 
it has already been argued in connection with Schumpeter that dif
ferentiation produces a fall in this magnitude approxinIately equal 
to the percental increase in number of productive stages.- In the 
consumers' goods equation into which circuit velocity is written, T 
remains unaffected; and so P declines by the same distance which 
would b~ 'shown by the Fisherine equation, where T increases pro
portionally to difierentiation and MV remains unaffected. 

Commenting upon Marscbak's treatment of velocity, Marget ap
parently does not apprehend that, as in the case of Schumpeter, the 
whole matter turns on what sort of velocity remains the same. It is 
still necessary to /Wove that what remains unaffected is person-turn
over and not circuit velocity.~ .• Furthermore, in turning over to cash 
balance terminology, Marget makes a demand upon Marschak, 
which though not unreasonable, quite begs the question. Why 
should difierentiation permit the owners of cash balances to reduce 

• 
I Ibid., pp. 412-416. 
• Upon the supposition, as previoualy, that the financial c:in:ulation ill neglected. 
• Cf. pp. 197-199, belo ... 
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the proportion which their money holdings bear to their total money 
outlays, he asks.' Marget needs to consider the fact that total money 
holdings can neither be increased nor decreased by their possessors, 
since they coincide with M· + M', a magnitude regulated by gold 
production and the banking system. _After differentiation, if some 
persons hold larger money balances, others must hold less. Nothing 
can be proven with regard to the behavior of velocity by looking to.: 
ward money balances. The other member of the ratio mentioned by 
Marget is equally unilluminating. Total money outlays are the com
ponent of volume of trade times prices; but prices depend upon 
velocity, concerning which nothing is known according to Marget's 
representation until the ratio of money balances and money outlays 
is established. If he does not believe that velocity is determined by 
this ratio, he will at least have to concede that nothing can be proven 
from it. 

Against Marschak.'s position, Marget correctly maintains that 
differentiation does not reduce the proportion of money balances to 
money expenditures. But the fixity of proportion in this case is 
merely the result of more fundamental forces detemtining velocity 
which are unaffected by differentiation. To apprehend these forces 
and the way in which they maintain a fixity of person-turnover veloc
ity in the teeth of variations in productive stages, it is necessary to 
escape the circularity, dwelt upon in Part I, of reasoning in purely 
monetary terms. The cash balance analysis, into which we now 
enter, provides the solution by dealing with real values. 

• J. P. E. 40, P. So •• 



CHAPTER IX 

THE QUANTITY THEORY: CASH BALANCE APPROACH 

THE common formulation of the quantity theory in German eco
nomic literature runs in terms of balances maintained at a given 
point of time, rather than in terms of monetary velocity through a 
given period. As the chief representatives of the cash balance ap
proach I take Wicksell, Heifierich, Mises, Hahn, and Neisser. It 
is not proposed, however, to limit the examination of their treat
ments of the quantity theory narrowly to the character of balances, 
but to include other features whenever they are significant. 

I. WICKSELL'S INTEREST-DIFFERENTIAL THEORY 

The quantity theory, according to Wicksell, contrasts with all 
others in asSerting a strictly proportional relation between money, 
taken in the sense of currency, and prices. When is this precise pro
portionality realized? In Geldzins find Gutet-preise, the following con
ditions are enumerated as necessary: (1) reserves must be maintained 
by private persons, and not by banks as they are today; (2) velocity 
must remain constant, though in fact it varies; (3) transactions 
effected by coins and notes must bear a fixed proportion to those 
carried through by credit, whereas the boundary is actually" quite 
flexible"; (4) ratio of circulating to hoarded money and of gold in 
the arts to. monetary gold must be fixed, though here again both 
vary.1 The list of qualifications given in the Vorlesungen twenty
four years later resembles the earlier formulation. Credit still per
sists as merely affecting the virtual velocity of cash, though the dis
tinction between circulating and hoarded money disappears." The 
presence of factors under ceteris paribus may endanger the practical 
significance of the theory, - though Wicksell does not concede this, 
- but to disprove the theory it; would be necessary to demonstrate 
that its logical structure is untenable or that factors under ceteris 
paribus cannot actually remain .oonstant if quantity varies." 

I Knut W-'cbeII, Gelds;'" 11M GflWtnis. U..,., (1198), pp. 34""35. 
I I~ V.,./utm,M _ NiJIioruJH'-ic .U ... , (922), voL D, "Geld unci 

XmUt," pp. 160-.65· 
I lbitl., p. 165. 
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On the side of money, the chief determinants of the price level are 

quantity and velocity, the former being practically identified with 
standard gold currency, the latter being made to depend upon in
dividual unspent balances and upon the voJume of credit created by 
the banking system. The dependencct of gold production upon the 
value of money would constitute a serious limitation upon the direc
tion of causation in the quantity theory if the annual increment were 
not so small a fraction of the total gold stock.1 Velocity, on the other 
hand, cannot be so easily disposed of. In a system of cash transac
tions, the outside limit is set by the physical possibilities of trans
portation and exchange. The precise level depends upon the size of 
individual reserves.· Since every piece of money rests within some
one's individual reserve, the total absolve. magnitude of reserves is 
"simply identical with the total money stock of the country." The 
'~till4 size, i. e. the ratio of reserves to the year's transactions, 
depends upon how much must be kept to ilven off inequalities in 
receipts ILIld expenditures, to provide against contingencies, to allow 
accumulation previous to investment, etc. In a simple cash economy, 
this "need for money II is "1LIl almost unchangeable magnitude." I 

Even in a relatively primitive credit system, rapidity of circula
tion, though somewhat elastic, still offers enough resistlLllce "to 
allow the deductions of the qUlLlltity theory to appear as generally 
substantiated. II C But the advanced organization of credit prevail
ing today almost completely removes the limits to velocity by (I) 
the employment of deposit media as money, and (2) the centraliza
tion of lending operations in the banks. Every extension of their 
clientele ensbles the banks to reduce reserves and thus to accelerate 
velocity.' This "cash-economizing" process is furthered also when
ever banks reduce their lending rate below the natural or equilibrium 
level of interest. 

If, other thiDp remaining the same, the leading baDb of the world were to 
lower their rate of interest, say one per cent below its ordinary level, and keep it 
80 for some yean, then the prices of all commodities would rise and rise without 
any limit whatever.' 
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It is this picture of the price level as a function of the positive and 
negative margin between bank and natural rate which German 
monetary theory has worked out in great detail in the contemporary 
literature on business cycles. The elaboration of this theorem - not 
its discovery, since it may be found with Thornton and Ricardo
constitutes Wicksell's chief contribution. But for the present, since 
the interest-differential theory supplies the text for most of Part IV, 
we shall be content to appraise it merely as it articulates with the 
Wicksellian version of the quantity theory. 

In this respect, the result is unfortunate. Following the direction 
set by Wicksell, a number of his followers including Cassel have 
promulgated gold-coin quantity theories but at the same time have 
given to bank credit the crucial determination of prices for both 
cyclical and secular variations. Bank credit is a mere determinant 
of V in the equation, a gold economizing device. Against this prac
tice the three objections of the foregoing chapter may be urged: it 
fuses into one concept empirically separate quantities, bank deposits 
and bank clearings; it obliterates the distinct causal effectiveness of 
velocity; and it puts the quantity theory into a form in which the 
chief quantity (bank credit) appears as a qualification. Treating 
credit as a factor increasing the effectiveness of the existing gold sup
ply would seem a good deal akin to regarding automobiles as devices 
by which the existing stock of horse-drawn conveyances is made 
more effective. 

These objections take on especial significance with Wicksell. In 
the first place, his formal statement of credit as a rate (V) has led to 
misunderstanding. For example, Greidanus says that, admitting 
the interest-differential as the determinant of price level wsriations, 
we "get no answer at all to the question~' why prices are at a given 
absolute level.! An answer is provided in'Wicksell's theory-total 
gold stock multiplied by velocity. But Greidanus' error is excusable, 
for, to arrive at this ultimate cause of the absolute level of prices, we 
must reason from interest differential to qU;intity of credit and theg. 
reinterpret the latter as something enhanping the Jlirtual efficacy of 
gold. It is possible that Keynes exaggerates the extent to which 
Wicksell envisages the natural-rate bank.rate differential as a deter
minant of prices independently of credit volume, from a misunder
standing similar to Greidanus'. Certain passages seem to confirm 

" 

1 TjanlUI Gre.idanua, Tile Value of Jl...., (i;,ndon, 19J')' pp. 8:H1J. 
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Keynes' reading; 1 and Wicksell frequently omits explicit mention of 
IJUM tity of credit in discussing cyclical variations. But this may be 
ascribable, n9t to depreciating its influence, but to conceiving it 
paradoxically not as a quantity, but as a rate attached to cash. 

Another difficulty with the merging of quantity of credit with 
velocity is that it imperils the raison a'ttre of the cash balance ap
proach, its connecting price levels with SUbjective value. As Keynes 
says, this method of analysis 

furnishes us with a clue to the manner in which the causation of the price-mak
ing process is related to human decisions. . .• For it makes apparent in what 
way harmony is established between the separate sets of decisions made by the 
hody of depositors on the one side and the body of bankers on the other.' 

Now, the magnitUdes presided over by the bankers are M and M' (in 
the Fisher equation), whereas depositors decide as to the rates in V 
and V'. To cast M' into V, as Wicksell does, is to throw into one 
hopper the outcome of two quite separate sets of valuations. This 
merely repeats the criticism made of Cassel for the same procedure: 
that velocity is an important independent cause of price behavior. 
But it indicates an especially striking shortcoming in a cash balance 
analysis, which should trace causation to its subjective origins. 

Nevertheless Wicksell's theory of balances has its meritorious 
aspects. From a statistical angle it seems better to adopt his practice 
of putting all money (save that definitively withdrawn from circula
tion in hank and Treasury reserves) into unspent balances and aver
aging velocities, rather than to attempt a separation between un
spent working balances and hoards, the extent of which is unknown. 
Wicksell also gives the chief determinants of the size of balances 
quite correctly; and he is in advance of certain contemporary writers 
in realizing that the calculus must run in real and not monetary 
terms." Furthermore, although he does not work out the weighing 
of utilities got from money balances against other competing utilities 
with the nicety which might be expected in a series of lectures 
oriented "Upon the Basis of the Marginal Utility Principle,'" he 
shows with great clarity how excessive real balances are brought into 
equilibrium with ~sting stock of money by spending, accelerated 

• ct. pp. _304. boIow. _ 
, J. N.!:.,.. ..... T""""MJI.., (NewYod:. 1930).1. "5. 
I cr. pp. IBv-.OJO, boIow. 
« The full title of the 1921 pu.bli.catioD .. V .......... .. N_.dUm ., effI 
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velocity, and rising prices, until th'e real balances are sufficiently de
preciated to bear the proper ratio to transactions in prospect during 
a given period.' 

American students of money and banking may note with interest 
that the priIiciple commonly attributed to Phillips, the limit to the 
credit expansion of an individual bank given in the parallel advance 
of the banking system,' was unambiguously stated by Wicksell in 
1898, and that Wicksell in tum credits Wagner with having stated 
the principle, at least as applied to the issue of bank notes. I The un
merited neglect which Wicksell has suffered in American and English 
economics until recently is indicated by his remaining unrecognized 
by Phillips and others in connection with the credit expansion 
principle. 

We come finally to an innovation made upon the theory of Geld
sins und Guterpreise appearing as early as the first Swedish edition of 
the Vorlesungen in 1906. Wicksell repeats the restatement in an 
article in the Economic J oumal the following year,' and refers to it a 
number of times in the German edition of the lectures in 1922. He 
explains how formerly he had agreed with Ricardo that an infiow of 
gold affects prices indirectly, via bank reserves and bank rates. 

On thinking more precisely, however, I arrived at the view that one must Jay 
chief emphasis on the surplus tkm<m;l for goods on the side of the gold producing 
countries, a demand which, if there exists no correspondingly great need for the 
new gold on the part of other countries, must necessarily lead to a price rise, and 
indeed di,eclly, so that the rate of interest is perhaps undisturbed, or conceivably 
moves in the opposite direction.' 

The oppi>nents of the quantity theory, he explains later, have always 
capitalized on the phenomena of rising commodity prices attended 
by rising discount rates, and vice _sa. Sometimes this anomaly (re
cently called the "Gibson Paradox" by Keynes .) may be explained 
by the relative behavior of natural and bank rates and the volume of 
credit; but even with gold production itself part of the contradiction 
may be resolved. 

In fine it is imaginable that the price rise proceeding from the increased 
demand for goods appears even before the arrival'of the gold payment for the 

1 VorUsun,en, Q:, 67-71,162, 182. . 
• C. A. Phillips, BtmII Crulil (New York, 1920). 
• GeidJins, p. un; Vtwluu,.,,,,, D, JlS_ 
f, Be. Jow. 17, pp. 213-220. ... 

• Yorlutm,m, n, ziii. (Italico Wicbell' •• ) • Keyn .. ,~.'" n, I~ 
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goods shipped out, - conceivably mu~ before, since the preparations for pro
duction, especially in the eztw:tive industries, demand masses of capital and 
labor, that is, of commodities to)le paid for only in the future by the newly pro
duced gold. This capital may be partly created through resl saving; ••• but it 
might also be got by drawing upon bank credit. In the meantime that requisi
tion on bank credit makes possible a price rise or even primarily causes it, and 
the discount rate tends rather to rise than to faU. The increasing gold stocks 
would then operate as a sort of rachet behind the price movement, preventing its 
going back, ••• rather than its original occasion.' 

I offer this lengthy quotation to those possessing an appetite for 
ferreting out" real" meanings. Is Wicksell merely pointing to the 
fairly obvious fact that a gold inflow would raise prices somewhat 
even if it were not multiplied several fold as a basis for bank credit 
extension? Or is he not rather concerned with the sequence of 
events, portraying the gold flow as an intermediate or lagging occur
rence, while credit expansion supplies the impelling force upon prices 
after the fashion described by Angell and Palyi? I It is even imagin
able that the innovation regarding gold movements goes below the 
matter of sequences into fundamental causes, that Wicksell adum
brates Keynes' theory concerning the "radical difference between 
a disequilibrium which is set up by the relative price levels falling 
out of gear from [sc. "and "] a disequilibrium which is set up by the 
relative interest rates falling out of gear." I Wicksell's analysis per
tains, it is true, to the limited case of a gold producing country and 
the country receiving new monetary gold; it is o£rered as an explana
tion of the peculiar circumstance in the '70s and '80s when declining 
gold production and falling commodity prices attended abundant 
credit and low interest rates.. Nothing precludes its application, 
however, to the ordinary case where an alteration of the barter terms 
of trade or "non-monetary demand" produces disequilibrium upon 
the capital markets of the countries involved, or the converse, as a 
stage in the process of reaching equilibrium in both commodity and 
capital spheres. In advanced inflation, this phenomenon under the 
captions of & "flight of capital" and the "selling out" of the country 
attains dramatic prominence. 

, V ""-' n. 18r-1SI. (Italics W'lCboIl· .. ) 
'1. w.An&eU.TAtr....,..,I_ S-•• ,Pri<u(cambridse.M...musetb,1926), 
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II. HELFFERlCH AND UNITARY DEYAlID FOR MONEY 

Karl HeIfferich presents a cash balance theory running for the 
most part in familiar terms. With Wicksell and Cassel he regards 
the social demand for money as the "sum total of the money stocks 
required by the individual households and concerns of a country," 
and with them he excludes hoards from the total of money affecting 
prices.1 Like these writers, HeIfferich makes the quantity theory 
tum upon purchasing-power variations with the amount of hand-to
hand currency, and bank credit figures only as a "cash-economizing" 
device, increasing the effective velocity of cash. Hence, describing 
the factors governing demand for reserve money, he enumerates not 
only (I) the volume of payments in prospect during the given period, 
(2) the degree of coincidence in receipts and disbursements, and (3) 
their frequency, but also (4) "the intensity of exploitation of money 
by the ba.n,king system" and (5) "the actual use of credit instru
ments as exchange media." 2 

HeIfferich detects the circularity of the usual application of mar
ginal utility when the units of supply are taken as money. Not 
specific quantities of money are needed, but specific amounts of pur
chasing power." With this in mind he apparently envisages the 
schedule of demand as a rectangular hyperbola, for he says that in 
the case of money demand offers "no resistance" to changes in pur
chasing power. The peculiar combination of a cash balance theory 
and the unitary demand concept requires consideration. Super
ficially it may seem simpler and more realistic than Marshall's de
mand in real terms, since it may appear that the 'ordinary mortal 
would find a calculation of utility aside from the everyday money 
terms in units of real value extraordinarily diffiCult: ' Certain con
temporary writers in America and England favor'-the dollar-and
cents calculus, and I have occasionally been drawn toward this view. 

Nevertheless the Marsluillian model is correct. To have any 
meaning in price level determination, cash balances must be made 
separate from the mere quantity of money existing within the coun
try. But the rectangular hyperbola does not distinguish the two. 
The specific volume of purchasing power desired by the individual 

1 Karl HeIlIerich, M""" (New York, 1927), pp. 151,461. 
• Ibid., pp. 455, 461. 
• Ibid., p. 533; d. th. chapter OD "Th. Supply .... d DOIIWId Thea,,"," above. 
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does not vary with changes in quantity of money, it is true, and this 
fact is embodied in the unitary curve. What determines the specific 
volume which the individual decides to hold? To answer this ques
tion, to allow the psychological make-up of the economic subject to 
enter the process, it is necessary to depart from the rectangular 
hyperbola and employ a concept of demand which does offer '8-
sislame to variations in supply and exchange value. So long as the 
calculus runs in terms of dollars, XJ will always equal k; the compet
ing employments for money can never be shown to strike an equi
librium with the utility of unspent margins. But when the calculus 
runs in real value, the elasticity of demand will not be unitary (save 
by an improbable accident) and the conditions of equilibrium may 
be demonstrated. What the owner of reserve funds desires is to 
maintain a certain quantity of real value or to carry through appro
priate changes if circumstances alter; the dollar-and-cents content is 
a 1I1atter of indifference. Consequently the Marshallian analysis, 
beside avoiding the circularity of monetary terms, proves to be the 
more realistic. 

Helfferich's statement of the equation of goods and money in the 
terminology of cash balances should not lead to the impression that 
he is a doctrinaire exponent of the quantity theory. The associa
tion of the two ideas with the Cambridge school conceals the fact 
that, after all, the cash balance idea is merely the equivalent of an 
algebraic equation of exchange, not the equivalent of a quantity 
theory. For example, if events upon the side of commodity exchange 
can be shown to affect either the existing stock of money or the psy
chological substratum of velocity, causation then passes in reverse 
order to that of the quantity theory; but the reserve calculus may 
still be employed to show the competing marginal utilities of money 
in reserve, consumption, and investment, and the results of this cal
culus upon velocity. More often than not, Helfferich believes, .. the 
influence of money, both on the movement of prices as well as the 
fluctuations of discount rates, takes a secondary place as compared 
with the effect produced by general economic conditions and move
ments." I The fluctuations of the trade cycle manifest themselves in 
changes in the demand for money, not the supply; prices causally 
condition changes in the quantity of money, not conversely.' He is 
one of the few German writers of swiding to deny that infIatioll 

• I .... pp. s68-s69- IWL. p. SlIS. 
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caused the War and post-war booming of prices. American students 
unused to the cash balance analysis may therefore note the error of 
identifying it with quantity theory postulates of causation. 

m. MISES' CASH BALANCE ANALYSIS 

As with Schumpeter, Cassel, and Wicksell, price level variations 
are correlated with the margins between bank and natural interest 
rates by Professor Ludwig Mises of Vienna.1 As with the others this 
theorem also forms the crux of Mises' explanation of business cycles. 
But Mises articulates the proposition more successfully than Cassel 
or Wicksell into the framework of the quantity theory through de
fining quantity, not as gold bullion or coin, but inclusively, as money 
plus the Umlaufsmitlel, i. e. money substitutes in all forms, bank 
credit being the most important.' . Consequently when he defends 
the quantity theory against the criticism of its ceteris paribus quali
fication by saying "The hypothesis ..• is the self-evident addendum 
of every scientific doctrine •.. ,'" his answer may not only be 
granted formal validity but his theory may be conceded greater 
realism, since an additional variable impounded by the gold quan
tity theory in "other things equal" is eliminated, - the ratio of gold 
to the credit superstructure. Since the latter magnitude is the com
pletely dominating element in purchasing power, Mises' practice 
seems to me clearly superior; most modem versions of the quantity 
theory, such as Hawtrey's, Keynes', and Robertson's, simply iden
tify "money" with credit for purposes of price level analysis. Mises 
seeks to dispose of another variable, the relation of hoarded to circu
lating money, by saying that it does not depend upon the supply of 
money.' No doubt, as he contends, the employment of hoards, with 
Fullarton for example, as a deus tIC machina taking up "superfluous" 
funds and automatically releasing money when more is .. needed," 
must be rejected. But does Mises apprehend that the ordinary quan
tity theory is not adequately defended by showing velocity or tbe 
size of balances to be independent of volume of money, if velocity 
may be demonstrated to be !lither a real independent variable or a 
variable dependent upon factors on the goods side of tbe equation? 
Even if velocity varies from cir(;\IJD.Stances peculiar to itself, a quan-

I TIIeDrie tlu Geldu aM d4r U"""I_;u./, md ed. (Munich, 1924), pp. 34M74-
• Ibid., p. 133. 
• Ibid., p. 110. • lbil., p. IJo. 
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tity theory may yet be maintained, following Hayek's practice, by 
defining quantity as MV, i. e. as the "effective" quantity.1 If ve
locity varies from causes produced on the goods side of the equation, 
the quantity theory is invalidated. T-he subsequent analysis of in
flation and business cycles in the present book will indicate that 
these situations are actually realized at times. 

Aside from this weakness, the absence of a demonstration that 
velocity does not interfere with the normal How of causation f!'Om 
money and credit toward prices, Mises' cash balance approach be
trays a further shortcoming. The individual's appraisal of utility in 
this form is represented as attaching to dollar rather than real units 
of value j and the complete circularity of this reasoning bas already 
been dwelt upon.- In other respects, the treatment of balances is 
excellent. It is not always understood that, from the theoretical 
viewpoint of cash balances, no matter whether for statistical reasons 
it is or is not advisable to separate 011 hoards from circulating money, 
all money belongs within the unspent margins, excluding such defini
tively sequestrated sums as bank reserves and Treasury backing for 
notes. Mises says: 

All money, regardless of whether it rests in reserves ••• or whether it cir
culatel, I. e. changes its owner ezactly at the moment of observation, discharges 
the monetary function in ezactly the same way. Since a piece of money given in 
ezchange passes over directly from the disposition of one party in the contract 
to the other, and since no time period may be discovered during which ezactly 
It [the piece] is in motion, we see that all money rests in a cash reserve with some 
penon or other. The social money stock of an economic unit is the sum of in
dividual money stocks. There is no such thing, even temporarily, as circulating 
money which does not form a part of individual reserves,' 

Much after the fashion of Marshall, Pigou, and Keynes, Mises pre
sents the size of reserves as the result of weighing marginal utili
ties obtained from this disposition of wealth against consumption 
and against investment, either directly by the entrepreneur in his 
own business or by the consumer in interest bearing securities or 
accounts.' 

In its traditional form, Mises asserts repeatedly, the quantity 
theory is "too mechanical" j , and apparently his cash balance analy-

• F. A. Ha7ok. "Rellectiou CIIl the PIue 1'IleoI)' of Mailey of Mr. J.M.lt.,.. ... u 
.au I •• i" M. pp. 170-19$. 
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sis is motivated by a desire to extend the marginal utility theory to 
price level determination. It does indeed establish a connection be
tween purchasing power and those factors which, in Mises' phrase, 
"reach deep into the human soul." But when Mises explores this 
organ as the seat of the au" sacra fames, he discovers certain objec
tions to the proportional variation of prices, postulated by the 
"mechanical" quantity theory, which do not appear tenable. If 
everyone possessing a certain reserve of kronen were suddenly to find 
himself in possession of double the old amount, it would be "absurd," 
he argues, to suppose the krone precisely halved in subjective signifi
cance} The absurdity, it may be hazarded, arises from Mises' con
fusing money and real value. Doubling the latter would not neces
sarily produce an exactly inverse decline in marginal utility; the 
utility curve for real wealth held in monetary form might have any 
imaginable elasticity. Doubling the krone reserves, on the other 
hand, would make them exactly twice as large as people have de
sired at exiSting prices. Only when increased expenditure had forced 
prices to twice their original height would krone reserves again as
sume the desired real magnitude. Inflation and dellation, attending 
both war finance and ordinary cyclical variations, often produce an 
alteration of this real magnitude, but of these circumstances Mises 
says nothing. Proportional variation of prices is also attacked in an-· 
other argument which taxes interpretive ingenuity; I but its error is 
clearly the same. The marginal utility calculus, which can only be 
applied to money without logical circularity by utilizing real units of 
value, i~ transfered to money units, and the improbability of strict 
proportionality in the first instance is ascribed to the latter. 

A number of German writers seem to have difIiculty in articulat
ing the quantity theory explanation of the value of, money with the 
general subjective value theory of the Austrian school. Despite the 
clarity and even the dogmatism with which Mises espouses the quan
titative theorem, he is not always consistent. In both editions of his 
main treatise· and in an article in the Arcmv,· he rejects the "me
chanical" quantity theory for the subjective value analysis in ex
plaining a supposed tendency, inherent in the very nature of indirect 

, 
1 11M., p. 123. 
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md eel. (Munich, 1924), pp. '35-'47. . 
• .. Die allgemeine Teuenmg im IJchle dOl thooreti!cben NatiODalokonomie," 

A ..... 37, pp. 557-577· 
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exchange, toward a progressively rising cost of living. In a system 
of barter, he argues, a prospective purchaser who finds the price too 
high will simply have to be c:i:lntent until the seller has moderated his 
charge. But in a monetary economy, the buyer may pay the exorbi
tant price under the conviction that he will be able to recoup the loss 
by demanding a correspondingly high price for his own products. 
The original price advance eventually spreads in this fashion to 
many goods, "and no one can say where the beginning or where the 
end, what the cause, what efiect." 1 A common occasion for the in
ception of such a vicious spiral of prices is monopoly. But, he adds, 
"it would be quite wrong to deduce from these facts a complete 
shifting of all price advances. . . . Conformably therewith, one 
would have to attribute the rise in commodity prices to the futile 
efforts of human rapaciousness." I 

But the fact that, imagining such an evolution in prices actually to 
transpire, the advance of all prices might not be parallel, does not in 
the least reduce Mises' own dependence in this argument upon "hu
man rapaciousness" as the driving force. The absolute incompati
bility of this boot-strap lifting with the quantitative theorem must 
be patent. Mises himself observes that defenders of the "mechani
cal" quantity theory would object that any variation in purchasing 

. power not arising from the relation of demand for and supply of 
money automatically disappears; and in rebuttal he remarks that 
this objection, while valid in a static condition, does not apply to 
price dynamics. Is this an historical or institutional explanation of 
actual price levels which Mises offers? If so, how can he countenance 
his current reputation as the chief exponent in Germany of the quan
tity theory explanation of war-time prices, the purchwng-power 
theory of exchanges, and the bank discount explanation of business 
cycles? 

IV. CONTRASTS BETWEEN MONEY AND CuDrr 
,DRAWN BY IIABN 

Mises' practice of basing the price level directly upon bank credit 
rather than indirectly upon gold is adopted by L Albert Hahn.. 
There are other similarities: their champi~g of the purchasing-

· r--. mel ed., P. '44-
• 1 .... P..46. 
• L. Albert Haba .. v .... cIer Eriqp. ... FriedODSWihnm&· ....... Bt,- f'¥ 

140 pp. SH>4i GolaB "U_ c.w-.1ciI (FroDtfoIt, ,9&U. 
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power parity doctrine and their common advocacy of the monetary 
theory of blisiness cycles. But their diametrically opposite views on 
credit policy bave provoked mutual animosity, Mises representing 
the very conservative opinion, Hahn the idea that U credit produces 
goods out of nothing." The latter's contributions to periodical and 
pamphlet literature during the past fifteen years bave the novelty, 
enthusiasm, and assurance of the practical business man's adven
tures in theory, and also some of the ingenuousness. From the stand
point of the academic economist, however, Hahn's comparison of 
the different operation of money and credit has certain significant 
aspects. 

The first is an attempted rapprochement between the banking and 
quantity schools. Whenever a cbanged demand for money proceeds 
from a secular trend in mode of payment, the banking theory that 
quantity responds automatically to need is justified.' It is valid 
again for seasonal variations in the use of money in comparison to 
credit. On 'the other hand, when an increase of money accompanies 
an increase in credit and prices, the quantity theory gives the real 
line of causation. But it is necessary to avoid dogmatism. The pos
sibilityof credit expansion by individual banks independently of any 
increase in Reichsbank money cannot be denied. But in the ulti
mate analysis, since a certain proportion of deposits must be kept in 
money for encashment, and since U every credit expansion •.. repre
sents an anticipation of the creation of Reichsbank money, the 
issuance of that money is to be regarded as the logical cause of the 
price ri~, even though it follow chronologically." • 

Hahn's attempt at reconciliation between the quantity theory and 
the old banking theory or its modem successor, the institutional or 
historical explanation of prices, really delivers the case to the former. 
But he concedes as much as would seem to be possible. Volume of 
credit determines prices, though the U needs of trade" govern the 
proportion of total purchasing power required as currency. Central 
bank credit extension controls the expansion of member banks 
through determining their available reserves, though in point of 
time member bank expansion may precede. Both articles of belief 
are represented by Robertson in the discussion of cause and effect 
during the English inflation period. The Bradbury notes figure 

I 1_ "ZurTheoried .. Geldmarkt<is," Ardio 51, pp. 289-311; y~ 
TIJeoric flu BaM_ii<, 3m eeL (TUbingoD, 1930), pp. 83"""93. 

I Arc/Jio 51, p. 309. (ltalic:o Hahn's); d. also Krie~, pp. 44 .... 5. 
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quantitatively as mere satellites of the really impelling force, bank 
credit; but the expansion of credit, chronologically precedent to the 
appearance of. the notes, would have collapsed without" the knowl
edge, ·on the part qf somebody, that they could beereated if neces-
sary .... " 1 

Another contrast between money and credit is the unlike effects 
upon unspent margins held in these two forms, produced by move
ments of interest. I do not recall ever having seen the subject men
tioned in English. Following the example set by Marshall, English 
and American treatments have represented interest as the oppor
tunity cost of monetary reserves; balances would then vary inversely 
(though of course not proportionally) with interest yields on gilt
edge investments, velocity directly. For the common situation in 
which no interest is allowed on demand deposits, the description 
holds good. Hahn calls attention to the fact that when interest is 
allowed, an advance in the rate retards velocity upon deposit bal
ances; I and the practice appears to be rather common in Germany.' 
Inasmuch as the rate paid on customers' balances is usually a fixed 
margin below bank rate, an advance in that rate would be doubly 
effective upon the price level, first in penalizing borrowing from the 
banks, and secondly in encouraging the maintenance of large deposit 
balances, Where interest is not allowed on balances the advance in 
bank rate will work partly against itself; as Keynes says, "stringent 
conditions of credit ... tend to increase velocity." t 

The size of unspent margins depends, amongst other things, upon 
the owner's spending hahits, whether regular or spasmodic, upon his 
sensitiveness to risk, upon objective facts such as the frequency and 
degree of coincidence of pay and settlement days, and upon the size 
of real payments to be made. The multiplicity of these factors must 
restrict the rOle played by interest, either positive or negative. That 
it is a relevant variable, on the other hand, cannot be denied, and re
discount policy might be somewhat affected by the consideration of 
whether its re1lez effect upon balanoes is positive or inverse. 

A third aspect of the money-credit contrast dwelt upon by Hahn is 
the relative variability of velocities, his main concern in the article 

• • D. H.ltoberboa, II..,. lit ed. (New York, IOU), p. liS. (Italics his.) 
• L. Albert HaIm, hZur Frase d ............. tea ·vortrau .... ill clio WIIhnmc.· .. 

...... SI.P.SQ,J· 
• P. Bamttt Wbale, J ... SIocI B.....,,, c;..., (LoJadoD, 1050), pp. 31-38. 178. 

llS. sslI. • 1:..,....,.,. ciI., D, 46.. 
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entitled "The Problem of so-called 'Confidence in the Standard.'" 
He believes that confidence, taken by the metallists as a non-quanti
tative factor affecting prices, particularly under-inflation conditions, 
may be reduced to the quantitative element of velocity. Variations 
in the velocity of money and credit under the psychological factors 
of confidence and mistrust show much larger amplitude than varia
tions under the interest factor. Moreover, since the fear of deprecia
tion strikes holders of cash and credit balances equally, the two 
velocities move in the same direction in inflation. Now money and 
credit have each a theoretical maximum velocity, being determined 
for the former by the time required to pass on the coins and notes 
physically, and for the latter by the greatest dispatch imaginable in 
transferring accounts.1 The maximum for money will obviously be 
lower than for credit;' consequently, we may expect the greatly 
accelerated velocity of credit in extreme inflation to be attended by 
a much smaller acceleration in cash. H now a certain proportion of 
all transactions has to be discharged in hand-ta-hand currency, we 
may suppose the "anxiety buying" to force an increased issue of 
bank notes. In other words, P and M vary together, not because ac
cording to a simplified quantity theory M determines P, but rather 
because, M' having been greatly increased and prices having risen, 
V' also increases; V remains relatively constant, and M must vary 
about proportionally with M'V' (and also P) because of the fixity 
in proportion of cash to total transactions. 

These innovations of Hahn's seem to be illuminating, and other 
writers" apparently without kliowledge of his work have, by a case 
of simultaneous or independent discovery, enunciated the same 
theories. Graham, for example, makes use of the concept of a "ceil
ing" in monetary velocities in explaining the German complaint of a 
shortage of money during the most violent phases of inflation; • and 
Pigou, discoursing upon the same phenomenon, offers an explanation 

1 A.rcmfl 52, pp. 303. 306. 
• This seems to be a reasonable supposition on the basis of figures aha";"g reaIized 

velocities of money and credit under ordinary conditions. But Hahn's "proof" is 
that the quasi-interest in the form of utility flow from a cash margin U is greater thaD 
interest upon deposits." Of course ill this event, the cash margin would be reduced 
only tardily, as h. believes (ibid., p. 306). Freely disposable income, however, will 
c:ertainly be apportioned between cash and aedit reserves so as to gift Ifl"'lsatiJ.. 
factions at the msrgio. Hahn'. conclusion, but Dot his supporting argument, may 
be accepted... . 

• F. D. Graham, &t"'""" Prku, .rIIl P~ i. B,Ier"'_j/4liMI: c.r-." 
Z92crl923 (Princeton, r930), p. 105. 
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quite similar to Hahn's.l In Part m, this subject will be more ex
haustively treated. 

V. NEISSER'S INNOVATIONS. IN VELOCITY THEORY 

Further progress In the analysis of velocity may be credited to Dr. 
Hans Neisser of KieJ.l His division of cash balances Into "balance 
reserves" and "operating funds" strikes Into an original enquiry. 
A certain traditional dignity has been acquired by the division of 
money stock Into hoards and circulating part; many writers have 
separated the subjective from the objective determinants of unspent 
margins; still others have made profitable employment of traders' 
as against consumers' balances. Neisser's dichotomy does not pre
cisely parallel any of these. Balance reserves are held for the sole 
purpose of meeting eon/ingenciu, by producers as well as by con· 
sumers. Subjective elements, such as the Individual's sensitiveness 
to risk, the competing utilities of money In consumption and invest
ment, opinion as to probable price level developments, and objective 
facts, such as the Interest obtainable In investment, combine to de
termine how large these reserves sha1l be.' ~rating funds are held 
for the purpose of meeting the regularly recurring inequalities be
tween income and expenditure. For everyone they are objectively 
determined: for consumers by wage, salary, and divided periods, for 
producers by the turnover period. The Cambridge school erro
neously makes the whole unspent margin a function of interest, 
whereas operating funds cannot be affected by the cost of main
taining them. C If a given person, for example, receives a monthly 
salary and must spend more or less evenly through the ensuing 
month, his operating fund on the average necessarily equals one
half his monthly expenditures. 

Since the balance possessor's expectation as to the course of prices 
can affect only his contingency reserve, or as Neisser calls it, his bal
ance reserve, the acceleration of velocity through a "flight into real 
values" reaches a definite limit. Without a mortening of payment 
Intervals. the limit is reached when balance reserves are exhausted.' 
The usefulness of Neisser's Innovation may be app~ended in con-

t A. C. PiIou. &...,s iJt A~"W ~ (LcmcIoQ, 192,3). p. 194-
• R .... Neiaaor. Dtr T--.. .. Golda cr ..... 1928). 
·' .... pp.I&-to. • ''''"De! ItRisIaufd .. GoIdcs,U W .... A ..... 33.P.l')O. 
• T_ " I. pp. 1&-19; d. oIao pp. ilJ4""t36, beI_. 
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nection with extreme inflation such as Germany experienced. Only 
as a last resort are payment periods actually shortened by govern
ments and employers under pressure from the fixed income groups 
which suffer by depreciation. Until that time, velocity acceleration 
is limited by the extent of balance reserves as yet unexhausted. 
Statistics of the minimum amounts reached by individual deposit 
accounts during each month, for example, would indicate how far re
moved is the "maximum velocity" referred to by Hahn, or Gra
ham's" ceiling" velocity.1 Another application of Neisser's distinc
tion pertains to Robertson's "induced lacking." The phenomenon 
is, by the foregoing reasoning, also limited to balance reserves." 

Reduced to summary terms, the doctrine of Neisser's book so far 
as it pertains to velocity follows. Balance reserves do not circulate, 
and may be set down at a velocity of zero. Operating funds have a 
velocity which is determined by income and business-turnover 
periods. Average velocity for all money therefore appears as the 
result of (I) the velocity of operating funds and (2) the proportion 
which operating funds bear to the balance reserves. This doctrine 
Neisser modifies considerably in his later paper devoted exclusively 
to velocity. Balance reserves, having a zero velocity, fall into ceteris 
paribus, and the discussion pertains primarily to operating funds. 
Rapidity of circulation is now said to depend upon (I) average dura
tion of payment periods in the income sphere, (2) average "technical 
duration" of payrilents in the business sphere, and (3) "capital in
tensity" in the economic system,· which gives the relative weighting 
of the two spheres in computing an average velocity for both. Each 
of these te'rms requires explanation. 

The distinction which Neisser makes between income and business 
spheres antedates • Keynes' and does not coincide with it. Accord
ing to the latter's usage, velocity of consumers' balances alone is said 
to be velocity in the income sphere. As Neisser uses the term "in
come sphere," it pertains not only to velocity of consumers' bal
ances but also to that portion of producers' balances which are held 
to pay for the factors of production, that is, for rent, interest, and 
wage incomes. Adopting Marxian terminology, N eisser calls these 
the" V-payments," the entrepreneurial outlays on variable capital.' 
The other element of producers' balances is the amo~t held to 

I a. p. 168, above, and 124, below. 
• Cf. pp. 364-365. below. • W.U. AreA. 33. pp. 385. 403· 
• Ibid.. p. 363. • Ibi4 •• p. 371 and note •• ' 
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meet "C-payments," that is, entrepreneurial outlays for constant 
capital, or the expense of "machines, awrlliary goods, and raw ma
terials." 1 It is apparent, therefore, that while Neisser's "velocity of 
income payments" coincides with Ke}'Iles' "velocity of income de
posits," since the fOrp1er is at once the rate at 'which entrepreneurs 
receive and disburse consumers' incomes and the rate at which con~ 
sumers receive and disburse their incomes, the velocity of "C-pay
ments" does not coincide with that of Keynes business deposits, 
since the latter is a (weighted) average of velocities of producers' 
balances both for jlJ(;/or! applied currently and for materials, ma
chinery, etc. 

Keynes' distinction is adapted to a contrast of producers' and con
sumers' balances and outlays during the course of a cycle, whereas 
Neisser's is germane to structural or secular changes in the relative 
importance of net income payments as against payments for con
stant capital in the sense indicated. The two types of change to 
which l:oleisser applies his apparatus of velocities are (I) "spurious 
capital intensivation," the process of industrial differentiation, and 
(2) "genuine capital intensivation," or what economists generally 
would call an increase in the capitalistic method of production. His 
treatment of the first subject seems to me to be a brilliant piece of 
analysis. Before these subjects may be studied, however, it is 
necessary to return for a moment to examjne and to amend some
what the terms employed. 

Velocity in the income sphere is made to depend upon the infre
quency of payment interva1s, just as in the earlier treatment of the 
Tovscilwlrl. Adding to this factor the lack of coincidence of pay
ments, we may accept the proposition. But the innovation intro
duced in the present article in respect to business paymentsis sc:arcely 
warranted. This particular velocity, it is argued, depends solely 
upon the "technical duration" of payments; that is, it tends always 
to the maximum velocity of deposits as established by the speed of 
bank clearings.' Since production goes on continuously and since 
entrepreneurs receive payments continuously for their commodities, 

l Loc..... Tbe IIIlbilul17 01 the .. .,....taDt capital n __ iI """" c:Ieued up. It 
misht be iD_t charaa. but iD fact it _ rather to refer to d..,..aatioa OIl _ 

chiD.." and the dlnct ou~ OIl cost.-.. or wbat Maz caIlod the "uoed-up" ...... 
ltant capital. CI. M. Bober,KarI II ..... ' .. ,. ,.1iM t( Bw., (Cambrid&e,1Iu
lIcb_ta, '917). p. 1.0. 
"'~.~~6~~~~7~ 
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receipt and outlay follow as fast as they can be effectuated under the 
existing clearing technique. l 

No stage of entrepreneurs has an interest in withholding C-payments which 
it owes to the succeeding stage; and on the other hand, it is impossible •.• [with 
certain qualifications] for any stage to deliver goods to one nearer consumers 
unless it receives inunediate payment.' 

It is highly improbable, even between very efficient business units, 
that money should attain a velocity approaching the maximum 
speed of bank clearings. Merely that "no stage of entrepreneurs has 
an interest in withholding payment" does not prevent a great deal 
of laxity in discharging obligations, even after it is financially pos
sible and despite the interest loss involved. Consumers may also be 
dilatory and so reduce velocity in the business sphere by retarding 
the process of passing the receipts backward to more ultimate pro
ducers. Beside, the assumption of continuous marketing and con
tinuous receipts necessitates certain qualifications made by Neisser 
himself. The net effect is to qualify the "technical duration" out 
of existence and to allow Neisser's earlier rule, according to which 
the infrequency of payment intervals determined velocity for busi
ness payments as well as for income payments, to reappear. 

The adverse criticism of the preceding paragraph must be tem
pered in two respects. In the first place, it may be freely admitted 
that the velocity of C-payments more nearly approaches the high 
rate characterizing financial transactions than the low rate of in
come payments.· Secondly, for the subsequent course of Neisser's 
argument it is immaterial whether velocity actually reaches the 
"technical duration" of payments limit or not, so long as it is a 
magnitude independent of other factors in the equation of exchange, 
an idea clearly implied by the "technical duration," but not con
ditioned by its validity. 

We tum now to average velocity over both income and business 
spheres, a magnitude which involves Neisser's concept of capital 
intensity. Whatever its deeper implication from a theoretical angle, 

J It must not be forgotten that busin ... payments .. elud. income payments, which 
are in their nature periodic and necessitate"considerable balaDce bolding. 

• Ibid., p. 374; d. also p. 403. 
• For Germany this would mean something c:1oser to '5"'-- penon turnov ... 

I<' ... ,,- than to ",5-'3.$, the estimated velocities in the financial and income 
spheres respectively. Cf. Jakob Man!chak and EmU Lederer, "GriIooenOnIDUDgen d .. 
c1eutacben Geldsystrma," ",,,/rio 67, pp. 38$-401. " 
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capital intensity is' from an arithmetical angle nothing more than 
the relative weight to be assigned each velocity in cOnstructing an 
average.1 Granting the desirability of striking such an average for 
purposes of an all-inclusive equation of exchahge, the question 
arises as to whether Neisser actually presents the right magnitudes 
for weighting velocities. Capital intensity by formal definition is 
the ratio of costs ,per unit of output expended upon "machines, 
raw materials, and auxiliary goods" to per unit outlayS upon pure 
incomes - wages, interest, dividends, rents. It is, therefore, a ratio 
of payments. To the Fisher type of reasoning, dealing with money 
payments and quantities of money held, it is an anomaly to weight 
velocities by payments, which are the result of money times its 
velocity. The only admissible weighting basis, in this sort of anal
ysis, is the relative quantities of money in each field. Unless the 
velocities of C-payments and V-payments were the same, varia
tions in the portion of total payments made in the business and in
come spheres would not give proportional variations in the relative 
quantities of money in each sphere of payments. But in a calculus 
such as N eisser's, which runs in terms of real balances, there is noth
ing contradictory in carrying through the weighting on the basis of 
real payments, and this is what he does. It should be made quite 
clear, moreover, that in the cases of spurious and genuine capital in
tensivation to which Neisser applies his velocity analysis, neither 
type of change is said to affect velocity (person-turnover) of C-pay
ments, but only capital intensity as a weighting factor between the 
two fields.' 

The fallacy that industrial differentiation automatically increases 
velocity so as to leave prices unchanged Neisser had attacked effec
tively with the concepts developed in Der TatlSc'-I des Geltks. 
Proliferation of stages, either through breaking down integrated 
processes or multiplication of middlemen, does nothing toward 
shortening the payment intervals nor, in consequence, does it in
crease the velocity of operating funds. I So far as balance reserves 
are concerned, -the reserves against contingencies, -there would, if 
anything, have to be a slight increase as a result of the greater risk. 
Velocity would on the whole be somewhat retarded. But the main 
effect is felt, not upon the monetary side, bill upon the side of c0m

modities. Commodity turnover increases parallel with differentia-

" .... P.4Q5. ·' .... P.37+ • r.=' fa pp. .... 1, 
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tion, prices decline inversely, and the diminution of velocity merely 
. intensifies this result. 

The Kreislauf article in the Archi~ draws some finer distinctions, 
and it is here, in addition to the earlier separation of contingency 
and operating reserves, that Neisser makes some net contributions 
to the cash balance approach. Unfortunately these distinctions are 
less elaborated than parts of the analysis which seem to be erroneous. 
But he points out quite clearly that difierentiation is attended by 
(1) constant velocity in the person-turnover sense, (2) decreased 
velocity in the circuit-flow sense, and (3) increased real balances in 
the sphere of C-payments.1 The first two points have been insisted 
upon at earlier junctures in the present Part; but, so far as I dis
cover, N eisser is the only person to make the contrast in German 
literature. The third point is also distinctive, but it may have im
plications which he does not grasp. To say that velocity stays the 
same in the Fisher sense while real balances increase, though per
fectly sound, runs directly counter to the representation of the 
Cambridge school that the two vary inversely. The answer to the 
paradox, which he does not offer, as well as the implications of his 
weighting device, which are not touched upon, will be presented in 
Chapter XI. Neisser's conclusions as to person-turnover, circuit 
velocity, and increased real balances supply the lever to which only 
a fulcrum needs to be added for a definite solution of the problem of 
differentiation. 

Under" genuine capital intensivation," that is, under more cap
italistic 1?roduction, "with a constant volume of money, we have 
a double tendency of prices to decline, first because of the greater 
social product, and secondly because each unit of social product 
has, so to speak, to pass through initial slages of greater magnitude.'" 
Just as in the case of differentiation, the increase of capitalistic pro
duction does not affect velocity, either in the business or income 
sphere, but it does increase the necessary real size of the business 
money fund and so produces a fall in prices in addition to that pro
duced by the greater flow of consumers' goods. . 

In the passage quoted, Neisser may seem to fall into the error, 
later to be encountered with Hayek, of identifying the proliferation 
of separate firms in a productive series with a more capitalistic 
method of production. But it is not necessary to impute to him this 

• Well. AreA. 33, pp. 380, 38S. 
t Ibid., p. 378. (Last italics min .. ) 
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confusion, especially as his contention is fundamentally correct. The 
application of additional capital tends toward a lowering of price 
levels, not only through the larger volume of consumable product, 
but also through the larger voluml). of fixed and working capital 
goods. Assuming IIJlchanged rates of depreciation upon the former 
and an unchanged number of firms through which the second class 
of goOds passes, the increased physical and real value magnitude of 
both capital categories increases the "money work to be done" over 
the increase proceeding from enlarged product. A policy of price 
stabilization therefore theoretically requires a sufficient increase in 
the monetary circulation to compensate both these e1iects.' 

I Neluer's distinction b.tween balanc. roserv .. and operating funds appean aIao 
under the captions of 1<Il10 and ...... Il10 RtkAIG(' with Oskar EngJllnder. TINtJrio tlu 
y.lbWII,kfl. vol. n ... Geld und Kapital" (Vienna. 1930). I bave not auc:ceeded in 
compuainl Englilnder's ezpoailory styl •• which. German atud ... ta bave aaaured me, 
very nearly II .. beyond their own comp.eh ... sioll. Eng\llnder trata a large variety 
of aapecta of the quantity theory in "bat appean 10 be a very thorough laahioll. 

The difficu\tiea 01 a mathematical tratment in • loreign longue prevent my utilizinrl 
Karl Schlesinger'. TINtJrio ., Gold- tm4 KFIIlilwirllclrlJfl (Munich. 1914>. which 
appean 10 me well worth the attention of mathematical economist&. 

Of en~ diffOJeDt calibre .... Karlltlrmoier. Dio ~ cr ..... 1922). 
and Paul Schulta-Xi ...... Dio KIII....".,""". BiN PtDblnt _ G./dI/Norie. _ B ....... 
,.,ilii. ,,1Id_ KrodiUUtwio cr ..... Ig2S). Neither baa any claim 10 attention. 



CHAPTER X 

THE OPPOSITION TO THE QUANTITY THEORY 

MONETARY theory has of late been considerably influericed by the so
ca.11ed "income theory" of purchasing power. It has been propa
gated in France by Albert Mtalion, in the Netherlands by Verrijn 
Stuart,l and in Germany and Austria by a substantial following. 
Both Bohm-Bawerk and Schumpeter lend their authority to the 
school, but its recognized leader is Wieser. How does the income 
theory relate to the quantity theory? 

The answer is not easily found. In the last publication before his 
death, Wieser epitomized the income theory in these words: "The 
height of the objective value of money takes its decisive measure 
from the values of the individual consumer's economy ... and is 
determined by the relation of the money income of the individual 
unit to the real income which it is used to acquire.'" The funda
mental ideas are three, that purchasing power relates to money 
applied to consumers' goods, that it is the result of a quantitative 
equation, and that the quanta are flows and not stocks. All three 
components appeared with Wieser as early as I909,' and according 
to Schumpeter it was Wieser who was amongst the first in Germany 
to recast the quantity theory in terms of rates.' In the Social Ec0-
nomics, '!I'ritten as a part of the Grundriss tIer Sosial/ikonomik in 
I914, Wieser sets forth the equation of money and real income as 
the logical countexpart to the equation of supply and demand for 
natural values through the mE'chanism of money price.' 

Save for the limitation of purchasing power to consumers' goods, 
there is every reason to suppose that Wieser has in mind something 
closely resembling the Fisher equation of exchange. The impression 
that he desires to assume the analytical (sometimes ca.11ed the 

I A IUIIIIIlAIY of the views of Aftalion and Stuart may be found In TjardUJ 0 .... 
danUJ. Tire v,u .. oj M_, (London. 193'), ch. D. 

I Friedrich Wi ...... "Geld: Theorie d .. Geld .. ," HM. tIM SIMb .• 4th eeL. vol IV 
Gena, 19'7). p. 699· 

• Idem, "Der Geldwert und seine VeriLnclerungeo.," V". 132, p. $16 fl. 
• Jooeph Schumpeter ... Du SozialpJOdutt und die Rechmpfennige," A,e/rjo .... 

pp. 6.8-630. 
• Friedrich W ....... SodaJ BctmstM .. (NOlI' York, 19'7). pp. 154-258-
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mechanical) view of price level determination, against an historical 
explanation or other variants of a non-quantitative character, is 
reinforced by his concern to .define accurately just what payments 
shall be included in the equation. Here we encounter a dual division 
into "price payments" and "paymenuby assignment," the former 
arising from the surrender of natural values, i. e. from productive 
acts, the latter from mere transfers of value claims so acquired.1 In
come obtained from price payments may be called "original"; 
revenue got from assignment, such as loans, insurance, gifts, and 
taxes, constitutes "derived" income. The second type of income 
does not infiuence the exchange value of money, he says. Whether 
acceptable or not, this classification surely rests upon a quantitative 
analysis of purchasing power; and besides being accounted a sup
porter of the quantity theory by others,' Wieser himself expresses 
the belief that "much as the quantitative theory has been disputed, 
it has never yet been supplanted, much less displaced by any other 
theory which admits of a wholly satisfactory explanation." I 

But there are elements in his writing conspicuously at variance 
with this viewpoint. In Part I it bas been shown that Wieser ap
proached a clear-cut conception of purchasing power in the quantity 
theory sense only late in life.' Most of his pUblications confuse the 
idea with subjective significance of money, as when in Social Eco
lIOIIIics he says, "More is predicated in the value of money than the 
mere fact of a general level of prices." • 

Wieser also betrays a decided penchant toward an historical ex-. 
planation of prices. Specific application of this method is made to 
the general rise in prices during the sixteenth century. In a system 
resting for the most part upon barter, he says, the producer includes 
in the money cost of his wares only a fraction of the total costs of 
production. With the 1I.00d of precious metal from the New World, 

domestic agriculture comes more and more under the division of labor. and is 
imbued with the spirit of the money economy. All these facts COIltribute to 
increase the outlay of money which the farmer should seek to realver in the price 
of bia goods. Hence there is an increase in the seIIiDg price which he must ask in 
order to meet bia reckonina.· 

• I&M.. pp. Is .... ISl.I64; B_." sr-.• IY. 699; v .... 131, P. 515. 
• E.I. S. P. A1tma11D. Dio&oMc~" -.. V~" XIX 

/-,.,..." (Loipoig, 1<)05). YOI. I. tee. 6, p. 411; Frilll Machlup, Dio GoIdI I' .., 
(Halberstadt. 1915). p. 110; Scbumpeter, .,. ciI.. pp. 61&-6,so. 

• secW _. p. t87. • a. pp. 81-87. abo ..... 
, secW &-">. p. 163. • I&M.. P. .ss. 
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Once begun, the'advance in prices transmits itself from basic agri-
cultural products to the entire system. . 

If Wieser's historical analysis conflicts with the equation of ex
change, his treatment of velocity and deposit media runs directly 
counter to quantity theory causation. 

Rapidity of circulation of money is not an independently operative cause of 
changes in the value of money. . . • Money always takes its velocity from 
goods.' ... Notes paid out in discounting are subject to a law which bas been 
called after its discoverer Fu11arton's Law.'. .. The amount of unsecured 
balances ... fluctuates as elastically with the monetary requirements of trade 
as the amount of unsecured notes. I 

Without entering into the merits of the "income theory," and 
without reference to direction of causation in the passages just 
quoted, it is patent that Wieser does not conform to the quantity 
theory even so far as to satisfy its point of departure in the truistic 
equation. The vital differences between Schumpeter's exclusion of 
transactions in wealth titles and Wieser's elimination of "derived" 
incomes will not have escaped the reader. In the first place, granting 
the desirability of avoiding the vague concept of a general price level 
by referring the term" purchasing power" or " t/~ value" of money 
to consumer buying power, the sums to be deducted from the mone
tary side of the equation are not" derived" incomes but funds em
ployed in the financial, business, and industrial spheres.' The cost of 
living is the same whether the particular consumer has earned an 
"original" income through theft, taxes, insurance benefits, gifts, 
loans, or the like. Not the, source but the employtpent of funds de-
cides their relevancy. . .~ 

Deducting the balances involved in business, industrY, and finance 
from the sum total of national balances leaves the balances appro
priate to Wieser's conception of the exchange value of money; but he 
declares that the sums deducted .. do not influence" purchasing 
power! If the ratio of income balances to the remai'nder were con
stant, this would be true, but the contingency is S9U'cely worth 
mentioning. What he has done, aside from misapprehending the 
character of sums to be eliminated in a consumers' equation, is to 
deny the reality of the largest single variable qua consumers' equation. 

J VITti,. 132, p. SUj d. HdvJ6. W_SI4OII., IV, 706. 
t SociGl Eamomiu, p. 1.5. ( ~ 
I Ibid., p. 146. 
, Cf. J. M. Keynes, A T'eoIis .... 11_, '(New York, 1930), r,35""49-
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With respect to one element of "derived" income, Wieser directly 

contradicts himself by holding that the increasing burden of taxation 
provides a continuous force toward raising the leyel of prices. Al
though the algebraic equation would permit of a rise in prices pro
ceeding from an adverse effect of taxation on economic productivity, 
or a fall in prices (probably ~ess significant) proceeding from an in
creased money work in tax payments and disbursements, it does nol 
permit a rise of the general price level for the reason that taxes "in
crease costs and must be recovered in the sales price." 1 

The same criticism applies to Wieser's explanation of the advanc
ing prices during the century of geographic discoveries. Alfred 
Amonn points out that the disappearance of barter, quantity of 
money remaining unchanged, would produce a fall instead of a rise 
in prices j that the force driving prices upward was the influx of gold 
and silver from Americaj I and, he might have added, this fact was 
shown clearly in 1568 in Jean Bodin's Response atn Paradoxes de 
M aleslroil. Even Mises, whose unorthodoxy upon the historical 
trend of prices we have observed, and B. M. Anderson, inlplacable 
foe of the quantity theory, find Wieser's analysis wanting.' • What 
the inclusion of the rural districts in monetary exchange accom
plished, they say, was merely an equa1ization of prices between 
town and country. They might well have turned to a page in Wieser 
for disproof of his idea that farmers could raise the general price 
level by including more of their real costs in computing sale values. 

It is his personal loss, when one of the contracting parties errs and sunenders 
a greater value in the one form than he receives in the other. The equation of 
values ill the total, however, is not affected hy this error, for what he overpaid 
becomes the pin of the other party to the contract.' 

The supposed price raising efficacy of taxation and the disappear
ance of barter rest, as Lampe observes, upon the postulate that 
prices and price levels depend on the calculation and will of entre
preneurs. • Certainly it conflicts with all equations of exchange. 
Add to this Wieser's acceptance of the Fullarton principle and the 
concept of velocity as determined from commodity turnover, and it 

I sorW s...-iu, p. 1119. 
• .. Wi ..... 'Theorie dOl s-!'rl.ftlich"" W'1I'IIchaft,'ft Ardlio 5.5, P. 663. 
• Ludwis M ..... T'-M As Go,.. .... Uw%tif-. ODd ed. (Munich, lVI4>, 

pp. '39""4.5; B. M. AndenoD. Tilt Vol .. " II..., (New YOlk, 'V'7). P. go. 
• S.n.J &'1'.""1 p. 1$6. 
• Adolf Lampe. Z., T ..... As S,.,. ". U_ 'V06). p. 940 DOlL 
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becomes difficult to conceive the founder of the income theory as 
supporting or even understanding the quantity theory. 

With the exception of Schumpeter, other representatives of the 
income theory in German literature are not particularly impressive. 
The sentiment expressed by many members of the Austrian value 
school against a "mechanical" quantity theory is seconded by Pro
fessor Lie£mann of Freiburg. Because this theory dispenses with a 
utility calculus on the part of economic individuals, it can "com
pute but not explain" the course of prices.l Liefmann objects to 
various features in Irving Fisher's formulation: to a (supposed) as
sumption that each good changes hands but once, to its concept of 
an objective value of money, to its omission of bills of exchange, etc. 
from the monetary total, and to the assumption that increased 
velocity does not affect the volume of trade. If it were' true, he 
says, that the change of one price were always accompanied by 
an opposite change in other prices (I), the state could lower the 
prices of most goods by arti1icially raising the prices of a few." 
Liefmann's own theory of price levels is exhausted by the epigram
matic pronouncement that "income determines prices." Other 
satellites of the income theory, such as Dalberg and Kerschagl, 
do not weary of accusing quantity theorists of neglecting subjective 
elements.· 

A number of Knapp's disciples have united the income theory with 
the old banking school tenet that bank notes and deposits, if based 
upon first-class commercial paper, automatically conform to "the 
needs of. trade." This idea became known to every German through 
the lively campaign of pamphleteering for "classical money" carried 
on during the War and inflation periods by Bendixen, supported by 
Dalberg, EIster, and Singer.' The propaganda was not successful; 
indeed, it is commonly observed that monetary excesses during these 
times completely converted the man in the street to a dogmatic and 
naive version of the quantity theory. Nevertheless, in the ranks of 
academic economists the views of Tooke and Fu1Jarton continued to 
be accepted outright by Eulenburg, Gruntzel, Miksch, Mildschuh, 

• Robert Liefmann;.me Gdd ........... ' i .. W d,,.,..,. """ ilk B .. ..,i_ .",., 
Fol, ... (Stuttgart, 1918), pp. '3, 6.j. 

I Itkm, Gdd """ Gold (Stuttgart, 19(6), pp. s6-64. 
• Rudolf DaIberg, .me Entwmvn, du G./du, 2nd ed. (Berlin, 1919), pp. 27-'9; 

Ric:haId K<I!ICbagl, .me LeIrr. _ Gold i .. tW WWIseM/' (VieDIl&, 1921). 
• Propaganda for this scheme will be found tbrougbout aU the publications mea

tioned in the bibliography under these names. 
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Philippovich, and Schultze-Kiesow, and in somewhat modified form 
by others.1 

Quite different in character is the opposition to the quantity 
theory by those who prefer'an institutional or historical explanation 
of price level behavior to the cross-section or aruilytical viewpoint. 
Both Wieser and Mises verge upon this attitude at times, but a more 
thoroughgoing exponent is Professor Othmar Spann of Vienna. 
Spann adopts the banking school theorem and believes that the 
quantity of money is the result of the turnover and prices of com
modities.- But he says also that velocity determines quantity of 
money, in that the maximum V at times of greatest activity in pay
ments sets the M requisite to perform the given money services. 
Apparently causation progresses from PT to the V's and thence to 
M' and M. It is odd, if this is Spann's conviction, that he should 
advance reasons for believing that increases in the supply of money 
and credit will not advance prices propfJl'lionally.· 

Spann applies the historical technique to what he conceives a 
paradoxical feature of current economic organization, that the prog
ress of material welfare is attended by universally rising prices.4 

The only person who has assayed a solution of this riddle is Wieser, 
but his explanation cannot be applied to the contemporary situation 
when the sphere of money economy is not being appreciably ex
tended. Into a satisfactory theory, the following facts must be 
fitted. On the one hand a variety of forces tend to raise prices: the 
law of diminishing returns, tariffs, monopolies, and the costs of social 
legislation, the military establishment, and the public debt. Set 
against these are forces working toward lower prices: technical dis
coveries, the increasing division of labor, and cartel economies in 
marketing. What needs to be explained is how the obvious pre
ponderance of the second set of forces can at the same time be ac
companied by rising prices.' 

The solution is simple. Suppose for a moment that barter pre
vails. If certain goods come to be produced more cheaply their 

I R.ef ..... ces to the writinp of these penoaa .... to be found ill other CIOIIDOCtioDS ill 
the presont voIu ..... 

• Othmar Spun, .. B .................. FiIb_ GeldleIIIe," s .... J/ri. 4'. pp. 15_ 
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purchasing power falls, that of others rises. But in a given period 
only a few goods can be the objects of improved technique. Conse
quently, "the appreciation of a majority of products stands against 
the depreciation of a minority, and the general level of values rises." 1 

Admitting money into the process does not change its essentials. 
Improvements in industJ:y release purchasing power for the prod
ucts of agriculture, raising their prices; but when agricultural raw 
materials are more expensive, even industrial products become 
dearer through the influence of costs.' Both the commodities 
affected by improvement and those not, advance in price; and thus 
the general advance in the cost of living is explained - to Spann's 
satisfaction. 

Another attack upon the problem of prices in the aggregate paral
lels the historical approach in emphasizing evolution rather than 
functional relationships; it differs in assuming what might be called 
a disjunctive view. Both regard causation as running preponder
ately from the "real" determinants of production to prices rather 
than from the monetary side. What I term the disjunctive view, 
however, denotes extreme scepticism toward generalized conceptions 
of purchasing power, toward index numbers, and toward any uni
tary summation of the whole pricing process, such as the equation of 
exchange. In America, A. L. Laughlin may be taken as a represent
ative; and in Germany, amongst the older writers, Wilhelm Lexis 
and S. P. Altmann, and Heinrich Konig,· accounting the symbols in 
the algebraic equation inadequate to cover the multifarious factors 
bearing upon purchasing power, probably belong to this group. 

Another proponent of the disjunctive view is W. Eggenschwyler, 
who has 'made a systematic attempt at refutation of Fisher's quan
tity theory.' A number of his objections relate to specific aspects of 
the equation of exchange: that no time period can be conceived dur
ing which it would be valid, that an index of purchasing power is 
impossible because the articles consumed change constantly, and 
that T is a hybrid of turnover and physical quantity of goods. Other 
charges pertain to the direction of causation and the postulate of 
ceteris paribus. Velocity is determined by the rate of commodity 

I Ibid., p. 32. I Ibitl., pp. 41-45 . 
• S. P. Altmann. "Irving Fish .... 'Die Xaulbaft des Geld ..... • JIri.jfIr N. 6' S. 

"'. p. 4119; Heinrich Xilnig. ]);. Bef..,;,-, .. KIJfI/"'ajl tlu GoJdu (llcmn, 19")' 
pp. 66 fl. 'I 
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pp. 113-233. 548-576• . 



QUANTITY THEORY (CONTINUED) 

turnover; increasing the quantity of money and credit augments 
the effort applied to production, he believes. The most serious 
shortcoming, however, seems to be Fisher's relegation of certain 
factors to secOndary importance. 

Capital accumulation, 'denaity of population. increasing material prosperity 
and industrialization through the further division of labor. technical and scien
tific progress. invention. large-acale production ••• are virtually eliminated by 
making them subordinate to the five allegedly "direct" causes.' 

These influences operated directly upon prices,not by way of the 
equation; they may be apprehended only by study of particular 
prices. 

Notwithstanding the traditional anti-quantity-theory alignment 
of German economics, it cannot be said that the opposition has been 
notable for vigor or clarity. The income theory, for example, pre
sents a highly ambiguous complexion. An historical account of 
monetary theory written by Mildschuh for the authoritative Hand
wlirlerbuclt divides the analysis into two major groups, quantity 
theories and income theories. the latter holding that money adapts 
itself to need without functioning as an independent cause of price 
level changes.- But Neisser and Hansen deny that there is any con
tradiction between the two.' The solution is clearly that it depends 
upon whose income theory we are concerned with. Wieser's his
torical sections flout all equations of exchange; his adherence to the 
passivity of velocity and bank credit conflicts with all quantity 
theories. except one which correlates prices simply with sIDell of cur
rency. It should be noted that the supposed passivity of velocity de
prives Wieser's income formula of most of its significance. Prices 
cannot be made the result of an equilibrium between money and 
natural income, if the "circuit flow" of money through the hands of 
consumers is itself determined by the rate of commodity turnover. 
Since velocity does possess independent causality, and since varia
tions in the income balances do aIIect prices, it is nearer the truth 
that not incomes but expenditures determine prices, as Hahn pro
tests.' 

, 11M •• p. s6o. 
1 WiJibaId Mikbchuh. "Geochicht1ich. EDtwic:klUDC do. Geldtheorio," Bft6. ., 
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Schumpeter undoubtedly succeeds in uniting the income and 
quantity theories. What value has the amalgamation? I have pre
viously expressed the conviction that Schumpeter "falls between the 
two stools" of an all-inclusive transactions type of equation and a 
system of specialized equations. On the basis of the former, to say 
that income determines (commodity) prices means nothing, since 
incomes are also prices, and all prices appear simultaneously from 
solving the equation. This objection to the income theory has been 
voiced by many writers.' On the basis of a system of specialized 
equations, there is no more warrant for saying that consumers' in
comes determine the prices of consumers' goods than the same for 
producers. The Marshallian equilibrium theory of value, in contrast 
with the Austrian, makes cost as important as utility, so that there 
is no apology for viewing values in the productive sphere as derived 
from the consumptive. For purposes of most dynamic problems, 
moreover, the relative movement of price in these two spheres, not 
the absolute behavior of one in isolation, is the significant fact. 

Nevertheless, the income theory has served some good purposes. 
As an emanation from the SUbjective value theory it has offset a 
tendency to make the value determination of money an impersonal 
or "mechanical" matter, and to show the possibility of institutional 
obstacles in the process of paying and expending income and the 
reality of psychological elements. Still more positively it has given 
the impulse toward resolving" the" value of money into its more 
concrete and apprehensible phases. And it may be conceded that 
purchasing power over consumers' goods approaches an all-purpose 
index more closely than any other. 

The approach to prices, both individually and in the aggregate, 
from the historical angle forms an indispensable complement to the 
analytical apparatus. Spann's lucubrations upon the subject are 
fortunately not to be taken as representative. If under barter con
ditions part of the commodities rise in exchange value, "the very 
terms imply a fall of the other half," as Mill said." The average of 
exchange ratios could not conceivably rise. Nor could the general 
level of prices possibly advance, in a monetary economy, by the out-

1 E. g. Friedrich Bendiun, WIJIJrun,'toliHJl u04 Gt/dllrurio ;", LkIJle du Well
!orie, .. , md ed. (Munich, 1919), p. 1St; Oskar EugUinder, Titurio du V./j...m.,1IajI 
(Vienna, 1930), II, 39-40; Greidanus, 11/1. ciI., p. 126; Neisler, 01. w.; pp. 12-13· 

I J. S. Mill, PrHtelplu fJj Po/iliaD E.eDnomy, ed. by Ashley (London, 1\109), 
P·439· 
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weighing of diminishing returns by improvement, since physical 
voluine of production would be augmented. 

At the present juncture .little need be said of the banking school 
theorem: it 'is a dogmatic generalization from special cases, later to 
be analyzed, in which causation proceeds from the commodity to 
the monetary members. The disjunctive view of prices, on the 
other hand, errs on the side of too great timidity in generalization. 
In the construction of an equation of exchange, because the time 
of settling the price, the time of delivery of goods, and the time of 
payment seldom coincide, a fictitious period must be taken. The 
weighting of both the physical volume and price indices is arbitrary. 
But all reasoning proceeds by abstraction, and it is necessary to dis.
cover, as well as may be, the movement of congeries of prices. 



CHAPTER XI 

CONCLUSIONS REGARDING PRICE LEVEL DETERMINATION 

'IiIE present chapter summarizes conclusions drawn from a study of 
German price level analysis, at certain points pressing the arguments 
farther, and at others adumbrating later conclusions. Its organiza
tion proceeds from general to speci1ic questions: the equation of ex
change, its theoretical eligibility, content and varieties; the char
acter of the cash balance equation; direction of causation within 
equations of exchange; and the compatibility of various velocity 
concepts. 

I. EQUATIONS OF ExCHANGE: GENERAL CONSIDERATIONS 

A. TheA dequocy of Qua,ntitali'lJe Representation 

Opinion upon this issue ranges from those who regard the equa
tion of exchange as a truism to those who, like Anderson in this 
country and Altmann, Eggenschwyler, Liefmann, and Spann in the 
German literature, believe the factors operative upon the value of 
money to be too elusive or multifarious for quantitative expression. 
This reflects a fission upon value theory in general which goes beyond 
the horizo;n of this book into fundamental questions of methodology. 
So far as monetary theory is concerned, however, it may be suggested 
that the opposition between the neo-classical analysis and the his
torical, institutional, or psychological approach would be diminished 
by the following: (I) recognition by critics of the quantity theory of 
the various senses of value of money, and the limitation of equations 
of exchange to the purchasing power sense; (2) the substitution of 
special for general indices of purchasing power in the quantity 
theory; (3) recognition on both sides of the occasional difference be
tween quoted and realized prices .• The equation of exchange neces
sarily pertains to the latter, but the former may be the .. moving 
cause"; (4) rea.Iiza.tion that the equation, like all generalizations, d~ 
pends upon the use to which it is put. The effort to make monetary 
theory exact by giving it the character of a science of mensuration 
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is dangerous without taking account of historical and institutional 
peculiarities. This will prove to be especially necessary in the sub
sequent Parts dealing with inflation and cycles. 

B. The Period and Field Included 

Because purchases and payments fall apart chronologically, the 
equation must include a period long enough to make uncompleted 
transactions a relatively small portion of the total; otherwise 
"money work" and "money work to be done" do not balance. On 
the other hand, a very protracted period may conceal under the 
averages used in the equation symbols such changes as should be 
made apparent. Aside from securing an accurate sample in con
structing velocity and price indices, it is necessary to determine 
whether the proportion of total transactions which are effectuated by 
money remains constant. If the field to which the equation is ap
plied shrinks by a "flight from the currency," such as we encounter 
later in the German case, prices rise from a concentration of mone
tary means upon fewer goods, though an index of physical production 
or wlume of business does not have to be decIining. 

c. The NumbBf" of Equalions 

If but one equation is to be constructed, a consumer income 
formula will probably serve more purposes than any other. But it is 
only in extreme inflation that differential price levels pale into rela
tive insignificance in the general upward sweep. Ordinarily a con
sumers' equation takes on color only in conjunction with another 
formula for producers' activity, and the farther each of these in tum 
is resolved into subordinate or specialized equations, the more defi
nite the meaning of the price indices. From this viewpoint there 
seems to be small warrant for a distinctive "income theory" of 
money. 

II. EQUATIONS ~ ExCHANGE: SPECIFIC MAGNlTODES 

A. QutmIiJy of Money 

If the conclusions of Part I concerning thtt>nature of money are 
valid, M and M' ought to be limited to physical ezchaDge media 
which cin:ulate as equivalent to the ideal unit of account. This cri-
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terion excludes on the one hand miscellaneous commodities, stocks, 
bonds, and bills of exchange, because their prices vary, and on the 
other, verbal promises and book credits, because they lack a quanti
tatively limited substratum. For a difi'erent reason, bank reserves 
and treasury redemption funds are excluded; though they "circu
late" vicariously, they cannot themselves be regarded as circulating 
without double counting. 

Theoretical nicety and common sense oppose the absorption of 
total gold stock into quantity of money in the equation. The func
~onal dependence of monetary gold upon prices still remains in Cas
sel's effective velocity of the total gold stock, by which he hopes to 
eliminate the difficulty.' Reasons were given for believing this de
pendence unimportant; Cassel's remedy is worse than the ailment. 
It would force us to think of watches and rings as somehow bearing 
on monetary velocity, and besides it would complicate the statistical 
procedure. Similarly with the functional dependence of hoards upon 
prices. Helfferich and Keynes would abstract idle deposits from 
money in the equation; but since hoards are nothing more than ex
cessively large balances, as Mises points out, the statistician cannot 
presume to judge the proper size of reserves for other persons. 

B. Velocity 

The incorporation of bank credit under velocity as a "cash econo
mizing" device by Cassel, Helfferich, and Wicksell does not enjoy 
the favor of such progressive writers as Hahn, Marschak, and Nei&
ser. Besides misplacing the emphasis, the older practice allows 
statistically distinct variables to go to waste. Data up<!n volume of 
bank deposits and rate of clearing is merged together with the con
ceptually distinct velocity of hand-to-hand money. Nowadays the 
separate causality of M and M' requires no argument, and the im
portance of difi'erential rates between V and V', already intimated 
by Hahn, will be amply attested in the cyclical and inlJation analysis. 

C. Trade 
Parallel to the resolution of Wicksellian V into its component ele

ments, the hybrid quantity T should be separated into separate 
parts. Eggenschwyler, Walrj! de Bordes, and Marget distinguish be
tween volume of production and rate of commodity turnover, and 

, Cf. pp. '40"'44. above. 



CONCLUSIONS 

there seems to be no insurmountable statistical obstacle to their 
separate determination. In the problem of industrial differentiation, 
duration of production, and .velocity, the resolution of these ideas is 
indispensable. 

Whatever the type of equation may De, whether an inclusive trans
actions formula, a cOnsumers' income equation, or. otherwise, the 
transfer of various sorts of titles must be taken account of within the 
"totsl money work." In the present Part the subject has merely 
been broached in connection with Wieser's exclusion of "cession pay
ments." Chapter XXI advances reasons for doubting the theorem 
supported by Cassel, Hawtrey, Mach1up, and many others, that the 
stock exchange, for example, does not "absorb" credit. These trans
fers, in which volume and price are indistinguishable, may be intro
duced into the equation, following Professor Copeland's suggestion, 
by some such distinctive symbol as R in the right hand member.' 

m. THE CAsK BALANCB EQUATION' 

A. Mode of SIaIemetJI 

The foregoing comments are equally applicable to period-of-time 
and point-of-time equations. The comparative novelty of the latter 
approach in our own country may recommend specisl treatment. 
First, it is observed, the introduction of cash bslances at this junc
ture calls attention to the fact that, however intimate its association 
with quantity theory causation in the hands of the Cambridge 
economists, it is nevertheless plIf' sa nothing more than a bare equa
tion, which such writers as Helfferich, quite opposed to the quantity 
theory, are slso at liberty to employ. Whatever the direction of 
cause and eIIect, the following principles prevail. 

In the employment of cash balances, the theoretical pons asifl/l

rum is the recognition of the necessity of a real fIalllll calculus. The 
logical circle involved in the direct application of Austrian subjec
tive value theory to money units has slready been dwelt upon at 
length.- Alternatively the difficulty may be stated thus: dollar bsl
ances in the aggregate simply coincide with tots! monetary stock; if 
M and V are to ezist each in its own right, the size of balances has to 
mean something separate from money content. This has been recog-

1 a. p. 145. above. 
• a. pp. Sr. 160-161, Ills, ........ 



I90 . GERMAN MONETARY THEORY 

nized by most of the dei majores of the English school: by Marshall, 
who employs fractions of real wealth or income, both typified by 
quarters of wheat; 1 by Pigou, who follows Marshall closely;' by 
Lehfeldt, whose phrase "resources in theform of money" avoids the 
direct calculation in money units;' and by Keynes, who speaks of 
"consumption units.'" Very explicit emphasis upon the real value 
calculation is found with the German protagonists of cash balance 
reasoning - with HeiffericlI, Neisser, and Wicksell,' and also with 
the mathematical theorist Karl Schlesinger.' On the other hand, 
Hawtrey, who has done a great deal toward making the cash balance 
devise a useful instrument, especially in cycle analysis, continues to 
insist upon a direct money calculus.' Cannan puts the demand for 
reserves into terms of pounds, and convicts himself of a complete 
petitio by making the pound volume of "money to hold" depend 
upon price levels!. In America, Marget expresses his preference for 
a direct money utility approaclI,' and his special treatise upon 
velocity may be able to indicate how the petitio may yet be escaped. 
Greidanus"recent attempt to derive the price level from a capitali
zation of the money profits attributable to the facilitation of trade by 
money, however, bespeaks the difficulty inherent in the situation.1D 

Thus far no answer has been given to B. M. Anderson's telling in
dictment of the Austrian theory for its circularity when applied 
directly to money units. 

B. The Determination of Size OJ Balanus 

Holtrop, who has traced the histories of transaction and cash bal
ance eqo.ations, the "motion" and "rest" theories in his apt ter
minology, discovers the second theory as far back as Locke.u But he 
does not relate the origin of the threefold utility calculus whiclI is 

1 AHRd ManhaU, M otUy, C,tdil, MOl C_a (London, 1923), p. 44. 
1 A. C. Pigou, Essays;" .A."ljtd EcI1llMlOia (London, 1923), p. 176. 
1 R. A. Lehfeldt, MotUy (London, 1926), p. 99. (Italic! mine.) 
• J. M. Keynes,.A. T,ad ... M...aa,y Ref- (New York, 1921), pp. 83-86. 
I Cf. pp. 160, 157, J73, above. 
• TheorU der Geld- _ K,tdiluMllclra" (Munich, 1914), p. 97. 
, R. G. Hawtrey, Curr...." MOl C,tdil, md ed. (London, 1923), p. 40; 3M ed. 

(London, 1930), pp. 39"-40. 
• Edwin Cannan, MotUy, 5th ed. (London, 1926), pp. 7:1-73. 
• A. W. Marget, "Leon Wa1ras and the' Cash-Balance' Approach to the Problem of 

the Value of Money," J. P. B. 39, p. 599. DOte. 

II Tjanlul Greidanua, Tile Val", of MotUy (London, 1932). 
U M. W. Holtrop, "Tbeori .. of the Velocity of Citmlation of Money in Earlier 

Economic Literature," Be. JDfW., &otItmJie Bistory Sma, vol. iv, no. I, p. 501)· 
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current today. The individual is represented as weighing marginal 
satisfactions from a "unit of real wealth or income" devoted to 
maintaining a cash balance, to consumption, and to investment, the 
alternative uses being regarded as opportunity costs of the money 
reserve. Through its adoption by Marshall, Pigou, Keynes, and 
Mises, this has becbme an accepted principle.1 In the main this 
seems to me a fruitful theoretical device, although it requires one 
very important amendment. 

The amendment consists simply in substituting for the traditional 
calculus based upon a certain unit of "real wealth or income" a 
calculus based upon a certain "proportion of real value transac
tions." Fundamentally the innovation which I propose is necessi
tated by the fact that T is not a constant. It may surprise American 
readers accustomed to the Fisher type of equation to discover that 
the loose generalization according to which velocity (in the Fisher 
sense) varies inversely as the size of unspent margins holds true only 
if the ratio of total transactions to total resources remains constant. 
But this is required in the nature of the case, and is explicitly stated 
by Pigou in his essay upon "The Exchange Value of Legal-Tender 
Money."1 Greater elasticity and greater realism may be achieved 
for the cash balance formula by the suggested change. The argu
ment may be summarized under the following propositions: (I) that 
a calculus in terms of units of real wealth does not necessarily give 
the same result as real incomej (3) that neither real wealth nor in
come are directly germane to the balance calculusj (3) that the con
ventional statement does not provide a satisfactory solution of the 
problem of industrial differentiation and velocityj and (4) that it is, 

, unless amended in the proposed fashion, incompatible with the 
Fisher transactions equation. 

(I) It is not altogether clear from the expositions of the Cam
bridge writers whether the settlement of size of balances is thought 
to proceed in absolute or relative "units of wealth or income." No 
discrepancy between a wealth or income calculus would appear if it 
ran in absolute terms: the SUbjective significance of a quarter of wheat 
is the same whether it be regarded as part of one's wealth or part of . 
one's income. But the common unit with these expositors is relalillll, 
i. e. balances are supposed to be determined upon as a fraction of in-

• ManhalI,.,. ciI., P. 45; Piaau, .,. ciI., P. lSa; I:eynes, .,. ciI., pp. 8~; Jlloes, 
P. Ills. above. 

t Pi&ou. .,. ciI., pp. '76-171, nprinted from Q. J. B., Nowmber. '9'" 
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come or wealth, ordinarily denoted as k.' Every change in produc
tive efliciency, however, alters the ratio of wealth and income, and 
consequently calculations in wealth 0' income do not give consistent 
results after the change in economic efliciency.· 

(2) Relatively this difficulty is unimportant in view of the fact 
that neither wealth nor income determine, except in a minor way, 
how large the individual's reserve shall be. By the contention of cash 
balance theorists themselves, the purposes for which anyone holds 
money are (I) to cover regularly recurring inequalities of income and 
outlay, which are greater (a) the more infrequent and (b) the less 
coincident the payments; and (2) to provide a reserve against irregu
lar and unpredictable payments. Not wealth (" resources") nor in
come, but transactions or payments is what the cash balance provides 
for. Statistics gathered by Fisher for students at Yale University do 
indeed show that "the amount of money kept on han!i by the rich, 
though larger absolutely than that kept on hand by the poor, is 
smaller relatively to the expenditure.'" On the other hand, it would 
not seem hnprobable that certain situations would reveal the wealth
ier consumer, the wealthier firm, holding proportionally larger bal
ances, simply because they can more easily afford them. Stated 
accurately, the situation is this: the elastUity of the demand for re
serves in the form of money is a function in some rather ill-defined 
way of wealth or income, but the intensity of the demand is a func
tion of payments. Balances vary ceteris paribus with the magnitude 
to which they have to be applied, namely to transactions. 

Let it be said again, however, that the Cambridge analysis and 
that of , ,the majority of the German writers cannot be impugned so 
far as it insists upon a real value calculus. Combining this fact with 
the result of the preceding paragraph, we may reinterpret the mone
tary utility curve in the conventional threefold marginal equilib
rium. For each economic subject the utility or demand schedule 
for balances is a series of fractions of the real values which his money 
stock must tum over during the period in prospect. Following Mar
shall's symbolism we may allow a bushel of wheat to stand for a cer
tain amount of real value. Suppose the transactions or payments in 
prospect during a given period aggregate loobushels of wheat. Our 

1 For references, d. p. 19t, Dote I, above. 
• Noted by Jakob Mancbak in his article upon "VolbvermISgeD uod Kaaoeobe

darf," A.rtbi, 68, pp. 385-410-
• Irving Fisher. Tite PflTchtJ.ri", p_ of AI • ...,. 2nd~. (New York. '922). p. 38 •• 
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particular balance-holder then decides to hold the equivalent of 8 
bushels to oover inequalities of payments and to provide for oon~ 
tingencies if his net inoome is, say, 20 bushels, the first amount being 
the result of his oonsidering the alternatives of oonsumption and 
productive iIivestment. With 1M sa~ "ansaetions but with a real 
inoome of 30 bushels, he might hold 9 in the form of money, with 40 
bushels inoome, 10, etc. in the familiar negatively inclined demand 
function. But at the same time with his net income fixed, the demand 
for real balances will vary directly (though not proportionally) 
with changes in the total amount of real values to be transferred. 
Consequently in my representation of the balance calculus, the de
mand schedule does flot take on the configuration of a rectangular 
hyperbola as it does in Pigou's statement, as an example of the oon
ventional procedure.1 This signifies at once: that absolute real bal
ances vary with total transactions; and secondly, that the ratio of 
real balances to real transactions does not vary (inoomes remaining 
the same) with variations in the latter. The first half of this state
ment reiterates the finding of Part I that the value of money is, even 
when traced back to its most ultimate origin in the balance calculus 
of the individual, essentially ,elatiw. The second part of the state
ment will be found extremely useful in answering the questions under 
(3) and (4) on p. 191, above, which are considered later under the 
discussion of direction of causality and the oonsistency of cash bal
ance and transactions formulae. 

One individual's demand, as just described, equates with a supply 
schedule of real balances in the form of money derived from the addi
tion of all other individual's demands. Because the infiuence of one 
person's demand upon this supply schedule is negligible, it assumes 
the configuration of a constant cost schedule. In equilibrium a set 
of such equations portrays the proportion of real transactions which 
all individuals elect to hold in balances; and with the addition of a 
Keynes or Pigou equation of exchange (transactions being sub
stituted for income or resources) the actual money stock is equated 
to real balances. The proass by which equilibrium arrives has been 
described in an eulier chapter.' At a given level of prices, anyone 
who possesses more dollars than he desires to hold under the three
fold real value calculation will spend more rapidly; the acceleration 
of velocity forces up prices until the stock of dQPars be&Is the oorrect 

, Plaou •• riI.. P. 177. at the top of the pop. 
• a. pp. ,0&-1140 abo... . 
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proportion to "total money work to be done," i. e. to real value 
transfers. Even in cases where a rise of prices itself causes people to 
reduce their balances, - circumstances to be·treated in Parts III 
and IV, - the modus operandi of balance determination follows this 
pattern since the effect is summarized through a shifting of the bal
ance demand schedule to the left. 

C. Special Balances 

Balances may be classified upon two bases, according to the eco
nomic .function of their possessors, or according to the economic 
function of the balances themselves. The former division appeared 
early with Adam Smith,! who divided the circulation and quantity 
of money between dealers and consumers. Not only are these two 
types of balances and the corresponding Fisherine velocities distinc
tive, but their separation is also logically requisite to equations em
ploying specialized producer and consumer price indices. Hawtrey 
and Keyn,es have done most to utilize the distinction in cycle analy
sis, and in German monetary theory we have noted the work of 
Englander, Marschak, Neisser, and Schlesinger. 

The other line of division at the present writing seems to be "made 
in Germany." Cutting through balances in another direction, Neis
ser distinguishes between the portion of balances devoted to contin
gencies and that devoted to regular inequalities of payments. For 
the second type of reserve, the opportunity cost of foregone interest 
does not operate as a determinant of size, inasmuch as an iron 
necessity is imposed upon the balance owner by whatever infre
quency and lack of coincidence of payments exists under business 
mores. Subjective moments, such as forecasts of the value of money 
in cycles and outright inflation, and the evaluation of interest in
come foregone, b~ upon the size of the first portion of balances 
only, the genuine contingency reserve. Parenthetically, it may be 
observed, the entrance of interest cost into this calculation appears 
to be more real if it is remembered that both explicit and implicit in
terest are involved. The business man may be little influenced in 
settling upon his going cash or demand-deposit margin by the in
terest rate on savings accounts and bonds, but he certainly must 
consider the alternative of putting the idle funds to work in his own 
undertaking. 

I Cf. Holtrop. &. J_., ~ e .. ,.,., sm.., vol. IV, DO. I, p. 5'l. 
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IV. CAUSE AND EFl!'ECT 

A. General Obsmamms 

Because the present study is directed toward~ the literature of 
monetary theory and not immediately toward the facts, it avoids 
sweeping dicta upon the validity of the quantity theory. Parts m 
and IV offer some definite conclusions on particular phases of the 
problem. I do not conceal a predilection toward regarding quantity 
theory causation as more basic and more general than the opposite, 
but this conviction has no claim to significance. Within the sphere 
of deduction, however, certain observations are quite legitimate, 
some of a general nature, some specific. In general, the opposition 
between quantity theorists and their critics may be lessened by the 
following considerations. (I) Quantity and velocity of money and 
credit are sometimes a cause, sometimes an effect. The progress of 
prices during modeIate infiation and the breaking of boom periods 
seem to reveal the formeI, while hypex-inflation and the peIiod of 
extreme cyclical depression and beginning recovery revea1 the latteI. 
(2) The monetary and real membeIs of the equation often seem to 
interact upon one anotheI so intimately that cause and effect are in
distinguishable. May this not be the case, as Mitchell intimates in 
his portrayal of cumulative actions, during most of the course of re
covery and recession outside the extremes just remarked upon? U 
so, I see no reason why one force could not for a time preponderate, 
giving way then to the otheI; PT, for ezample, could advance undeI 
a seasonal upswing, while MV, according to a conception which we 
shall encounteI with Machlup,l responding first as effect, becomes 
a cause of cyclical advance by its inelasticity against the seasonal 
downswing of PT. (3) Even where prices and trade assume chrono
logical priority, money volume and velocity supply their "essential 
condition "; I for purposes of economic control, if the development 
may be partly managed through the "essential condition," it would 
be overly fastidious not to regard the condition pragmatically as a 
cause.' (4) Some critics of the quantity theory apparently take the 
peculiu position that money cannot be a true cause because it is a 
mere ta- in a game in which human decisions present the real 

• a. PI'- 319-380. 391, boIow. 
I a. D. H. R",*-. 11-. 1St od. (New YOlk, 19")' Po "l
I ' ......... p.u., .. 1M pn..,... (LaadoD. 1916), Po .. 
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causes. This is quite explicit in Liefmann's writings, 1 and the his
torical, institutional, and psychological schools often give such an 
impression. Value is of course something felf and acted upon by 
human beings; but a large quantity of money may be just as truly a 
cause of its low value as a large crop the cause of a low value of pota
toes. Per se money is no more an appendage to prices than the com
modities priced. 

B. True Functional Depentknce of Quantity of Money 
upon Prius 

Leaving the precarious field of generalization, we proceed to a 
brief analysis of certain reversals of quantity theory causation en
countered with the German monetary schools, dealing first with the 
genuine cases. 

(r) The division between money in circulation and money in bank 
reserves depends upon the price level. Under the caption of the "in
ternal drain," this phenomenon has been described by Hawtrey in 
its restrictive action upon bank credit expansion in boom periods.
One way of avoiding the difficulty arising from this fact for quantity 
theory causation is to state the theory directly in terms of bank de
posits, allowing the volume of hand-to-hand currency to appear as a 
mere satellite of credit without causal significance. In England and 
America, this device, recommended by Hawtrey and Robertson, and 
by Hahn and Mises,' would do little violence to the facts because of 
the quantitative preponderance of M' and V'; but for Continental 
conditions, the functional relation noted must remain as a decided 
qualifitation upon the ceteris paribus of the quantity theory. 

(2) Cassel and Wicksell call attention to the fact that the propor
tion of gold in money and in the arts is a function of the general price 
level. The diversion of gold into the arts is largely limited to the 
annual increment of supply, since jewelry and plate, once made, are 
seldom melted merely for their bullion content. Conversion of coin 
into industrial uses transpires more easily; but if demand for gold in 
the latter is fairly inelastic, as Taussig believes,' the functional de
pendence of monetary metal upon prices is again not marked. 

(3) Various peculiarities of the conditions under which gold is sup
plied prevent any very noticeable tendency for the value of gold to 

I Cf. p .• 80, above. • • Hawtrey, ~. <iI., ... d ed., pp. 01-23 " ~ 
a Cf. pp. 161, 165. above. • Cf. pp •• 43-' ..... above. 



CONCLUSIONS 197 
conform to variations in marginal cost. Since the adjustment is 
made 'chiefly by costs to value, the dependence of quantity of mone
tary gold upon price levels through cost is negligible. 

Although the foregoing dependencies of quantity upon prices are 
real, 'they do not count seriously against the quantity theory, par
ticularly if it is cast in terms of bank credit.' Later chapters point out 
important cases of reversed causation upon both M and V, if causa
tion is taken in the somewhat broad sense of "driving force," "incit
ing factor" or "occasion," and not in the narrow technical sense of 
"necessary antecedent." But we have encountered the argument in 
~arlier portions of this Part that increased velocity in the turnover 
of goods "causes" an increase in velocity of money. In the sense of a 
necessary connection, which proponents of the idea have in mind, 
there is no such genuine reversal of causation, though there appears 
to be upon several definitions of velocity. 

C. A SpwWus Case of Reversed Causation 

Tlie case is a change in the number of hands through which a com
modity passes in the course of production before it reaches the ulti
mate consumer. To simplify the exposition we shall deal only with 
increases, allowing the word" difterentiation" to signify additional 
turnovers of commodities against money either because of the sepa
ration of hitherto integrated processes or the multiplication of mid
dlemen. According to the Fisher equation, T is increased by dif
ferentiation. V in the person-turnover sense remains the same, and 
P falls in inverse proportion to T.' Person turnover, defined as "the 
average number of coins which pass through one man's hands, 
divided by the average amount held by him," • is a ratio of money 
spent to money held, it should be noted. If we enquire into the de
terminantsof velocity in this sense. we find them classified as follows: 

(1) Habits of the individual. 
(a) As to ,thrift and hoarding. 
(b) As to book credit. 
(c) As to the use of checks. 

(3) Systems of payment in the community. 
(a) As to frequency of receipts and disbursements. -

I Appnmmatel7. that Ia; I sballilot dweU u_ imaginable_daJy npert1lIIIioDa. 
• lrviDa fisher, n. ~ P_ ., II.." IIld od. (N ... York, 1lI12), pp. 

3s"'m· 
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(b) As to regularity of receipts and disbursements. 
(c) As to correspondence between times and amounts of re-

ceipts and disbursements. . 
(3) General causes. 

(a) Density of population. 
(b) Rapidity of transportation. I 

Differentiation affects none of these determinants, and so person 
turnover velocity caDDot change. The theory that velocity auto
matically and necessarily compensates for more turnovers is thor
oughly wrong, despite its enunciation in more or less categoric form 
by Schumpeter, Marschak, and others in the German literature," 
and by Lounsbury recently in this country.- Separation of an in
clusive transactions equation of the variety Fisher employs into 
specialized equations for producers and consumers caDDot change the 
result, since velocity in separate economic spheres is shown to be 
unaffected by differentiation by the argument applied to velocity 
generically. 

Upon the basis of the conventional cash balance analysis, however, 
we seem to obtain a different result. To provide for, let us say, twice 
as many payments, the producers wiII need to hold nearly • twice as 
large balances. We assume that "when, ceteris Paribus, people de
cide to keep twice as much of their resources as before in the form 
of titles to legal tender, this means that the velocity of circulation is 
halved.'" Apparently, then, we have two factors making for a de
cline of prices,-an increase in transactions and a decline in velocity I 
This pa.radoxical conclusion is prevented, however, in the accepted 
cash balance formula by the pbrase ceteris paribus, which precludes 
any variation in T. But though the paradox is thus solved, we lind 
no answer to the question as to what does happen to balances and 
Velocity when T does change. 

The amendment which I have offered to the cash balance formula 
solves the difficulty. People maintain balances, not in proportion to 
their wealth or resources primarily, but primarily to meet payments. 

,. ll>i4., p. 79. 
• Cf. pp. 130-137, J4B-IS3, 182, above. 
I R. H. LolIIIsbury, "Velocity Concepts and Prices," Q. J. E. 46, p. <flI • 
• It would be twice if we neglected the portion of balances held for contiDgencies. 
I Cf. Pigou, .,. ,,;,., p. r77. I have suited his oentCDce to my cue by IUhotilutiJIg 

"twice as much" for "half u much," and "halved" for "doubled." The idea is not 
thaeby o1fected. 



CONCLUSIONS 199 
When differentiation sets additional exchanges into the productive 
series,' it does not affect the 'volume of real wealth (except secon
darily) i but it does increase the volume of real wealth to be IIIICChanged. 
Real balances are increased proportionally to real transactions. Ac
cording to my mode of statement, balances are settled upon, not as a 
proportion of wealth or "resources," but as a proportion of real trans
actions.' Differentiation gives no grounds for supposing this proprw
Utm altered, since payments continue at their former infrequency and 
lack. of coincidence, and since contingencies are not (except slightly) 
affected. By restating the cash balance theory to make the unit of 
calculation a certain proportion of real transactions, we arrive at a 
result which coincides exactly with the answer on the basis of Fisher's 
velocity. Person turnover, the ratio of money spent to money held, 
is unaffected: cash balances,the ratio of real transactions to real 
value held, are similarly unaffected. Being stated in real terms, the 
latter has the advantage of showing clearly the independence of the 
velocity determinants from prices. Fisher maintains this indepen
dence also, though his definition of velocity in terms of money 
units spent and held does not bespeak. his conviction with suflicient 
clarity. 

The cash balance approach is thus shown to be only apparently in 
conflict with the Fisher velocity analysis. With Schumpeter's con
cept of "efliciency," the circuit velocity of money, it is otherwise. A 
real and irren1ediable conflict with both the other lines of analysis 
is presented. Differentiation necessarily produces a fall in circuit 
velocity, which equals person turnover divided by the number of 
productive stages through which commodities pass, on the average, 
from beginning to end. Actually, however, the change pertains to 
the "money work to be done," - not to the instruments performing 
the work, i. e. to money and to its velocity in a correct sense. Circuit 
velocity is an impure concept in two respects: (I) it carries over into 
the index of rapidity of money circulation a variable which pertains 
only to the rapidity of circulation of goods. (2) as Keynes points out, 
and as I have previously insisted,' it merges into a nondescript aver
age the different velocities of money in the fields of production and 
consumption. I therefore propose its elimination from scientific 
discourse. 

• cr. pp. I, .. I~, abo_ 
• cr. po 1J7, abo_ 
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V. ThE Two APPROACHES TO· THE QuANTITY ThEORY 

When oorrectly apprehended, the transactions and the cash bal
ance devices are altogether compatible. The cash balance formula 
has the superiority of revealing the subjective basis of purchasing 
power, of removing velocity from the realm of pure number, and of 
bringing it into relation with individual volition. Since it treats of 
value determination on this level, it is obliged to go behind the 
nominal money unit into real utility calculations in order to avoid 
circularity. The transaction equation, on the other hand, makes no 
pretense in this direction, and it is oorrespondingly relieved of the 
necessity of a disoourse in real value. 

It has been said that" the unspent margin of course affects prices 
only by being spent." 1 This is nowise the case. Were no money 
spent, the price level would be zero ; were no money ever retained in 
reserves, the price level would be infinity. The actual position of the 
price level at some finite magnitude is as much explained by people's 
not spending as by their spending. It is, in other words, the ratio of 
spending to holding, and this is asserted by both iransactions and 
balance theories. 

1 J. W. Angell, TIte Tlteoryof l~Prius (Cambridge, Mass·thUJetta, 10.6), 
p.llI4. 
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CHAPTER XII 

TYPES 01'; THEORY AS TO PRICE LEVELS 
AND EXCHANGES 

TmroIlETICAL discussions very often reveal in good Hegelian style a 
thesis, an antithesis, and a synthesis; and the vast literature upon 
cause and effect under progressing in1Iation, in Germany as else
where, fits fairly well into the scheme. The infiation theory, that 
causation runs from prices to the rate of exchange, meets with cate
goric denial on the part of the halance of payments theory, which 
would either treat the exchange as an independent phenomenon or 
ascribe to the halance or rate of exchange causal effectiveness upon 
prices. The third school of opinion seeks to effectuate a compromise 
by admitting both lines of causation, or by tracing internal and ex- . 
ternal depreciation alike to a common cause. These differences 
amongst the three major groups, as well as the subdivisions into 
which each falls, require a preliminary explanation before the de
tailed analysis can begin. 

The infiation theory tskes on two types of formulation: purchas
ing power parity and exchange equilibrium. Under the former, 
causation is represented as passing in straightforward fashion from 
quantity and velocity of money to domestic price level and rate of 
exchange. This theory has two versions, absolute and comparative, 
and these will be examined in connection with Cassel. In either ver
sion it diverges from the other main type of inflation theory which 
Pigou christened IC exchange equilibrium" in his article deScribing 
it.l Whereas purchasing power parity rests upon indices of general 
prices and allows only for causation from prices to rate, the exchange 
equilibrium doctrine rests upon the prices of internationally traded 
goods only. and allows for causation in both directions. But the lat
ter can appropriately be classed as an in1Iation theory because, with
out denying that the adverse balance of payments may contribute 

• A. C. Piaou, "Th. F ........ E1dwaaes. U Q. J. &, November, 'g22, reprintalln 
&s.,.r ia A,,,.. Be. I '., (LondOD, '9..,), pp. 1.!6-11S' SevenJ German writenl 
(d. pp. OSI-IS4. boIow) ODd J. M. lteyDeo, A r-.. _11.-, (New York, IgsO), 
I, 73, penist in caIIins tIria PIln:basiDa'P'WOI parity despite the fact that the latter tam 
Wli-.II:Y dOllotea the CuaoI theoIy, ODd despite Piaou's ougestioa.. 
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toward the decline of exchange and toward the rise of domestic 
prices aside from monetary inflation, its adherents generally stress 
the monetary factor as stronger in recent Continental experiences. 
In form, then, exchange equilibrium is bilateral, against the purchas
ing parity theory, which by virtue of holding to an exclusively price
rate causal nexus is unilateral,' though the Pigou analysis generally 
does emphasize the same line of causation as Cassel's under inflation. 

To the balance of payments theory belong three species which I 
propose to call the "truistic," the "independent," and the "causal," 
for want of greater philological elegance. Proponents of the truistic 
version inight, for all their pride in sailing under the colors of the 
balance of payments theory, be just as legitimately classified with in
flation theorists, since they merely assert that the rate of exchange, 
like any price, is determined by supply and demand, i. e. by the bal
ance of payments. They affirm neither that causation passes from 
balance to prices nor conversely; indeed, not even that the rate is 
quite independent of prices. According to the implication or explicit 
statement of the second group, on the other hand, causation does not 
exist either way: the rate of exchange stands upon its own ground, 
and like the jolly miller of Dee, owes nothing to prices nor is owed. 
The third balance of payments group, by far the most numerous, 
maintains that the balance determines the complexion of prices; but 
this group splits into three parties on the way causation proceeds. 
Let us briefly examine these subdivisions of the causal balance of 
payments theory. 

The first I call the "veritable" balance of payments theory be
cause it stands, more than any other variety, in logical anthithesis to 
the infI~tion theory. It is absorbed with the effects which capital 
movements and changes in the real terms of trade produce upon 
rates of exchange and upon domestic price levels. According to this 
line of thought, the correctness of which cannot be denied either 
under normal or dislocated standards, an increase in demand for a 
given article of import mows itself first by a higher price in the de
manding country. Importers take advantage of this differential over 
the international price until, by the fall of the domestic price and 
by the rise of the international price and the rate of foreign exchange, 
the unusual margin is eliminated. Where both exporting and im-

• This terminology is adopted from J. w. Angeli. TIN TIIury of ['".",..,;"""1 Prieu 
(Cambridge. M .... chUBetts. '926). p. 57. without BDy implication hOle that Ricardo', 
theory was n ....... riIy unilatezal. 
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porting countries enjoy a gold standard, the adjustment is done 
mostly by the fall in the domestic price of the imported good, since 
the international price ordinarily depends on a broad market and will 
not rise much, and since, moreover, exchange rates can move only 
within narrow limits. As a by-product_ of the equalization of domes
tic and international. prices on the particular good involved, gold 
may flow from the importing country to the exporting, with the re
sult that the general price level of the former will decline somewbat, 
that of the latter rise by a small amount. Thus causation proceeds 
from an alteration in terms of trade to prices generally, and a similar 
case can be envissged for a capital movement. If the importing 
country, the one which comes to demand a foreign commodity more 
heavily, bappens to bave a fiat paper standard, the adjustment is 
still done more by the gradual fall in the domestic price of the par
ticular good and less by a rise in the international price; but, since 
the rate of exchange moves without the ordinary limits of the specie 
points, it may tum against the importing country considerably and 
so cushion the fall of the domestic price and retard the rise of the in
ternational quotation. Even looking aside from the sale of paper 
money abroad, we could discover the possibility of changes in gen
eral price levels in consequence of this situation. Were demand in . 
several important lines of importation very greatly increased, i. e. 
if home products for export were sacrificed on much less favorable 
terms, the vol""" of goods in general offered against money within 
the country would decrease and result in a general upward move
ment of prices. By appropriste variations, the same type of reason
ing applies to capital mOveJl)ents. 

Continuing with the "causal" variety of balance theories, we 
often find another variant, of quite a different order because it does 
not rely upon the sort of "mechanical" causation ordinarily en
visaged in economics. This theory holds that depreciating exchange 
.. causes" internal depreciation by way of occasioning. prompting, or 
even forcing the monetary authority to further infiation. There 
does not seem to be an appropriste catchword by which to designate 
this idea; but it must be kept quite distinct from the veritable bal
ance of payments construction. 

Finally, there appeais during "hyper-infiation" another phe
nomenon which can be described as "diret;.t action." When the 
flight from a depreciating currency sets in, an early phase is the 
abandonment of the domestic pricing unit in favor of a stable, 
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usually a gold, standard. These prices are reinterpreted for the local 
users of paper by means of a .. multiplier," i. e. the current exchange 
quotation. This phenomena has nothing to do-with changes in the 
real terms of trade and their repercussions upon domestic prices, nor 
with a furthering of inflation by exchange depreciation. Hence one 
must again' preserve the identity of the .. direct action" theory 
against the two foregoing balance ideas. All three are alike, how
ever, in holding to some sort of causation from exchange to prices. 

This completes the synopsis of inflation and balance of payments 
theories, and we proceed to the third main theory type, which at
tempts a synthesis of the two. One method of synthesis is the truly 
bilateral theory, which maintains not only that causation extends 
from prices to rate and conversely, but also that the balance of pay
ments factors, including variations in reciprocal demand and capital 
movements, are as important moments in the problem as monetary 
inflation. Another synthesizing theory does not represent prices 
as governing the exchange rate, nor reciprocally the rate prices; 
rather both rest directly upon a common cause, and their war-time 
behavior may be attributed to waning confidence, speculation, or 
budgetary disequilibrium. 

The foregoing theories' and their subdivisions must be regarded as 
ideal ar!=hetypes, not as .actual instances, since the vast majority of 
writers reveal traces or admixtures of more than one line of argu
ment. By looking toward the primary emphasis in each individual's 
doctrine, however, the scheme may be applied as a method of or
ganization. 



CHAPTER XIII 

THE INFLATION_THEORY 

TIm recognized leader of the inflation school of theory not only in 
Germany but universally is Gustav Cassel. Although the main 
features of his doctrine are well known, a review of its development 
may not prove altogether gratuitous, since Cassel has suffered from 
neglect of certain qualifications which he himself made upon the 
rigorous and rather elementary first theorem by which alone he is 
sometimes known. While following through the evolution of the 
parity idea, we sh&ll find it profitable to see just what weight he 
assigned to the alternative b&l&nce doctrine, and to note his views 
upon the peculiarities of the German inflation history. 

As promulgated origin&lly, the Cassel thesis stated merely that 
the "equilibrium rate" represented the quotient of two countries' 
general price levels, and these in tum depended upon the quantity of 
circulating medium.l C&lculated equilibrium rates based upon gen
eral price indices for important belligerent and neutral nations to 
1916 showed a very close conformity to the actu&lly recorded move
ments of exchange. In Gmnany', PDVIfIr of RuislaflU, appearing the 
lI&Dle year, Cassel strove to offset the popular tendency to ascribe 
the f&lling mark quotations to specul&tion and an unfavorable bal
ance of payments, and to establish the fact of inflation statistic&lly. 
The insufficiency of the adverse balance expl&nation, he S&id, he
comes clearly evident when it is borne in mind that &ll othet coun
tries have suffeted currency depreciation, though they could not all 
have had unfavorable balances of payments.1 U domestic price 
levels have risen less rapidly th&n the swelling volume of notes, it is 
because of hO&l'ding.· In" 1918 he gave to his theoretic&l equilibrium 
rate the name of "purchasing-poWeI parity," t and accounted for the 
petsistence of Swedish exchange above this c&lculated parity by 
refeIeDce to the severe obstacles put upon het importation, remark-

• Gustay c:.s.I, "n. ~t SituatioJl of the Foreip ~ U Be. J_. 16, 
pp. 61-65,319-31$, 

• ' ... co-,'. "-" ~ (N- York, 1916), p.,.. 
• ' ... "The DoprodatioJl of Gold," Be. J_. 17, pp. "3$1-3$1 • 
• ' ... "AIIIlOJmal Deviatioaoia la_tioDal~ .. Be.J_ • .a,pp._ 

41$. 
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ing that one-sided obstacles of this sort would generally prevent the 
rate from conforming with theoretical par. Almost simultaneously 
there appeared the T he01'etische Sozialokonomie retaining the doc
trine without much change. In the body of the text, written before 
the War, it is unqualifiedly stated that "definitive changes in the 
rate of exchange can occur only if there has been a dislocation of the 
general price level of one country relatively to that of another." 1 

Purchasing-power parity represents the norm to which the actual 
rate must return after each deviation. If the balance of payments is 
unfavorable and foreign rates turn against a country, it will adjust 
the adverse balance by changing the time of payment - prolonging 
bills, discounting bills not yet due, and floating forma1loans -'- and 
by increasing exports and diminishing imports." An appendix added 
at the time of publication gives the relationship of the internal pur
chasing powers as simply the main determinant of exchange rates,' 
and adds the qualification concerning unequal obstacles to exports 
and imports. Treating especially the "Depreciation of the German 
Mark" 4 b;J. December, 1919, when this exchange stood at only one
third of purchasing-power parity in terms of the Swedish krone, 
Cassel advances as reasons for the undervaluation three factors: the 
sale of mark notes at substantial concessions in regard to price, Ger
man limitations upon commodity exporting, and the magnitude of 
her exports of capital. 

This brings us to the close of the period of moderate inflation in 
Germany and to the onset of the avalanche. The current situation 
marks a change in the parity doctrine, introduced in the course of 
Cassel's memorandum to the Brussels Financial Conference of 1920.' 
Parity is not to be calculated directly as the quotient of price levels, 
but equals" the old rate multiplied by the quotient between the de
grees of inflation of both countries," • an innovation which Keynes 
elucidates as follows: 

For example, instead of calculating directly the cost of a standard set of goods 
at home and abroad respectively, thecalculatioDS are made thatS. are required to 
buy in the United States a standard set which SI wou1d have bought in 1913, and 
that £'-43 are required to buy in England what £. would have bought in 1913.' 

, Idem, T_di.s,,,, N aIiJm4/;;k"""",ie lit eel. (Leipzig, 19'5), p. 443. (Its1ics mine.) 
• II1itl., pp. 443--' • Without meotionins OthOlS; d. ibid., p. S68. 
t Be. Jow. 29, pp. 492-496. 
• Idem, T", W ... I4'. JLorukJry P,obkms (London, 1921), pp. 13-lcn. 
• II1itl., p. 37. ., -
, J. M. Keynes, ... T,tId till JLorukJry ReJ- (New Yom, 1921), Po 99· 
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All subsequent treatments embrace this comparative version of the 
normal rate.1 In his next substantial volume, M lIMY and Foreign 
&:change after 11)14, Cassel remarks that though "there is no need 
whatever to presuppose that the parity rate of exchange corresponds 
to the quotient of absolute price levels," the United States Tarifl 
Commission's report of depreciated exChange shows that the two 
methods give negligibly divergent ~sults.· In any event the calcu
lated normal rate "presents a solution of the exchange problem in 
only a first and quite rough approxinlation." I This approximateness 
does not, as might be supposed, concede anything to the balance of 
payments theorem. Cassel chides Keynes for his adherence to the 
"old idea" of explaining the fall of exchange by reference to a sup
posed excess of supply over demand, whereas Keynes himself admits 
that there is continuous equilibrium between sale and purchase.' 
The real source of trouble is the artificial creation of fresh purchasing 
power, which proceeds to raise prices and the foreign exchanges about 
proportionally, the increase in hand-to-hand currency being a conse
quence of the movement. "In this new form the Quantity Theory is 
IInesse jlable." I Attempts on the part of officialdom to discredit this 
explanation of the situation by exaggerating the inlluence of hoard
ing and the use of mark currency in territory occupied by the Ger
man army ought to be combatted. After the first few months of the 
War, hoarding became insignificantj and it can scarcely be supposed 
that the money need of Germans in the occupying armies would be 
greater than if they had been at home.' Deviations of mark quota
tions below purcbasing-power parity are to be laid to the combina
tion of four special circumstances: restrictions upon exports such as 

• Pi&ou disliDlluiah .. the older and n .... r versions as the~ .. and the U.FGIiN 
"".. (Euo,. la "",W ~ [London, '9231, pp. '64-,65); and thereby hangs 
• distressins complication. Aside from the foct that "absolute" wou1d have made .. 
better contrast with "compuative," one wonders how two mutually adusive defini
tionlof parity can be "parta" of any doctrine. Cassel does indeed peraist in using the 
formula that the rate of ea<:hange is .. tablisbed by the "lOIative pwchasing po_ of 
the cu ...... ci .. of beth countri ..... "the ... tio between the internal purchasing powas" 
and "th .... tio of th ... lu.of money in A and B." Cf., respectiYdy,l'IN W .. I4'. II ... 
...,., I'rob/ftu, P.l6; II.., .. F...,. B",,,- ofItJr "'4 (New York, '923), p. ,85; 
and I'IN 1'.., tI{ Sociol ~ 1St ed. (New York, '924), p. 487. All of _-U 
be interpreted as the absolute ... tio of price levels, but they....., not. But as late as &be 
I'll.. IF ,"" 1'.., ... la Ii , 'os (New York, '925), P. 147, be ..... &be pIuuo "in 
dlIOCt pIOportion to the .... eroJ. \eftI of prices," which _ be the aI8>lute form. 

I Pp. ,60-,61. • I..", P. IJ9. • 
• IWo, p. '&I; d.l:eyn ... 11-, R.,_ pp. 93-9$. 
• l.w., P. 19. • 1Wl., pp. l&-4!· 
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absolute prohibition, licenses, export rationing, and duties, in the 
first place; secondly, the tendency of international valuations to in
clude the expected fall of currency at home;.thirdly, at least as a 
short time influence, bear speculation; and finally and most signifi
cantly, the selling out of the country's balances and currency to ob
tain funds abroad, a practice induced by fear and by the necessity of 
reparation payments.' Exporting marks is a form of borrowing; and 
being done on ruinous terms because of the risk to the foreigner, it 
forces down the mark rate sharply.' Regarding the "flight of capi
tal" Cassel gave expression to a quite similar view two years later. I 
In a real sense, he explains, capital is exported only when a country 
has a net export balance of goods and takes payment in securities or 
other obligations, a condition quite opposite to Germany's following 
the War. So far as nominal investment goes; on the other hand, what 
actually happened was an approximately equal exchange of titles; 
Germans sold marks for foreign balances or real property held 
abroad. What this really amounts to is borrowing after other means 
have failed, and the process spells disaster to German exchange. 
Cassel remarks in this same treatise that an under-valuation abroad 
has the consequence, if long enough protracted, of "inducing con
tinued inflation within the country." , 

Since the various European stabilizations by no means ended 
theoretical discussion of the exchange mechanism, particularly as it 
involved reparation transfers, Cassel has continued his elaboration 
of the parity doctrine." His lecture under the Harris Foundation in 
Chicago was largely devoted to proving that international capital 
movements do not affect parity,' though that rate might be rather 
slightly moved by discovery of new resources or radical revolutions 
in production and transportation! Distortion of actual rates from 
par comes as a consequence of continuing inflation or deflation, of 
hindrances to international trade, or of capital movements; but 

, Ibid., pp. '46-.SS. 
• Ibid., p. 44. 
• Idem, DfJ& S/QbiIisierun,sproblem (Leiptig, '926), pp. S~; the prefac:e to the 

Swedish edition was signed in October, '924 • 
• Ibid., p. 39. 
• The 6nt English tlaDslation of Cassel', syIItematic.",. appeaftd in '924 without 

adding anything to previous publication. Cf. Tile TIIeDry oj StJCi4J &t>MMy lat eel. 
(New York, '924), pp. 486-490, 63S-637. 

• Idem, "International Trade, Capital Movements, and &cbangeo," B.m. F_ 
datUm 1M/tR .. : Foreign 1_ (Chicago, 19.8), pp. J-33. 

, Ibid., p. '4. 
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these distortions are "small and quite temporary." 1 In the recent 
second edition of The Theory of Social Economy, Cassel points out 
explicitly that the new mode of calculating parity, "by multiplying 
the old purchasing-power parity by the ratio of the changes in the in
ternal purcluising power of the currencies,'" does not ta.ke account of 
possible alterations in international trade conditions developing in 
the interim. But such changes, including the transfer of capital if the 
countries involved are "at all developed" economically,' are rela
tively minor; purchasing parity gives a "first rough calculation" for 
the new equilibrium portion.' To insist, as some people have, that 
this equilibrium rate should be determined exclusively upon export 
and import prices is an error. Were all export prices in country B 
doubled, its exchange would not fall to half, "as a much smaller fall 
in the rate would bring out the latent export possibilities of a mass of 
other commodities of country B, and would prevent a further fall in 
the exchange." I 

Much of the adverse criticism directed against the theorem has 
become obsolete through refinements introduced by Cassel in the 
score of years since he wrote in the pre-war version of Theorelische 
SOJialokOflDm" that the equilibrium rate can change "only if" there 
has been a dislocation of internal price levels through infiation. It is 
now conceded that purchasing power parity only "roughly" ap
proximates the true norm if there have been changes in the sub
stantive terms of trade. By recasting the theory into its compara
tive version, by which one-sided obstacles existing m the base year 
are eliminated, Cassel overcomes one important source of distortion; 
but even this, he recognizes, does not prevent distortion from this 
source sinc, the base year.- In the quadrennium from 1928 to the 
appea.ra.nce of the revised edition of Social Economy, Cassel also 
modified his statement that capital movements do not affect the 
equilibrium rate, to a limited validity, i. e. as between countries 
which are .. fully developed II economically. Furthermore cognizance 
was also ta.ken of the non-mechanical factors in inllation: the tend
ency of traders to discount future note issues and internal price ad
vances into the present rate of exchange, and also of the temporal 
primacy of exchange movements over domestic prices in certain 
instances. 

(.' 16lt1.. p. ". 
II. " 16lt1.. p. 676-
·, ..... pp.66~. 

• (LoDd .... '1IJ2). p. «x:. 
·, ..... p.66'. 
• _ted out by Piaou in '92'. BmIlor. p. '$6-
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With these emendations and concessions, the difference between 
Casselians and balance theorists tends to be softened, the division 
persisting in divergent judgments as to the relative importance of 
monetary and other factors. But upon one very significant theoreti
cal point Cassel remains adamantine: equilibrium rests upon general 
internal prices. This largely undoes whatever influence has been 
granted to changes in the substantive course of trade and to capital 
movements, since these factors make themselves felt by a divergence 
of import and export prices from purely domestic prices; and though 
they result in an altered general internal price index, that is a second
ary consequence, not directly determinative of the equilibrium rate. 
If export prices are doubled,! Cassel thinks that, by assuming all 
other prices unchanged, the country's exchange rate will not fall to 
one-half because of the cushioning effect of "latent export possibili
ties of a mass of other commodities.'" But the argument is wholly 
sophistic. If the country's exchange does not immediately fall to one
half, it is because the "latent export possibilities" do not rise in price 
as exportation proceeds, notwithstanding Cassel's assumption; and 
if the exchange rate does fall to half, it is because although the "mass 
of other commodities" remain at their previous low level of price, 
they are not "latent export possibilities," contrary to his assump
tion. Both of Cassel's assumptions could be temporarily realized 
with the additional explanation that by accident the whole weight of 
inflation fell on the old exports. New lines of exporting would begin 
to break the strange persistence of foreign buyers at doubled prices 
on the old set; this would spread the given inflation over more com
moditi~s, and, as Cassel says, would prevent exchanges falling to 
half. Pari passu with the inevitable reduction in price upon the 
original exports, the new ones would disappear, for nothing has been 
said as to a change of tastes or technique. Eventually equilibrium 
would be reached solely with the old exports; exchange would 
fall by less than half, and the general price level would advance 
in exactly inverse proportion. .But since no basic alterations in 
the terms of trade have been introduced, and since therefore ex
port prices would move in exact conformity with the general 
price level, Cassel fails to show that general price levels govern 
equilibrium. 

1 Presumably by inlIation, since the nen paragraph pro..,... to consider the problem 
"apart from changes in the value of money." (TiIeDry, rod ed., p. 66J) • 

• Ibid., p. 662. 
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Cassel's mode of arguing against the balance of payments theory 

increases the impression that his allowing for other than monetary 
factors is a mere formality. One might expect him to emphasize the 
relative unimportance of the factors embodied in the theory; but in
stead he attacks its logic. All countri~, he says, cannot have had un
favorable balances, IIDd yet they all suffered currency depreciation 
in the War. But there is nothing in this platitude to prevent a favor" 
able balance for the Unitild States partly compensating for our own 
inflation, nor the adverse German balance aggravating the fall of the 
mark already induced by inflation there. 

Cassel's extraordinary position on the exportation of marks and 
the attending movement of capital raises some complicated issues. 
Though related, the two phenomena are sufficiently distinct to re
quire separate analysis. First it must be determined whether Cassel 
is right in accounting the sale of German currency abroad as in
variably adverse to the foreign quotation. More commonly it has 
been held, on the contrary, that the willingness of foreign countries to 
absorb paper money relieved by so much the pressure of German 
demand for foreign exchange bills and by so much buoyed up the 
mark exchange. This view is fundamentally correct; but, being 
stated in these rigorously simplified terms, it does not cover the 
whole field. When marks can be used to make payment abroad, the 
amount involved appears on the credit side of Germany's balance; 
and beside, their withdrawal from circulation tends somewhat to 
lower prices, including those of exports. Hence there exists a double 
reason for an enhancement in the external value. If marks How back 
to Germany, the reverse condition is engendered. But this does not 
signify that currency exportation invariably brings about a rise in 
marks, re-~portation a fall, because the rtbtls sK s/afllibus assumed 
by the opponents of Cassel's idea may be lacking. Indeed they are 
likely to be. The foreign purchaser observes a Hood of paper about 
him, a persisting inB.ationary policy in Germany; he discounts his 
forebodings into present terms and next time offers less. In other 
words, if the underlying psychology remained the same, vending 
marks would always improve the rate by relieving the exchange mar
ket of an equal offer of Berlin balances or an equal demand for New 
York balances; but the process itself may:finally reduce the foreign
ers' schedule of demand for marks, or inCJ:eal!e the sellers offer, and 
so turn exchange downward even as exportation proceeds Stated 
absolutely, Cassel's proposition c:annot be maintained; with this 
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additional explanation, it can probably be applied to the later stages 
of inflation.' 

Upon the subject of capital :flows under infiation Cassel again dis
agrees diametrically with the consensus, and again, I think, erro
neously. Taking as the criterion of capital export a favorable trade 
balance with proceeds received in securities or other obligations, he 
concludes that selling marks constitutesb01'rowing rather than a 
:flight of capital outward, because marks are not" real" capital. But 
only so far as marks were sent out to command goods and services 
immediately, and only if this money be regarded as a promise to pay, 
can Cassel's interpretation be accorded any meaning. So far as 
marks were sent out to command bills of exchange on foreign centers 
and are still regarded merely as promises, Cassel might well have 
made specific application of his statement, unwarranted as a gen
eralization, that mark sales involve an equal exchange of titles; 
and here he should have discovered no movement of capital. But 
the nominalists' position - which Cassel elsewhere adopts - that 
fiduciary money is immediate purchasing power, seems a good deal 
more sensible than this attitude. So far as mark currency, regarded 
as money, went to purchase visible imports and foreign services, the 
":flight from the mark" did not mean a ":flight of capital." So far as 
it went into the building up of foreign balances, it was the surrender 
on the part of German nationals of cash for credit, a true capital ex-

1 Professor Graham betrays some vacillation on the same issue. At tint he says that 
mark sales are "not unfavorable" to mark e:r:change, but denies they are favorable on 
the ground that imports into Germany "may he larger relatively to exporta than would 
he the case if no sales of currency took p1ace." Cf. F. D. Graham. &d, .... ' •• Prk .. MIll 
P,oducliOfJ in Hyper',rsj/4liotr: GermMoY. 192<>-1923 (Princeton. 1930). p. 28. Later he 
takes as a warrantable assumption that Ifa fixed amount of foreign exchange was un
conditionally required. by the Germans," and concludes, "the sale of currency was. 
bullish factor on its exchange value" (ibid., p. 54). Furthermore, he says, it is U not the 
sale, quo. sale, but the w.n.s" upon which buyers and sellers are ready to act which d~ 
termines the rate (ibid .• p .• 8). Aa a matter of fact. the sale of a couotzy'a currency 
always maintained ita acIUIJl exchange rate /1oer the J.ypmlleliaJllevel had such sales been 
impossible, although progressively more adverse buyers' or sellers' terms may move the 
acIUIJl rate continuously do ........ tl. H these adverse terms are a secondarY product of 
mark exportation itself. the fall will probably pezaiat long enough 10 eliminate the pos
sibilityof vending the money at all; L e. the actual rate ... in thecoseof Germany. falla 
eventually to the hypothetical1evelaa a limit. Whethu the country'. foreign uchaoge 
requirement is fixed, as in the case of reparations, or a function of the rate, u in the 
case of imports, makes no dilference in direction hut only in degree of the movemenL 
Were all roquirementa 1i.zed. a ,;.e.. foreign demand for mark notes would simply raiJe 
the German exchange rate to a greater estent over what it would have been in ddault 
of such a demaod. than if. with the fall of foreign ezchanges, Gamana were to incraae 
their importation. • 
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port. Even Graham, who agrees with Cassel in decrying the popular 
ideniliication of the two sorts of "flight," does not hold that the 
practice of buying foreign excha:nge was not an outflow of capital, 
but only that. it was insignificant.1 Such evidence as lies readily at 
hand. without special enquiry does not confirm Graham's belief.· 
Eucken estimates the sale of American exchange alone during the 
brief period from January to June, 1920, at 700 million gold marks.' 
In January, 1922, Sir William Goode placed the total of Austrian call 
money in Switzerland at 18 million gold pounds; and de Bordes 
asserted that Austrian reserves of foreign exchange grew annually 
from 1919 to 1922 by "several hundred million gold crowns.'" J. H. 
Rogers, without linking the capital :flight explicitly with currency 
sales, reproduces an estimate of French capital export during 1924 
and 1925 at 20 billion francs and 17 billion in the first seven months 
of 1926.1 A sinillar situation prevailed in Russia from I92I to the 
stabilization during 1923.' It will probably never be known how 
great a proportion of the paper money marketed abroad by these 
infiating countries went toward the acquisition of foreign balances, 
even where the volume of the latter can be stated. But although 
capital flight does not necessarily involve note export, nor conversely 
the latter the former, it is a possibility which most German com
mentators rightly emphasize. Added to the already adverse element 
of a persistently unfavorable trade balance, the debit item of capital 
export through currency sales might exercise an altogether dispro
portionate effect to its magnitude, especially if it arises from a frantic 
scramble to put values outside the path of "hyper-infiation." 

Even more dogmatic than Cassel is Ludwig Mises, who never once 
departs from the strict unilateral theory that international money 
movements represent cause and not consequence of the balance of 
payments.' The fact that his description of the DOrmal exchange 
rate runs almost exactly parallel to Pigou's cannot be other than ac-

• 0,. ciI., pp. $0"5" 
, The .tatistica of ch. a to which he adeas (ibiIL, pp. 5', 5', note) pertain to ..A 

b&lonces In German banb or olber..A obligations of foreign ... and lberefore do not 

-sermon"' 
• Walter Euct .... K ..... B-..w...c- _ """"' .... GcI4".w.. cr_ .g2J}, 

ch. ill. 
I 1. van Wa1tf de Bold ... Tilt ,,"""-er- (Londo., 1924), p. Ig., for both. 
• Tilt Prot.u.., l~ ia~, Igl",19'7 (N- York, '929), pp. 114-"5. 
I S. S. Ka_ellenbo.um, Rawiao c-c, oM B.......,; Z91rl91~ (London, Igls), 
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, T ....... c.ua ... ., U • ...,.."., .at ed. (M1IDich •• g12), p. .6+. 
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cidental. That rate, he says, is one which" makes it a matter of in
difference whether a person buys goods directly with a unit of money 
or whether he first buys a unit of foreign money and then makes his 
purchases with it." 1 Since Mises does not distinguish export and 
import prices from those purely domestic, and indeed as we shall 
see,' dogmatically insists that the value of money is everywhere the 
same, it cannot be supposed that this mode of statement, employed 
by Pigou expressly to admit the other line of causation from specific 
prices to exchange rate and back to domestic price level, signifies 
anything of the sort with Mises. The balance of payments theory he 
rejects completely because it overlooks the dependence of foreign 
trade upon prices. An offshoot of this school puts forward the prop
osition that a country with unessential exports but dependent upon 
foreigners for raw materials may experience a continuous decline in 
its rate of exchange. In saying so it forgets that "the greater or 
lesser importance to life or indispensability of particular goods is 
already completely expressed in the intensity of demand and ... 
their prices.'" An unfavorable balance resting on anything other 
than the internal need for money relative to foreign countries cannot 
long persist. Neither a scarcity of commodities nor unfavorable 
conditions of production, neither speculation nor indebtedness, can 
long account for a low exchange rate. 

Regarding especially the position of Germany, Mises views the 
export of mark currency as substituting for commodity exports and 
consequently helping to maintain her exchange quotations. He 
takes a position opposite to Cassel's again in laying considerable 
weight upon the flight of capital as a disastrous circumstance, in
terpreting the "selling out" of Germany as a capital exporting pro
cedure.' Mises does not seem to connect this phenomenon with the 
rela.tive depreciations of the mark at home and abroad, and speaks as 
though an export bonus invariably attends inflation. To the tend
ency of domestic prices first to lag behind and then to outstrip note 
issues, he does give attention. The former situation arises through 
augmented cash reserves as a consequence of the individual's feeling 
of uncertainty in war time;· the latter, through a reduced demand 

I lbi4., p. 234-

• pp. 243-245, below. 
I Ludwig Mises, "Die geldtheomische Seite des StabiJisienmpproblema," YIr,", 

164, Part II (Munich, 1923), p. '3; d. TM0ri4, pp. '34-236 • 
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for money attending the use of foreign money and exchange bills, the 
reduction of German territory, and the poverty of the nation.1 

Finaliy Mises offers as the cause of the "shortage of money" the 
fact that prices rise, not in .conformity with actual but rather with 
expected note issues.· 

In general Mises i~ noteworthy only for his peculiarly doctrinaire 
disposition; but his version of the capital export is novel and illum
inating. His concern is not with a possible increase in Germany's 
lending position through a flight into foreign balances, with its tend
ency to depress exchange, but rather with the exodus of German 
property and its result upon her economic productivity. The matter 
has two aspects, both of them deleterious. In the first place the ex
port bonus caused German goods to be sold upon ruinous terms, and 
in this way a certain amount of capital, in the sense merely of wealth, 
was "exported," or perhaps better, simply given away. Graham 
argues convincingly in this connection that discriminatory prices 
against foreigners enforced by the central government were alto
gether reasonable inasmuch as a larger physical volume of exports at 
the low prices naturally preva.iling would have produced a small vol
ume of foreign exchange.' Another aspect of the Schleudere:cpIWI was 
that necessary capital goods began to be removed from the country. 
Williams says that "entire factories were dismantled and the ma
chinery sold abroad because the factory could not be operated for 
lack of raw material, whereas the machinery brought attractive 
prices in marks." 4 Quite aside from capital export in the sense of 
knding abroad, this sort of "capital export," which does indeed tend 
by so much to improve the mark rate immediately, would in the 
end work against it by reducing the country's productive and export 
capacity. 

Almost as early as either Cassel or Mises, Karl Schlesinger and 
Alfred Lansburgh began to champion the parity theory. Schles
inger's pamphlet • puts the theorem in the original or absolute form 
by which a country's parity stands at the quotient of the foreign and 
domestic general price levels.' Unless borrowings from abroad are 

I SlG6iI......,SINb/nt, pp. $"-'3; writlal ill Januaty '9"3' 
• IA<. <II. 
• Graham, .~ til., p •• 87. 
t J. H. Williams, .. GermaD Fomp Tlad. and the Repuation Payments," Q. J. & 

36,P·4B8· -
• Die Y"""",-"" c.u..w.;. Kriqc (Vi ....... '916) • 
• 16M., p •• 6. 
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cidental. That rate, he says, is one which" makes it a matter of in
difference whether a person buys goods directly with a unit of money 
or whether he first buys a unit of foreign money and then makes his 
purchases with it." I Since Mises does not distinguish export and 
import prices from those purely domestic, and indeed as we shall 
see,' dogmatically insists that lhe value of money is everywhere the 
same, it cannot be supposed that this mode of statement, employed 
by Pigou expressly to admit the other line of causation from specific 
prices to exchange rate and back to domestic price level, signifies 
anything of the sort with Mises. The balance of payments theory he 
rejects completely because it overlooks the dependence of foreign 
trade upon prices. An offshoot of this school puts forward the prop
osition that a country with unessential exports but dependent upon 
foreigners for raw materials may experience a continuous decline in 
its rate of exchange. In saying so it forgets that "the greater or 
lesser importance to life or indispensability of particular goods is 
already completely expressed in the intensity of demand and ... 
their prices.'" An unfavorable balance resting on anything other 
than the internal need for money relative to foreign countries cannot 
long persist. Neither a scarcity of commodities nor unfavorable 
conditions of production, neither speculation nor indebtedness, can 
long account for a low exchange rate. 

Regarding especially the position of Germany, Mises views the 
export of mark currency as substituting for commodity exports and 
consequently helping to maintain her exchange quotations. He 
takes a position opposite to Cassel's again in laying considerable 
weight upon the flight of capital as a disastrous circumstance, in
terpreting the "selling out" of Germany as a capital exporting pro
cedure.' Mises does not seem to connect this phenomenon with the 
relative depreciations of the mark at home and abroad, and speaks as 
though an export bonus invariably attends in1Iation. To the tend
ency of domestic prices first to lag behind and then to outstrip note 
issues, he does give attention. tThe former situation arises through 
augmented cash reserves as a iionsequence of the individual's feeling 
of uncertainty in war time; • the latter, through a reduced demand 

I Ibid., p. 234-

• pp. '43-245, below. 
I Ludwig Mises, "Die geldtheoretische Seite dOl StabilisieruDgsproblems," V ...... 

164. Part II (Munich, 1923), p. '3; d. TItMrie, pp. 234-236 . 
• TIIetn1e, p. 189. • 
• ltktll, NQJiIm, SIaIsl,"'" Win.dusjl (Vi_ 1919), pp. 123-127. 



THE INFLATION THEORY 217 
for money attending the use of foreign money and exchange bills, the 
reduction of German territory, and the poverty of the nation.1 

Finally Mises offers as the cause of the "shortage of money" the 
fact that prices rise, not in conformity with actual but rather with 
expected note issues.' 

In general Mises is noteworthy only for his peculiarly doctrinaire 
disposition; but his version of the capital export is novel and illum
inating. His concern is not with a possible increase in Gemtany's 
lending position through a flight into foreign balances, with its tend
ency to depress exchange, but rather with the exodus of German 
property and its result upon her economic productivity. The matter 
has two aspects, both of them deleterious. In the first place the ex
port bonus caused German goods to be sold upon ruinous terms, and 
in this way a certain amount of capital, in the sense merely of wealth, 
was "exported," or perhaps better, simply given away. Graham 
argues convincingly in this connection that discrintinatory prices 
against foreignezs enforced by the central government were alto
gether reasonable inasmuch as a larger physical volume of exports at 
the low prices naturally prevailing would have produced a small vol
ume of foreign exchange.' Another aspect of the Schleuderexporj was 
that necessary capital goods began to be removed from the country. 
Williams says that "entire factories were dismantled and the ma
chinery sold abroad because the factory could not be operated for 
lack of raw material, whereas the machinery brought attractive 
prices in marks."· Quite aside from capital export in the sense of 
kmding abroad, this sort of "capital export," which does indeed tend 
by so much to intprove the mark rate immediately, would in the 
end work against it by reducing the country's productive and export 
capacity. 

Almost as early as either Cassel or Mises, Karl Schlesinger and 
Alfred Lansburgh began to champion the parity theory. Schles
inger's pamphlet I puts the theorem in the original or absolute form 
by which a country's parity stands at the quotient of the foreign and 
domestic general price leve1s." Unless borrowings from abroad are 

• SlG6iI~In>b"" pp. S-13i written ill January 1923. 
• 1M. ciI. 
I Graham, .,. ciI., P. .87. 
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used to reduce the indebtedness of the bank of issue, an inflow of 
capital cannot affect the equilibrium rate; and by consequence, 
.though such inflow may serve as a brake to the mark disagio, the 
lack of it cannot produce a disagio. Price advances during the first 
eighteen months of war and inflationary financing have been some
what attenuated by four circumstances: incursions into commodity 
stocks, diversion of production from investment goods, capital im
port, and "forced saving." 1 

Lansburgh, as a practical banker, devotes his attention chiefly to 
the technique of inflation, condemning the Reichsbank with utmost 
severity for denying the fact and for ascribing depreciation to the un
favorable balance of payments. The position of the exchange rate, 
he declares dogmatically, "is determined eulusively by the monetary 
structure of particular countries." 2 In explanation of the 70 per 
cent gold agio prevaiIing in 1917 as against a tenfold expansion of 
central bank deposits, Lansburgh offers the following: hoarding of 
notes in hope of appreciation, the export of marks, the threatened 
confiscation of bank balances, which leads people to withdraw funds 
and hold cash hoards." The Reichsbank always maintains that 
hoarding and exporting marks forces it to further issues; but it 
should have recognized that these practices only diminish the effect 
of inflation. 

Ludwig Pohle, formerly professor at Leipzig, presents the course 
of causation under inflation as proceeding in straightforward fashion 
from note issue through internal price levels to rate of exchange. In 
the second work to which we direct attention Pohle makes a concilia
tory move toward balance of payments theory, but the concession 
proves to be nugatory. 

The earlier work' begins with an argument against the second 
type of balance of payments theory. The prevalent view, says 
Pohle, treats domestic and foreign depreciation of the mark as inde
pendent phenomena, the former as the consequence of a scarcity of 
goods, the latter as the result of an unfavorable balance of pay
ments.- Probably the foreign' balant!l has heen adverse, although 

, Ibid., p. '3. 
I U Die Politik der Reichsbank und die Reichsschatzanweisungen nach dem Krieger" 

V" .... 166, p. 47. (Italics author' •• ) ct, also 1M Krie,.~ ulld w. Quelld 
(Berlin, 1915), pp. 7~1. ' 

I Po,jfti, pp. 20-23. 
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Germany sold vast quantities of securities during the War years. Be 
that as it may, the suppression of all trade statistics makes it im
possible to prove the existence of an unfavorable balance. The scar
city of commodities might be a plausible reason for the moderate 
price advances at the beginning of the War; but despite such offset
ting factors as hoarding of notes, the decline of credit exchange, and 
the expansion of German territory, the subsequent rise of prices in 
belligerent countries has paralleled the mounting volume of paper 
issues. Domestic depreciation is the primary phenomenon, the fall 
of foreign quotations on the mark the secondary.' 

A year later Pohle concedes that the German foreign balance has 
been decidedly unfavorable. This situation he explains on the fol
lowing grounds: (1) "the chronic pressure which proceeds naturally 
from the existence of large quantities of German paper money 
abroad"; (2) payment of obligations incurred for imports obtained 
during the War, particularly from Sweden; (3) Wa,..",hunger follow
ing the War blockade; (4) the smallness of credit extensions to Ger
many; (5) the practice of leaving on deposit abroad the proceeds of 
her exports.' Pohle seems disposed in this monograph to adopt a 
compromise view. Directly it is the balance of payments which sets 
the price of exchange bills, and the fall of the mark abroad may 
therefore assume a quite different character from the decline of the 
money unit at home. A bettering in the military prospects of a 
warring nation may in itself lead to a general rise in the quotations 
upon its exchange. But he insists that any deviation of the rate 
of exchange from purchasing power parity must eventul!liy dis
appear, and concludes "that in the long run the position of the 
exchange is regulated by the domestic value of the money in 
question, or ... that, beside the balance of payments theory, the 
inflation theory is also valid, that only together do they give the 
whole truth. JJ I 

Pohle apparently cherishes the delusion that a compromise is 
effectuated by conceding the short run determination to the balance 
of payments, while maintaining national price levels as the control
ling factors 1inally. It need hardly be said that the parity school 
recognizes, as it naturally must, that the day-to-day balance of pay-

I 16&. pp. 46-so. 
• 1"-, GtU",wlli;. V~ tJJOi w...,mt- ~, 1910), pp. 
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ments controls quotations. A real concession is made the foreign 
trade school only when other factors than domestic purchasing 
powers are admitted as the ultimate determinants of the rate of 
exchange. 

With the single exception of Cassel, no other writer in Germany has 
carried on so lively a campaign for the inflation theory as L. Albert 
Hahn, who enjoys, beside a wide audience with professional banking 
circles, an attentive hearing amongst academic economists. Hahn 
argues that the payments theorem errs in two particulars.' In the 
first place, the term "balance of payments" is meaningless for coun
tries OR dislocated standards; payments always balance, since gold 
flows are in the nature of the case precluded. Demand and supply 
for bills may change and the rate be affected, but that is not a case of 
disturbed equilibrium in total payments but only in particular items. 
In the second place, the theory neglects the influence of price levels 
upon the exchange rate. This influence the inflation theory of Ri
cardo erects into the sole determinant. Here again, since payments 
always bl!,lance, price levels do not affect the total but rather particu
lar items, as, for instance, the note export balance or the credit bal
ance.' So corrected, the Ricardian theory is flawless so far as it goes; 
but it neglects altogether the demand for and supply of bills of ex
change not arising from the balance of waik, such as speculative 
operations and capital transfers. 

A complete theory of the exchanges must analyze separately the 
demand and supply situation pertaining first to the balance of trade 
and secondly to the other items in the balance of payments. As to the 
former, the maximum premium which exporters in an inflating coun
try C8.B demand for their foreign bills, and the maximum premium 
which intporters can afford to pay, is measured by the difference 
between the prices of their goods within the country and abroad. 
Now the rate of exchange will establislt itself at a premium which is 
the average of all these price differences, since the "balance of trade" 
means that exports equal intports in value. All goods more expensive 
in the country than without, relatively to this rate of exchange, can
not be intported but may be exported. ·Since intportation causes 
prices of intports to fall within the receiving country and exportation 
causes export prices to rise, the prices of all commodities tend to the 

, "Hande1sbilau, Zahlungsbilanz, Valuta, Gllietpmse" A.rclrio 48, pp. scP-6, ... 
• Ibid.,p._ 
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level set by the rate of exchange. This process may be represented 
thus (Formula I): 

_ _ -+ {Balance of trade Commodity prices --.... , rate of .. change , Prices 

The net effect is to equalize prices within the country, but not to 
change the generalleve1.1 If we enquire 10 to the market situation for 
foreign bills outside the trade balance, we find on each side a series of 
bid and offer prices" according to the urgency of the sellers' desire to 
sell and the buyers' desire to buy." I Wbatever be the reasons for 
these bids and offers, the foreign rate will, as in the former situation, 
establisb itself at the average premium bid and offered. Causation 
runs thus (Formula II): 

Height of hidS} 
and offen for --.... , rate of ozchauge --.. , halance of payments 
ozchaugo 

Combining the two foregoing formulas into a complete statement 
we find the following situation: I . 

Prices of commoditi.. } {Balance of tmdo 
Height of hids and offen - rate of ozchauge - Prices of commoditi .. 
for ozchanges Balance of paymoots 

As against the strictly infiation theory situation in Formula I, the 
final solution allows for an effect of the rate of exchange on the gen
eral inland price level. 

If the domestic price average is, for ezample, 20% higher than a foreign 
country's, still, if the foreign rate comes from other items in the balance of pay
ments to stand at 130% [of par], the domestic price average would assume pol'

manently a position 30% above the foreign country'slevd.' 

But since a passive balance of trade is inIaginable only if compen
sated for by some other item, it is always the oonsequence of a rela
tively too favorable rate of exchange, not, as the balance of pay
ments theory would say, the cause of an unfavorable rate. 

Hahn's later paper' purports to take this doctrine as a basis, and 
to discover the causes of divergence between normal and actual rates 

• lbioI.. pp. 601-604- • 16il.. p. 60s. 
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of exchange in the German experience. In reality, though Hahn still 
recognizes the existence of. factors outside of price levels, he comes 
virtually to purchasing power parity. Suppo~dly independent fac
tors are themselves controlled by the domestic value of money. Thus 
the flight from the mark and the bearish speculation in 1922 are an 
expression of the abnormal creation of purchasing power.' Hahn be'
lieves that deviations of dynamic mtes from the static mte may be 
explained in terms of a domestic capital movement toward or away 
from the exchange market; but since without further inflation the 
prices of other things are affected inversely as the prices of foreign 
bills upon quantity theory reasoning, internal movements of pur
chasing power can affect neither the avemge price level nor the static 
rate of exchange.' Whether an upward shift in the general domestic 
price level comes from inflation or from a bad harvest does not mat
ter. "Despite all apparent exceptions, if and how much the prices of 
foreign bills have risen is finally decided solely by the fact and extent 
of the money increase at home.'" A statistical analysis of specific 
exchange lluctuations seems to Hahn to confirm the proposition. 

In his Writings upon the purely domestic situation, Hahn never 
tires of reiterating the r6le played by confidence, not as it pertains to 
gold redemption and acts directly, for he is a staunch nominalist, but 
as it pertains to estimates of the future course of prices and operates 
through present velocity. During the period throughout the War 
and inflation to the murder of Rathenau early in 1922, when the con
fidence of German people in the mark still persisted and savings de
posits increased, depreciation followed the course of new money.' 
The next year saw a depreciation to one-seventieth, as much as had 
been s1.!ffered in the preceding eight years of inflation, a fact ascrib
able largely to greatly increased velocity of circulation. In the third 
period, from early 1923 until the stabilization,Confidence disap
peared completely and velocity reached its highest level. Because 
the quasi-interest upon unspent cash margins is greater than interest 
received upon time deposits, ·the entrance of mistrust into the situa
tion causes an accelemtion 01 velocity with credit prior to the in
crease of velocity with monet.' 

Hahn's misapprehension of..the nature of the balance of payments 
predestines him from the outset to error upon the non-monetary fac-
. i 

I Ibid., p. 765. • Ibid .• p. '71. • Ibid., p. 765. (Italica mine.) 
• Idem, Geld """ E,edit, New Pol,. (TIlbiDgen, 1929), ch. iL 
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tors in exchange depreciation. Elementary as the fact is, it must be 
pointed out that the balance of payments has precisely the same 
meaning under dislocated as under metallic standards, that every 
sale must be met by an equal value in payment, so that continuously, 
from day to day, values or evidences of values sent out equal those 
received. Barring exceptions extraneous to the theory of exchange, 
such as defaults, the balance always obtains; and if, according to. 
Hahn's belief, that fact deprives the total balance of causal signifi
cance with paper standards, it must do so in every case. But the 
truistic character of the balance does not prevent changes in the 
underlying terms of trade from moving the equilibrium poinl, as the 
argument in the introduction to this Part and again in criticism of 
Cassel demonstrated. A thoroughgoing research into a country's 
exchange situation must certainly, as Hahn maintains, enquire into 
particular items; but that is only to discover how they affect the total. 

As a result of his purely sophistic objection to the balance theory, 
Hahn's endeavor to include non-monetary causes of exchange move
ments comes to naught. The original statement of the theory ex
plicitly allows for a portion of the supply and demand on the ex
change market coming from items not dependent directly upon price 
levels; indeed it sets forth the possibility of a shift in the domestic 
price level in consequence of a movement in the static rate. But the 
later Arcmv article categorica.1ly affirms that the only determinant of 
that rate is relative internal price levels, the strictly unilateral posi
tion. In comparison with this fatal inadequacy, other defects, such 
as making average instead of marginal bid and offer prices deter
minative of the rate, sink into relative insignificance. 

Hahn represents a strong tradition in accounting for discrepancies 
between price level series and note issue series on the basis of re
tarded or accelerated velocity; his efforts must have counted heavily 
toward securing to the quantity theory that almost universal accept
ance which it enjoyed during the infiation. It seems entirely prob
able, moreover, that credit velocity should be more mobile than the 
rapidity of cash circulation, just as he suggests. Adopting the same 
idea, Pigou: attacks the anomalous phenomenon of a "money short
age II developing precisely at the time when inflation was most 
flagrant. 

The ezpIanation probably is that it is easier to cut down the proportion of 
one's n:sources that one keeps in balances than the proportion that one keeps ill 
actual C\lITeIlcy for waae payments and notsil pun:bases. • •• Prices double and 
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they require twice as many mark notes as before. Until these are printed - the 
printing will only sustain the rise that has already taken place, it will not cause 
a new rise - there will be a currency sbortage.' 

Hahn is also responsible for a concept of hypOthetical maxima of 
velocity for currency and credit which resembles the concept of a 
"ceiling" to monetary turnover employed recently by Graham." In 
other respects Hahn's analysis of velocity proves less tenable. Al
though, as a matter of fact, the response of credit velocity to loss of 
confidence occurs before the response made by currency, it cannot 
be because in the initial situation the quasi-interest on cash exceeded 
interest paid on savings, since competition brings them to the same 
margin. Rather it must be because of the less elastic demand curve 
for resources in the form of currency. Furthermore, though Hahn's 
last two divisions in the history of German inflation conform with 
distinctive periods according to the latest researches, he erred widely 
as to the "breaking point." Not 1922 but the midst of 1919 marks 
the beginning ebb of German confidence and the upswing of mone
tary velocity.· 

One of the best studies of the German monetary situation after 
the War which has yet appeared within the country is Walter 
Eucken's.· The author is an inflation theorist of somewhat less doc
trinaire disposition than either Cassel or Mises. In the monograph 
under consideration he offers first a penetrating criticism of the bal
ance of payments theory, a systematic defense of the inflation 
theory, and lastly a somewhat amended and amplified version of the 
latter as his own positive theoretical contribution. 

The balance theory takes as its point of departure the decline of 
GermllJ1. exports to the following proportions of the 1913 total: 1919, 
23 per cent; 1920, 50 per cent; 1921, 36 per cent; 1922, 39 per cent. 
Factors explaining this chronically unfavorable balance are, it is said, 
the great demand for foreign luxuries and necessities of life after the 
armistice, heavy interest payments outward, reparations, restrictions 
upon German production ana discriIninatory tariffs enforced by the 
Allies, the shrinkage of German interest receipts, and the "flight of 
capital."· To make up the deficit in her payment&> balance Germany 

I Essays, p. 196, DOte. 
t BYF";KjIoIUm, pp. 104 II. 
I Cf. Graham, op. cil., p. 103. 

• Krilisclv Bdrad,' .. ., ... _ tkubclJea Geldpob"'" cr ..... 1923). 
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organiaed ezpasition in straightforward fashion. 



THE INFLATION THEORY 225 

exported marks, a process accentuated by the French Erob81'ungs
politik. With the ensuing decline of mark exchange the prices of 
imports advanced, and with them the general domestic price level. 
When the necessity of turning over to the Entente large quantities of 
exchange became immediate, 'the government was unable any longer 
to balance its budget, and so the Reichsbank. was obliged to supply 
paper marks in return' for national bonds. A schematic representa
tion of the balance of payments theory of the causal sequence is as 
follows: 

Passivo baln.nce of payments 
~ 

Out80w of paper money 
l 

Advance in the price of foreign ezdlange 
~ 

Rise of commodity prices in Germany 
~ 1 

Deficit in the budget Heavy discounting of commercial paper 

')( 
InfIatinn 

This construction may now be appraised first as to its conformity 
to the facts of the case and secondly as to theoretical verisimilitude. 
For 1922 the official estimate placed a value of 4 billion marks upon 
exports and 6 billion marks upon imports, estimates being made in 
gold marks by converting paper marks to gold at the average rate of 
exchange on the dollar. The figures are unreliable because of the 
shift from declared value in dollars to an official appraisal. Even so, 
the figures indicate an unfavorable balance of wade oonsiderably 
smaller than it is supposed to be. In addition to the visible imports, 
account must be taken of a billion marks paid in reparation during 
the year and sundry payments on private account. On the other Side 
there are two tremendous items in the invisible exports account: the 
sale of German real estate and securities, and services rendered for
eign travellers. The whole situation in 1922 is relI.ected in a practical 
cessation of export of marks, and an infiUl[ of foreign currency. 
Hence a more accurate statistical survey is disastrous to the balance 
of payments theory; the very year showing the strongest deprecia
tion of the mark 1 was characterized by an active balance. 

, On its theoretical side the balance of payments theory suffers from 
two errors: the belief that the passive balance ."has to be met" by 

, Writtoa in the middle of '923. before the &naI debule. 
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directly and indirectly: by creating funds which are used to com
mand exchange bills, and by raising the price level so that the incen
tive to importation increases. To account for the lack of coincidence 
of price level advances and the upward movements of the dollar, one 
should refer primarily to the high protective tariffs of the United 
States. "In essence the theory of purchasing power parity is 
right." 

The following diagram shows how the various causes of the Ger
man inflation are actually connected according to Eucken's analysis. 

Lost war Artificial depression 

') ~e~mmtm~ 
Deficit in ~e budget') ( 

Inflation 

( \ 
(Ezchange market) (Commodity market) ,. , 

Price rise of exchange bills Rise of commodity prices 

Fu~er demand tr 1 
foreign exchange as Rise of foreign bill prices. 
an investment , 
Rise in ~e price of 
bills and commodities , , 
Retia effect upon ~e State'. . 
budget and demands for credit 
by priva~ individUAls , 
F~er inflation and price advances. 

During the post-war period the causal nexus on the left proved 
stronger and the rise of the foreign exchanges preceded the rise of in
ternal prices. The necessity of transferring some billion gold marks 
before May, I92I, as an immediate reparation 'payment under the 
London Protocol serves partly to explain this circumstance. About 
the beginning of I922 public confidence in the mark disappeared 
abroad. When people began to dispose of their holdings, importers 
from Germany rexnitted entirely in marks, with the consequence 
that demand for German exchange practically disappeared. The 
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exchanges in Germany immediately advanced, and this forced up 
first the prices of foreign raw materials and then all internal prices. 
Although the reappearance of the old mark notes upon the open mar
ket was suflicient to ruin the mark exchange rate, it was not sufli
cient, even with what new marks could be printed~ to carry through 
the trading at the high price level attending the adverse exchange 
quotations. Thus there appeared the "scarcity of money." Finally, 
mark exchange was depressed by the cumulative nature of the phe
nomenon. The more the mark fell, the more anxious were German 
investors to secure foreign bills of exchange. 

Eucken's general theoretical position is not nearly so uncompro
misingly that of the inflation school as his unvarying opposition to 
the balance explanation would indicate. Not only does he admit a 
line of direct influence extending from exchanges to prices, to budg
etary deficits and hence to further inflation, but he even holds this to 
be stronger than the reversed sequence required under the straight
forward Mises theory. But Eucken falls short of effectuating a syn
thesis between the opposing theories, if that be his real purpose, by 
failing to consider even once any change in the basic ratio of inter
national demand and capital movements in their bearing upon 
equilibrium. On the other hand, he presents a realistic picture of the 
interaction of manifold factors and gives due weight to such impon
derables as speculation and confidence. 

The effectiveness of his criticism of the uncompromising balance 
of payments theory is badly damaged by two serious errors as to fact, 
excusable perhaps because of a lack of temporal perspective. Later 
enquiries have shown that the year 1922 differed in no wise from the 
period preceding in showing an unfavorable balance of trade with 
currency export,' and hence represented no anomaly to the balance 
of payments explanation as EUcken imagined. Furthermore, in 
arguing against Bonn's erroneous implication that imports depend 
upon "need" and showing that they are a function of price, Eucken 
pressed the purchasing parity thesis too far. Even during the period 
of temporary exchange stabilization from February to April, 1923, 

which he thought attended by a favorable rate for Germany, the im
port excess continued des~ the persistence of a lower external 
value upon its monetary unit than prevailed at home." Evidently, as 
Angell concludes. the failure of the export bonus to tum the tide of 

1 Graham, .. <iI., p. ... 
• G ........... ,. riI., pp. 16.-.6,J. 
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the export of mark currency, and the ascription of the unfavorable 
balance of payments to the passive W irtschajtsbilan ... As to the for
mer, Bonn is wrong in holding that Germany's "inflexible economic 
structure" accounts for an unfavorable balance; Germany has no 
fixed need of 5 billion gold marks in raw materials and food stuffs, for 
the quantity of importation is governed by the commodity level, in
terest rates, and security prices. Only because of the prevailing 
prices and exchange rates were foreign producers willing to sell her 
their goods and accept payment in paper marks. Had they been un
willing to do so, the passive balance would have been impossible. 
Causation proceeds from export of marks to unfavorable balance of 
trade. In so far as the passive balance of payments can be ascribed 
to the "spendthrift economy" prevailing in Germany, it must be 
recognized that both increased consumption and decreased produc
tion are caused by the internal depreciation of money, and not the 
converse. On the side of consumption, inflation provokes people to 
lay in excessive supplies of necessaries and thus discourages produc
tive investment. Efficiency diminishes also, from the impossibility 
of close calculation with a rapidly depreciating mark, from wastage 
of capital made possible by what are really negative interest rates, 
and from the demoralization of labor. But it cannot be said that the 
balance of payments nor the W irtschajtsbilanz gives the final causes 
of rising prices. 

According to the analysis presented by classical economists, 
causation proceeds along the following lines: 

Deficit in the budget 
caused by the bunions 

of the tresty of peace \ (TOO IQw discount rate 

ID1Iation 
~ 

Rise in the prices of commodities 

~ 
Fall of mark .. chlDge 

Against this reasoning four major objections have beeD: raised, but 
they can be shown to be invalid. 

In the first place, it is said, monetary depreciation causes the defi
cit in the budget, not conversely. The Slalisches Reichsaml always 
ascribes budgetary deficits to the decline of the mark, which in turn 
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rests upon a passive balance of payments. But during the period 
April, 1920, to June, 1921, the mark continued to be quoted at 
approximately sixty to the dollar, despite an increase in the non
interest-bearing debt from 98 to 190.6 billion marks. The budget 
failed to balance because of 'unemployment relief, j:heap sale of the 
necessities of life, soldiers' relief, and- advances to industries. Of 
course the inflation theory does not deny that the tremendous in
crease of note issue in the next period (a 30 per cent increase by No
vember, 1921) had a reflex effect upon the budget. 

Against the belief of the inflation theory that a too low discount 
rate causes artificial creation of purchasing power, the familiar bank
ing school argument is raised: so long as lending is based on paper 
arising from real production and not upon finance bills there is no 
danger of overexpansion. Eucken thinks the official reports of cur
rent accounts by the Reichsbank during 1922-23 sufficient to refute 
such a contention. In rebuttal the banking theorists say that a re
fusal of the banks to discount bills as they were naturally presented 
would have resulted in trade's creating its own money out of the bills 
themselv~s.l But such bills, even today (1923), do not form an ap
preciable amount of the circulating medium, and only those of the 
very best firms could ever function in this way. Besides, the quan
tity of these credit media is oonditioned upon the amount of actual 
money through the necessity of redemption at maturity. 

Many writers seek to demonstrate that inflation does not cause the 
rise of prices, by emphasizing the lack of parallel between the two 
movements. During the earlier period, when the note issue curve 
outstrips the price curve, Eucken says, not only was the territory 
oovered by mark circulation greatly extended, but there flourished 
a lively business in exporting marks. Subsequently the situation 
was reversed; 1922 saw the cessation of mark exporting and the 

, reentrance of this money into Germany as payment for her exports. 
Moreover rapidity of circulation was greatly increased by the pub
lic's desire to be rid of the depreciating notes. 

Balance of payments writers insist that exchange rates are not de
termined by price levels,\>ut by demand and supply oonditiollS for 
bills. Supply and demand do indeed set this price along with all 
others; nevertheless inflation affects the prices of foreign bills both 

• Such &II argument is indeed ad_cod by moat writen with a peDchant toward the 
old b&IlkiDs theory; &II 0lIIIIIIple ill B-.t N ........ Jl ... Jl-., s,.,.., 
(London, 1917), pp. .. ,.... .. 8. 
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directly and indirectly: by creating funds which are used to com
mand exchange bills, and by raising the price level so that the incen
tive to importation increases. To account for the lack of coincidence 
of price level advances and the upward movements of the dollar, one 
should refer primarily to the bigh protective tariffs of the United 
States. "In essence the theory of purchasing power parity is 
right." 

The following diagram shows how the various causes of the Ger
man inflation are actually connected according to Eucken's analysis. 

Lost war Artificial depression 

'" of ~ the discount mto 

Deficit in the budget') ( 
IoJlation 

( ') 
(Exchange market) (Commodity market) 
~. ~ 

Price rise of exchange bills Rise of commodity prices 

Further demand tr 1 
foreign ""change as Rise of foreign bill prices. 
an investment 

~ 
Rise in the price of 
bills and commodities 

~ ~ 
Rella effect upon the State's . 
budget and demands for credit 
by private individuals 

~ 
Further in1Iation and price advances. 

During the post-war period the causal nexus on the left proved 
stronger and the rise of the foreign exchangeS preceded the rise of in
ternal prices. The necessity of transferring some billion gold marks 
before May, 1921, as an immediate reparation payment under the 
London Protocol selVes partly to explain this circumstance. About 
the beginning of 1922 public confidence in the mark disappeared 
abroad. When people began to dispose of their holdings, importers 
from Germany remitted entirely .w. marks, with the consequence 
that demand for German exchange practically disappeared. The 
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exchanges in Germany immediately advanced, and this forced up 
first the prices of foreign raw materials and then all internal prices. 
Although the reappearance of the old mark notes upon the open mar
ket was sufficient to ruin the mark exchange rate, it was not suffi
cient, even with what new marks could be printed, to carry through 
the trading at the high price level attending the adverse exchange 
quotations. Thus there appeared the "scarcity of money." Finally, 
mark exchange was depressed by the cumulative nature of the phe
nomenon. The more the mark fell, the more anxious were German 
investors to secure foreign bills of exchange. 

Eucken's general theoretical position is not nearly so uncompro
misingly that of the inflation school as his unvarying opposition to 
the balance explanation would indicate. Not only does he admit a 
line of direct influence extending from exchanges to prices, to budg
etary deficits and hence to further inflation, but he even holds this to 
be stronger than the reversed sequence required under the straight
forward Mises theory. But Eucken falls short of effectuating a syn
thesis between the opposing theories, if that be his real purpose, by 
failing to consider even once any change in the basic ratio of inter
national demand and capital movements in their bearing upon 
equilibrium. On the other hand, he presents a realistic picture of the 
interaction of manifold factors and gives due weight to such impon
derables as speculation and confidence. 

The effectiveness of his criticism of the uncompromising balance 
of payments theory is badly damaged by two serious errors as to fact, 
excusable perhaps because of a lack of temporal perspective. Later 
enquiries have shown that the year 1922 differed in no wise from the 
period preceding in showing an unfavorable balance of trade with 
currency export,l and hence represented no anomaly to the balance 
of payments explanation as Eucken imagined. Furthermore, in 
arguing against Bonn's erroneous implication that imports depend 
upon "need" and showing that they are a function of price, Eucken 
pressed the purchasing parity thesis too far. Even during the period 
of temporary exchange stabilization from February to April, 1923, 
which he thought attended by a favorable rate for Germany, the im
port excess continued despiM the persistence of a lower external 
value upon its monetary unit than prevailed at home. I Evidently, as 
Angell concludes, the failure of the export bonus to tum the tide of 

1 Gnhom,. <iI., P. ... 
t Graham., 01- riI.. pp. ,6,-,6". 
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the trade balance must be explained from "conditions other than the 
direct mechanical effect of depreciation." 1 

Finally, Eucken does give a convincing answer to the balance 
theorists when they argue from the depreciation of the mark to 
budgetary deficits rather than conversely. He instances the period 
of fifteen months from April, 1920, to June, 1921, during which the 
mark remained at a price of sixty to the dollar while the growing 
deficit caused a large increase in the unfunded debt. This logic re
sembles the argument that the (supposedly) favorable foreign trade 
balance of 1922, when the mark depreciated rapidly, proves that an 
unfavorable balance cannot ever account for an adverse trend of 
exchange. During the year and more to which Eucken refers the 
budget failure cannot be laid to revenue deficits through deprecia
tion, but must be attributed to heavy drains on the exchequer." 
Later, however, shrinkage of revenue through the vanishing of the 
mark's domestic value chiefly accounts for fiscal embarrassments and 
further inflation.' Eucken admits this, but insists upon calling it a 
"reflex eff~t," a term to which no one would object since it is not to 
be thought that the O1'iginal budgetary deficits arose from monetary 
causes. 

This completes a survey of the substantive development of the 
parity doctrine, but a brief reference to other adherents will show 
the magnitude of its following and the diversity in mode of state
ment. Frit2 Machlup, the author of an excellent study on the gold
exchange standard, believes that the balance of payments theory is a 
mere truism.' Even if the prices of exported and inlported goods 
changed relatively to others, if only the average price level were tin
aiIecteli, . there could be no alteration of the exchange rate. That 
exchange variations more often precede changes in prices than not is 
easily explained from the inclusion of the probable future course of 

1 J. W;Ange1l, Tire T/teqryDj 11.lemoJioMIP,ieu (Cambridge, Massachusetts, 1926), 
P·449· 

• Beside the cau ... which Eucken mentions for the extraonIinary size of public 
expenditure, it may be noted that this period coincides with the first important coal 
deliveries to the Entente. Cf. Julius Hirsch, Die _cite W41tnm,sj,,,,. Oena, 1924), 
pp.6-8. 

I According to the official report, lues yielded in gold marks a total of 5.235.7 mil
lions in 1921-1922, 3,529.1 in 1922-1923, and 1,496.1 in the first nine months of 1923-
1924. United States Senate, Commj';OD of Gold and Silver Inquiry, Foreign Currency 
and Ezchaoge Investigation, serial 9, vol. I, E""I"" C __ , _ pilttJau (WuhiDg
ton, '925), p. 393 • 

• Die C,WmrIIIIIIInm, (Halberstadt. 1925), pp. 118-'39. 
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prices in the calculations of exporters and importers. A coimtry !=8Jl
not experience a continuous depreciation of exchange by rea.son of 
"inability to export" even if this is combined with an "inflexible 
demand for necessities." A heavy demand for these imports forces 
up foreign rates; but the rising rates make certa.iD. other goods pro
duced within the country cheaper for foreigners, so that the resulting 
export pays for the imPorted necessities. Machlup a.dmits, however, 
that conlinuow inflation ma.y result in a persistently unfavorable 
balance, beca.use the new income continuously advances the prices of 
imports. 

With Rudolf Dalberg there can be seen the gradual metamorphosis 
through which the lay opinion pa.ssed during the period of infla.tion.' 
In X916 he gives a.s the "true ca.use of the discount" upon the ma.Ik 
abroad the pa.ssiveness of the balance of trade. Three yea.rs la.ter • he 
sa.ys that in so far a.s the depreciation of the mark could not be ex
plained from a scarcity of goods, it is due to credit infla.tion. He sets 
forth the purcha.sing power theory, but remarks that the formula is 
"unimportant in the explanation of the rate of exchange during the 
War." (x) It applies only to goods actually entering into export a.nd 
import; (2) exchanges a.re artificially regulated; (3) ca.pital move
ments a.re of great importance; (4) speculation plays an important 
rOle.· A still la.ter publica.tion sta.tes the parity doctrine without 
qualifica.tion and makes no reference to the sca.rcity of goods.. An
other Ca.sse1ian, Professor Hero Moeller of Er1a.ngen, sa.ys that parity 
theory must be modified in view of costs of transportation, ta.riffs, 
interest loss during shipment, authorita.rian interference in the free 
movement of goods, and the fact that some goods do not enter into 
foreign trade at all.' 

That it is logically possible to support the purcha.sing power 
proposition without subscribing to the quantity theory, a.s Georg 
Kem&ly believes,' may well be questioned. Kem~ny rejects the 
quantity theory beca.use there exists no direct and mechanical con
nection between note issues a.nd prices, and yet maintains that the 
relative price levels of two countries determine the rate of exchange. 

I Rudolf Dalbera. DN &011 .... 111 " flu Golda (Stuttgart. 1916). pp. 30, s+ 
• I.u., Dio &o~ .. """ flu GoUa, IDd ed. (Berlin, 1919). pp. 1-7. 
• 16M., pp. 91"111. 
• I.u., F1MM.........., _ w~ (Berlin, 1910), pp. $6-57. 
• Die 1Mto _ c;.u. (Leipaic, 1915>, P. 195. 
• DNJr-4ca W .. ~ ........ U--, _ =- s ... IGo W~ 

• __ (EsaoD, 191')' pp. 1191. 
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Whereas the tendency of prices to uniformity works itself out with 
open metallic standards by an adjustment of price levels, with dislo
cated exchanges it is secured by a compensatory movement of the 
foreign exchanges. But this tendency is hindered by costs of trans
portation, tradition, and political interference with the free move
ment of goods. In such a blockaded country as Germany during the 
War, there appeared in consequence no very close conformity of 
price level and exchange movements.1 But a temporary lack of ad
justment does not argue against the truth of the Ricardian law any 
more than lack of conformity of prices with costs of production dis:. 
proves the law of costs." 

The popular pamphleteer, Richard Kerscbagl, adopts the parity 
theory quite uncritically, but he admits that a passive balance of 
payments may lead to the state's printing new notes to cover the 
deficit.' Mention may also be made of Franz Haber as a follower 
of Cassel.' 

Recent years have witnessed the rather strange phenomenon in 
Germany of a tendency to reinterpret purchasing-power parity so as 
to apply to the determination of equilibrium not the general price 
level after the Cassel pattern, but rather the prices of internationally 
traded goods. The retention of the purchasing-power parity cap
tion does not prove to be quite nomin.al; it bespeaks, rather, an un
fortunate lack of comprehension that the Cassel and Pigou theorems 
differ categorically. This shortcoming appears to greater or lesser 
degree with Neisser, Dobler, Koranyi, and Miiller. 

The essence of purchasing-power parity, says Dr. Hans Neisser of 
the Kiel Institute, is that equilibrium exists "when a certain quan
tity of'. national currency, translated through the rate of exchange, 
can buy the same quantity of commodities as within the country." • 
These words are almost exactly Pigou's, and the resemblance extends 
to the further idea that depreciation within the country can extend 
to the exchange directly, without involving a recalculation by trad
ers as to profitable exports and imports. Elaborating his central 
theorem, Neisser considers in tum the influence of non-exportable 
goods and obstacles to exchange; whether the price level or the ex-

, Ibid., pp. 99 If. 
J lbid" p. 119-

• T"",," tk.r Gddu "'"' u, Geldwirls""'fI Uena, 19'3), pp. 19"27. 
• Cf. F"..,. Haber, U_"","'mp" fIW I~....un.er Geldwrkr,.,.,. Uena, 

19.6), p. 3
" 

' 
• Dn Taus,"""" tk.r Gelda Uena, 1928), p. 99-
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change is causal; and, finally, the influence of invisible items. Trans
portation costs, tarifIs, and peculiarities of certain commodities 
making them not marketable abroad give rise to a group of purely 
domestic goods. To take account of this fact, we must subtract from 
the total volume of national purchasing power that devoted to do
mestic commodities: the balance determines the-prices of traded 
goods and the equilibrium rate.1 Causation proceeds from prices to 
rate with two real exceptions. First, if a rise in foreign rates induces 
the speculative hoarding of another country's money, the latter's ex
change will be directly raised; and besides, through a reduction of its 
own circulating medium, its price level will be reduced with an en
suing improvement in its trade balance. Secondly, the total volume 
of the inflating country's money may be extended in effect if rising 
foreign rates lead to the employment of foreign bills as circulating 
media. But the supposed modification of the inflation theory, that 
advancing foreign exchanges prompt further inflation, cannot be 
admitted as a "truly economic connection, inevitably inherent in 
market phenomena."· The final circumstance to be taken under the 
rubric of the theory is the movement of capital; but, outside transi
tional disturbances, such transfers do not affect the absolute height 
of prices, and consequently not the equilibrium rate.· Against the 
balance of payments theory and its favorite example of a bad har
vest turning the exchanges upward, Neisser responds that the matter 
comes really to an increase in the relative volume of money. The 
real cause of a possible unfavorable balance is the reduction of cash 
balances by the agricultural class, which forces an outflow of gold.4 

There can be no question but that Neisser finds two real excep
tions to the parity line of causation, in the effects of the speculative 
hoarding of foreign money and its use in circulation; and he is right 
in his belief that note issue prompkd by adverse rates does not con
stitute what ordinarily passes as economic effect and cause. Further
more, he realizes the impropriety of general internal price indices as 
the basis of foreign rate equilibrium, and formally restricts the vol
ume of money operative upon it to funds used in buying and selling 
the goods of foreign trade. But, as with so many other parity writ
ers, this proves to be a merely slalislical matter: the index is made 
more accurate, but no emphasis is given the underlying reciprocal
demand or comparative-cost situation as causally effective upon 

1 IlHL, pp. 100-1040-

• 16i4., pp •• 06-.08. 
• 16i4.~ P. 'OS· 
t rbiL, pp. 118-12la 
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equilibrium, and capital transfers are dismissed in a cavalier fashion 
as inoperative. 

A more sophisticated version than Neisser's appears in a doctoral 
dissertation by Fritz Dobler.1 Although he states the theorem of 
equilibrium on two adjacent pages in the Pigou and Casselian com
parative forms as if they were identical, Dobler insists that actual 
exchange rates are set by the prices of articles entering into foreign 
commerce and relate only indirectly to other prices through the gen
eral fact of value interdependence.2 Consequently the wholesale in
dices commonly employed give an "extraordinarily rough" measure 
of purcl1asing-power parity, since they include all commodities. But 
the movements of the general price level are so great as completely 
to submerge displacements of real ratios of value. Dobler explains 
the lead taken by the foreign value of the mark in its downward 
career on the .basis of purchasing-power concentration on the foreign 
exchange markets, a circumstance attributable to reparations, specu
lation, and the purchase of foreign bills to escape depreciation. 
When foreign rates rose under pressure of this concentrated demand, 
imports advanced so much that the available money was actually in
sufficient to carry through contracts. After all, the basic trouble was 
inflation. "Had the quantity of money not increased, it would be 
impossible for the enhanced rates to persist.o 

Karl Koranyi's "modified purcl1asing-power parity theory" • runs 
in substantially the same channel as Hugo Miiller's Wechselkul's und 
Guterpreise.' Much in the vein of Hahn, these writers lay primary 
emphasis on the buyers' and sellers' psychology on the exchange mar
ket. H commodities are arranged in an array according to their ex
port or ,import price differentials, eqqilibrium will be found as the 
ratio of price of the marginal pair.' As in Hahn's case, these "theo
ries" get little beyond the elementary idea that exchange is a price 
governed by supply and demand, and that bids and offers depend on 
the relation of prices at home and abroad. 

Before closing the chapter on the inflation theory we must return 
for a moment to Neisser and his difference with Bortkiewicz and 
Eucken on velocity changes during infiation. The discussion began 

• Krililc/re Ulllm""",,,., ... our TheorU tkr Ktw!iwaflplJrilllk,. (TUbingeu, 19.8). 
I Ibid., pp. 21, 23, 42. 
• Ibid., p. 52. 
• "Zahlungsbilan&, Kaufkraft. und Wechselkune," W,U . ..4,,."- 26, pp. 260-'92. 
I jena, 1926. 
• W cU. Arc'" .6, p. 287; W cc1&seIkun, ch. Y. 
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with Bortkiewicz's paper before the Verein fill' SosialpoUtik,1 attack
ing the conventional notion that prices rose faster in Germany than 
the multiplication of fiat money because velocity increased. Bortkie
wicz did not deny that velocity could spontaneously increase by & 

conversion of unspent margins into hoards of goods; but this he held 
to be causally unimportant in the current situation. If velocity in
creased because consumers paid out their incomes immediately to 
escape depreciation, producers would have to retain the funds just 
so much longer unless the wage periods were shortened, for which 
there was no reason outside the inflation itself. Consequently, he 
reasoned, mistrust advanced prices directly, a "shortage of money" 
followed, and to get around the difficulty, employers made the wage 
intervals shorter. Velocity increased, not as a cause of the dispropor
tionate rise of prices, but as a consequence.' Some time later Eucken 
attempted to reconcile Bortkiewicz's argument with the commonly 
held Schwa,upelMtheorle,' according to which causation runs from 
velocity to prices. Velocity of circulation, said Eucken, can be in
creased only as a consequence of an advance in prices; but an inde
pendent price-raising force may arise from & general reduction of un
spent margins and a rise in the "effectiveness" of money.' Two years 
later, and again in J931, Neisser came to the fore to condemn 
Eucken's captious distinction between velocity and effectiveness. 
Bortkiewicz made no mistake in maintaining that velocity could 
only be· increased through a conversion of cash into commodity 
hoards or by reducing the length of the income payment periods; in 
Germany during the period from 1913 through 1923 either of these 
could have occurred only as a consequence of inflation.' But Bort
kiewica missed a more important connection: through consumers' 
"Bight into real values," entrepreneurs came into possession ofim
mense quantities of paper money which they used to purchase for-
eign goods or bills of exchange. This forced up foreign rates, moti
vated further inflation, and thus made the original advance of 
domestic prices permanent. 

I Ludwig Bortkiewia. "Die Ursachen eiDer potenaiert ... WiIbma d .. vermebrteo . 
Geldumlaula.uf de Ptei.sDiveau" V ... ''/00 pp. 156-174-

• II>WL. "'" 164-.66. 
• So ailed after. pme which reoombI .. "cIro",the-lwadlr.ercbiel." 
• Walter Euck .... "Die Unachen derpot"";ert<D W'uIr.uDg des vermebrteD Geldum

laula .uf de Pnisniveau." J,... f* N •.. S. 115. pp. '1!9-3ag. 
• Han. N_. "nor KRisIau/ c1 .. Geld ..... Well. An:A. 33. P-390- a.:r ...... 

-. ""'3D-3"· 
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In actual fact,· the merit lies no more upon the one than upon the 
other side of this dispute. The rational conviction that property in 
monetary form will shortly evaporate augments velocity and forces 
the price curve up faster than the note issue eurve. On the other 
hand, price quotations may advance on their own impetus and com

.pel people to trench upon money balances to command the necessi
ties of life; increased velocity sustains the quotations and transforms 
them into realized prices. Prices and velocity react upon one another 
spirally. 



CHAPTER XIV 

. BALANCE OF 'PAYMENTS THEORIE.S 

I. TRUISTIC THEORIES 

CERTAIN writers during the War and the subsequent monetary chaos 
seem to have believed a mere reference to the law of supply and de
mand sufficient to explain the decline of the mark on world markets. 
Noteworthy examples of this shallow thinking appear with Knapp's 
closest followers. Even in 1920 Kaulla could say only that the price 
of foreign exchange depends on the supply and demand for bills, and 
that these in tum rest on the balance of payments.' This self-evi
dent proposition is brought forward by Dalberg • as giving the "true 
cause of the discount" on marks, as against foreign distrust of Ger
many's future. According to Elster I the falling rate on the market is 
simply the consequence of a new demand and supply situation for 
bills. Germany's balance of payments has been unfavorable because 
of the discouragement to production following the inauguration of 
the government's W ;rlschaflspolitik, the sale of German securities 
held abroad because of German taxation of earnings at the source, 
and the /light of Germany capital.' Elster does indeed take issue 
with the purchasing-power parity explanation,' but he merely insists 
that the influence of prices on exchanges runs through the follow
ing sequence: "prices, trade and payment relations, demand and 
supply for means of payment, exchange rate.'" He fails to say upon 
what prices he bases the causal series, and why in view of such a 
theory he has any objection to the parity doctrine. If Elster leaves 
us with nothing but an empty formulary about supply and demand, 
the same is true of Bendixen, who denies any direct influence of 
prices upon the exchange, because the importer does not buy a bill 
and then look about to see what he can buy, but purchases it to pay 

I Rudolph Kaulla. Dit Groao~I_ .. GoIdwrIs (Stuttgart, 1920), pp. 114-9.3. 
• Rudolf Dalberg. Dit &1/'" I."''' Golda (Stuttgart, 1916). pp. 114-;0. 
• Karl Elster. Dit ......... N ... LidIo ... w~ (J-. 19")' 
I lbi4 •• pp. 9"13. 
• Dit S.." .. Golda 0-. 19:10). pp. lll"'134; "Zur 'Iheorie des Parit&_ 

tzaaos. ~ JW.".. N. ~s. n6, 1'0 418. • 
·Dit ......... V .... ~ M<.tu.1I:riqt (Stuttgart, Iglg), 1'019. 
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a debt.1 But Bendixen does not mean to preclude the influence of 
commodity prices. "The price relation of his own and the foreign 
country do not interest bim in general, but only the prices of his 
particular goods.'" This may legitimately be interpreted as an in
sistence that exchange rates depend upon the prices of traded goods, 
not upon the general price level. 

Like other self-evident propositions in economics, the truistic bal
ance of payments theory has been attacked merely because it is a 
truism. A great many writers refuse to accord the balance theory 
any significance whatsoever because, they say, if payments must 
necessarily balance there can be no meaning to a fall of exchange 
from an "unfavorable balance": an uncovered balance does not 
exist. Others have sought to give the balance real causal significance 
by distinguishing a daily and a yearly total, the former simply a mat
ter of logical necessity, the latter a case of real economic equilib
rium.8 This distinction accomplishes nothing, since so long as the 
term is given the same denotation in both cases, the shorter or longer 
period makes no difference. Another practice makes the term apply 
to the totaJityof items outside the balance of trade, in which case it 
must of course come to equilibrium when and if the trade balance 
becomes neutral. Graltam believes that the only meaning ascribable 
to "unfavorable balance" is that something analogous to a tem
porary loan is involuntarily extended to the purchasing country 
when the country suffering from inflation delivers goods during a 
period of very low quotations upon its exchange.4 In similar vein 
Cassel discovers the only reasonable interpretation of unfavorable 
balance to be an undervaluation of a country's money abroad.' 

All of this hair splitting misses the idea which most payments 
theorists have in mind when they refer to an unfavorable balance. 
When for any reason, be it inflation, increased demand for foreign 
products, a flight of capital, or bear speculation, tbe daily quotation 
of a country's exchange moves downward, that is in itself an unfavor-

ai' Friedrich Benmen, WiJlrnmg.#OliIil rm4 G.ItlI,,-"" ;", Lie,," du W.Ukri<,u, 
21ld eel. (Munich. 1919). p. 170. 
.., • Loc. ciI • 

• , E. g. Karl Ko"",,;, .. Zahiungwbna.... Kaufuaft, und WechJelkune." W .U. Arci. 
26. p. 26.; Fritz Dobler, KriJisc," U __ ,1ff .'" T,,-"" .u. KGNf"T4!tparillllm 
(TUbing .... 19.8). pp. 1&-19. 

• F. D. Graham, &c"""I" Prius. 4114 Protlum"" ... B',.. ..... j1oIioto: ~, 
Z9Z0-zgaj (Princeton, 1930), pp. 24, J4J, Dote 15. 

I Gustav Cusel, MOM, 4114 P"";", &cIMmt. 4J1er 1914 (New YOlk, 19'.J). 
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able balance of payments: The total market situation turns against 
the country in making her payments.1 Any tyro in the supply and 
demaI!d reasoning apprehends that, even if the two sides of the mar
ket were continuously in equilibrium by virtue of the promptness of 
the traders' response, it would be perfectly legitimate to ascribe the 
fall of the rlite to an excess of supply over demand. Equilibrium 
obtains at the new p~ce; the excess would have existed had price 
remained at its old level. Furthermore, a declining rate is equally 
unfavorable whether the movement is toward a theoretical norm or 
away from it. In the latter case one might regard the sacrifice of 
everything the country delivers in foreign trade at increasingly dis
advantageous terms as a "temporary loan" if the undervaluation 
were later compensated by an equal overvaluation; but this is acci
dental and unlikely. In the first case, the loss must be permanent. 
The essence of the matter lies in the descending rate alone. 

The truistic theory thus stands upon solid ground. But as an ex
planation of what really happens it is an empty formula. 

n. THE BALANCE O~ PAYMENTS AS AN INDEPENDENT 

PHENOMENON 

Without maintaining that the rate of exchange determines the 
domestic price level, certain writers seek to explain the behavior of 
the rate UiU/wu1 reference to the domestic purchasing power of money. 
Because of the undeniable influence of Knapp's doctrine upon the 
current of German thought a decade ago, we begin with it, remarking 
in passing that the original version set forth in the SIaU Theory in 
IgoS remained quite unaltered by the events of the War, through all 
subsequent editions including the fourth and last in 1923. 

On the surface Knapp's doctrine seems to be little more than the 
truism of supply and demand masquerading under a very pretentious 
caption. 

In onIer to give to the psychological view a 1I&11Ie which IIIIBB""IB to the mind 
the sum total of men:antile relations. we may lilY that the intervalutary ""
cbanae between two IXIUntries is ezpIained ,..,.",~y. This won! indicates 
that we are referring to the fizing of a price for the va1uta money of one countIy 
on the total liabilities and by the moods and !eeliDgs on which the aettlement of 
price is baoed. All this is mmpftlllSed in the proposition: "The intervalutary 
ezchaD&e is a pantopolic pbenomenon." I 

I a.1. YOIl Wobf d. Bord ... T ............. C- (LomIOIl. 19,..). pp. 19J-1940 
• G. F. EDopp, T. SIoIo T-, 'If JI.." (Londoa..19114l. p. •••• (ltalic:abis.) 
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Knapp apparently took a Childish delight in this sonorous phrase, 
which pe, se signifies only that the rate of exchange fluctuates with 
the supply and demand for bills of exchange arising from both com
mercial and speculative activity. 

Further study of Knapp indicates that behind this innocuous ex
terior there lies a virtual denial of any effect of price levels upon 
rates of exchange. The doctrine assumes the form of an argument 
that the market ratio between gold and silver bullion is determined 
by the rate of exchange between gold-and-silver standard coun tries.' 
To demonstrate this he assumes two contrasting cases. In the first 
instance all countries are on a gold standard, so that silver has its 
price determined just as tin or lead. In the second instance all coun
tries are on gold, and one country alone has a silver standard, the use 
of silver in the arts being effectively forbidden. The price of silver in 
the gold countries depends on the rate of exchange in the silver coun
tries, and mutatis mutandis for the price of silver. If now we tum to 
the real situation, we see a combination of the two hypothetical 
cases, but the second is the more realistic. Though there is more 
than one silver country, and though gold and silver are both actu
ally used in the arts, changes in the prices of the mets1s arising from 
the bullion trade itself may be dismissed as insignificant when com
pared to changes arising from the general movements of commodities 
in international trade." When in 1850, following the California gold 
discoveries, the English pound declined relatively to the money of 
silver-standard countries, the quantity theory traces the movement 
to the fact that "English money was disproportionately increased," 
says Knapp. "But we do not admit this deduction from the mere 
quantity theory of money. There must be some definite trade transac
tions which depress the pound." 8 What really happened was that 
Englishmen, having acquired gold or bank deposits, looked about for 
profitable investments, and finding interest yields low in England 
turned to the state securities of such'a silver country as Germany. 
Thus the California gold production lowered gold exchanges because 
of certain international transactions unfavorable to gold-standard 
countries, not because the commodity value of gold fell relatively to 
silver. Referring in another passage to a premium on gold within the 

I Ibid.,pp. 235, 131, 240, 243, 252, 157, 268; "ErliLuteruDgeD zur staatlichen Theorie 
des Geld .. ," S"""- JIwb. 30, p .• 6g6. 

I SIaU T!fe<wy, p. 235. 
I Ibill., p. 240. (Italics mine.) 
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latter, he says: "This valuta agio is a phenomenon of international 
business and has nothing to do with the domestic agio appearing as a 
mnsequence of Gresham's law./I 1 Finally he declares that to trace 
the line of causation from the exchange ratio of the two precious 
metals as it is affected by "purely industrial reasons /I to rates of 
foreign exchange between gold and silver mun tries is a "heresy 
which perhaps will be scarcely mnceivable in future times." The 
arch-heretic, as Bonar 'observes, was of murse Ricardo. I 

Even when the muntries involved have the same metallic stand
ard, the quantity theory idea that the diminution of money in one 
muntry and its increase in another rei!stablishes parity is "vulgar 
ignorance./I Suppose that political feeling causes one muntry to dis
pose of its holdings of another muntry's securities; then the balance 
of payments is permanently altered and "the munterba\ancing ex
port of home currency to the foreign currency would then bemme 
chronic./I l There can be "no thought of automatic regulation /I of 
international gold and mmmodity flows; mnscious intervention by 
the central bank, involving, acmrding to Knapp, heavy msts, can 
alone secure balance and stability. 

Critics of Knapp's balance of payments theory point out that, 
though he nowhere says that domestic price levels have no influence 
on exchange rates, his denial that mnditions governing the indus
trial production of gold and silver affect exchange rates is tanta
mount to precisely this.' It is quite impossible to apologize for 
Knapp's position either upon the basis of any generalized theory of 
foreign exchange rates or upon the basis of peculiar circumstances 
to which he had reference. Concerning Nogaro's similar explana
tion of the decline of silver exchanges after 1873, Angell says: "The 
objection ... is that the net excess of payments due from the silver
standard muntries to the gold-standard muntries was in all like
lihood not big enough except for brief periods, to be a sufficient 
explanation in itself alone of the fall in the gold value of silver.' 
Helfferich also mncludes his exhaustive criticism of Knapp's doctrine 
by emphasizing the monetary and industrial factors, quite aside 

1 16id •• p. "7~ 
• J. Bonar. "Knapp'. Thoo!),of MOllOY." &.J_. 31. pp. 39-47. 
• SI4Io r-,. pp. 157"059. 

I • Edwin Cannan, "State Tb.eoryof Money,'" Bcoa_" 14, P. 115. R. G. Bawtrey, 
'''The State Thoo!)' of MODOY." &. J_. 35. p. SSt; Melchior Palyi. "nor SWt am 
die Staatliche Thoorie des Geld ..... S-. J .... 45. p. 690. _ 

• J. W. ADaeU. rIN r"-7<1 1_'" Pri<a. P. 4". (Italics his.) 
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from the balance of indebtedness.' A similar judgment based upon 
an examination of the same episode is expressed by Hawtrey; I while 
Taussig, guarding against the one-sided Knapp-Nogaro view, be
lieves that "room will remain for differences of opinion" as to how 
far the final outcome had been due to anyone of three forces: mer
chandising transactions, invisible items, and the price of silver in 
gold.8 Rates of exchange must be related to the domestic price level 
of traded goods as it responds to changes in the volume of circulat
ingmedium. 

But it is stiIl more significant that Knapp really admits by the 
postern gate the orthodox theory of automatic gold-flow mechanism 
which he has formerly ejected. Reca1ling his California gold illustra
tion, we see that the immediate cause of the fall of sterling against 
the German silver mark was the high interest rate in Germany. 
Knapp seeks to pass over this point with great circumspection, say
ing that "perhaps the rate of interest in England is too low" for 
English investors, in an offhand way as though it were not essential 
to the argument.' But as Lotz and Palyi observe, this signifies a 
complete acceptance of the classical doctrine, save that equilibrium 
comes about quickly and directly through the security market rather 
than laboriously through the movement of commodities.· 

Consequently Knapp's thesis that conscious intervention at a cost, 
not automatic regulation, maintains the parity of exchange falls to 
the ground. In all but extremely dislocated currencies - and with 
these he was not primarily concerned - he might have spared him
self "the vulgar error expressed in the cry • All our gold will be 
drained away.'''. In those circumstances which necessitate "exo
droDlic" regulation, the central bank, if its attempt to maintain 
stability is not hopeless from the outset, will not have to stand a con
tinuous cost, as Knapp so often declares. Mises estimates the 
profit of the Austro-Hungarian bank during one year of successful 
maintenance of the gold exchange standard (1907) at nearly 6 
million crowns,' a result to be expected from the very nature of 

1 Karl HelJl'erich, M...." (New York, 1927), p. 432. 
• ~ G. Hawtrey, C""",,,y .1111 C,lIlil, 3rd ed. (LondoD, 1930), p. 390. 
• F. W. Taussig,ln1mJo1ionGi T,od. (New York, 1927), p. 373. 
• SIIJIe TheDry, p. 240. (Italics mine.) . 
• Walter Lou, "G. F. Koappa Dooe Geldtheorie," S'A 1"",. 30, p. 1243; Melchior 

Palyi, S,,,,,..I,,,,,. 30, p. 558. 
I Cannan, &tIrumr.k4 14. p. 114- ! 

, Ludwig Mises, "The Foreign Ezc:haose Polley of the AlIatro-Hungarian Bault," 
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stabilizing operations, which consist in buying foreign bills low and 
selling high.1 

Before resuming with the literature devoted to the German infla
tion period, we must pause It moment with Wieser, who like Knapp, 
probably because of advancing years, djd not attempt any occasional 
writing upon the contemporary situation. Wieser does not belong 
especially to the group under consideration, but an issue of present 
significance is raised by a section of Social Economics devoted to 
"Obstacles to the Equalization of Costs in World Economy." I He 
argues that obstructions to the migration of laborers, high costs of 
transportation for goods, and obstacles even to the movement of 
money capital, are so great that wages, interest, raw material costs, 
and commodity prices show only a weak tendency toward interna
tional equality. But, he concludes, the difference between foreign 
and domestic trade lies solely in the necessity of relatively larger 
price-differentials in the former to secure actual exchange.' 

To the degree to which Wieser's emphasis upon these obstacles is 
warrantable, so it may seem, to the same degree the influence of price 
levels upon rates of exchange disappears. It may be for this reason 
that Mises, the ardent spokesman of the purchasing parity doctrine, 
undertook to answer Wieser in a section entitled "The Alleged Local 
Differences in the Objective Exchange Value of Money," • in which 
he sought to prove that "The exchange relation obtaining between 
goods and money is everywhere the same.'" What appear to be 
differences in price for the same commodity, he says, are really dif
ferent prices for commodities which differ because of their place 
,dilily. Before the War the cost of living was commonly supposed to 
be higher in Austria than in GermanYi but a laborer who actually 
remained in Austria through preference for this milieu, from pa
triotism, or from habit and ignorance, should not have imagined 

• ltnapp'l moot aya>pIw&tk: follower. Kurt SinF, reproduc:a his view without 
alteration. If there ezistsan unfawrable demand ad supply condition lor a COUDby's 
ezcbanae, he says, the country "is impotent against a contioUOUI deterioration 01 that 
relation. if It doeo not sua:eed in lIoating a lou abroad and hence effectuating not 
merely an equating but a reversing 01 the balance 01 payments situation. In this respect 
a I .... otandard ia in no wioe dilIerent lrom a specie ItIDdard" (Dar Go'" tJlr Z ..... 
0 ..... 'QJO). Po 4Q). 

I Frieclrid& W .... er. Social &M ... cs (New York, 1917). pp. 44'_ 
I Ibid.. p. 453. 
• Ludwis Mises, r ...... GoI4a ... "' U-""9.-au. !It ell. (MwUcb •• gu), 

pp. 15r-l60. 
• Ibid.. pp. • $9-'60. 
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that the value of money was lower there than in Germany. "He 
must not forget that in every price he also pays the price of being 
able to satisfy his wants right in Austria." 1 

Mises' argument rests upon a lamentable confusion of subjective 
and objective value, despite the explicitness of the section .title; it 
illustrates once more the importance of monetary metaphysics. Let 
us grant that, if the laborer voluntarily' continues to work in Aus
tria, the utility commanded by his wage, his psychic income, must at 
least be as great as it would be elsewhere. But even if rather arti
ficially the satisfactions of home ties and patriotism are attached to 
bread and beer consumed in Austria, it is only utility flows per unit of 
purchasing power which tend toward equality between countries. 
To the degree, however, that international immobility characterizes 
labor, we should expect unequal money wages between countries, and 
the same would: be true of commodity prices. Mises fails signally to 
show that objective values are "everywhere the same." 

The contention is a work of supererogation if Mises believes it 
necessary to the classical doctrine regarding the influence of prices 
upon exchange rates. If no differentiation were possible between 
purely domestic commodities and those actually or potentially figur
ing in international trade, he would he right. All the reasons ad
vanced for the failure of labor and capital to move with differences 
in prices would thereby become prima facie evidence against the 
causal flow from prices to rates of exchange. The Gordian knot is cut 
by separating goods into those purely domestic and those poten
tiallyor actually involved in international trade. The former hetray 
only a faint and roundabout tendency to fetch everywhere the same 
price; 'their influence upon the exchanges is correspondingly indirect 
and faltering. The latter class of goods tends everywhere to com
mand an international price; what deviations occur in individual 
national economies tend to effect a movement of the goods con
cerned, to alter the supply and demand for bills of exchange, to move 
the exchange rate, and finally to efface themselves.' From the angle 
of general value theory, there arises a deeper and more ultimate 
problem as to the causal nexus between the various categories of 

I Ibid., p. '59. 
• Of coune no <quality of utility 80 ... can be ...... med if the Jabo_ maains on his 

native heath from habit or ignorance! 
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domestic and international goods. But in the present context the 
relevant fact is that the persisting differences in domestic purcha.sing 
power which Wieser emphasizes do not justify the notion that ex
change rates are not determined by prices. 

Turning now to the special literature of the War and post-War 
years, we find another example of the second type of balance of pay
ments theory in the Archiv article on "Inflation" by Professor Franz 
Eulenburg of the University of Leipzig.1 The author devotes the 
first portion of his study to explaining the outstripping of note issues 
by the domestic price level. The phenomena, he believes, rests 
primarily upon an increased" need" for money. Although the wider 
sphere of circulation of the mark during the occupation of Belgium, 
etc., the supplanting of credit by cash media, and hoarding may 
fairly be accepted as contributory, it is difficult to see how Eulen
burg can also utilize the rise of prices itself to explain an increased 
"need" for money, when the rise is less than that of note issue 
figures.· Beside increased "need," the "indirectness" with which 
additional money permeates the price system is also supposed to 
show how there can be "no direct connection and no pa.rallel be
tween the rise of the price level and the quantity of paper money." I 
Eulenburg considers also the depreciation of mark exchange, deny
ing that the domestic price situation bears upon it, and ascribing it 
to Germany's diminished productivity, the authoritarian restriction 
of her exports, the shrinkage in her interest ~pts from abroad, 
and her increased demand for foreign products.· 

A more able exponent of the independence of exchanges and price 
levels from one another is Professor Diehl. Movements in the exter
nal and internal values of a'depreciated money are traceable to a 
common cause or set of causes, and hence one cannot be said to cause 
the other. This idea is set forth first in his tract which appeared in 
1918.- Adopting Thornton's and Tooke's explanation of the "high 
price of bullion" in the Bank Restriction period as a result of Eng
land's heavy foreign expenditures, the closing off of her sea trade, 
and the failure of several harvests, Diehl believes Germany a pa.rallel 
case.' The primary disturbance is a passive trade balance which can-

• Frana Eulenbeqr, .. InlIaticm," ..... it 45, pp. 477-5"7. 
• ll>iIl., pp. 49C>-496-
• ll>iIl., p. 510. • I6i4., pp. S'5-SI'. 
I Karl Diehl, 0", "'- AI c.,."....". """ ., Y 0/ ... ......, .. Jrn.,.. .

...... /Criqo 0_ 1918). 
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not be equalized by an active balance of invisibles. German interest 
and dividend receipts have been cut off, her carrying trade has 
ceased, and no market exists abroad for her securities. But the de
cline of mark exchange is at least in part attributable to waning con
fidence in Germany's political and economic future. Conversely, 
when in November and December, x9x7, there were prospects of a 
peace with Ukraine, the mark rose in Zurich by 39 per cent and in 
Copenhagen by 57 per cent, while the dollar fell by one-third in 
marks. 

Contrary to the contention of Cassel and Lansburgh, price levels 
do not directly determine exchange rates. Such an hypothesis fails 
to account for the premium on German bills at the very outset of the 
War despite increases in note issue, or the 50 per cent discount on 
marks in Switzerland in October, x9x7, when the Swiss and German 
price levels were approximately the same. Obviously inflation plays 
only a secondary part, and even then the German situation differs 
both quantitatively and qualitatively from a real Papiergeldwirt
schaft.1 Compare the quantity of paper notes of various sorts cur
rently circulating - approximately X7 billion marks - with the 45 
billion francs reached in the assignat period in the relatively simple 
economy of revolutionary France. On the qualitative side, it is 
true, three-fourths of the Reichskassenscheine are not covered in gold, 
but the Darlehnkassenscheine are covered to 23 per cent, and the 
Reichsbanknoten to.35 per cent, a marked contrast with the assignal 
situation. Nevertheless there prevails a popular distrust of paper 
money; this accounts for a substantial part of the domestic depre
ciation and for the fact that prices rise more than proportionally to 
the vOlume of paper issues. 

Diehl's diagnosis of the situation may be summarized in these 
propositions: (x) the fall of the mark abroad and at home until the 
end of X9X7 is primarily ascribable to the unfavorable balance of 
payments; (2) the increase of paper money is too moderate to ac
count for either aspect of depreciation, though infiation does operate 
directly, in a minor way, to depress the mark exchange and domestic 
purchasing power; (3) both aspects of the declining value of the mark 
are explicable to a considerable degree on the basis of lack of confi
dence, which to a metallist of Diehl's sort means confidence in ulti
mate redemption in gold. 

Looking back a decade later atthis same period, Diehl can repeat 
, Ibid., ch. ". 
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in his magnum opus on economic theory the verdict of his early 
monograph.1 For the years between the end of the War and stabi
lization, the rilles of unfavorable balance of payments and infiation 
are reversed so that the latter becomes the dominant factor, with 
adverse specuiation in marks accentuating the difficulty. But here, 
as before, domestic price levels do not bear directly upon mark ex
change: each aspect of the depreciation rests independently upon 
common causes.' 

Some such view as Diehl's inheres in the brochure on Mark Ex
change by Professor Beckerath of Bonn University, though its ap
pearance two years later probably accounts for a greater emphasis 
on in1la.tion.' Like Diehl, he treats exchange rates and domestic 
purchasing power as ca.usally distinct; unlike Diehl, he traces the 
decline of th~ mark in both instances to a negative "economic 
balance," the outstripping of production by consumption. This 
emanates on the one hand in an unfavorable balance of payments, 
and on the other in budgetary deficits for the government, or, in 
other words, exchange depreciation and infiation.t 

In explanation of the relatively low external value of the mark, 
Beckerath offers a number of factors quite commonly found in other 
writers: the magnItude of mark note holdings abroad coupled with 
distrust of the future of the German state, the great increase in im
portation into Germany after the removal of the Allies' blockade, the 
import of luxuries through the "hole in the West" when the occupy
ing armies removed German tariff' barriers, and finally the flight of 
ca.pital. But when he sa.ys that the flight of ca.pital may take on the 
form of tlCporU"g mark notes, securities, and commodities, some
thing is sa.d1y amiss. Perhaps he means to view exportation in the 
last forms as deleterious to mark exchange when the proceeds are 
allowed to remain abroad. 

The official apology for infiation involved as a suppressed major 
premise that exchange rates are a thing divorced from prices. Not 
until 1920 did the Verwalhmgsberichl of the Reichsba.nk admit that 
infiation existed, and not until 1921, that in1Ia.tion was the ca.use 
of high domestic prices.' In 1918 it ascribed the fall of mark valuta 

• T~ NoIi .... ' ....... i •• m cr_ 1\117), 366-38.1. 
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• Herbert Bock_th, Dit M'Gthol"'" cr_ 1\110). 
·l .... pp ..... 31. 
• A1frod IADsburgh: "Die PoIitik der Reichsbul: und die lIricb_luo_weisaDgoa 

Dacia d .... It ... " V". 166 (M1IIIich, 11114>. pp. 4$"5+ 



GERMAN MONETARY THEORY 

to the necessity of larger imports, payments by Germany to her 
allies, the fall of the Austrian crown, mistrust of the economic 
future of Germany, and speculation; and in 1919 there were added 
to the list the decline of German credit abroad and the flight of her 
capital, the difficulty of meeting foreign obligations, and, most im
portant, the unfavorable trade and payment balances. As late as 
1922, the Verwaltungsbericht would concede only that the passive 
balance of payments acted as a force increasing the need for money. 

The idea of valuta independence is quite unacceptable. It in
volves the idea of a fixed volume of imports, independent of the 
prices they command and independent of what the purchasing coun
try can afford to pay for them. From this fallacy it branches off into 
the belief that just so much has to be borrowed from abroad to cover 
the deficit, or just so much paper currency has to be sold, whereas 
both these balancing items, like the flow of goods itself, are not abso
lute magnitudes but functionally dependent upon price.' Rapidly 
progressing inflation, in conjunction with all sorts of economic and 
politicalebstacles to the free movement of goods internationally and 
to the redistribution of productive factors within the country, may 
greatly weaken the effectiveness of the price law; exports may seem 
never to "catch up" with imports; the reciprocity between the two 
may be long held in abeyance. Even so, to say that the rate of ex
change is "independent" of prices involves hyperbole. But recent 
statistical studies of the German balance of trade under severe 
monetary depreciation show a surprisingly elastic response to price 
differentials, exactly as the orthodox theory of adjustment requires." 

. m. VERITABLE BALANCE 0., PAYMENTS TliEORIES 

The theory which traces causation from balance of payments 
through rate of exchange to commodity prices and note issue re
ceives its most careful articulation from M. J. Bonn, writing as 
technical adviser to the Sosialisimmgskommission in its hearings on 
stabilization in March, 1922." While the theoretical analysis is sub-

• Cf •• the ezcellOllt refutations by Han. Neisser. Dw T .... ,hwerl tlu Geldu a ..... 
J928). pp. 118-.21, and Fritz Mach!uP. Die Goldkml1lJlJhru8g (Halberstadt. '925). pp. 
u8-u8. 
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ordinated to the practical problem of rehabilitating the mark, Bonn 
presents a classical example of the third type of balance of payments 
theory.. His explanation concerns Germany's unfavorable balance, 
the failure of the automatic equilibrating process to function, and 
the transmitting of depreciation abroad to the mark at home. 

The most important item of the German balance consists in the 
trade balance, and this is unfavorable. Although certain invisible . 
exports, such as services rendered foreign tra veIIers in Germany and 
the Allied commissions and army of occupation, serVe to mitigate 
the adverse balance of visibles, the seizure of German ships weighs 
heavily on the other side. The balance of capital transfers is also 
disastrously unfavorable. German property in enemy countries has 
been confiscated; foreign securities held in Germany have long since 
been commandeered by the government for foreign payments; what 
new foreign credits German exporters have received recently are left 
abroad and give rise to no demand for mark exchange. Furthermore, 
capital accumulations at home are transferred abroad, either to 
escape taxation, or, more significantly in 1922, to avoid domestic 
depreciation. Even without reparation payments, the German bal
ance is unfavorable.' 

When domestic prices lag behind the fall of the mark exchange, the 
conventional theory calls for a correction by an increase of German 
exports, but peculiar factors in the current situation prevent such a 
reaction. Exports and imports are both subjected to extensive gov
ernment control; Allied activities hinder the free movement of Ger
man trade; countries enjoying a high exchange rate in Germany are 
passing through a business depression which makes it difficult for 
them to purchase, even though prices are at low ebb.' Serious ob
stacles to increasing exports arise from the fact that German produc
tion for abroad depends largely for its raw materials on importation. 
Whenever foreign bills of exchange rise in value "the difficulty of 
purchasing raw materials is increased in like proportion," I aggla
vated by the fact that a rise of foreign rates in Germany stimulates 
rather than dampens the demand for bills, since every one fears a 
stilI further advance. Exports can at best increase only after a time 
lag, and meanwhile the whole increase of demand for bills falls upon 
a fixed stock. On the other hand, 

1 Ibil., PI'- 1S-30. 

• Ibil., Po 3". 
• lhiL, p. 34-



GERMA.N MONETA.RY THEORY 

some of the imports wanted in Gennanyare goods which have to be imported 
regardless of cost. If, therefore, imports fall off seriously it will become more 
diflicult to feed the population and the efficiency of labor will decrease accord
ingly. This in turn will affect the export trade adversely and thereby increase 
the difliculty of paying for our imports.' 

Another set of cumulatively bearish influences on the mark exchange 
appears in the enhanced tendency of foreign owners of mark cur
rency to dump their holdings on the market with every fall in the 
quotation, and the parallel flight of German investment to foreign 
securities to guard against still further losses at home. All these fac
tors in conjunction lead one to serious doubts as to whether exports 
can increase sufficiently to bring about an adjustment of exchanges 
and price levels. 

Not the overissue of bank notes but interruption of economic com
munication is responsible for what bas happened. The failure of 
automatic adjustment leads Bonn to believe that the balance of pay
ments and exchanges govern the price level and the issue of notes, 
rather than the converse. An advance in the foreign rates 

results immediately in an increase of all imports. The movement of increase of 
prices in Gennany is from the boundaries toward the interior, the whole ec0-

nomic life of the country is affected gradually, the estimates for the governmental 
budget become worthless, a deficit is created and to make good the deficit more 
paper money is printed.' 

A substantial number of writers who are disposed to lay the mark 
debacle at the door (If inflation affectuate a sort of synthesis with the 
balance of payments theory by taking cognizanoe of factors stressed 
by Bonn; the unfavorable trade and capital movements, the break
down of equilibrating forces, and the lead taken by foreign exchange 
movements. But they avoid his unfortunate tendency toward con
sidering the balanoe items as something given (J/Jsolutely, an error 
which protrudes through the contour of his theoretical construction 
in several places. 

One might suppose from Bonn's references to imports of raw ma
terials and foodstuffs as .. absolutely neoessary," as having to be got 
"regardless of cost," that Germany could in aU _Is procure them 
through the channels of foreign trade by suffering her exchange to 

1 M. ]. Bonn, "The Fall in German EadwIge," Q. J. B. 31, p ... 6; S/abiUsalitm, 
P·42 • 

I SIabiI"alitm, p. 47. 
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fall sufficiently and by exporting a large enough quantity of mark 
notes. But even if the amount of imports were an absolute quantum 
independent of price, it is a complete non-sequitur that a low enough 
rate of exchange on Germany will ineuilably make her exports of 
goods, services, marks, and securities pay for all classes of imports. 
Suppose the attitude of foreign purchasers toward the whole German 
situation were such tha.t their demand elasticity in terms of their own 
money for mark exchange and for mark currency were less than uni
tary; then no amount of fall in the quotation would be sufficient to 
make the total mark offer equal the total dollar offer, and the only 
outlet would be a default upon the part of German debtors or bor
rowing a sufficient number of doUars.l 

While this reasoning, applied to mark exchange and currency 
taken together indicates that the only escape is default or borrowing, 
it also shows these to be the only resort in the condition given if the 
export of currency does not make up the balance. On this score sev
eral German writers took care to caution the treasury officials and 
such theorists as BOnD I that the continuance of the unfavorable bal
ance on the basis of printing and selling paper money, instead of 
being something assured, depended wholly on the disposition of the 
foreign market to accept the notes, and upon the terms on which it 
would make its purchases.· Of course the main reason why the sale 
of marks to the foreign market actually ceased, toward the end of 
1923, was the continuance of inflation, which BOnD will have only as 
a CII1tS,quetJCe of depreciation. Consequently even if the volume of 
imports were a magnitude fixed at a constant level by the country's 
"needs," it would be impossible to reason altogether from exchanges 
to prices. 

Bonn's implication that "need" determines the extent of import
ing, so that it proceeds pretty much independently of the domestic 
price situation, has no verisimilitude in theory or fact. In the post
War years the persistently lower value of the mark abroad than at 
home called for a stimulation of exports and a diIninution of imports. 

• D. H.llobeman. }I..,. lit ed. (N- York. 19.1). pp. 13D-131. IlDdentates the 
theoJetica1 possibility wheD h. _ that equilibrium is reached only provided that at 
...... 10" eDough price .. tho ownon of dolla ... are ultimately wilIiDs to put with th .... 
for utopoa. N N. price would produce equilibrium in the cue siveo. above. 

I CI. Beck_th. Die }I.,haltlla, p. II. 
I L Albert Hahn ... Handelsbil1u, ZahluDgsbi1aDa, VaJuta. GoteJpreiae," A,d • .... 

p. 6ov; Machlup, Die ('...... ....,. pp. 135-138; Ludwig Wioes, .. Die seld~ 
ntiache Soite des Stabilisienmpprobl_ N V ..... 164, P. IJ. 
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In fact this is precisely what did occur, according to the careful re
searches of Professor Graham covering especially the years 1920-
23.1 Measured by weight, a more reliable index than the available 
figures on value, "not a single class of exports shows any visible 
downward trend";' and the preponderating movement of imports 
was downward. Even the subdivision of the latter which embraces 
"raw materials of industry not capable of being produced in Ger
many" failed to increase, although various indices show that, with 
the exception of 1923, general industrial production increased from 
the end of the War onward.' By virtue of cutting the domestic con
sumption of goods fabricated from imported raw materials, and by 
virtue of the low Costs of manufacture, Graham finds,' Germany was 
able to increase her exports of such commodities. The special fact 
dwelt on by Bonn,' that Germany had to import much of the raw 
materials to be fabricated and exported, does not prove, any more 
than a naive notion of "need" for foodstuffs independently of buy
ing power, that the movement of the trade balance went its way in
dependently of prices; for it is only through the differential between 
external ind internal values of the mark that the "export bonus" 
developed and caused the upward trend of exports and the falling off 
of imports. 

On the other hand, if Bonn's one-sided emphasis on the balance of 
payments as the cause of the mark's downward career both at home 
and in other countries must be abandoned, the facts to which he re
fers may be given their proper significance. Although in wend ex
ports and imports responded to the export bonus relation of prices 
and exchange, they failed to do so sufficiently, as the German trade 
balan~ in absolute magnitude remained passive throughout the 
War and post-War periods. Her demand for foreign products, 
while not an absolute magnitude, and not independent of the price 
structure within, was nevertheless sufficiently intense to allow the 
foreign exchanges to soar very high and to cause her to export mark 
currency, securities, and visibles at disastrously disadvantageous 
terms." 

I HYlIMnjlalitm, ch. viii. 
,~';,. 

I Ibid., ch. m. . . • Ibid., pp. 219-220. 

• And also by Liefmann; d. pp •• (ix~.6., below. 
• Notwithstanding his admission of interaction between balance of payments and 

prices, Graham traces the whole matter pretty much to the monetary factor. His pre
occupation with ""lin, eIan,ciliu of OIpOrb ODd imports ...... to lead him to under
estimate the force of <,"""td ."' .... iJy of reriproca1 demand and theleai terma of inter
national trade, a non~mODetary factor~ 
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While Helfferich does not present as complete a treatment of the 
inflation phenomena as does Bonn, his influence in propagating the 
balance of payments theory seems to have been greater, possibly be
cause of his position first as ~ecretary of the Treasury, and later as 
Home Secretary and representative of the Chance)lor in the man
agement of the Reichsbank. Helfferich appears to be a bilateral 
theorist in his explanation of nonnal exchanges; he condemns as one
sided the "old mercantile conception" which explains the world dis
tribution of precious metals on the basis of balance of payments, and 
calls for the admission of Hume's view also, that price levels react 
upon balances of trade.1 But, he believes, "No similar reaction has 
so far taken place to the infinitely more serious disturbances in cir
culation which the War has brought about.'" The impairment of 
the belligerents' productive capacity, the boycott on their goods, the 
withdrawal of most-favored-nation privileges, and the burden of 
debts and reparations, aU taken together permit of no natural eco
nomic reaction. 

According to the English classical economists, says Helfferich, the 
collapse of a certain nation's finances leads to an increasing note 
issue, a rise in the level of prices and wages, an unfavorable balance 
of payments, and a consequent rise of the rates of foreign exchange. 
In numerous historical cases the course of events has been just this, 
but neither of the two historical cases to which Helfferich gave par
ticular attention reveals it. His earlier study of dislocated exchanges 
pertained to Russia, which had been under a regime of inconvertible 
paper notes from 1876 down to the year of Helfferich's publication.& 
An examination of the statistics of Russian wheat exportation from 
1876 to 1893 and the Berlin price of the rouble led him to conclude 
that the volume of export was almost independent of exchange move
ments and depended upon the results of the harvest. On the other 
hand, fluctuations of exchange were mainly determined by the 
quantity of export. 

During the War, .. the first impetus to the enormous displacements 
in the sphere of monetary systems, of the circulation of currency, and 
of the purchasing power of money came from the side of commodi
ties.n

• Unproductive consumption and the withdrawal of millions 

• JI.." pp. 473-48.. I I"."., P. 48 •• 
• Karl Hell!erich, .. Auwnbondo! und Valutucbwank'l"8"l'," S .... J/ri. .', pp. 

lSNaS. 
·r .... p.m. 
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of unproductive workers accounted for rising prices and the falling 
exchange. Although the inconvertibility of the notes may be ac
credited with some share in the depreciation, _ 

it is open to question whether, for the actual period of the War up to 1918, there 
was in reality in Germany any "inJlation" in the sense of an excess cover of the 
monetary demand by the issue of new circulating media, especially as the rise of 
the level of prices was at that time smaller in Germany than it was in any of the 
other belligerent or in neutral countries" 

In the first place comes the increased need for money from German
occupied territory: Belgium, Poland, and parts of Russia. Despite 
the establishment of special banks of issue in these countries, the 
circulation of mark notes amounted to 6 billions in Belgium alone, 
for example, just after the armistice." Neutral countries absorbed 
large issues, the army required substantial quantities of newly
issued notes, and the decline of credit transactions at home resulted 
in enlarged demands for cash. Helffericb does indeed seem to admit 
that the increase in note issue had a tendency to aggravate the up
ward trend of prices, but only in that putting the printing press at 
the disposal of military authorities enabled them to fix the prices of 
war supplies on a "cost plus" basis. 

Superficial observation of events after the War might lead to the 
view that the decisive factor on prices and exchanges was the issue 
of paper currency. In reality, he believes, additional notes were 
issued only to relieve the shortage of money, whicb was developed 
by the race between prices and wages, a phenomenon ascribable to 
the decline of workers' morale and their stronger strategic position, 
combiped with necessity on the side of business enterprises for mak
ing profit.' "At the same time, the fact that it was possible for paper 
money to be issued in unlimited, quantities provided the necessary 
condition for unlimited increases in prices and wages.'" The further 
depreciation went on, however, the more did the rates of exchange 
come to dominate the domestic price level. Helffericb advances as 
reasons for this view the twenty-three-fold increase in note circula
tion in the twenty months follQWing the acceptance of the London 
1Iltimatum, attended by a rise of domestic prices by 226 times, of 
the prices of imports by 353 timel\, and of the dollar rate by J46 
times; the chronological precedence of exchange rate fluctuations; 

• Ibid., p. 595. • Ibid., pp. 231, 594-595. 
• Ibid., pp. 597'"598. • Lt1<. <iI. -
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and the tenfold increase of notes from January to April IS, 1923, 
attended by falling rates of exchange and prices, etc.1 In conclusion 
he expresses the conviction that the causes of the price and exchange 
upheaval liechiefiy on the monetary side, "not, however, in the 
quantitative.variations in the circulation, which is so frequently re
garded as the only conceivable cause ~f alterations in the exchange 
relations between money and goods, but in the rise of .the rates of 
exchange." I This does not deny that a monetary organization 
which had offered resistance to unlimited expansion would have 
brought about reactions from the continuous advance of wages and 
prices; but these reactions would however have precipitated an eco
nomic catastrophe, the breakdown of all production. 

On the whole Helf£erich presents a fairly well considered argu
ment from the balance of payments angle. What must strike the 
reader's attention as singular, however, is his denial of the fact of 
inflation throughout the War. To argue that this is evidenced by a 
smaller price rise in Germany than in any of the belligerents or in 
neutral countries I is of course completely inconclusive, since prices 
in Germany rose to 217 in the period 191J-18. Helf£erich cannot at 
one and the same time argue that prices and foreign exchanges ad
vanced because of the "enormous unproductive consumption and 
the throttling of production," C and that sundry forces increased the 
need for money. To the degree that he succeeds in apologizing for 
the note increase of the Reicllsbank,' he fails to account for the price 
rise; and to the degree that he 8;SI:ribes the price advance to a scar
city of commodities he must pm' SB fail to justify any increase in the 
circulating medium. Which failure is the more significant is indi
cated by reference to tables showing the expansion of the Reich
bank's note circulation and deposits from 1913 to 1924-

A rapprochemBrrl between balance of payments and inflation 
theorists may be indicated by Helf£erich's admission of the increase 
of note issue in the post-War years as a .. necessary condition" of the 

• 16id., pp. $98-602. 
I 16i4.. P. 6Qs. 
I Ac:conIina to the SIaAsIisc .. RIk~. indoz of wholesale prices for GermODy, 

prices stood in 19.8 at 117 on a bueOD '9'3; the English &ou.irI'.indozat "5; the 
ofIic:i&l indices of France, Netherlands, Swed .... and Japan at 339. 393, 339. and 146; 
and ~'. indoz for the United States at ICQ. Cf. HeIlfericb, .,. ciI.. P. 5700 

• 16i4.. p. 59". 
I "Th. war administration. for instance, with V"""Chantdior Hdlferich bolding 

the Treuu.,. portfolio, bad looked with a much too lri....uy e,e on inllatioDal)' 
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whole process of mounting prices at home and depreciating ex
changes abroad. This sort of phraseology tends to prevent too much 
weight being laid upon the chronologically precedent event as neces
sarily tke "cause" and to open the way for the admission of more 
than one set of "causes" as operative in the situation. Robertson 
makes a similar suggestion, pertaining merely to the internal situa
tion in England, but generally applicable, when he says: "To some 
extent, therefore, additional loans, like Treasury notes, can better 
be described as having been an essential condition than as having 
been a cause of the raised price level." 1 

I 0,. w., p. 116. 



CHAPTER XV 

SYNTIIESIZING VIEWS OF CAUSATION UNDER INFLATION 

WRITERS describing the process of internal and external depreciation 
as a matter of complicated interaction have already been encoun
tered in numbers. Many have selected, without much thought of 
system, isolated features of both the major types of explanation; but 
in no case has there resulted a real synthesis. This may be accom
plished in two ways: first by dispensing with inflation and real trade 
items altogether as genuine causes and relating the whole matter on 
both sides directly to the "non-mechanical" influence of confidence; 
or in the second place by a strictly bilateral theory. Sometimes both 
modes are combined. 

Dr. Melchior Palyi, economist for the Dresdener Bank, has given 
clear articulation to the belief that the course of foreign exchanges 
under the recent inflation experiences is not explicable upon any 
purely mechanical basis: that confidence plays an important, if not 
decisive, r6le. The quantity theory explanation in terms of purchas
ing parity at the hands of Cassel betrays several serious errors. 
Hawtrey correctly maintains, for one thing, that not merely com
modities but services as well must be included in any concept of 
an equilibrium rate; 1 and Taussig rightly objects to the inclusion of 
purely domestic commodities.' The latter consideration stamps as 
pure dilettantism all calculations of exchange parity based on gen
eral price indices. It is not to be denied that there prevails" a tend
ency toward the determination of exchange rates through price 
level differences"; and relative quanta of money are especially im
portant factors.' But as Malthus and Mill demonstrated, there are 
other forces not connected with price levels, arising from capital 
transfers, state interference, and HUflgerSflO', which affect the bal
ance of payments. When, therefore, Cassel restricts the validity of 
his theory to situations in which the rise or fall in prices has affected 
all commodities in like degree, he .. takes from the theory any prac
tical applicability."« The painstaking researches of Subercaseaux 

• Melchior Pa\yi, n UD&eI.aote FnceD dOl Geldtheorie» (MUDicb, 192s), P. 504-
• /biL, pp. sos-5<16. • 
• IbM., P. 507. • Ibid., P. SOS. IlOte. 
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and N ogaro on less recent disturbances of exchanges, and of Walr6 de 
Bordes on the Austrian episode during and after the War, demon
strate that the effect of the rate of exchange upon price levels was 
more pronounced than the reverse causation: A theory proceeding 
upon such lines of causation represents a "basic correction of the 
quantity theory analysis rather than a 'slight' emendation." 1 Even 
such quantity theorists as Fisher, Keynes, and Hahn have to con
cede that factors are involved in the determination of the price level 
which depend on psychological phenomena not covered by the equa
tion of exchange. Palyi reports as the conclusion of the W iJhrungsen
que~ instituted in 1924 by the Verein far Sozialpolitik that changes 
in quantity and rapidity of circulation of money are insufficient, of 
themselves, to explain the consequences of inflation upon the price 
structure and the exchanges. "One has, on the other hand, to 
recognize the importance of confidence, that is, the prospects of the 
redemption of low-value moneys (practically, in gold).'" He be
lieves "that such apparently 'ideological' causes can be of the very 
greatest importance." I Somewhat inconsistently with the fore
going viewpoint, however, he said at the same meeting of the Verem « 
that the difficulty which the inflation phenomena presented to the 
quantity theory would probably be overcome if one based the quan
tity theory, not upon the present quantity of money, but rather upon 
"the quantity of money to be expected as probable within the dis
cernible future."· 

Contrary to Palyi's opinion, adequate allowance for the psy
chological factors bearing upon price levels and exchanges under 
rapidly depreciating paper standards can be made without resort to 
a supposed appraisal of the prospects of gold redemption. Until the 
end of 1918, when the mark had lost only about half of its value, re
demption chances may indeed have entered into the calculus of the 
domestic and foreign receivers of marks or mark claims, though most 
of the phenomena can be accounted for fairly well in quantitative 
terms: volume of notes and deposits, rapidities of circulation, and 

• Ibid., p. 5"1). 
I Idem, Referat, V",,.,, 170, p. 254 • 
• Ibid., p. 255. 
t The V milO /ik S .. ial~ devoted ifS< convention at Stuttgart in '924 entiJely 

to tile subject of monetaJy theory and policy. The proceedings appear aa voL 170 in ito 
publicationa: V,,/o4ndhm,.,. _ die IilellnlUc1te __ iIu>Mmi",,","lmUc1te Seill du 
W/lJrrrut,.~. 

• Ibid., p. 321. 
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quantities of exports and imports. By the time the note circulation 
of the Reichsbank had increased thirty times its extent in the open
ing months of the War and the mark was quoted at two cents (Sep
tember, 1920), the hopelessness of redemption in gold must have 
been apparent to everyone. Subsequent note issues-in fantastic and 
meaningless trillions and even quintillions and the quotation of the 
mark in trillionth parts of a cent deprive the gold redemption theory 
of its last vestige of meaning. 

Primary emphasis upon the psychological moments can be found 
with several other writers. The well-known Austrian economist 
Pbilippovich says in the Grundriss 1 that popular appraisal of the 
future course of inflation figures equally with the balance of pay
ments in the constitution of exchange rates. Another Viennese, 
Friedrich Gaertner, appeals to speculation to account for the pre
cedence of rising prices over note issue, and lays at its door joint 
accountability for external depreciation, along with the panicky 
tlight of capital and the denuding of the country of goods.· The sen
sitiveness of dislocated exchanges in war to the news of military suc
cesses and reverses is shown by Ernst Makai." Similarly Alexander 
Mahr voices the idea that under a badly depreciated fiat regime 
speculation dominates the scene completely.~ He objects to the 
parity theory because it does not allow for disturbances to par arising 
from capital Bows, and because it includes purely domestic prices in 
its index. Professor Julius Wolf of Berlin attributes the mark decline 
after the revolution to infiation and the unfavorable payments bal
ance; but during the War and the months of revolution he regards 
Slimm""gs- flM U,Ieilsfnomen,. as paramount.' Wolf -exactly re
verses the commoner and more probable theory: quantitative forces 
of various sorts played a predominant part during the relatively 
moderate inflation until the close of the War; only subsequently did 
psychological factors gain ascendancy. In a contemporary brochure, 
Professor Lota of Munich lays the trouble to the disappearing trust 
in ultimate redemption of the paper issues and to the unfavorable 
balance of payments. Were it not for such obstacles as reparation 

• Eu..., PhUlppovkh. c...MrUs_ 101 __ o....io,.Sth ed. ('IUbias<a •• glJ), 
P·I9', 

• V_Golde ... _ ('ow .. ' Iwl. and ocI. (MUDich •• g2l). pp. 490 so. 68. 
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payments, the artificial restriction of export, and maximum price 
laws, the export bonus would be self corrective. Lotz imputes the 
scarcity of money during the winter of 1918-19 to the rise of prices, 
the loss of cash economizing methods, and the hoarding of notes.' 

Amongst the strictly bilateral theorists, as defined in the introduc
tion to this Part, is Professor Ernst Wagemann. As between internal 
prices and exchanges Wagemann believes sometimes one, sometimes 
the other may initiate change, according to paIticular circum
stances." So far as the effect of exchange rates upon prices is con
cerned, almost complete correlation is observed at present (1923) for 
imported goods because the selling countries require payment in 
their own standards. Export prices depend more loosely upon ex
change rates. They are based upon competitive conditions in world 
markets, but a country with a rapidly falling exchange can underbid 
its rivals and force down world prices if its share in these markets is 
substantial. Finally, purely domestic commodities are connected 
with the rate rather remotely, and wages bear practically no relation 
to it." As for the general domestic price level, the tendency is to move 
until "with a given exchange rate ... no more can be bought at 
home than abroad." • 

The necessary counterpart to this proposition would seem to be 
that the rale of exchange tends to adjust itself until" for the value 
unit as much goods can be bought at home as abroad." 5 But the re
action of prices on exchange operates within nal10w limits because 
the greater part of commodities on the domestic markets do not 
move at all or enter only negligibly into international trade. Fur
thermore peculiarities arising from psychological reactions may 
thwart the equilibrating forces relied upon by parity theorists. 
Mounting rates on foreign countries do not necessarily further ex
portation if they raise the cost of living and engender paralyzing 
wage disputes; and if still further exchange advances are in prospect, 
consumption and importation instead of being retarded may be 
stimulated.· 

Wagemann's brief treatment of inflation phenomena puts its 
finger upon several sensitive spots in the parity argument, especially 
one dwelt upon by Robertson and Graham. Any fixed charge upon 

I Walter Lola, Das Patiu,./d (Berlin, 1920), pp. 1~8. 
• Allf""';'" C./dk"'. (Berlin, 1923), p. 335. 
• Ibid., pp. 33'-333. • Ibid., p. 336. 
• L«. <iI. • Ibid., p. 3JS. 
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the payments balance, such as reparations upon the German, bears 
down upon the country's rate until and unless a corresponding ex
port surplus develops - a fact reiterated by almost every theoreti
cal and popular writer. If, however, the fixed charge be stated in 
terms of a stabile currency' while the paying country still suffers 
under dislocated exchange, a second adverse moment appears. In 
connection with Bonn we have already noted the possibility that as 
reparations are paid, to employ Robertson's words, "the more the 
rate of exchange turns against Utopia (Germany), the larger the 
number of utopes that must be exported in order to obtain the means 
of discharging a given debt in dollars." 1 This situation, portrayed 
by Wagemann and Robertson while in1lation was still under way in 
Germany, has recently been termed "self-inflammatory" by Gra
ham.· Undoubtedly the phenomenon goes far toward explaining the 
greater depreciation of the mark abroad than within Germany. 

Professor Liefmann complains that Cassel's proposition neglects 
the effect of capital transfers, artificial interference with foreign 
trade and the exchanges, and the influence of judgments as to tbe 
military, political, and economic condition of the country. There 
is, therefore, no necessity that the rate of exchange should stand at 
the reciprocal of domestic price levels expressed in index numbers, 
which are at best unreliable measures of domestic purchasing power.· 
Liermann gives the causes of the low rate of German exchange in the 
following order: 

(.) The sc:an:ity of raw materiala in Gennany. 
(2) The presence of a considerable body of postponed obligations on Ger-

many held by foreigners. 
(3) Limitations on ;"'~I$. . 
(4) Inftation. 
(5) Impossibility of securing credit advan<es from abroad. 
(6) Speculation, especially unfavorable to Gennany because of: 

(a) Underestimates of Gennany's economic and financial resistance. 
(b) French and Gennan propaganda in neutral countries. 
(e) Lack of confidence in Gennany inspired by the additions to the 

number of her enemies. 
(d) Machinations of the enemy in bois ... operations on the mark. ----

I D. H. Robertoon, Jr.." 1St ed. (New Yorlr., 1912). p. 146. 
• F. D. G.u.m, Esc ....... Pricer, .., Prodtldiott ia By~jDIioa: eo-. 
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(7) Payments demanded in advance by foreign exporters and made by 
Germany. 

(8) Dumping of German exchange in neutral markets by Austria 88 a 
result of the latter's importations of luxuries. 

(9) Non-economic causes: the adverse influence of the political and mili
tary situation on the tenor of foreign buyers of German exchange. 

All the adverse moments listed by Liefmann represent real factors 
of varying importance; but the mention of limitations on impOf'ts 
may require some justification. There can be no doubt that, in a 
direct and mechanical way, if interference with foreign trade worked 
against the mark, it was not import but export prohibitions, as Cas
sel insists.1 Conceivably, however, import rationing might have had 
secondary repercussions which very largely undid the initial im
provement it effectuated in mark exchange. The dependence of 
German exports upon her importation of raw materials has been em
phasized as an unfavorable element in her exchange situation by 

. Bonn' and by Williams;· and Walre de Bordes has found the same 
to be true of Austria" The strict parity theorist bolds that, in con
sequence of the low mark rate and the export bonus, Germany would 
develop the sale of articles not involving foreign raw materials. The 
answer is not convincing. Germany's holdings of foreign securities 
had shrunk to negligible proportions by the time of Liefmann's writ
ing (z9z8). The shifting of labor and capital into such lines of pro
duction as employed relatively small proportions of raw materials 
would, indeed, have enabled Germany to sacrifice her productive 
services at sufficiently less favorable terms to induce the necessary 
export balance. But the process must have been slow at best, and 
meanwhile the quantity of importation effectively conditioned ex
ports.' To a degree the difficulty was got around by the develop
ment of a system whereby foreign countries lent raw materials to 
German producers during the time of fabrication.' The practice was 
probably not sufficiently widespread, however, to deprive the Lief
mann argument of its force. 

Looking back at the monetary debacle of the previous year, Pro-
fessor Hirsch of Berlin, a member then of the Reichswireschafts-

• Gustav Cassel, JI...." tm4 Pomp Ezc"""t. afkr 1914 (New York, '923), p. 165. 
I Cf. pp. 24Q-2S2, above. 
I J. H. Williams, .. German Foreign Trod. and the Reparation Payments," Q.l. E. 

36, pp. 488 II. 
• J. van Wain! de Bordes, T". ..fflll ...... C.I1IIIfJ (London, 1924), p. ,83, 
I Ver<dhmc .... lrelJr; d. WiI1iama, Q.l. E. 36, pp. 49 ..... 498. 
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ministerium, discovers the following causes: unfavorable trade and 
payments balances, the decline of the GeI'1Illin economy, inflation, 
the mistaken credit policy of the Reichsbank, and the flight from the 
mark in the form of purchasing foreign bills and foreign currency.1 
The author believes the last factor chiefly responsible for the events 
of 1923. Foreign obligations and moneys were used not only as 
means of accumulation but even as domestic exchange media. 

Professor Prion of Berlin also adheres to the bilateral theory. A 
noteworthy point in his analysis is the causation ascribed to prices 
in acting directly upon the exchange rate, quite aside from control
ling the makeup and volume of commodity movements.- The idea is 
sufficiently striking to warrant reproducing a fuller statement by 
Pigou. 

It is sometimes asserted that the actual rate of exchange CIJ"""/ be altered by 
direct process, but only through an expansion of imports and contraction of ex
ports •••. It does not seem to me that this is necessary. Suppose that, owing 
to an expansion of paper money, the English price level ... doubles. Then im
portera and exporters will both know that, if American stuff is to exchange on 
the same real terms as before against English stuff .•• a dollar must buy twice 
as much sterling as before. In these c:in:umstances both sides may be ready at 
once to accept these new terms without any mediating movement of trade.' 

I Juliu. Hinch, Die d."",,," WiJluun,s!,a,. Gena, '924), pp. """7. 
, Willi Prion, lnflalioft nd Geld"'-'"n, (Berlin, '9(9), p. 53. 
, A. C. Pigou, &says in A.pplied Ec .......... (London, '923), p. 170. (Italica bia.) 



CHAPTER XVI 

CONCLUSIONS AS TO CAUSE AND EFFECT UNDER INFLATION 

I. THE ClIARACTER OF THE EQUlLIB.RIU:M RATE OF 

EXCHANGE 

A. The Merits and Defects of the Parity Doctrine in General 

THE absolute or positive form of this theory states that "the rate of 
exchange between two countries will be determined by the quotient 
between the price levels of the two countries," the formulation 
originally proposed by Cassel, and subscribed to by Mises, Dalberg, 
and Moeller.1 Purchasing-power parity so calculated does not in all 
probability give the true equilibrium rate of foreign exchange. Since 
the absolute doctrine speaks only of the absoluk! "general" purchas
ing power of the monetary unit within the country's borders, pur
chasing parity would be distorted from true equilibrium by (I) a dif
ference in the prices of exported and imported commodities, and 
the general price index; (2) a difference in the prices of traded-in 
services, and traded-in commodities, since Cassel includes only the 
latter; (3) inequality in freight rates upon exports as against imports 
for either country; (4) differences in sums expended upon freight ac
cording as a country exports chiefly services, or commodities; (5) un
equal tariff barriers. There might be added (6) any non-economic 
factor restricting the free movement of goods between the two na
tions'if purchasing-power parity calculated upon the absolute basis 
be used as a norm for predicting the future course of exchange. If it is 
not so employed, but is used merely to describe what would be a per
fect equilibrium at a given time were free play given to economic 
motives, this qualification need not be added, since then the force 
mentioned merely causes deviations from equilibrium without affect-

• Cf. also T. E. Gregory, Porei", Ezdo",., befor., duriJl" GIld of,., lire W.,,3M 
ed., revised (London, 19'5), pp. 83-4 So far as I am discover no wriler in Germany 
appreciates the distinction between the positive and comparative forms of the doclrine. 
In the aforementioned writers, the"lalement of the theorem ill _tienOy clear to 
identify it as belonging to the first type. Other adherents to purchasing-power parity 
simply defend the proposition that price levels determine the rate of .. chaDge, or refer 
to uRicardo'aprinclple" or to theUC.sseUaD doctrine," in 8uchgenem1 tenDI that it is 
impoasible to discover which construction they place upon iL 

, , ,.' 
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ing it. The same may be said for the various psychological influences 
interfering with the automatic adjustment of the actual rate to a cal
culated par, and again for the usual gamut of obstacles to free com
petition.1 

The comparative form of purchasing-power parity makes. the 
equilibrium rate to be "equal to the old rate multiplied by the quo
lienl of lhe degree of inflalion." The five factors previously noted as 
qualifications will not, by their mere existence, be necessary qualifi
cations of the comparative doctrine, if they enter into the determina
tion of the equilibrium rate of exchange equally in the base period 
and in the period for which the comparative parity is calculated. On 
the other hand, any change in any of these factors will vitiate the cal
culated parity as a true equilibrium rate of exchange. Consider first 
a change in the relation of the price index of internationally traded-in 
commodities to the general internal level of prices. Two important 
factors contribute toward making such a change probable: altera
tions in what Professor Taussig aptly calls the "substantive course of . 
international trade" arising from changed conditions of productioJ;. 
or of reciprocal demand, and capital movements. Since inflation is 
commonly the product of war, with its attendant revolutionizing of 
the character of commodities wanted from abroad, with its recasting 
of the outlook for the productive investment of capital, and with its 
large volume of purely political borrowing and lending, both of these 
factors· bid fair to assume considerable importance. Cassel himself 
admits the necessity of assuming the constancy of relation between 
prices within each country, but believes that this is legitimate be
cause of the "quite paramount importance" of the changes in the 
general price level.- Most of the dogmatic defenders of the parity 
doctrine pass over the possibility of an alteration in the basic terms 

1 Mention of such quaU&cationl in greater or lesser number is mad. by authon too 
numerous to rovlew. Attention may be called to A. C. PigoU'I statement of the third 
item in his &""".;" A",iod &o_i", (London, 1923), p. 167, and to Palyi (d. P. 
157,above); to W.lt.eilhaut "The Valuation Theory of Exchange.n &. J.,. 351 p. laS. 
and to R. G. Hawtrey, e.......,. """ eMil, 3m ed. (London, 1930), p. 86, on the second 
item. Various others of these quali&cations are to be found with Cusel (d. p. 107. 
above), Dalberil (d. p. 131, above). KeaW>y (d. p. '3', above), Lidmann (d. p. 261. 
above), Moeller (d. p. '31, above), and MUDer (d. p. IJ4. above). See also D. H. 
Robertson, • ....,. and ed. (New York, 1929), pp. 78, IJ2-133, 164; Pigou, .,. riI., pp. 
164-168; Hawtrey, .,. riI.,pp. 61\-7'; J. M. Keynes, A Trad ... JI-.ry Ref- (New 
York, 1914), pp. 98, IOJ, .06-108; A. W. Flu, n. Ferri", Bsdorops (London. 1924), 
pp. 7', 86, 98. 9'; Alfred Mushall, O~P",... (London, 1926), p. '7'; 1. van WaInI 
de Bordes, n. A ....... e_ (London, 1924), pp. .6g-.gg. 

• JI.., .. F"';" .. v ...... 0/'- 1"4 (New York. 191,1). P. 142. 
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of trade from changed demand and supply conditions for traded-in 
commodities.1 The consensus both ~ Germany and abroad, how
ever, lays considerable weight upon this factor, sometimes leading to 
the rejection of the parity doctrine altogether.- In the second place, 
movements of capital may distort the comparative purchasing-power 
parity away from true equilibrium. Some caution must be exercised 
in this connection. It is conceivable that a foreign loan might not 
ultimately affect the relation of the price index for trade-in commodi
ties to the general price level. Suppose that with the proceeds of the 
loan the borrowing country buys only consumable goods, and that 
by the time the loan has been fully transmitted or shortly thereafter 
these goods have been completely consumed. Suppose further that 
the demand for these consumers' goods is a new and additional de
mand, over what has been demanded from abroad before the borrow
ing took place, so that the importation of the foodstuffs does not 
release labor and capital from other lines of production. Finally let 
it be imagined that at the beginning of the loan transmission, labor 
and capital in the lending country tum almost instantly to those 
exporting 'industries which feel the stimulus of demand from the bor
rower, and at the termination of the process that labor and capital 
return almost instantly to the old lines of production. Under such 
suppositions the total volume of goods will not be greater in the bor
rowing country than before, since the proceeds of the loan have been 
consumed; in the lending country goods are not less plentiful than 
before the loan, since production goes on in the former channels and 
presumably at the old rate." In such a case the final situation would 

• E. g. Mis .. (d. pp .• 15 .... 11, above), Euck ... (d. p. "9, above), Pohle (d. p. 219, 
above), ~d several minor writers. Flu, op. cil., pp. 8~, seems to depreciate the sig .. 
nificance of the factor in question . 

• Those who considex it a moIO or lesalUbslanlilJl palijiCQl;"" axe (.) all German 
"inflation" writers stressing the unfavorablenesa of the balance of trade, i. e. everyooe 
not a tlogmQli< parity theorist; such Eng1ish theorists &I Robertson, 10&. cU., Keyn .. , .,. 
cU., pp. 106-109, and Hawtrey, op. cU., pp. 76-17, 87. Those writelS who axeled to dU
<red;' the parity theory, largely because of its neglect of the changes in basic merchan
dizing transactions, are, for example: (I) such German "balance of payments II theorists 
aa Bonn (d. pp •• 48-25', above), Beckexath (d. p. '41, above), and HellIerich 
(d. pp. '53-255, above); (.) F. W. Taussig, "Intexn&tional Trade under Depreciated 
Paper,"Q, J.E.31, pp. 387-398; J. W.AngeU, Tile Tlleo"of r_WMlPrku (Cam
bridge, Massachusetts, 19.6), p. 189; J. H. Williams, "Fomg,. ExchaDge, Prices, aod 
the Coume of International Trade," .A."""h of ,Ire .A.meric ... .A.~ 89, p .• en; itlom, 
"Foreign Ezchange under Depreciated Paper," JIIUT. A1#. BaMet'" All. 14, pp. 493-
494· -- . 

• This would seem to be true if, aa supposed, the nporto c:oosiIIted of consumable 
goodo. 
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show no change of general price levels nor of the relative positions of 
imported, exported, and purely domestic commodities; purchasing
power· parity would not have changed, nor would the true equi
librium rate. 

The more Ukely consequence of an intemationalloan, on the other 
hand, is an ultimate or at least long-persisting change in the quanti
ties of goods in both oountries. Pare of the proceeds of the loan will 
usua.lly go to increasing the productive efficiency' of the receiving 
country; and to an equal degree the efficiency of the lender will not 
be as great as if the capital had been applied to home industries. 
This fact in itself stands against the argument of the inflation theory 
that causation proceeds only from price levels to foreign trade 
movements, for here the direction of causation is precisely reversed. 
Furthermore, the additional capital, if we assume part of the loan to 
be used productively, need not, except by accident, redound equa.lly 
to the benefit of the receiving country's domestic and exporting in
dustries. That will suffice to alter the relative prices of the two 
groups of products and distort purchasing-power parity away from 
true equilibrium, since even in the comparative form of Cassel's 
parity the rate is calculated upon general price indices.1 

Any other of the factors enumerated above, which by their mere 
exislettce qualify the positive parity doctrine, will, by changing ill 
importance between the base year and subsequent points of time, 
dislocate the comparative purchasing-power parity from true equi
librium. Fina.lly, even if none of the factors mentioned changed from 

I The best description 01 the proc:esa 01 transferring capital under dislocated .
changes is to be lound in F. W. Taussig'.I~ TrGtk (New York, 1927), ch. 
DVi. The remarks in the lotqoins peragraph pertain to the tJ/Moolo effect of capital 
transfers, and show how they may cause puIclJasing-po ..... pority to deviatdrom equi
librium even ./Wf the loan baa been fully transferred, not merely in exchange bills, but 
in r<aI goods. If I correctly interpret Prof .... r Taussig's analysis, it pertains to the de
finitive cbanges in the rate of exchange and in the •• substantive cou,,", 01 interoationU 
trade" d ..... ,the transfer of the r<alloan. (This follows from theassumption that th .... 
is • 1aJaer volume of imports into America than previously, which, outside seconduy 
effects upon productive eOicieney in the two countries concerned, would be true only 
durinc the loan tranuOI,I. e. the ertraordinary mo ..... ent of goods which constitute the 
r<alloan.) I hot YO laid chief _ph .. i. on the ultimate outcome in the economic struc
tures of tho two countries, since deviations of the exchange rate from pwchasing-po ..... 
parity during even the...., loan transfer might be passed over by the parity theorist .. 
beins only" temporuy deviatiODL" But after all, Professor Taussig'sd~tration of 
these deviation. durinc capital movements renders pulChasing-po ..... parity useless os 
• _ since the""';";., ezistenaoof such transfendurinc ..... ""d in8ation acaraoly 
aIIOWl their beins repnled os living rise to mOIely utemporuy deviations" from 
equilibrium. 
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their situation in the base year, purchasing-power parity would be a 
true equilibrium of international exchange only if it were such in the 
base year, an assumption which is certainly questionable.1 

Despite these material Iinlltations upon purchasing-power parity, 
the doctrine serves useful purposes. (1) It has called attention to the 
influence cif inflation and the rise of internal prices upon the ex
changes. Although its significance is Iinllted to a description only 
of the monetary factors at work, it has "played a great part in recent 
years as a corrective of the very prevalent tendency to attribute all 
movements of the foreign exchanges to disturbances in the balance 
of payments.'" (2) Calculations of purchasing-power parity give a 
rough indication, at least, of where exchanges will stand at various 
times, when it is clear that capital movements, changing demand, 
and psychological influences and complications in the way of the in
ternational movement of goods are not significant. 

B. The Balance of Payments Theory 

r Since this theory stresses the very factors which the parity theory 
passes over lightly under ceteris paribus, we have already by inlpli
cation called attention to its merits, in treating the shortcomings of 
purchasing-power parity. On the other hand, the balance of pay
ments theory is not without its own peculiar defects. (1) That form 
of the theory which treats the foreign exchanges and price levels as 
independent phenomena - the second group to which we directed 
our attention - may safely be said to be in error. The influence of 
internal prices upon exchanges may be exaggerated, but it is real; 
the influence of exchanges upon prices is patently demonstrated by 
the post-War period.' (2) That version of the theory which states 
that exchanges "cause" the behavior of internal prices sometimes 
abuses the concept of causation. There are certain instances in 
which a rise of prices follows necessarily and mmtably from the phe
nomena of foreign trade and the position of the rate of exchange; to 

I Cf. J. w. Angell, "Monetary Theory and Monetary PQJicy: Some Recent Discu&
sians," Q. J. E. 39, p. 273. 

I Hawtrey, ",. til., p. 87. I 

• Even such theorists as Angell, who· would deny that sch&nga "cause" prica and 
that prices "cause" the uchanges to be what they are, preferring instead to relate both 
movements to IIOme such basic disturbance as budgetary disequilibrium or lack of con· 
fidence, would not upbold lbe _ vi ... that _gal and prica are independenL 
"Their dlects are reciprocal" (I_iDMl Prius, 1'.448); 
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these cases we come presently. When, however, it is argued that 
advances in the foreign rates cause a shortage of money, or financial 
embarrassment to certain commercial classes, that these in tum 
.. cause" inflation and a rise 'of prices, it is evident that the word is 
not employed in its ordinary meaning._ However great the pressure 
may be upon the central bank, however much further credit exten
sions and note issues may seem imperative, further inflation is an act 
of its own authority for which it is answerable. Advancing exchange 
rates are only the occasion for inflation. (3) The balance of payments 
theory in any form begins with a truism: the supply of and demand 
for bills of exchange determines the rate of exchange. Relying upon 
the invulnerability of this proposition, representatives of this school 
too often lapse into a mere cataloguing of forces increasing or de
creasing the supply of or demand for bills. Commonly little or no 
attention is accorded the influence of internal price structures; more 
commonly still the whole question as to any less superficial equilib-' 
rium than the mere day-to-day market equation is neglected; nearly 
always there is wholly lacking any attempt to describe the basic 
equilibrium rate of exchange.' 

C. Ths Equilibrium RaJe oj Exchange under Inflation 

The attempt of parity theorists to define a normal rate of exchange 
under inflation, as well as the suggestions by its critics as to other 
factors beside internal price levels bearing upon that rate, combine 
to create the impression that a sufficiently exhaustive theory should 
describe the true equilibrium rate in such wise as to embrace all the 
factors involved and effectuatl: a synthesis between the apparently 
opposed lines of causation. I believe that it is possible to descriH 
such an equilibrium rate in theoretical terms, although I am forced 
to doubt the flSejulness of the concept even under moderate degrees 
of inflation and aside from certain troublesome complications which 
arise in the German situation. 

Pigou explains very clearly how equilibrium in foreign trade pro
ceeds by degrees. I (x) The superficial equilibrium is a day-to-day 

I This cha"" Is levied op!nat the paymeDts thooty by HawtJey (.,. ciI.. p. 67). I 
diICO_ DO writer in Germany am_t tho balance of ~ymeota thoorista who ad .... 
takes a deotription of the Jut two concepta under dislocated acIumges save Xad 
HeUrericb,lI_ (New York, ".7), pp. S48-SSl· 

• &so,.r. pp. ,61-,6 •• 
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balancing of payments. So far as this equilibrium is concerned m 
and of itself, we cannot say that causation runs from commodity 
prices to excbanges or vice versa: causation runs simply from supply 
and demand for bills of exchange to the necessary equilibrating rate, 
and that is the end of the matter.' (2) The next degree of equi
librium - it. more basic and significant one - is the tendency of any 
one-sided movement in commodities and services to eIiminate itself. 
Sucb equilibrium attracts the most attention in theory and leads to 
the familiar conclusion that imports have to be paid for by exports in 
the long run. This principle really effectuates a compromise of the 
opposing views of causation - and to this we return presently. But, 
as Pigou demonstrates, the equilibrium of values for internationally 
traded-in commodities and services does not mean that all forces 
operative on the ratio of international exchange are at rest. mtimate 
equilibrium would only be reacbed when (3) labor and capital bring 
the same returns within one country, whether applied to purely 
domestic articles or to exports; and (4) when labor and capital bring 
the same -returns in one country as in all others. Only when all 'four 
stages of equilibrium are fully worked out can one employ the term 
"equilibrium rate of excbange" sans phrase. 

In contrast with the third sort of equilibrium, wbicb is seldom 
realized, and the fourth sort, whicb probably never is, the second is 
sufficiently important in and of itself to afford a practical concept 
of equilibrium, especially under inflation when the deeper sorts are 
more than usually held in abeyance. The nature of this second con
cept is described in Pigou's language, as follows: 

There is no equilibrium if (apart from discriminating monopoly) it is impossi
ble, by buying d01lars with sterling and then buying American goods with 
d01lars, to obtain and bring into England for sale there any single American good 
at a less sterling cost than that good could be bought for in England: and there 
is no equilibrium if, apart from discriminating monopoly, it is possible to send 
any single English good to America and make, by selling it there, a 1arger sterling 
profit than is obtainsble by selling it in England. When either of these things is 
possible, there is a discord between ezchange rateil and relative price levels, 
which nature abhors and will endeavor strenuously to correct.1 

• Except, I may add, for advanced stages of inlIation;'-whon the rote of ... cIumge 
determines internal prices directly. Cf. pp. 29'-293, below. 

I bIG,', p. 161. Pigou means by ~fdiscriminating monopoly" such monopoly .. 
gives rise to the familiar phonomeoon of dumping. A discussioD of dislocated ... changa 
may well disregard this factor as Dot ulf<iall-y significant for inftation amditionL It iI 
quite a dilferent phenomenoD from the !<H"lIed "Valuta-<iumping." 
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Exchange equilibrium applies only to internationally traded goods 
and services. "It means only that nobody can gain by diverting a 
unit of any kind of product, that might have been sold in the English 
market, to the American market, or vice versa." 1 In other words, 
the prices of 'internationally traded products and- the rates of ex
change tend to confof!I1ity in such wise that no unusual gains accrue 
to exportation or importation. So stated, exchange equilibrium is a 
truism." It is, furthermore, a truism which applies only to goods and 
services, and not to capital transfers per S8, except to those transfers 
of real capital goods which result from a discrepancy between ex
changes and prices of internationally traded-in commodities. This 
phenomenon rarely occurs in its genuine form, i. e. where the trans
fer of capital from one country to another consists at the very outset 
of a movement of actual capital goods.· Generally capital moves 
first in the form of securities, bills of exchange, or gold, which sub
sequently draw in goods, some of which are productive instruments. 
Exchange equilibrium tells us nothing as to why the more usual form 
of capitalfullil transferal occurs: it is not the result of a divergence of 
exchange rates and the prices of traded goods, but of political mo
tives, differences in interes' rates, differences between two countries 
in purely tlonuslic prices, such as wages and rents, which induce the 
establishment of branch industries abroad, etc. 

With an accurate view before us as to what "exchange equi
librium" really is, we may proceed to appraise its significance as a 
norm for dislocated exchanges. First as to its merits. (I) It avoids 
most of the errors of purchasing-power parity. As a part of the situa
tion in which exchange equilibrium as defined by Pigou exists, there 
is a rate of exchange which at a given moment gives no special im
port or export "bonus," a rate which I shall for convenience call the 
"neutral" rate. It is this neutral rate, and not purchasing-power 
parity, which describes the second degree of equilibrium delineated 
above. In the first place, the neutral rate as of a given date is de
fined so as to allow for ms""K one-sided obstacles to trade- dif
ferential freight rates, tariff barriers, embargoes, etc. But further
more, it will be moved, as the true equilibrium rate must be and as 
even the comparative form of purcbasing parity is not, by all C/uJ"Kes 
in these differentials. Since the neutral rate applies only to traded 

1 lAc. ell. 
t Cf. Taussi& 1~ I'raa. P. &57; Keynes, .,. eII.. PlIo ........... I ODe ouch iDaIaD .. lias beOD ~ cited. Cf. p. 01,. abo_ 
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goods and services, it is moved, but not distorted from true equi
librium as the Casselian norm would be by changes in the relative 
position of export and import prices to the general domestic price in
dex. Finally, it includes imported and exported services, the omis
sion of which renders purchasing parity an unreliable index. (2) The 
concept of exchange equilibrium, with the neutral rate as its corol
lary, gives the real meaning of such expressions as "an unduly low 
(or high) rate on the mark," or "greater (or less) depreciation of the 
mark abroad than at home." Reference to the exact wording of 
Pigou's statement will show that it describes the situation in which 
no export or import bonus would exist, where all forces involved 
directly in commodity and service intercourse are equilibrated. (3) 
Exchange equilibrium indicates the grounds for at least a partial 
compromise between parity and balance of payments theories. 
When exchanges and prices of traded commodities and services are 
out of alignment, equilibrium is restored (if ever) by mutual adjust
ment; it is not restored simply by a movement of prices to the pre
vailing rate of exchange, as a very dogmatic balance of payments 
theorist might hold,' nor simply by a movement of the rate of ex
change to prevailing prices, as the parity theorist maintains. Under 
inconvertible conditions more of the compensation has to be done 
by the rate of exchange than by prices, since for the influence of gold 
flows plus the movement of commodities and services in the opposite 
direction there is substituted merely the compensatory action of 
commodity flows. 

The mutual dependence referred to here is not a case of "short
circuited" causation," such as characterized the German inflation, 
nor of tommon dependence on a basic third factor, such as budgetary 
disequilibrium. 

1 The contention that the national prices of internationally traded-in commodities. 
conform to the level set by the world market has sometimes been pushed 80 far .. to 
imply that no divergence is ever possible. On the contrary, it isappareDt that Utempo
rarily and under disturbed conditions the prices in different countries for similar goods 
which enter into international trade may be out of harmony with exchange rates after 
allowing for transportation and other factors" (United States Senate, Commission of 
Gold and Silver Inquiry. Foreign Currency and Exchange Investigation. SeriaJ 9. vol. I, 
E_opetJII C""~ and FifUJKU, Washington, 1925, p. 38). II It is true ... that whol. 
we prices of commodities entering into foreign trade must necessarily be almost the 
same in all trading areas. if by this is mesot that the,old INJIwu must be the same. But 
it does not follow from this that prices ezpresaed in terms of local currencies will every
where show the same development:' says the writer of the appendiJ: to the English 
edition of Hellferich'. 11....,. p. 632. (Italics author's.) 

I Cf. pp. 291-293, below. J 
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The approximation of the rate of exchange to the ratio of purchasing power 

'in terms of foreign trade products doe. not depend upon equilibrium being 
reacbed in the foreign exchange market. • .. The rate of exchange will itself 
have to change in order to regain equilibrium and the price level in one or both 
countries must change with it.l . 

From the angle of balance of trade equ1librium, the second degree 
spoken of, adjustment comes about both by a movement of the neu
tral rate to prices and a movement of prices to the neutral rate; and 
hence neither parity nor balance of payments theory is in itself 
sufficient.' (4) A further merit of this concept of equilibrium lies in 
the fact - already clearly implied - that it responds as much to 
changes in international demand as to internal price levels. (5) Ex
change equilibrium, within the limitations already described, actu
ally achieves what the proponents of purchasing-power parity have 
aspired to: the formulation of a description of equilibrium which 
shall be as valid for gold as for dislocated standards. It supplants the 
wholly indefensible notion that mint par in the former case repre
sents equilibrium,' a fallacy combatted for many years by the Ger
man nominalists. 

Unfortunately the merits of exchange equilibrium pertain to its 
conceptual excellence rather than to its pragmatic justification. In 
essence, it states that a difference in the purchasing power of money 
for traded goods and services between two countries will be elim
inated, partly through a rise in the domestic prices for these goods in 
the .. cheap" coun try, partly through a rise in its exchange quotation 
abroad, and, for the "dear" country, the converse of both. This 
generalization has both the merits and limitations of a truism: it is 
theoretically valid, but it is not particularly useful. The animating 
force in discussions of the nature of the equilibrium rate of exchange 
has been the quest for a basis by which the future developments of 
actual rates might be predicted. For this purpose, exchange equi
librium in the Pigou sense has the merit of calling attention to the 
many variables involved, but its very inclusiveness indicates the 
number of almost insuperable statistical difficulties in the problem. 

• Hawttey, ~ ciI., p. ,I. 
I ct. iD oimiIar voiD S. S. Ita_ell ... _, Run.. c-,...., B...a., '9'~ 
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Suppose we begin upon the rigorously simplifying assumption that 
the domestic and international productivity of labor and capital and 
its distribution between industries remains constant, and that the 
quantity of money is not changing in either country. The available 
data toward computing the neutral exchange rate will be actual ex
change rates, figures or estimates of various exports and imports, and 
indices of prices of traded goods and services. I do not presume to be 
able to sketch the technique of procedure nor to exhaust the perti
nent variables; but it is apparent that two appallingly great collec
tions of information would be required. In the first place, in order to 
know what rate would set exports and imports in equilibrium, it will 
be necessary to discover changes in the volume of each commodity or 
service exported by each country when the price changes, and this 
requires information upon the elasticity of the demand and supply 
schedules of each good. But in the second place, since the list of 
traded commodities and services is itself a variable depending 
upon export and import prices, it would be necessary also to know 
the demand and supply conditions for all goods and services 
which stand in the position of potential substitutes or additions to 
the list.1 

Exchange equilibrium may be realized, as Pigou explains, even if 
differences persist in the earnings of labor and capital between for
eign trade and purely domestic industries within a country and be
tween the same industry at home and abroad. Every change in these 
differentials, by the same token, will alter the position of the neutral 
exchange rate, whether the movement of labor and capital domesti
cally or internationally be toward or counter to the realization of 
uniform returns. In other words, the definiteness of exchange equi
librium, got by making it a superficial sort of equilibrium, is pur
chased at the expense of having it altered by all changes toward or 
away from the more basic equilibria of factor earnings. 

Dislocated exchanges are frequently the accompaniment of war; 
and war leads inevitably to pronounced movements of labor and 
capital within the domestic system of production and to unusual 
types and magnitudes of capital movements between countries. The 
conception of the neutral rate is essentially" short run," e. g. it de
scribes the exchange rate relative to domestic price levels of traded 
goods which is appropriate during the transfer of capital between 

I Professor Taussig caJIo questions of thio BOrt th ... real problem" of the ezcIw>", 
rate (F. W. Taussig,l~ Tr0d4, p. 357). 
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countries, and thus it avoids the artificiality-of so "long run" an idea 
of equilibrium that it could only be realized after the transfer bad 
been completed and the capital fully absorbed into domestic indus
try. But this, greater realism imposes upon the statistician who at
tempts to compute the neutral rate the.additional task of discovering 
not only demand and,supply intensities and elasticities for all com
modities involved, but also the effect upon them produced by capital 
transfers. If this seems to be an extravagant requirement upon his 
capacities, the prospect becomes all the more hopeless when the dis
location of exchange is attended by inflation, particularly when it 
progresses fitfully and unpJ,"edictably. It will be emphasized in the 
next section, moreover, that a great many of the underlying "real" 
changes - reciprocal demand variations, capital movements, etc. -
are themselves functions of inflation. 

If the neutral rate of exchange is impossible of statistical deter
mination, it may be natural to fall back upon purchasing-power 
parity as an imperfect, but none the less approximate, representa
tion.1 Such a course seems to me a counsel of desperation. It is 
sometimes said that the calculated purchasing-power parities at 
least apprehend the mtII~/a,y influence upon exchanges, because it is 
based upon movements of general domestic price levels. In fact, 
however, the reasoning holds neither for mild nor extreme inflation. 
The former case, resembling that of exchanges under open metallic 
standards, may show movements of the general price level which are 
produced by alterations in non-monetary factors, for changes in the 
balance of trade traceable to changes in real demand intensity affect 
the volume of goods upon domestic markets. The case of extreme 
inflation, much as the less dramatic increase of purchasing power in 
the boom period of cycles, usually involves so intimate an interaction 
between monetary and non-monetary factors that they become 
virtually indistinguishable in their composite effect upon exchange. 
For example, was the cumulative downward pressure upon mark ex
change exercised by the necessity of meeting an absolute amount of 
reparations in terms of gold when mark buyers were frightened away 
rather than attracted by its decline, a monetary or non-monetary 
factor? The flight of capital depressed German exchange. Purchas
ing-power parity does not show its influence, and yet, outside the 

• E.I.: FII"".,. riI., p. 9; It..,., .. in his ... rlit:r 11-';'" R,,_ pp. 111-116; ODd 
othen, d. p. 166, Dole. above. III his ... T-... .. II.." (New York, 1\I30),I,,u6, 
I..,., .. -. II> "'ject the doctrine compIetd,y. 
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fear of expropriative taxation, the depreciation of the mark at home 
chiefly accounted for the phenomenon. 

Unless the differential effects of capital movements and changed 
intensities of demand upon export and import prices accidentally 
compensated each other so as to produce the same movement as 
that of the general price level, purchasing-power parity would give 
no index of equilibrium. If the summary of opinion in the next sec
tion on the German experience be granted any significance, it shows 
that, far from mutually compensating each other, these factors 
worked in the same direction in this particular instance. The net 
effect of monetary inflation and the real balance of payments factors 
upon the exchange rate depends upon the stage of inflation and the 
country in question. 

Comparisons of actual exchange rates with computed purchasing
power parities have been used as much against the theory as in sup
port of it. On the other hand, the statistics necessary to a calculation 
of the Pigou type of neutral rate do not exist. If it is impossible to 
avoid the'conclusion that the equilibrium rate cannot be empirically 
derived, it should be no more startling or nihilistic than the same con
clusion for the true equilibrium price for a share of stock on Ex
change. In both cases there exist statistical summaries of important 
elements in the situation, but the weighting of the factors is a matter 
of informed opinion. 

II. 'I'm: INFLATION IN GEl!KANY 

A. Its Chief Characteristics 

In the foregoing portion of the present chapter, the character of for
eign exchange rate equilibrium and its relation to prices has been 
described in general terms. We tum now to the particular circum
stances of Germany during and after the War, having regard not 
only to the course of mark exchange but also to domestic monetary 
developments. 

I. Variations in Volume of Money and Internal Prices. From the 
beginning of the War until the end of 1919, prices within Germany 
lagged behind the increases of total circulating media; from early in 
1920 until August, 1921, volume increased steadily, while prices, 
after an initial upward spurt, maintained a fairly even level; thence
forward, with the exception of several months toward the end of 
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1923, prices took a decided lead over volume. The Statistisches 
Reichsamt price index (on a 1913 base) stood at 2.17 for 1918, at 8.03 
for December, 1919, at 14.3 for July, 1921, while tbe corresponding 
indices of circulation were 3.75, 8.27, and 14.3. In tbe five montbs 
following July, 1921, prices rose to 34.9 and circulation to 20.3; 
during 1922, prices ro,se to 1,475 and circulation to 213.4; and tbere
after botb increased enormously until tbe stabilization of Novem
ber, 1923.1 

During tbe War, tbe lag of prices was partly attributed by a good 
many writers, such as Eulenburg, Eucken, HeIfferich, and Pohle,
to tbe expanded circulation sphere for German currency, tbough 
Cassel attempted to show that German banks of issue in tbe occu
pied territories retained tbe local money, so that tbe increased need 
for marks was at best small.' HeIfferich believed that "large sums 
were locked up in army pay offices," and Eulenburg called attention 
to tbe reliance of tbe military organization generally upon cash pay
ments.c A general tendency to ~oard notes out of an.xiety for tbe 
future, particularly amongst tbe peasants, was remarked upon by 
Eucken, Mises, Lansburgh, Pohle, Prion, and Schumpeter." Lans
burgh and Pohle were seconded by Schumpeter in regarding the 
breakdown of credit arrangements in tbe domestic economy as an 
important reason why tbe country could absorb money witb a less 
than proportional effect upon prices. NaturalIy, also, tbe exporta
tion of marks relieved tbe pressure upon tbeir domestic value, as a 
number of tbe same writers maintain. Outside tbese reasons offered 
by German tbeorists, attention should be called to the hoarding ex
planation witb Graham, KatzeneIIenbaum, Keynes, and WaIre de 
Bordes." Broad classes of tbe population eitber believed in tbe even
tual recovery of tbe mark or cherished a delusion as to tbe value 
constancy of money. 

Witb tbe weakening of tbis phenomenon early in 1920 when tbe 
Versailles Treaty went into effect, and tbe definite reversal a year 
and a half later as a result of tbe London Ultimatum, there appeared 

• Bela ..... Jankovich. B_,. _ f'1Morio .. Golda (Vi ....... '926). pp. 16, 17. II, 
143; AngeU.I ........ IiOlllJl PriAr. pp. _,; Graham,.,. ciI., pp. 1~1S9. 

• a. pp. 145. II" 154. 119. above. 
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a very widespread tendency to link the more rapid advance of prices 
than of circulation with accelerated velocity. Most of the quantity 
theorists, such as Eucken, Hahn, Mises, and Wicksell,l viewed 
causation as passing from velocity to prices; and amongst writers 
outside Germany the same explanation was very widely accepted;' 
Walr~ de Bordes advanced the same theory for the precipitous de
cline of the Austrian krone. 

For the lag of prices behind volume of purchasing power for the 
five years between August, 1914, and the latter part of 1919, the 
situation seems to be adequately explained by the wartime extension 
of mark territory and the decline of velocity, both through the 
greater use of caSh and through hoarding. The period intervening 
between the end of 1919 and the middle of 1921 presents complica
tions which will be treated later. But from the latter point forward 
to the stabilization, it does not appear to be possible to explain the 
outstripping of note issue by prices upon quantity theory lines of 
causation. We have already noted the objection raised by Bortkie
wicz an<l. Neisser against the SchwarBepele1'lheorie that accelerated 
velocity figured rather as a consequence of inflation than as a cause.' 
The two modes of decreasing balances, they argued, are reducing the 
magnitude of reserves for contingencies and shortening the payment 
periods, for the idle and working parts of unspent margins respec
tively. Neither of these reductions would have been called for had 
not prices been advancing already; and so the mainspring of the 
movement must have been note issue or mistrust of the future. 
Under the combined influence of these quantitative and qualitative 
factors, prices advanced directly, people reduced their cash holdings, 
and entrepreneurs shortened the payment period to cope with the 
"shortage of money." This view of the matter is also, it seems to me, 
too dogmatic; but it suggests how the quantity theory line of causa
tion must be emended. 

Actually the relationship between velocity and prices was one of 
mutual interaction. Contrary to Bortkiewicz and Neisser's conten-

• Walter Eucken, K,iJ;,c!oe BM"""",,,, ._ ~ GeUlrobkm Gena, '9'3), 
ch. ii, sec. 3; Hahn, d. p. 222, above; Mises, d. p. 211. above; and Knut Wicksell, 
Y Df'lesuNI'" _ N aJioMIok"""",", 1111/ Gnmdl.,. du M arriMlpriMi,.., voL D, .. Geld 
ad Kredit I. Uena, 1922), pp. 112-173. 

J Angell, DI. ",oJ pp. 441-442'; Flu, 01. cU., pp. 99, 1I001I1j Hawtrey, ",. ca., p .. 
157; Keynes, M91Idory Ref_, pp. 50-54; Pigou, oI.ei/" p .• ¢.Dote; T&UISig.l __ 
"",itma/ T,aM. p. 390; and Van Sickle. J. P. B. 34. p. 188. 
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tion, the reduction of margins can proceed in its own right, occa
sioned,.it is true, by increased note issue, but traceable to another 
set of decisions: those of private balance owners as against the de
cisions of the treasury or central bank. On the other hand nothing 
prevents price" quotations from advanri!lg directly from the public's 
anticipation of further, note issue and further depreciation, so that 
the increase of velocity (and for that matter also the increase of 
volume) comes as a base thrust in afterwards to make possible 
realised prices at their contra.ctuallevel. This feature of inflation has 
been dwelt upon by Graham in connection with events in Germany 
and by Rogers for France; 1 and Miss Dulles apparently regards 
velocity as both cause and effect in her study of the post-War history 
of the fra.nc.1 The presence of causation from prices to velocity in 
reverse order to quantity theory expectation is certainly attested by 
chronologica.l sequence and the contemporary shortage of money. At 
the same time, nothing prevents enhanced velocity, once it is real
ized, from giving added momentum to prices and so functioning as 
a contributory cause, indeed a very importa.nt one. In this respect 
war-time inflation simply magnifies to grotesque proportions the 
mutual interplay of psychologica.l and monetary elements observed 
in the upswing of business cycles. 

2. Tile Shortage of Motley. If the peculiarly anomalous fa.ct of a 
shortage of money is to occur in the midst of inllation, one might 
naturally suppose that its earliest appeara.nce could not antedate 
the juncture at which prices begin to mount more rapidly tha.n cir
culating medium. But whereas the latter phenomenon, as we have 
observed, began in the fall of 1921, the shortage of money was com
plained of as early as the winter of 1918-19. One would not expect 
the explanations of money shortage formulated in a period during 
which prices lagged behind note issue to assume the same cha.ra.cter as 
those advanced in the later period marked by the reverse relationship. 

Writing in 1918, Schumpeter expressed the opinion that the com
plaints of a money shortage meant only an insufficiency in the pro
vision of small change; and in 1919 Dalberg attributed the price 
rise to credit expansion with the increase of notes as a lagging com
plement.' Interpreting the shortage of money in these terms, it is 

I Graham, .,. ciI., P. 114: J. H. Rocen, n.l'roa# /If l~ ;" P_ 1914-
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possible with Lotz to view the rise of prices itself as the explanation 
of the peculiar phenomenon.1 After the tum of the price-quantity 
relationship in mid-19Z1, the theories assumed a different character. 
Thus in 1923 Mises held that prices caused the shortage; but in place 
of relying upon the contrast of money and credit, he assigned the 
price-raising rale to anticipated increases in circulating media and 
discovered the shortage in actually available media of all sorts." 
This view inhered also in Bortkiewicz's belief that prices were simply 
marked up directly by merchants who mistrusted the future, so that 
existing quantities of money and credit did not cover the needs of 
trade.' A new point of departure appeared with the recognition of 
the infiuence extending from exchange rates to domestic prices. 
Analyzing the contemporary monetary situation in 1923, Eucken 
said that the flood of returning mark notes annihilated the demand 
for German exchange abroad, and caused foreign rates in Germany 
to advance sharply and prices to soar; the volume of notes was suffi
cient to raise the general price level by way of a sympathetic move
ment paralleling import prices, but insufficient to carry on trans
actions throughout the country at the new level.· HelfIerich, who 
similarly ascribed the rise of wages and prices to the high rates on 
foreign exchange, pointed to the fact that, whereas the total gold 
value of the Reichsbank's circulation amounted to 1/20 of its pre
War aggregate, it was scarcely to be supposed that transactions had 
fallen to 1/20 their former level. The cause of a shortage of money 
was apparent.' Even Cassel, by what cannot be regarded as alto
gether orthodox purchasing-power parity reasoning, pictured the 
situation as the result of the absorption of money by the foreign ex
change markets, so that the remainder of the COUDtry was denuded 
of cash." 

The shortage of money after the middle of 1921, when internal 
prices began to assume a chronological precedence and an absolute 
margin over total circulation, is not diflicult of explanation. German 
and foreign commentators, even those regularly adhering to quan-

I Walter Lotz. DiM PapUr,eltl (lIerliD. 1920). pp. 11-24-
• Ludwig Mises. "Die geldtheoIetische Seite d .. Stabilisierungsproblema." Y"';" 

J64, Pt. n, 5-13. 
• Ludwig Bortkiewicz, "Die Unach ... <iD .. potenzierteD Wirbmg d .. vermebrt<D 

Ge1dumlauf. auf du Pmmiveau"~ Y"';" 170, p .• 66. 
C Eucken, BdrlUhhm,m, ch. iii, sec. I. 

I Helfferich •• ,. eiI., p. 599. 
• Gustav ea..d. D .. SloJJiliskrtm"psooblno (Leip2ig. 19.6). p. 40-



CONCLUSIONS 

tity theory causation, rather generally agreed that, in this particular 
pha~ of infiation, prices advanced either directly under the in
fluence of "mistrust," "speculation," "anticipation," or other psy
chological factors, or in sympathy with rates of exchange and the 
prices of imported commodities. Further issue of· notes and exten
sions of bank loans, as well as the aCcelerated tempo of monetary 
circulation, foUowetl the lead taken by prices. But since this hap
pened only with a temporal lag, the stock of money and credit at a 
given moment was inadequate for the money work to be done. 

For the complaint of a money shortage toward the end of the 
period when circulating medium as a whole outstripped internal 
price advances, the explanation takes on a wholly different character. 
There the shortage was peculiarly one of hand-to-hand money, not 
of money in the generic sense, in all probability. It is not possible to 
assert this with complete assurance, as the ratio of expansion of com
.mercial bank deposits to money in circulation in Germany remained 
at an absolutely lower level during the inflation period prior to 1922 
than it had been before the War, and through the years 1916--18 it 
had even fallen year by year.1 These facts would, however, be quite 
compatible with the shortage of money from its appearance some
time in 1918 to the end of 1919, if, as almost all German observers 
agreed, there was a pronounced increase in the proportion of total 
transactions which had to be carried through with actual currency. 
Schumpeter's contemporary judgment of the character of the money 
shortage in the winter of 1918 thus appears to be justified. 

Between the time when the Treaty of Versailles became effective 
in January, 1920, and the beginning of the monetary debacle in 
May, 1921, with the London ffitimatum, the monetary shortage 
persisted, but under a constellation of factors unlike the preceding or 
succeeding periods. Before 1920 internal prices lagged behind circu
lating medium; after July, 1921, the converse relation prevailed. 
During the entire period now being considered the curve of internal 
prices lay above that of circulating medium, both curves being 
drawn upon the basis of multiples of 191J figures. The effect of the 
Versailles Treaty was immediately to double prices; from December, 
1919, to March, 1920, the index bounded upward from 8.03 to 17.1, 
although quantity of money increased only from 8.27 to 9.8. There
after to the middle of 1921 prices declined so!Dewhat, whereas note 

• Graham,.,. ciI., pp. 66-6). 
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circulation persistently advanced, until both series coincided at 14.3 
at the end of the period.1 

One method of explaining the price decline in conjunction with 
continued note issues is a retarding of velocity; and if one arrives at 
velocity as Graham does by dividing price index by circulation index, 
the explanation would apparently have to be exhaustive." There is, 
indeed, good reason to suppose that a reaction took place from the 
extreme pessimism accompanying the Treaty enactment, and that 
velocity did decline from March, 1920. On the other hand, equi
librium and a shortage of money are incompatible, and one of the 
price-restraining forces might have been precisely the conversion of 
too high quoted prices into "correctly high" realized prices through 
the new money issues. This view naturally implies that the quoted 
prices came to their high level originally by psychological rather 
than mechanical channels; but this is not improbable in view of their 
sky-rocketing career during the first quarter of 1920. 

In fine, the phenomenon progressed as follows. The initial variety 
of money .. shortage in the form of a dearth of small change was 
gradually and automatically relieved toward the end of the first 
period at the close of 1919 by the rise of prices itself. When prices 
doubled at the outset of the second period in less than three months, 
a general shortage developed, but relaxed somewhat in the ensuing 
fifteen months under pressure of equilibrating forces. The shortage 
reappeared with great severity with the beginning of the third period 
and increased until the stabilization, despite violent efforts to relieve 
it by all sorts of "emergency issues." Undoubtedly these measures 
resembled further dosages of opium to "relieve" an addict. Never
theless,\ from the moment when the special small change shortage 
was supplanted by a general insufficiency of circulating medium, the 
paradoxical phenomenon stood as prima facie evidence against the 
absolute accuracy of an equation of exchange on the basis of quoted 
prices and against the dogmatic application of quantity theory 
causation in these circumstances. 

3. Variations in the External and Internal Values of the Mark. 
From the outbreak of the War until March, 1916, the calculated 
external value' of the mark remained above the internal value; 

I ct. Graham, .,. <iI., pp. '5t>-'57. 
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thereafter it sank below and persisted in this relation to the end of 
inflation. Practically no attention has been given the first period, 
but this is ea.sily explica.ble from severa.! angles. The externa.1 agio 
persisted for only a year and a ha.lf as against seven years for the 
reverse relation; only once, in July, 1915, did it amount to as much 
as 29 per cent, while generally it was much less; no particularly im
portant consequences attended it. The phenomenon probably re
flected directly the German military successes during the period, 
and revea.!s the presence of psychologica.1 factors even in the milder 
phases of inflation'! 

The decline of mark exchange and the purchasing power of the 
mark abroad after the early months of 1916 was so great and so con
tinuous as to arouse widespread comment. A common explanation 
referred to a lack of foreign confidence in Germany's future. Even 
outside the professed "psychologica.1" school, certain parity theor
ists, including Cassel himself, Eucken, and Machlup,1 ascribed . the 
adverse exchange-price differentia.! to distrust. It was also generally 
conceded that German limitations on exporting reacted seriously 
against her exchange. In fact, onte the subject of obstacles to ex
portation has been broached, and with it the failure of the one-sided 
movement of goods to eliminate itself, there is no reason why all the 
factors making for an unfavorable ba.!ance of payments should not 
implicitly become explanations of the greater depreciation of the 
mark in foreign quarters than at home. For the benefit of those who 
continue to believe that an unfavorable balance of payments is 
meaningless beca.use it is always in balance, let it be repeated that 
this objection overlooks the fact that the terms upon which goods, 
services, securities, gold, and paper currency are traded between two 
countries may become more and more adverse to one country. While 
the terms are undergoing this deterioration for one country, it has an 
adverse balance of payments, no matter if a corrective process may 
eventually be started, and aside from the necessarily continuous 
equation of all items on either hand in the aggregate. These terms. 
include export and import prices within the countries involved and 
the rate of exchange. 

Statistics for particular balance of payments items were not pub- ' 
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Iished in Germany from 1913 to 1921; but what their general char
acter would have been is revealed by the contemporary judgment of 
economists and by the statistics published from 1921 onward. The 
many factors emphasized by the balance theorists at the time have 
already been reviewed; 1 and the analysis of statistical data available 
later has been competently carried through in several special stud
ies.' Between August, 1914, and December 31, 1918, Germany's ad
verse trade balance has been estimated at 11 million gold marks, and 
between 1919 and 1923 it is estimated to have amounted to an equal 
sum." For this excess, Germany exported domestic and foreign securi
ties, gold, and mark currency, and borrowed the balance. From the 
beginning of the trade data in May, 1921, to the end of 1923, Gra
ham finds that visible exports did actually show an upward, and 
visible imports a downward trend 4 in response to the "export 
bonus" relation between prices and exchange. But he refuses to ad
mit the excess of imports (which persisted despite the tendency to
ward correction) to be a true cause, amongst others, of mark ex
change depreciation. The unfavorable balance indicated only that 
depreciation had not gone far enough to establish equilibrium.· In 
this argument Graltam forgets that the same reasoning may be ap
plied to anything which Germany exported and to her sale of mark 
currency, concerning which he writes: "The significant thing for ex
change rates is not the sale, qua sale, but the terms upon which the 
seller and buyer of a given money are ready to part with the cur
rencies they respectively possess.". To command as great an excess 
of imports as possible, Germany sacrificed everything saleable at dis
astrously low values. This merely reasserts the genera.lly conceded 
principle that increased intensity of demand tums the exchanges and 
the balance of trade against the country demanding. 

Under the regime of the Reichskommissar lilr Ein-lInd Ausluhrbe
willigungen, Germany encountered other factors unfavorable to her 
exchange. That obstacles to exporting work in this fashion has been 
generally contended; but Bonn and Liefmann point out that ob
stacles to importing may also operate adversely to the rate if the 

1 cr. pp. 2 7-257, above. 
• AIIgell, op. ell., pp. 440-443, 534; Graham, op. ell., pp. 209"238; H. G. MoultoD ODd 

Constantin. McGuire, GmnlMsy'. Copocily 10 Pwy (New York, 1923), pp. 284-302. 
I United States Senate, Foreign Curreucy lnveotiption, p. 408. 
• BYP<1''-;nfloH<m, pp. '0C)-2'5. 
I Ibid., p. '5. Graham ;. quotins Hawmy. 
• Ibid., p .• 8. (Italics his.) 
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transfer of labor and capital into lines of production for export less 
dependent upon foreign raw materials is slow or inadequate. 

The sale of marks abroad in large volume,' it has been argued in an 
earlier chapter, relieved the pressure upon the foreign exchanges in 
Germany; and if this mechanical effect !l'ere not offset by an adverse 
psychological effect oq the markets of the receiving countries, the 
process would buoy up the mark rate.s But that this costless pur
chasing of imports entailed a later cost has not escaped most ob
servers. Eventually sums remaining abroad did further the under
valuation of the mark by an adverse effect on the temper of the 
market, as Beckerath and Pohle observed.' The mere presence of 
so much paper was a constant menace to attempts at stabilization.' 
When some of the notes actually did return, the foreign demand for 
German exchange practically disappeared and the disparity between 
the external and internal values of the mark became more and more 
pronounced. • 

The inllation was attended also by a "flight of capital" and, in its 
final stages, by a "flight from the currency," both of which were 
often spoken of as a "flight from the mark." The phenomena were 
distinct, but both gave rise to new and insistent demand for foreign 
bills of exchange and helped to explain the mark's low external value. 
In addition to the chief form of capital flight, which consisted in 
making clandestine deposits in neutral countries' banks and pur
chasing foreign exchange bills to hold, it also took the form of leaving 
the proceeds of export sales abroad.' The flight from the currency 
assumed the form initially of reckoning in a relatively stabile foreign 
money; but as the inllation proceeded, it meant the displacement of 
the depreciated marks through the use of foreign currency and ex
change bills as media of transfer and accumulation.' When this,stage 

• CI. ibid •• ch. z. and Moult .... and McGuire, 01. ciI •• App ... diz B. for statistics. 
• ct. p. 113. and p. 114, note I above. 
I Herbert Beckoroth. Die Jl.,/rtallllG (Jena. 19.0). p. II; Ludq Poble, c.1dcaI-C. V""""""ro .... W -,""f- (Leip&ig. 19.0). p. >g. 
• CI. Otto Heyn. "VISSOrings Wlhnmgsreformvor.lChllge," B_or'" '9 ... os. n-

13; Willi PriOll.l~ ... C.ldtolx ,_ (BerIiD. 1919). pp. 6s-67. 
I CI. BOIlIl and Euclt .... pp. ISO, u8. above. 
I CI. Bodtoroth. 01- ciI.. pp. 14-.8; Richard Kenchas\. TlIorio tlu Go/da ... _ 

C.w..wdld" (Jena, 19'3). pp. 14. 117. 119; BOIlIl aDd Poble, pp. 149. 119. above. 
t CI. H ... ryB ......... and W ...... Geoamer.DieFoI,..._Jl .. _ ... ,fiIr_ 

... ~io ........ (LoiP"il. 19")' p. g6; Ludq Mis<s, T_ tlu Go/da ... "' U ... 
Iaf_I. IIld ed. (Munich. 19'4>. pp. In-III; __ "Die geldthooretische Seite des 
Stabiliaiorunrsprobl ....... V ..... 164, Pt.1I. $-13; Josoph~."Das Sooiai
pn>dukt und diellechenpfOllJli&e," A .... 41. P. 683.IlOte. 
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was reached, it was only a matter of theoretical speculation as to how 
long it would be until the mark was utterly. worthless; but meanwhile 
the additional pressure on the exchanges widened the Valutaspan
flUng. Finally, with all writers comes an emphasis upon the pressure 
of cash reparations as the dominating factor following the London 
Ultimatum. 

The lag of prices behind exchanges and the lag of the mark's in
ternal behind its external depreciation have been explained by writ
ers outside Germany in much the same terms. Taussig believed that 
the bounty on exports arose from the fact that the newly created 
purchasing power turned primarily toward the exchange market to 
command foreign foodstuffs or to pay on reparation account, a 
bounty augmented by the purchase of bills to transfer funds out
ward for security.' Flux attributed the spread to the lethargy of 
commodity prices compared with the mobility of exchange rates, 
while Angell traced it to the confidence of the home country in its 
own future as against the scepticism of foreign financiers." The 
flight from the currency has been given general recognition as a pa
tent factor in the final collapse of mark exchange,' and the same is 
true of the capital exodus. We have already seen that Cassel de
preciates the seriousness of this element on the ground that Germany 
could not possibly have had a favorable balance but that this would 
be an absolute requisite if real capital were to flow outward. The 
only sense which he attaches to capital export for Germany was the 
selling out of its securities and currency for foreign stable values, 
and this amounted to little in the extreme stages of inflation.· Cassel 
seems to be overly meticulous in insisting upon the sense of real capi
tal export, inasmuch as the transfer of purchasing power is all that is 
usually implied in the jargon of international trade. In the second 
sense, the fact that capital export through selling German securities 
and marks had almost ceased in 1923 does not on that account wholly 
deprive the matter of significance. It speIIs the complete playing out 
of one channel through which Germany could export, the logical 
conclusion to the process of offering these particular items at lower 
and lower values, so that the demand for foreign valuta now fell with 

lOt· til., pp. 38g, 39" 
I Flu, 01. cil'J p. 94; Angell, 0'. ca., p. 440-
I Cf. Hawtrey, 01. ciI., pp. 251-2S8; Keynes, 01. ciI., p. $1; Nogaro, 0'. til., p. 193j 

Taussig, .t. til., p. 39'; and Van Sickle,I.,. E. $4, p.I88. Walnlde Bonleomakeothc 
same contentioD regarding the Austrian boDe, -t. til., pp. '&r19S· 

'il Cassel, S/tJbil;';""'NI'tyobkw, pp. S~· 
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full weight upon the already shrunken commodity and service ex
ports. It represented the flight of capital pushed to a suicidal ex
treme. 

Other forms of capital export remained, however, through the de
vice of retaining the receipts from export sales in foreign banks, 
dwelt upon by Walr6 de Bordes, Tallssig, and Nogaro.l Probably 
the adverse movement was as much initiated from abroad as from 
the German side. Alfred Marshall wrote in 1880 concerning a simi
lar situation: 

But the real cause [of the undervaluation of the rouble abroad) ••• is a 
general distrust of Russia's economic future; which makes investors desire to 
withdrsw their capital from Russia; and at the same time that it makes the price 
of the rouble fall, and so long as they are withdrswing capital, the exchanges 
must necessarily be such as to give a general bounty on exportation from 
Russia.' 

Closely allied to the capital flight was the payment of reparations. 
The particular significance of this exodus of purchasing power was 
its "self-inflammatory" character, in Grahant's felicitous phrase. 
Being stated in absolute amounts of a foreign currency, the magni
tude of reparation payments became larger in German money the 
greater the effort to pay them. It could work against itself indefi
nitely. Taken in conjunction with the flight of capital and the flight 
from the currency, it is adequate to explain the Valutaspannung 
existing from July, 1921, until the last months of 192J. 

4. The Behavior of 1M Total Gold Value of Mark Circulation. The 
joint product of a general domestic price level index multiplied by 
the outstanding mark circulation on the one hand and the purchas
ing power of the mark in some gold standard country on the other 
is the total gold value of mark circulation.- Looking aside from 
short period variations, we find that this aggregate increased steadily 
from the beginning of the War until July, 1919, and that it decreased 
thereafter until stabilization. In somewhat greater detail its move
ments were these: an increase from 4.5 million dollars in June, 1918, 
to a maxinlum of 6.7 in June, 1919; a precipitous decline from that 

I Wolr6 de Bordes,loc. <iI.; Taussig. /oc. <iI.; Noguo. 0#. <iI., P. 63. 
• Alfred MusbaIJ, JI.." OW;" .. C_ (LoDdOD, 192J), P. 317; .... 

O.#<iGI p.,... (LondOll, 19.6), P. 174-
• For _ 01 this total, calculatiODS 01 purcluina1lD- parity inwlve DO !IIch 

enor u they do for the equilibrium rate 01 ucbaaae. inasmuch u IIOCJdo and aorvia:s 
Dot ... terioI into Ioreip trade .... lqitimate17 included. 
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point to 1.7 in February, 1920, and a recovery to 2.9 in July, 1920; 
thereafter, with some inequalities, a shrinkage to .101 in October, 
1923, just before stabilization.1 

A critical survey of the metaJlist school of monetary theory in 
Part I left the question unanswered as to the truth of its contention 
that purchasing power under inconvertible conditions depends upon 
the prospects of gold redemption. If the German inflation be taken 
as anything approaching a fair test of this theorem, the answer must 
be a decisive negative. Gold reserves of the Reicbsbank remained at 
about 2.5 billion marks from July, 1915, to June, 1918, while total 
gold value of Reicbsbank issues increased from 879 to 2,723 million 
dollars, or more than treble; t from June, 1918, to June, 1919, Reicbs
bank gold reserves fell to slightly over 1 billion marks, while total 
gold value of all marks in circulation rose by one-half; from June, 
1919, to February, 1920, gold reserves remained constant, while 
total gold value declined approximately 78 per cent; and finally 
from February, 1920, to February, 1923, gold reserves remained 
constant, while total gold value sl1rank by an additional 86 per cent.' 
On a specimen date, January 31, 1923, the total paper cixculation 
aggregated 3 trillion marks, worth at the current exchange on dollars 
172 million gold marks, although the Reicbsbank's gold reserve 
amounted on that day to 954 million marks.' 

The complete disparity of movements in the value of a paper 
mark and its aliquot part of gold reserves seems to demonstrate be
yond peradventure the fallacy of the metaJlist gold redemption 
theorx .. In rebuttal the metaJlist might disown any attempt to cor
relate the two magnitudes with much precision, empbasizing rather 
the prosputs of gold redemption. When all of the factors entering 
into this appraisal were summarized, however, it would be discovered 
that they constitute the substance of a "psychological" explanation 
of the course of mark purchasing power and that the reference to 
gold is a mere empty formula, empty because the evaluating eco
nomic subjects had long since completely dissociated the mark and 
Reicbsbank reserves. It is difficult to comprehend by what process 

1 Cf. Graha..m, 0'. t:iI., p. 101. ,Graham's aggregate includes all note issua, whenu 
the total gold values given in United States Senate, Foreign Cunency Investigation, 
pp. 536-538, include oDly Reichsbant issues; but the movements of the two _ .... 
quite similar. 

• United States Smate, Foleign Cunency In ... tigatiDD, pp. 522-5'3, 536-537· 
• lAc. <i/., IUld Graham, hie. <i/. 
• Graham, ot· <i/., p. 85. 



CONCLUSIONS 

these ina:ccessible reserves could have transmuted themselves into 
lJlytbhlg germane to the market-place. 

On the other hand, the behavior of total gold value is equally at 
variance with iI. quantity theory explanation. The--absurdly small 
Ilnlounts of this total d!-lring the greater part of 1922 and 1923 bore 
no relation to the "money work to be done," as Helfferich has 
pointed out. I Ordinarily the proportion of transactions in a given 
economy falling within the trade symbol of an equation of exchange 
represents a sufficiently close approximation toa constant to be 
neglected. In extreme inflation it is otherwise. The shrinkage of T, 
through a flight from the currency into foreign moneys and barter, 
becomes itself a prime reason for the advance of prices; the national 
currency is concentrated upon a smaller and smaller market; and the 
~eteris paribus of the quantity theory becomes less and less permis
sible. To divide total gold value by circulation and arriving thus at 
velocity, to ignore" the other factors ... as of minor significance," I 
is simply to overlook the fact tliat the T of the equation supplies one 
~f the chief variables in total gold value itself. There is nothing in 
the quantity theory to account for this bel1&vior of T, since upon its 
line of argument PT should equal a constant. We seem to be de
pendent upon a non-mechanical explanation of purchasing power in 
advanced. inflation. Graham himself betrays a decided inclination 
toward this conclusion; but in discoursing on the subject of velocity, 
be occasionally assumes a doctrinaire quantity theory viewpoint. 

B. Lines oj Causation iff lhe Gennaff [ffjlatiolf 

Tbe main division of opinion regarding inflation and dislocated 
exchanges lies between inflation and balance of payments theories. 
The former traces causation from quantity of money to domestic 
prices to rate at exchange; the latter, from real balance factors to 
rate of exchange, to certain domestic prices, and sometimes further 
to quantity of money. What light does the German experience throw 
upon this opposition? A reassuring impression of theoretical in
cisiveness would be conveyed by a decision upon the one or other 
tausal sequence; but, in justice to the complexity of the facts, the 
answer must be hedged with qualifications concerning varieties of 
the main theories and particular phases of infIafion. 

• O. P. 1$4, abo_ 
a Graham • .,. ..... p. I~. 
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Until the promulgation of the Versailles Treaty late in 1919, that 
variety of inflation theory which has been termed the exchange 
equilibrium doctrine satisfactorily explains the German situation. 
Although the spokesmen of this theory conceive themselves as ad
herents of the general inflation theory, the formula is sufficiently 
catholic by reason of its bilateral character to include certain species 
of the balance of payments theory. Purchasing-power parity, on the 
other hand, is unilateral for both domestic prices and exchange rates. 
Either in its absolute or comparative version, it is unilateral for 
prices in that the international movements of goods and services 
merely adjust themselves to a predetermined norm on the basis of 
comparative domestic price levels. Prices are not conceived as 
themselves functions of the trade balance. By the same token it is 
unilateral for the exchange rate; market fluctuations of exchange are 
explained on the basis of changing obstacles to equilibrium, but the 
variations are not conceived as possible emanations of a movement 
of equilibrium itself proceeding from a shift in the intensities of in
ternational demand for commodities or capital. The concept of ex
change equilibrium, as has been explained before, conceives of the 
neutral rate as a function of domestic prices of traded goods, and 
these prices as a function of the neutral rate. For this reason it 
effectuates a synthesis with the first variety of "causal" balance of 
payments theory enumerated in Chapter XII, the "veritable" bal
ance theory, which emphasizes causation from reciprocal demand 
and capital movements toward exchanges and prices. Needless to 
say it embraces the truistic balance theory also, that supply and de
marid govern market fluctuations of the rate. The doctrines which it 
necessarily precludes are two: purchasing-power parity, because it 
asserts a one-sided causation from prices to exchange, and the "in
dependent" balance of payments theory, because it denies any such 
causation. Concerning the remaining varieties of balance theories 
we shall come to speak presently. 

During the period of relatively moderate price advances from the 
beginning of the War until 1920, the quantity theory and the theory 
.of exchange equilibrium give a fairly adequate explanation of affairs. 
Domestic prices lagged behind note issues because of increased bal
ance holding; they were little affected from the foreign exchange 
angle - the normal condition for·a fiat standard country. Ger
many's unfavorable trade balance in consequence of her more intense 
demand for foreign commodities was a factor toward increasing the 
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volume of goods upon her markets and 1l1llJering prices .. So far as the 
unfavorable balance rested on exporting marks, the tendency was 
in the same 9i,rection. That prices had nevertheless risen eightfold 
proves the overwhelming importance in the domestic price situation 
of note issues. For the condition of mark exchange, however, it is 
necessary to take into account the factors omitted by purchasing
power parity. Only by reference to the various causes of Germany's 
unfavorable balance of payments can the excess depreciation of the 
mark abroad over its domestic decline be explained. But the ade
quacy of the exchange equilibrium theory may be overdrawn even in 
these years, for the non-mechanical infiuence of market psychology 
registers itself clearly in sympathetic movements of exchange with 
military and political events. 

Beginning with the calamitous depreciation both at home and 
abroad in early 1920 and more conspicuously with the repetition of 
disaster in mid-1921, the quantity theory and the exchange equi
librium explanation wane in significance. Peculiar non-mechanical 
factors usurp the leading rOles in both domestic and foreign spheres. 
Pigou's theory is after all simply Mill's theory of bilateral causation 
applied universally so as to include dislocated exchanges; we should 
not be surprised if the equilibrating forces which form its point of 
departure should be more and more attenuated in the chaos of hyper
infiation. In place of a mutual adjustment of exchange rate and 
prices, we find in Germany a tendency, remarked upon by many 
writers, for the foreign exchange quotations to dominate internal 
prices.' Just how this happened is an interesting question to which 
not everyone gave the same answer. 

(I) The most indirect line of causation is that envisaged by Cas
sel, who said that the high prices paid for imported commodities 
drained money away from other markets, that this resulted in a 
shortage of money and pressure upon the Reichsbank for further in
f1ation.- (2) In a somewhat more direct fashion, Van Sickle traced 
the movement from rising rates of exchange to a general apprehen
sion amongst the population and a decrease of balance holding. The 
subsequent rise of prices produced a deficit in the budget and further 
infiation.' (3) Many writers imputed the inflation, particularly after 
the beginning of cash reparations in June, 1921.0 to budgetary short
ages but with a more direct relation to the exchange rates. The 

, cr. ~ .,. ciI., pp. 14O"ISOI GIUom,.,. ciI., pp. ~ 147, 173. 
• cr. po 1<19. abo.... • V ... SickIo, J. P. B. 340 P. 1940 
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necessity of making remittances at ruinously high rates of exchange 
or purchasing foodstuffs for the impoverished population resulted in 
uncovered expenditures and inflation.' (4) Helfferich thought the 
higher prices of imported foodstuffs transmitted themselves to the 
general domestic price level through wage rates and increased 
Reichsbank advances to employers." (5) Bonn mentioned this line 

. of causation but seemed also to believe that the price advance 
spread by imitation since "the movement or increase of prices in 
Germany is from the boundaries toward the interior.'" (6) An 
absolute and direct connection between exchanges and domestic 
prices obtained when the custom sprang up of quoting all prices in 
gold, using a coefficient determined by telegraphic reports of the ex
changes as a means of interpreting gold prices in terms of paper 
marks.' 

Balance of payments writers have been prone to acclaim such facts 
as these as evidencing the correctness of their view against the infla
tion theory. The enumeration of balance theories at the outset of 
this Part included under the third heading of "causal theories" 
three varieties: the "veritable" type already noted as being absorbed 
in a bilateral explanation, and two others, one of which refers to the 
rise of foreign exchange as the occasion for inflation, and another 
which calls attention to (6) above, the direct quotation of prices in 
foreign money. Although the inclusion of the last two lines of analy
sis under balance theories is warranted by the profession of the 
writers themselves, it is now time to point out unmistakably that the 
causal connections relate no more to a balance of payments explana
tion tlian to the inflation theory. None of the six channels described 
in the foregoing paragraph relate to the basic balance factors: re
ciprocal demand changes for goods, services, and capital, or changes 
in international cost differentials. 

In reality the phenomenon is much more superficial. It does not 
deal with causation in the usual rather mechanistic sense of economic 
and monetary theory, but in a purely psychological sense; it deals 
furthermore with a direct relation between rate and prices not con-

1 Cf. Beckerath. Bonn, and Euckeo,.- pp. 247, 250, 228, above. The intenLction 01. 
budgetary deficits and inflation in Germany was set forth with statistical evidence by 
Viscount D' Abemon in his presidential add,... to the Royal Statistica1 Society in 
November, '926. Cf. the Society's J.WMl 90. pp. '-40-

• He1f!erlch, .,. <iI., p. 601. • Bonn, 01· <iI., p. 47· 
• The pbenomenon has ...... observed by AngeU, .,. <iI., p. 448, Nogaro, 01. <iI., 

pp. 70, '53, Ragen, 01· <iI., p. '50, and Wain! de Banles, .,. <iI., pp •• 6.-.62. 
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temp1!lted by either balance or inflation theories, since the former 
treats the effects produced on domestic prices via commodity move
ments (and gold flows under-open metallic standards), and since the 
latter treats effects on the rate of excl:!ange via price level repercus
sions on commodity movements. In the extremity of German in
flation, causation came to be short-circuited directly from prices to 
rate and from rate to prices. The direct action of prices upon ex
change has already been referred to in connection with Prion and 
Pigou: that "both sides may be ready at once to accept these new 
terms without any mediating movement of trade." 1 The direct ac
tion of I'!'ote of exchange has been illustrated in the six varieties of 
causation just spoken of. Together the two lines of interaction estab
lish a vicious spiral which, in place of moving toward equilibrium as 
the mechanical theories of inflation and dislocated exchange would 
require, moves rather away from it. 

This mutually intensifying interplay of forces is what most writers 
have in mind in advancing a "psychological" explanation of mone
tary phenomena in extreme inflation. A few persons have sought to 
minify the psychological moments by giving them the caption of 
"speculation" in the narrow sense of bull and bear operations by 
professionals on the exchange market j such an attitude is found with 
Cannan in England and Dalberg and Mises in Germany.- When the 
term is extended to include the whole matter of anticipation by all 
users of the national currency and foreign exchange, speculation 
eventually becomes the preponderating fact. In Professor Allyn 
Young's phrase, it supplies" the indispensable key to an understand
ing of the vagaries of behavior of the depreciated currencies of 

_ . Europe." I Its prime importance in the last two years of inflation in 
- Germany has been recognized by the synthesizing theorists treated 
in Chapter XV, by balance theorists such as Beckerath, Bonn, Eu
lenberg, and HelfI'erich, and by parity theorists such as Eucken, 
Machlup, and Pohle. Outside Germany the emphasis upon psy
chological determinants is equally marked.' 

I The words are Pigou's; d. p. 163, above. 
• Edwin CannOD. 11-,. sth ed. (LoodOll. 1906)i Rudolf DalbeIg, Ea. ''''''' 

pp. 91-\1'i Mises, d. po .,6, above. 
a A. A. Young. "War Debts. Ez.temal md Intemal," FIIf'rip .dAm, vol. D t no. 3. 
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necessity of making remittances at ruinously high rates of exchange 
or purchasing foodstuffs for the impoverished population resulted in 
uncovered expenditures and inflation.! (4) Helfferich thought the 
higher prices of imported foodstuffs transmitted themselves to the 
general domestic price level through wage rates and increased 
Reichsbank advances to employers." (5) Bonn mentioned this line 

. of causation but seemed also to believe that the price advance 
spread by imitation since H the movement or increase of prices in 
Germany is from the boundaries toward the interior." 8 (6) An 
absolute and direct connection between exchanges and domestic 
prices obtained when the custom sprang up of quoting all prices in 
gold, using a coefficient determined by telegraphic reports of the ex
changes as a means of interpreting gold prices in terms of paper 
marks.' 

Balance of payments writers have been prone to acclaim such facts 
as these as evidencing the correctness of their view against the infla
tion theory. The enumeration of balance theories at the outset of 
this Part included under the third heading of H causal theories" 
three varieties: the H veritable" type already noted as being absorbed 
in a bilateral explanation, and two others, one of which refers to the 
rise of foreign exchange as the occasion for inflation, and another 
which calls attention to (6) above, the direct quotation of prices in 
foreign money. Although the inclusion of the last two lines of analy
sis under balance theories is warranted by the profession of the 
writers themselves, it is now time to point out unmistakably that the 
causal connections relate no more to a balance of payments explana
tion than to the inflation theory. None of the six channels described 
in the foregoing paragraph relate to the basic balance factors: re
ciprocal demand changes for goods, services, and capital, or changes 
in international cost differentials. 

In reality the phenomenon is much more superficial. It does not 
deal with causation in the usual rather mechanistic sense of economic 
and monetary theory, but in a purely psyc/w/.ogical sense; it deals 
furthermore with a direct relation between rate and prices not con-

1 Cf. Beckerath, Bonn, and Euckeo, pp. '47, 250, 228, above. The interactiou of 
budgetaIy deficits and infiation in Germany .... set forth with statistical evidence by 
Viscount D' Abemon in his presidential address to the Royal Statistical Society in 
November, 1926. Cf. the Society'. JoIInUJI go, pp. 1-40. 
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templl1.ted by either balance or inflation theories, since the former 
treats the effects produced on domestic prices via commodity move
ments (and gold flows under,open metallic standards), and since the 
latte, treats effects on the rate of exch_ange via price level repercus
sions on commodity ~ovements. In the extremity of German in
flation, causation came to be short-circuited directly froin prices to 
rate and from rate to prices. The direct action of prices upon ex
change has already been referred to in connection with Prion and 
Pigou: that "both sides may be ready at once to accept these new 
terms without any mediating movement of trade." 1 The direct ac
tion of rllte of exchange has been illustrated in the six varieties of 
causation just spoken of. Together the two lines of interaction estab
lish a vicious spiral which, in place of moving Iowa,tl equilibrium as 
the mechanical theories of inflation and dislocated exchange would 
require, moves rather away from it. 

This mutually intensifying interplay of forces is what most writers 
have in mind in advancing a "psychological" explanation of mone
tary phenomena in extreme inflation. A few persons have sought to 
minify the psychological moments by giving them the caption of 
"speculation" in the narrow sense of bull and bear operations by 
professionals on the exchange market j such an attitude is found with 
Cannan in England and Dalberg and Mises in Germany.' When the 
term is extended to include the whole matter of anticipation by all 
users of the national currency arid foreign exchange, speculation 
eventually becomes the preponderating fact. In Professor Allyn 
Young's phrase, it supplies "the indispensable key to an understand
ing of the vagaries of behavior of the depreciated currencies of 

. ,Europe." a Its prime inlportance in the last two years of inflation in 
Germany has been recognized by the synthesizing theorists treated 
in Chapter XV, by balance theorists such as Beckerath, Bonn, Eu
lenberg, and Helfferich, and by parity theorists such as Eucken. 
Machlup. and Pohle. Outside Germany the emphasis upon psy
chological determinants is equally marked.« 

I The words are Pigou'si d. p .• 63, above. 
I Edwin <:ann .... IItMrJ. 5th ed. (London, 1~.6); RudoU Dalborg, &1, I I""" 
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One advantage of a psychological theory or at least the modifica
tion of the exchange equilibrium theory for psychological elements is 
that connections may be admitted as causes which would be pre
cluded in a purely mechanical theory. To say that exchange de
preciation Caused further in1Iation runs counter to accepted notions 
of causation: "occasioned" would be preferable from a quantity 
theory viewpoint. But if the factor of anticipation gained the upper 
hand of bare physical quantities of money and goods, whatever 
operated in this nexus became a genuine cause. The same may be 
said of the direct quotation of domestic prices in foreign moneys. 
There is nothing in deductive reasoning toward economic equi
librium which indicates suCh a catina of causation. But the phe
nomenon of mass psychology known as the flight from the currency 
reveals how the exchange rate very naturally became the cause of 
internal prices. 

A final rebuttal by adherents to a fairly strict in1Iation theory 
takes the form of ascribing both the adverse psychological and for
eign balance factors to the issues of paper money. It is said that the 
outstripping of actual note issue by the internal price level and the 
more rapid decline of the external than the internal value of the 
mark rested upon the quantity of money, not actual issues, it is true, 
but estimates of future quantities.' This construction seems to me 
somewhat specious. It really quite abandons quantity of money as 
an objective magnitude and substitutes for it a purely subjective 
thing, an estimate, a surmise, a vague feeling which is nothing quan
titative. Furthermore, what was offered for sale, how much was 
bid for the necessities of life, did not rest upon an unimpassioned 
view of the future of note issuing. Once confidence was undermined 
a Kaujwut developed which drove both exchanges and prices up
ward endlessly. Graham has distinguished hetween exchange rate 
advances which are self-limiting and seU-inflammatory. The former 
belong to ordinary commercial transactions; the latter to a flight 
from the currency and to obligations owing in a fixed amount of 
foreign money.' But there are internal price movements which are 
similarly self-inflammatory. The only limit to the rise of prices and 
rates seems to be the mood of buyers of commodities or foreign ex
change, because soaring price quotations are converted into realized 

IIMioes, Sl<JbiIi.rieIwftt:slrDbkrro, pp. 5-'3; Palyi, 1l4.'" V"';" '70. P. 32.; Robert.
son, 11"." 1St eli. (New York, 1922). p. II~ 

• GJaIwa,,,,. eiJ., pp. '36-'46-
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transaction prices through further note issues, by as fatal a linking of 
cause and effect as would anywhere be encountered in mechanical 
equilibrium theory. If the Reichsbank temporarily did not satisfy 
the demand for more paper marks, t1!ey were simply printed by 
municipalities and even by private employers. In the :final phases of 
inflation the concept of quantitative equilibria must be dropped in 
favor of the cumulative action of mass psychology. 



PART IV 

BUSINESS CYCLES 



CHAPTER XVII 

ORIGINS AND DMS~ONS OF THE MONETARY EXPLANATION 

I. INTRODUCTION 

DUllING the course of 1924 it became apparent that the mark sta
bilization might be regarded as a fait accompli, and the attention of 
German monetary theorists turned away from the pyrotechnical 
career of prices and exchange under inflation toward the famjljar 
phenomenon of cyclical ebb and flow. Fortunately in the ensuing 
period many names associated with the excited p&ll1phleteering of 
the War and post-War years have disappeared, and in their stead 
comes a smaller number of writers, competent to take up the narra
tive of conjunctural movements at the point to which it bad been ad
vanced before the War by Wicksell, Schumpeter, and Mises. The 
calibre of the work done by these founders and their COD temporary 
followers is such that, from numbering scarcely more than the names 
just mentioned, the monetary explanation now commands as sub
stantial a following as the other schools. Furthermore, the inter
change of ideas between German and Anglo-Saxon economists has 
become much more lively than before the War. On the one hand 
translations have been made of Fisher's work on the quantity theory, 
Hawtrey's opus on credit, Keynes' Tracl and Trealise, Mitchell's 
analysis of cycles, and Taussig's work upon international trade, and 
many others are widely read in the original; on the other hand; al
though translation has not progressed so far, certain publications in 
German have had an influence upon our own literature, ranging 
from Hardy to Keynes. Indeed, many striking developments, it will 
appear in the following pages, carry forward ideas not altogether new 
upon the Continent. 

Whatever differences German monetary theorists display amongst 
themselves, they have in common two tenets: that business cycles 
consist in inequalities between savings and investments; and that 
this inequality is very largely produced by the behavior of the bank
ing system. This idea is derived from Wicksel.l, and it is with him 
therefore that our study begins. But the initial chapter also includes 
Cassel, though many Germans will object that Spiethofl would be 
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the appropriate subject, along with Wicksell, in a treatment of ori
gins. So far as influence upon German thought is concemed, Spie-

• thoff has until quite recently at least eclipsed not only Cassel, but 
probably also Wicksell. No doubt also the monetary theorists are 
greatly influenced by Spiethoff's detailed portrayal of interaction 
between the multiple factors which combine in cumulative fashion 
during the course of industrial variations. But his theory cannot be 
viewed as an origin of the monetary theories. The contrast between 
natural and bank rates and between savings and investment is ob
viously a monetary matter. Although Spiethoff admits credit as a 
cooperating element, his emphasis lies chiefly not with these rela
tionships, but with absolute movements in investment, with techni
cal discoveries themselves, and with unutilized labor and plant capa
city preceding a boom.' The reason for considering Cassel in his 
stead is that Cassel apparently regards his own theory as substan
tially Wicksell's, and many of the writers who follow accept this 
interpretation. 

II. WrCKSELL's POCTRINE OF THE "TlLuLrNG BANK RATE" 

The comerstone of WickseII's theory of price dynamics is the fol
lowing proposition: 

If, other things remaining the same, the leading banks of the world were to 
lower their rate of interest, say one percent below its ordinary level, and keep it 
so for some years, then the prices of aU commodities would rise and rise without 
any ¥t whatever.' 

The ordinary or natural rate of interest is one which would establish 
itself if lending and repayment were made in natura - a rate deter
mined by the supply and demand of real capital and equal to the 
yield of capital instruments after deducting the entrepreneur's re
muneration for risk bearing. Or, alternatively, since the quoted 
proposition holds good mutatis mutandis for a bank rate above the 
natural rate, the latter may be envisaged as the proper rate in a 

1 Arthur Spiethoff, "KriseD," HM. ~ $/061$., 4th ed., voL VI crena, 1925), 
PP·70-86• 

I "The Infiuence of the Rate of Interest OD Prices," Ee. Jour. 17, p. 213. This had 
formed the central theorem of an article in 1807, •• Der Banbins ala Regulator der 
Warenpreise," J /wh./fIT N. 6- $. 68, pp. 228-243, and of G<1dJl;"' ... c;me,"M crena, 
18g8). 
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given market situation to keep prices from varying.1 When banks 
depress' their discount rates below this level there ensues not only a 
diminution of saving, which. tends to force up the prices of con
sumers' goods; but also an increase in the profit opportunities of 
entrepreneurs, which enhances the prices paid for land, labor, and 
raw materials, Both movements destroy the previous equilibrium 
of supply and demand, and this can only be restored by the general 
price advance itself,' 

To what does the natural rate attach? What is meant specifically 
amongst the various money-market rates by bank rate? Must 
natural and bank rate coincide absolutely, to prevent concerted 
price movements? Answering the first question, Wicksell refuses to 
follow a common practice in making natural interest payments per
tain to .. real" capital, because fixed capital instruments bear upon 
the rate only indirectly by stimulating or retarding the demand for 
capital in moveable or free form; and even stores of consumptibles, 
raw materials, and half-finished articles have only an indirect bear
ing. The real object of payment is .. decisitms of savers not to con
sume a part of their incomes in the immediate future." I Bank rate, 
on the other hand, is attached to money; and it is a matter of indif
ference w~ch money-market rate initiates the change so long as it 
communicates itself to long term loans such as bonds or mortgages.' 
Finally, absolute equality of the natural and bank rates is not re
quired to prevent price movements from monetary origins. Some
times other causes dominate price movements and reduce a differ
ence between the rates to negligible influence." Bank rate moves 
only by half-per cent intervals, the natural rate by infinitesimals. 
but this divergence also makes no substantial difference. Further
more, there would always be a greater or smaller risk premium in
corporated in bank rate. to be subtracted from any apparent margin 
between the two rates.' 

Having in mind these explanations, we can apprehend how a too 
low bank rate may give rise to the phenomenon of boom times. 
Imagine the initial consequences set forth in the first paragraph to 
have made their appearance. If the new and higher price level be 

1 GcIdsiIu, pp. _. 
" Gt/daiar, p. V7; VorIcnoopo iI60r NIIIin4I~, wi. D."GeId and KzeditU 

(J ..... lVII), pp. .. r-.... 
• V~, D, 119. (Itali<a WicbeII's.) 
• lhi4., P. IOJ· 
• GcIAUu, P. 8S. • lbiL. pp. ,7. III, u.s-
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regarded by entrepreneurs as merely transitory, and the future prices 
of their finished products be expected to return to the old accus
tomed level, nothing more results than general bidding up of wages, 
rents, etc., by one step. In this case demand and supply of real 
capital are brought to equilibrium at once. But sooner or later future 
prices will be estimated on the basis of present prices, and this cir
cumstance induces a further bidding up of prices by entrepreneurs. 
At length entrepreneurs come to expect their products to be in
definitely enhanced in price. 

To put it in one sentence: As long as the price-rise introduced in the manner 
described above is regarded as temporary, it is actually permanent; as soon as it 
is conceived of as permanent, it becomes continuous; and when 1inaIly it is con
sidered to be continuous, it comes to be like an avaIanche.' 

Such in bare outline is Wicksell's theory of general price move
ments. To apprehend its import, both in and of itself and for the 
subsequent course of business cycle analysis in Germany, we must 
seek fuller explanation at almost every stage. In the first place, does 
Wicksell put forward the theorem that the cycle is a purely mone
tary phenomenon? Not if we are to accept his own interpretation, 
despite occasional implications of critics to the contrary." However 
intimately the developments from interest differentials relate to 
conjunctural changes, he says, there is no necessary connection; in
deed the one really important and sufficient cause lies in the dispa
rate progress of population on the one hand, and of technical and 
commercial methods on the other. Even if banks eliminated general 
price ,advances and recessions, there would remain wave-like alter
nations between periods of accelerated conversion of free capital into 
new forms of fixed capital and periods of stagnation.· Generally 
speaking it is the failure of banks to conform to spontaneous move
ments of natural rate, rather than spontaneous bank rate move
ments, that today engenders cycles.' The vast majority of Wick
sell's followers have agreed with him in this respect, though a few 
uphold the opposite, more narrowly monetary, view. 

I Yorlutm,m, II, Preface. xi; d. iIntl., pp. 222-224; Geldsi1t.J, pp. 85 If.; uHinauf 
mit den Bankmten,JJ Are .. 41, p. 752. \ 

• E. g. Fribl Bwcluudt (" Entwicklunpgac:hichte d.. mon._ Xonjunlttur
theorie," W .U. AYe" . • 8, pp. 117-119), who attempts to show that all eapIaoationl pI'&
tending to be monetary are not ouch in reality. 

• Vorlutmgm, H, 241, 242. 
• Ibid., p. '33. 
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Because of the sharp distinctions recently drawn by Keynes be

tween the operation of m&rket interest rate as the capitalisation fac
tor, as a cosl of production, and as the determinant of quan",y of 
credit, and because further of Keynes' belief tha! the first of these 
was a discovery of Wicksell's, it becomes important to examine the 
evidence.1 Support fur Keynes' interpretation comes chiefly from a 
p&SS&ge in which Wicksell argues: 

A reduction of the discount on three-months bills from 4% to 3 % (per 
_) could •.• raise the cash price of the commodities purchased by i% at 
mOlt; but if the reduction persists and effectuates a decline gradually in the 
Interest on mortgages and bonds from 5% to 4 %, for example, then contrac
tors, railway companies, .k:. could offer up to 2S% more for wages and raw mate-
rials .•. ," 

Superficially, at least, this seems to approximate Keynes' notion of 
the direct effect of a low market rate upon capitalized values; it m&y 
imply that the mere process of immediately capitalizing prospective 
earnings has a stimulative effect !lpon business belot'e transactions 
are carried through at these higher prices, necessitating a larger vol
ume of credit. Some additional evidence in this direction appears 
in a passage shortly before the one just quoted. Here the sequence 
runs: lower market rate, decrease of saving and increase of con
sumers' goods prices, increased profit chances for entrepreneurs, 
bidding up of prices on .raw m&terial, land and labor.- Nothing is 
said about a larger volume of bank lending. In another connection 
Wicksell says with respect to an artificially depressed bank rate: "W"" unchanged commodity pric&, entrepreneurs will in the first 
instance receive an extra profit over and above their ordinary entre
preneurial profit or wage at the expense of capitalists.'" Apparently 
an increase in the volume of credit does not enter "in the first in
stance"; and the extraordinary profit arises either as an appreciation 
of assets, earnings being capitalized at a lower rate, or from the 
lowering of the interest portion of costs of production. 

When Wicksell says that "a reductioll of the discount on three 
months bills from 4 % to 3 % (per annum) could ... raise the cash 
price of the commodities purchased by t % at most ... ," he seems 
to depreciate the importance of interest changes in affecting price 

, J. M. Keyn .. , ... TrooIUt ... 11.., (Now York, 19!O)." 1_191. 1~199. 
I v.....,.,... D,llS-

I '",' pp. "1-11'" 
• GdaNu. P. 97. (Ilalics mille.) 
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through cost, i. e. to represent the position of Keynes against IIaw
trey, for example. But Wicksell runs counter to this position com
pletely in his doctrine that stores of finished and half-finished 
goods operate as a parachute in times of depression and a source 
from which booms may be nourished.1 If interest changes do not 
greatly affect costs of production through circulating capital, how 
can it be said that "this producing for inventory can be greatly 
facilitated if cheap enough credit is offered by the banks?" • 

The third aspect of bank rate, its control over the volume of 
credit, may appear to be completely neglected by Wicksell or to have 
been relegated to an inconspicuous role. This false inlpression comes 
from a mere terminological practice. As the analysis of WickseU's 
version of the quantity theory revealed,' credit is not set down as a 
quantity parallel to currency, as in the Fisher equation, but as a fac
tor increasing the effective velocity of currency. This usage may have 
misled Keynes. The central theorem of both Geldzins find Gulu
preise and the V O1'lesflngen is certainly that bank rate controls the 
price leveJ. through the amount of available purchasing power, 
though this is expressed • as a control through velocity of circulation. 

Consequently with reference specifically to cyclical phenomena, it 
would seem to be fair to assume that Wicksell is thinking as much in 
quantity-of-credit terms as in terms of the direct effect upon savings 
and investment through the capitalization process. Furthermore, 
there is evidence that he also admitted the cost aspect of interest. 
To some critics the use of all three concepts without any very sharp 
distinction will appear as a fumbling after crucial differences; to 
others,the concepts will seem to be distinctions without differences. 
A later chapter reviews opinion upon this issue.' 

Upon another problem - whether credit inflation results in an in
crease of the social product - the presence of two contemporary 
groups of opinion reflects no ambiguity in Wicksell's pronounce
ments but rather tangential divergence from his moderate position. 
Bank credit inflation might conceivably so add to the fund of capital 
by expropriating persons with fixed incomes, he says, as more than to 
compensate for the attendant falling off in voluntary saving; and so 
the rise of prices might come to a standstill provided banks did not 
again lower their rates." But in ~e long run the ordinary COIl5e-

1 V O1'luu",eM, U, 242-243. 
• Cf. pp. 155-157, above. 
I pp. 4'5 If., below. 

I L«. <i/. 
• As in Geld,;"" pp. iii-zi. 
'. v.IutmPl', II, 226-227· 

i , 
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quence of a bank rate below the natural rate is a continued price rise, 
against'which the tendency, dwelt upon by Mangoldt, for unspent 
margins to increase by a certain &mount with a given decrease in the 
interest cost cannot prevail, since it is not cumulative in its effect, 
whereas the entrepreneur's profit margin is.1 Wicksell holds neither 
that the productive powers of credit are so great as completely to 
obviate a rise in prices, nor that the net result of forced saving is nil 
because, as Hayek believes, it all goes to waste eventually, but that 
.. the rise of prices can work against itself to a certain degree by in
creasing production," an effect of merely" secondary significance." I 
This partly compensating increase in production proceeds not alone 
from forced saving on the part of fixed money-income groups, but 
also from additional labor evoked from the ranks of the previously 
employed by the rise in wages, and from new !&borers recruited from 
the unemployed. But Cassel errs, he believes, in maintaining that 
agriculture is particularly the source of reserve labor, since this re
quires as an hypothesis that agriculture does not sbare in the boom 
times.' . 

Wicksell rejects both the common explanation of crises in terms of 
redundant stocks of all kinds of goods, and the type which attributes 
the difliculty to inadequate consumer purchasing power and a glut 
of consumers' goods. Lescure and Tugan-Baranowsky fail to show 
why the loss of demand to entrepreneurs in this field is not wholly 
compensated by the ga.in to producers of capital instruments.-

Whether the idea of natural rate performs a useful function in the 
analysis of business cycles, that is the basic issue raised by Wicksell's 
theory. If" natural" is dispossessed of any reference to barter con
ditions, an affirmative answer appears to be justified from the purely 
ideological angle. A monetary economy reveals no interest rates 
outside money-market ratesj and yet economic theory must recog
nize a more fundamental phenomenon, since it cannot accept the 
palpable untruth that interest depends on the mere abundance or 
scarcity of money. That fundamental phenomenon in a monetary 
economy is the rate of interest given by money costs and money 
prices when no windfall profits or losses attach to the utilization of 
producers' goods. Discussions of monetary disturbances in the cycle 

l 16.,., P. "5. 
I a ... Prof ...... CuseIa oati0Dll.6Ir.0Ilomiath .. Systan," Sdoa. J .... 5', P. 8o.J. 
• Sdoa. J .... 5', p. 807. 
• Y,"--U,OJ90 
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and appropriate bank policy cannot avoid some ultimate reference 
to this equilibrium condition, and the idea is freely used in the en
suing pages. To say that natural interest is "an ideological tool does 
not seem to me to warrant Wagemann's characterizing the concept 
as "sheer metaphysics," at least in the dyslogistic sense which he 
implies.1 

But it is another question as to whether, in default of any direct 
mode of observing the natural rate, some more empiric index of 
equilibrium between the supply and demand of capital will not have 
to be discovered. Keynes defines natural rate as that "at which sav
ings and the value of investment are exactly balanced"; but since 
these two magnitudes are in tum not statistically apprehensible, he 
offers, as an alternative definition, the rate which keeps price level 
of output constant." This signalizes the abandonment of natural 
rate itself as a criterion of bank rate. As Hardy points out,· Keynes' 
chapter entitled "Historical illustrations,'" which should demon
strate the divergence of bank rate from natural interest to be the 
cause of price level variations, really proceeds in the opposite direc
tion, deducing what the variations of natural rate relatively to bank 
rate must have been in order that observed price changes be explained 
by the theory. Known variations of natural rate do not, and cannot 
in the nature of the case, form a part of the data. 

The eighth historical illustration sets forth a phenomenon which 
Keynes labels the "Gibson Paradox": that from 1791 to 1928 the 
price level measured by an adjusted Jevons-Sauerbeck index corre
lates directly with market rate of interest indicated by the yield of 
Con!lOls, and not inversely as might seem to be required by the 
theory. Without referring to Wicksell, Keynes considers the para
dox, clearly stated in Geldzins und Giiterpreise thirty-three years 
earlier, and proceeds to solve the difficulty precisely after Wicksell's 
model. Since bank operations are largely subject to routine, bank 
rate is advanced only tardily in response to the mounting natural 
rate of a rising conjuncture. The lag causes inflation and price ad
vances; after the crisis, a similar lag o~ bank rate behind the down
ward course of natural rate causes deflation and fa1ling prices. The 
theory of "trailing bank rate" ?lis for a positive correlation of 

I Ernst Wagem&IID. &o.wmi< RltyI""'"(New York. '930). p. '90. 
I r,eaH.re, I, ISS, 106-198. 
• C. O. Hanly ... Savings, Investment, and Busin ... Cycl ..... J. P. B. 39. pp. 3_ 

400. 
• T,eoBs., U, .<\&-208. 
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prices with interest differentials, not with the absolute height of 
bank iate.1 

From the purely ideological viewpoint mentioned earlier, the reso
lution of the Gibson paradox offered by Wickse11 and Keynes can be 
approved. But what of the practical"outcome? Simply as Hardy 
comments, that "any possible sequence of events supports the 
theory." 2 An upward movement of prices and market rates proves 
that natural rate must be the higher; a downward movement, that it 
must be the lower. Consequently the theory can never be shown 
empirically to be wrong, for it is merely a recondite way of saying 
that prices are rising or falling. In Keynes' particular case the fina1 
outcome is even more vacuous. Introducing the Wick....Jlian doc
trine in Volume I in the chapter on "The 'Modus Operandi' of Bank 
Rate," Keynes makes cyclical variations to tum upon the interest 
differential. But Volume n throws this explanation overboard, for 
it is said that since natural rate reveals only "long period movements 
over decades," the interest differential analysis pertains only to cor
responding periods, and not to cyclical variations.· 

The upshot of the matter may be briefly restated. In a monetary 
society the behavior of all pecuniary costs and values under given 
dynamic infiuences such as increasing accumulation or progressing 
efficiency in production depends upon the action - and this in
cludes the inaction - of the monetary authority. Nothing is 
"natural" any longer. If it is once apprehended, as contended in 
Part I of this book, that the purchasing power of money is purely 
relative, depending as ,""d. upon monetary policy a.s upon the con
ditions underlying physical production, the dry volumes of the 
nominalist-commodity-theory controversy will have served their 
cosmic purpose. Interest rates in a monetary economy do not escape 
this universal ambiguity of prices. Although reference to a rate un
affected by monetary changes has a certain utility in abstract proc
esses, the impossibility of statistical apprehension of this magnitude 
renders its significance practically nugatory in the realistic problem 
of cycles. It is clear that adherents to "natural interest" do not 
themselves avoid uneasiness over the transcendental character of 
the concept, for without exception they offer (as alternative indices 
of an equilibrium condition in the demand and supply for capital) 
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some definite behavior of commodity prices. With Wicksell and 
Keynes, constancy of prices indicates a coincidence of natural and 
bank rates; with Hayek and his school, that coincidence obtains only 
with a decline of prices reciprocally to the increase of physical out
put. In both cases natural rate per se is eventually abandoned. This 
puts the problem upon the footing which would have heen appro
priate from the outset, namely upon the terrain of ohservable effects 
of alternative credit policies, upon actual prices relatively to actual 
costs and the attending behavior of entrepreneurs. 

ill. CASSEL'S 'THEORY: VAlUATIONS IN THE PRODUCTION 

OF FIXED CAPITAL 

Limiting the field of enquiry to the fairly unified period from 1870 
to 1913, Cassel proceeds from the concrete to the abstract: beginning 
with the influence of cycles on production, or labor and durable in
struments; continuing with cycles in prices, income, and saving; 
describing the phenomena of capital markets; and concluding with a 
chapter on the determining factors in conjunctural variations. 

The general field of production consists of two parts, fixed capital 
and consumption goods. If we test statistically the behavior of the 
volume of house and railway construction and the production of pig
iron, we discover that booms are characterized by an increase in the 
production of fixed capital, depressions by a slackening of that pro
duction.1 AgricultUIai production shows no tendency to vary with 
trade movements but depends upon harvests. As for consumption 
goodS, 'typified by coal produced in Germany or the ton-miles of 
non-capital freight on German railways, the tendency to vary with 
the cycle is slight.· 

Labor reflects tliese conditions, not only in the fairly close correla
tion of total number of persons employed, but also in the much 
greater variability of employment in capital-producing industries.' 
Whence comes the stream of additional workers in prosperity times? 
Evidently from agriculture, according to such evidence as can be 
gleaned from occupational censuses in Germany, England and else-

,.'.-~ -' 
I Gustav Cassel, T", TIrury of Sodal Eetnumy, 2nd English ed., tr. from the 4th 

German ed. (London, '932), II, 54J-SSo. 
• Ibid., pp. 552-557. 
• The data include factory work ... in Sweden, '¥-'909, and pOl8ODI inoured by 

industrial unioDs in Germany, .888-'909; iIM., pp~ 560-562. 
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where.1 This fact indicates that business cycles are by-products of 
transition from the selI-suflicing agricultural economy to a complex 
system of specialization upon a national or international scale. 

During periods of trading booms there appears a greatly aug
mented demand for durable means of production, in increase whicl1 
induces both the manufacture of new fixed capital and the better 
utilization of the old. ' Figures showing railway trackage built an
nually in the United States and average mileage run annually by 
railway cars in Germany support these generalizations.' The first set 
of data can be supplemented to show also that fixed capital produc
tion continues throughout the depression, preparing the way for the 
next upward trend. Another important phenomenon is that any in
crease or decrease in demand for consumers' goods, while affecting 
the demand for instruments of production in that field, falls with 
greatly intensified force upon basic producers' goods, as for example 
the English shipyards. - ' 

Commodity price-series for the period under consideration reveal 
not only general advance and decline prior to and following the years 
of crisis, explicable upon the basis of bank discount policy, but also a 
tendency toward mucl1 greater amplitude of variation for fixed capi
tal materials (e. g., pig-iron) than for other goods.' The turning
point in the former comes before the crisis by a considerable period 
and gives a sure portent of ending prosperity. Wage rates and the 
total wage bill are highest in the .. turning years," but no sure judg
ment can be pronounced upon the exact course of real wages.- Cer
tain it is, however, that whereas entrepreneurs gain at the beginning 
of the advance, laborers obtain the advantage in the trade boom 
proper and in depression. Finally, capital formation (saving) rela
tive to the national incomes attains its maximum early in the re
vival, diminishes little, if at all, in the boom, but declines during the 
crisis.-

.. On the capital market the savings appear as supply, and, on the 
other hand, the real capital produced appears as demand for capital 
disposal." , At the beginning of an upward movement in business, 
cl1aracteriRd by the discovery of new and very luaative uses of 
capital, entrepreneurs' profits are large, saving increases faster than 

I IbWI., pp. S66-57o. 
• lbiIl., pp. S96-597. 

• 16i4., pp. S84-S900 
• IbiIL, pp. sQ9"606. 

• IbWI., pp. ~lo. 
• IbWI., p. 6 ... 

• IbWI., p. 611 • 
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the production of capital goods, interest falls, and the capita1ized 
value of fixed instruments rises. The real boom, on the other hand, 
shows a decline of profits and hence of savings;· but, since the produc
tion of fixed capital goods cannot suddenly be terminated, a strin
gency develops on the capital market: interest rates advance and 
capital goods fall in price. During the depression, interest reaches a 
low level and capitalized values recover, although both tendencies 
are somewhat retarded by a decline in saving. It is in the later phase 
of depression, when capital is again accumulated more easily, but 
when .the production of capital goods has not yet been begun, that 
the capital market is most favorable to enterprise. Complementing 
and intensifying the course of interest rates is another factor, the 
behavior of bank discount. Banks commonly hesitate to raise their 
rates at the onset of revival, with the result that capital goods are. 
capita1ized at a too low rate, entrepreneurs in this field extend their 
operations, and the community's purchasing power is diverted from 
consumption even more than wonld correspond to its increased sav
ings.1 These facts explain the recorded variations of interest in the 
same direction as that taken by an index of fixed capital extension, as 
for instance, pig· iron production. Throughout the cycle, stock and 
bond values reflect interest and earnings developments. Bond prices 
tend to vary inversely with interest, lagging somewhat because the 
Exchange has always to consider a possible reversal of trend. Their 
maximum price occurs somewhere near the beginning of the upswing, 
from which, under the growing scarcity of capital, they decline until 
the crisis. But since stock prices depend not only upon interest but 
upon .. earnings, and since earnings continue high to the final onset of 
boom, it is then that their prices reach a maximum. Thereafter they 
share the downward course of fixed-income securities, although the 
latter cease to decline with the outbreak of crisis. The capital market 
,stringency developing during the last stages of boom is marked by a 
cessation of durable instrument production wherever this is possible, 
and wherever not, by great difficnlty in procuring funds. House con
struction follows the former course, according to American statistics, 
whereas railway construction, being a longer term undertaking, 
necessari1y has to continue; despite a great extension in unfunded 
debt through inability to float bond issues.· 

What theoretical conclusions may be drawn from this picture? 
The central phenomenon is interest on capital. Potential undertak-

I lbi4., p. 62S. • llJitl., p. 637. 
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ings requiring large amounts of fixed capital await the low interest 
rates of depression periods, but the "restorative effect upon enter
prise" disappears as the boom develops and higher rates break. off 
the evolution .. There is action and reaction: the bo,?m proceeds out 
of low rates an.d throttles itself by advancing them; the depression 
springs from high rates but reduces them and so terminates itself.1 

Undoubtedly these influences would eventually level off upward and 
downward movements if the whole process were not from time to 
time renewed by technical progress and the exploitation of new 
countries. Business cycles thus appear to be the natural attendant 
of progress; as such their existence does not depend upon a capitalis
tic order, for even a socialist state might divert production too much 
into the channel of fixed capital equipment.- Finally as to crises: a 
dilettante conception, propagated especially in America, represents 
them as the consequence of the inadequacy of consumers' income to 
purchase industrial output in a given income period. Naturally in 
time of depression, when the supply of money d~creases through re
payment of obligations to banks, and the demand for money in
creases through a hoarding propensity, prices must fall. This does 
not bespeak. a deep-seated flaw in our economic organization whereby 
purchasing power necessarily lags behind production, but only a 
failure on the part of banks to create suflicient purchasing power to 
maintain the price level. This dilIiculty is purely monetary.- On the 
other hand, if crises cannot be ascribed to overproduction of con
sumers' goods, they cannot arise from overproduction of fixed capital 
by which those goods are produced. Our previous analysis sufli
ciently indicates that the trouble lies in stringency upon the capital 
market: an overestimate of the supply of savings to take over the 
real capital produced.· 

Before proceeding to the central idea of Cassel's work, we may 
take notice of objections raised against particular features. The 
first is Cassel's belief that even during depressions fixed capital 
equipment increases. Wicksell correctly objects that the statistics 
presented revea1 only an absolute growth in plant.' The really sig
nificant fact for a savings-investment theory is the movement of in
vestment rdoUlIfI to population or saving; it would be strange to 
discover that, in this sense, fixed capital equipment expands in bad 

1 l&i4.., PI'- 640-641. • l&i4.., pp. 644-648. 
• l&i4.., pp. 4400+45. 
• Sella. JIri. 51, P. log. 

• l&i4.., pp. 64Hs" 
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times. Another criticism is directed toward Cassel's notion that the 
industrial reserve army is recruited almost entirely from agriculture, 
and that, with the progressive urbanization of population, cyclical 
ups and downs will be greatly restricted in amplitude. Cassel bases 
the contention upon the fact that agricultural output "sbows no 
direct connection with trade cycles." Robertson, on the other hand, 
has come to the conclusion that agricultural fluctuations exercise 
"decisive influence" on the time and magnitude of industrial varia
tions.' In Pigou's opinion, the elimination of agricultural cycles 
would reduce the intensity of business cycles by about a quarter of 
their present amplitude.2 The important rOle played by agricultural 
maladjustments in the present depression is exhaustively described 
by Ohlin in the League of Nations study; • and the recent work of 
Timosbenko • indicates that variations in harvests have been one of 
the most important facts initiating cycles in America. 

Treating the relationsbip between bank rate and capital market in 
the first edition of The Theory of Social Economy, Cassel wrote: 

If the rate of interest is kept too low on the market, the mistake will make 
itself felt in lines of production requiring more fixed capital, and therefore in a 
relative increase in the production of capital. But an abnormal increase in the 
production of capital of this kind must gradually curtail the opportunities for a 
remunerative use of capital or make new investments of it less remunerative. 
This would in normal circumstances lead to a fall in the rate of interest. But as 
the rate is already too low, the effect of the augmented production of capital is 
that the conditions of the capital-market are gradually brought into bannony 
with the current low rate of interest.' 

This bald statement is tantamount to a declaration that the interest 
rate is a purely monetary matter and could be put down to any de
sired level merely by inflation and forced saving, as Amonn and 
Diehl have objected. e Despite these criticisms, Cassel has allowed 
the statement to stand in subsequent editions.' If one were to ac-

I D. H. Robertson, Bankinl Policy oM ,Ite Pria £nel (London, 1926), p. 14. 
• A. C. Pigou,lnd..nrial FluehuJlioM (London, 1927), pp. 36-41, 199"283. 
• C""''' and PIuIs., of ,Ite World Be_it: Dep..";",,, Seri .. of League of Natiou 

Publicatian., n. Economic and Financial 1931. n. A. 21; Official No.: A .••• 1931 n. A. 
(Geneva, Switzerland, and Boston, Massachusetts, 1031), pp. 76-77, 134, 283_ 

• V. P. Timosbenko, TltelWe of Agria4UunlIF~ in ,Ite Bwf,..., C,d. (Ann 
Arbor, Micbigan, 1930). 

• Gustav Cassel, TIte TIJesr:y of Social Be_" lit ed. (New Yon:, 19'4), p. 416. 
• Alfred AmoDD, "Cassels System der Theoretischen Nationalakouomie," An .. 

SI,PP.338 If.; Karl Diehl, "tiber Casse\s System der theoretiacben SoziaIiIkonomie," 
WeU. Arch. .8, p. 175. 

, E. g. TIJesr:y, .nd ed., II, 437. 
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cept it at its face value, one would necessarily conclude that no 
matter to what degree new capital extensions were entered into, a 
shortage of "capital disposal" could never appear, and consequently 
Cassel's idea. of capital shortage as the cause of crises would collapse. 
Rather than accept this result and helieve with Machlup 1 that he 
really pushes the "creative power" of credit to such an absurd 
length, one may prefer to regard the passage as an aberration. 

Coming to Cassel's central theme that disproportionality between 
supply and demand upon the capital market explains the course of 
cycles, one encounters a dilemma. Is the failure of the production of 
capital goods to equate with savings because of anti-equilibrium 
movements of the interest rate, i. e. absolute movements in one rate, 
or is it because of discrepancies between natural and bank rates? 
One might suppose that Cassel defends the latter or Wicksellian 
position when he says that cyclical variations would gradually run 
down, were it not for technical progress, population growth, and the 
opening up of new countries.- But three circumstances preclude this 
interpretation: (I) Cassel formally opposes the conception of a real 
or natural rate as distinct from actual money-market rates; (2) he 
introduces the "too low" bank rate merely as "another factor," not 
as lhe factor, as Wicksell would have done, and labels the discussion 
of technical improvements" Further Explanation of Trade Cycles";s 
(3) the interest differential theory necessarily implies that with 
reference to the natural rate of interest at the end of the prosperity 
phase, there are too many capital goods in comparisOfl wilh COfI

.!tIm",s' goods. But Cassel specifically denies that the production of 
consumption goods has any, "marked dependence" upon the cycle.' 
Such empiric evidence as he does adduce with regard to consumption 
goods is to be criticized adversely less upon its statistical adequaey I 
than upon the theoretical use made of it. As Zimmermann points 
out,' Cassel concludes merely that consumers' goods show relatively 

I Frila Ma<hlup, BimIoModil. IIldIUlridNdil, """ K.~ (Vi....,., 1931), 
p. no· 

I T"-1. tnd eel •• D. 644-645. 
I /bill.. pp. 615. 6c1. With reference 10.'" is bank rate "100 low"? 
• lbiol •• p. 551. 
I GeoIs Halm. uDu Zinsproblem am Ge\d- Ulld Kapita\markt," JIri.j;lrN.fr S. 

US. P. 10. Beside this aiticism. Halm seems 10 imply the ODe awIe here, iDasmuch ... 
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less important variations than do producers' goods. A theory which 
rests upon the divergence of natural and bank rates should regard 
this relatively smaller variation, not as evidence of slight connection 
with cycles, but as paramount with variations in fixed capital pro
duction in causing a disparate development in the two fields. But 
Cassel says quite unqualifiedly that "the alternation between 
periods of boom and slump is fundamentally a variation in the pro
duction of fixed capital, but has no direct connection with the rest of 
production." 1 

If the disproportionality in the demand and supply of capital can
not be put in terms of natural ~ersus bank rate, of savings _sus in
vestment, of capital goods production versus consumers' goods pro
duction, i. e. in all cases in relative terms, we seem to be thrown back 
upon absolute variations in the interest rate. Since a trade cycle 
represents an economic disturbance; and since on this hypothesis 
absolute movements of interest cause the cyclical variation, only 
anti-equilibrium changes of interest come into consideration. What 
causes such changes? Cassel seems to respond that cycle analysis 
may begin conveniently at the end of depression with an interest rate 
which is "too low" by virtue of the previous period of liquidation 
and reduced production of capital goods." But, as Wagemann and 
LOwe have protested,' the depression itself is represented as resulting 
from the preceding period of prosperity, which in turn "owed its 
existence to the low rate of interest during the previous depression." 
We seem to be driven to Stuck.en's conclusion that Cassel "does not 
at all explain the existence of conjunctural variations, but contents 
himself with working out their ideal type.'" Amonn wonders why 
Cassel did not utilize in the kernel of his theory the animating factor 
of periodically renewing entrepreneurial activity - Cassel does men
tion it - to avoid a perpetuum mobile.· Possibly he would respond 
that, even aside from such waves of enterprise, business cycles could 
arise from incorrect estimates of the volume of savings; he does indeed 
say that cycles would persist under socialism for this very reason. 
If this process of elimination actually ferrets out what Cassel con
siders to be the main factor, his theory resembles Wick.sell's quite 
remotely. 

I TIIury. n, 552. 
• CI. Be_k RhyIIrm. p. '54. forbOth. 

• Ibid •• p. 630. 

• Rudolf Studen. TIte<wU tkr Ktmftm/llwl~"" U .... 1026). p. 3. DOte. 
• Alfred Amann, "Cassels System. der Theoretischen National6kcmomie," ArcM 5' t 
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IV. CLASSIFICATION OF MONETARY CYCLE THEORIES 

With as infinitely complex a phenomenon as conjunctural varia
tions, numerous issues might be taken I!:S bases for separating writers 
into distinctive groups. Theoretical opinion, even within the mone
tary wing, divides upon such questions as whether stocks tend to 
increase in booms or slumps, whether real wages advance in the up
swing or downswing, whether idle plant capacity and a reserve of 
labor is necessary to explain the beginning of revival, whether booms 
are shut 011 by bank reserve limitations or by "real" factors, etc. 
Nevertheless other questions, perhaps no more weighty than these, 
relate more intimately to the character of the monetary approach. 
For example, it is a matter of paramount importance whether mone
tary theories envisage the credit factor not merely as a flecessary 
condition but as Ihe sujJiciml condition for cyclical oscillations; in 
other words, whether, from the angle of the money and credit sys
tem, cycles are exogenous or endogenous in origin. But t)lis issue 
does not recommend itself as a basis because the resulting division 
would be altogether lopsided. With the exception of Mises and pos
siblyof Machlup, all writers suppose that cycles are initiated by the 
iflaclion of banks, by their failure to raise the rediscount rate when 
natural rate advances under the influence of technical improvement. 
The overwheIming majority of monetary theories are not "pure"; 
they do not dispense with the exogenous factor of technological 
progress as a prime mover. 

Another line of demarcation might be drawn between those who 
find the real evil of the "trailing bank rate" in its artificially lower
ing capital e6S1s or raising capitalized values, and those who empha
size the excessive IIOlUIIUI of bank credit. In this case the division 
would not be so one-sided, for the latter viewpoint is not only ex
plicitly adopted by Eucken and Stucken but inheres in the stress laid 

. by Schumpeter and Hahn upon the existence and quantity of new 
purchasing power, rather than upon its cost. But just as in the case 
of Wicksell himself. many writers do not distinguish between the two 
aspects of the matter sharply enough to warrant their inclusion in 
the one or other group. 

But a clear theoretical fission, one fraught 19ith weighty practical 
implications, arises over the question whether bank credit expansion 
is or is not prodwdive. Every writer comes sooner or later to a fairly 
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definite position upon this issue. Furthermore, the affirmative 
answer is usually conjoined with one particular conception of natural 
rate and with one type of monetary policy; the negative with the 
contrasting rate concept, the contrasting policy. Schumpeter and 
Hahn are convinced of the generally beneficent effect of judicious in
jections of new bank. credit; if constancy in the commodity price 
level leads to a coincidence of natural and bank rates, it leads also 
to stagnation. In common with Robertson, they would look upon 
recurring periods of temporary inflation as the most expeditious way 
of bringing technical advance to economic fruition. To eliminate 
cyclical ebbs and flows by a sufficiently drastic credit policy would 
throttle the dynamic process of evolution under capitalism. 

The other and numerically stronger school of monetary theorists 
regards -credit extension with degrees of mistrust varying from 
Hayek's certain conviction that the result must in all events be a net 
economic loss, to Haberler's tempered scepticism of the outcome. 
Most frequently this attitude is supported by the idea that only 
when commodity prices decline conformably to cost reduction can 
natural and bank rates coincide, although here again there occa
sionally appears the conception of equilibrium with constant prices. 
Theorists of this persuasion ordinarily demand that bank policy be 
directed toward the complete exclusion of conjunctural variation, be 
it by a rigorous fixation of the quantity of credit, or by a policy of 
price stabilization. 

Subsequent chapters proceed upon the basis of this dichotomy be
tween optimists and pessimists. There will appear a general affinity 
on the one hand between the sanguine attitude toward credit exten
sion, the concept of eqUilibrium with constant commodity prices, 
and hostility toward the "conjunctureless economy"; upon the 
other, between the sceptical attitude toward increased bank lending, 
the theory that only secularly declining prices secure a balance of 
saving and investment under technical progress, and the conviction 
that cycles should be eliminated. 



CHA,PTER XVIII 

THE SCHUMPE'fER-HAHN TYPE OF CYCLE THEORY 

I. SCHt1MPETEB.'S EXPLANATION: WAVES OF ENTEB.PB.lSE 

AND CuDIT CREATION 

ALTHOUGH Schumpeter does not agree with Hawtrey that the cycle 
is a "purely monetary phenomenon," 1 he considers the cooperatiQn 
of banks to be an indispensable condition,' and indeed assigns to the 
credit system so integral a rale that Keynes finds himself "in strong 
sympathy" with this sort of explanation.' Contrasting his theory on 
the one hand with the reasoned history of Mitchell, and on the other 
with the Pigou type which admits a plurality of specific causes, 
Schumpeter seeks for a unique cause of those regular economic 
waves which we distinguish from seasonal, "long wave," and trend 
movements. That cause lies in the more or less periodic appearance 
of industrial innovators who introduce new modes of production. 

In the static economic system any external disturbance, such as a 
war or bad harvest, is gradually absorbed by the infinitesimal adjust
ments of the equilibrating process; production goes on year after 
year in the same way, each bit of supply being paralleled somewhere 
in the system by a corresponding demand, the volume of money 
being perfectly adjusted to the circulation of goods. All funds are 
predestined in their use from traditional practice, and consequently 
there is no money market but only a sort of central clearing place.' 
Since, on the one side, individual differences in appraisal of the future 
prevent any certain conclusion as to whether present or future would 
be the object of discount, and, on the other side, since the universal 
operation of plant at the best-possible factor combination prevents 
there being any gain in transferring resources through fluid purchas
ing power, interest does not exist.' 

I Joooph Schumpeter. r ....... ~w.. BIllrPidI_,. md od. (Munich, 
1916). P. 341. Dote; --. "1:~tkODtIOU .. " Ana 54. pp. 317-318. 
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• BlllrPidI-r. pp. loB, 101. 
, I .... pp. ,,1. 141 •• -S7. 307. 



318 GERMAN MONETARY THEORY 

Even in the equilibrium economy there exists a stock of technical 
knowledge in advance of practical utilization. Suppose now the true 
entrepreneur, as distinguished from the mere manager (tier Wire 
schlecktweg), appears. He introduces new goods, new qualities, 
new productive methods; he opens up new markets, discovers 
new sources of raw material and intermediate goods; he carries 
out innovations in business and financial methods, creates or des
troys monopolies.! The drama of economic development begins: 
capital, interest, and profits enter the stage. Were the supply of 
funds merely that of static equilibrium, it would be limited to funds 
set free by the withdrawal of manager-capitalists from production, 
or by their decision to limit more narrowly consumption or output." 
But in a developing economy, the command over productive re
sources emanates chiefly from banks. The supply of created credit, 
upon the one hand, is limited by drains upon bank reserves and by 
the losses of unsuccessful entrepreneurs; upon the other hand, there 
stands a practically unlimited demand for credit from the innovators 
and theii' imitators. Interest rests at the level set by the marginal 
employment of funds; and profits absorb the excess upon intra
marginal employments as a payment to entrepreneurs for the addi
tional product inIputable to their contribution.' 

Once capitalistic evolution is under way, large streams of purchas
ing power in addition to the credit created by banks flow into the 
money or capital market: the reinvestment of entrepreneurs' profits 
and the gains of their followers, capital liberated by the retirement 
of entrepreneurs or their heirs from business, savings of persons who 
are nqw: induced to abstain because interest exists, and temporarily 
idle capital, e. g. working capital momentarily not in use. Interest 
completely dominates the scene; the yields of durable income bearers 
such as land or perpetual monopoly come to be regarded as interest, 
although in reality they are not. By the same token even the quasi
rents of particular capital goods come to be capitalized. To view 
actual incomes sub aspia interest has no harmful effect with the 
former class of goods; but temporary yields have the fatal propen
sity of disappearing suddenly," and to capitalize these earnings in
vites disaster.' 

" 

I Ibid., pp. 100-101; &onomietJ 21, pp. 291-295-
I Eetmomica 21, p. 280. . 
• EnhDickl."." pp. 111-226. 

• &tI'IIIJmka, II, pp. 3010-310; EnhDidltI"" pp. 310'-311. 
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Such is the complexion of the capital incomes; they are the ear
marks of a society such as modem capitaIism where innovation pre
vails to greater or lesser measure over adaptation and adjustment. 
The "more and less" gives the phenomenon of business cycles. 
Spiethoff's analysis of these movements can be subscribed to in most 
respects: that the whole conjuncture and not the crisis is the basic 
fact; that business cycles are the form of development which capital
ism assumes; that cyclical movements made their debut in England 
about 1821; that an index of iron consumption gives the most signifi
cant indication of the COUIse of cycles; that the causal process begins 
with income-yielding commodities; that the upswing begins with in
creased capital investment. All this may be accepted as description, 
but it fails to reveal why industrial and commercial change is not 
evenly distributed in time. There is but one answer, that "as soon 
as any step in a new direction has been successfully made, it at once 
and thereby becomes easy to follow . • • the first success draws other 
people in its waite, and finally crowds of them, which is what the 
boom consists in. 1 Three other factors strengthen this tendency, 
without being independent causes: (I) the imitators come, not in 
place of the entrepreneurs, but beside them, and compete with them; 
(2) this releases a secondary wave, a spread of the rise of prices to all 
lines of production, setting into motion speculation, itself a factor in 
prosperity; (3) errors of judgment occur.' The effect of bank credit 
expansion, created ad hoc to finance these combined demands, is an 
advance in prices of labor and natural resources, "flnlilenovgh means 
of production haw hem, by the rise of prices, wrung from those firms 
which had been in the habit of buying them, to satisfy the additional 
demand of the newcomers at the new prices." • 

The length of the upswing depends upon the production period 
for new products. At the end of this time of gestation, prices begin 
to decline under the combined inlluence of larger volume of product 
and the liquidation of loans by entrepreneurs when their goods come 
to the marketable stage. At the very time when entrepreneurial 
profits are subjected to the depressing effect of price declines, they 
are whittled away below by the rise of costs.' These are the inevi
table outcomes of changes wrought by the crowd of innovators, and 

• Be-"" II. pp. 1197""198. • &.Iwi<l'_. pp. MI">-M9. 
• &or"'; .. II. pp. 3o.t-3.... (Italics Schumpeter's.) 
• ~. pp. _.147· 
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the downswing is equally inevitable. In comparison, other features 
which signalize the crisis, such as misdirected production and pessi
mistic mass psychology, playa secondary rOle. -Elimination of profit 
is not the only circumstance preventing the appearance of new entre
preneurs seeking credit for productive ventures, for the complete 
recasting of economic data during the period of prosperity intro
duces such universal uncertainty conceming prices, costs, clientele, 
appropriate methods of production, and the character of competi
tion that enterprise must cease.! Besides, the central bank usually 
institutes definitely restrictive measures. 

Depressions are rightly interpreted as 

periods in which there is realized an adaptation to the situation created by the 
preceding period of upswing, an adaptation which, because of the magnitude, 
number, and abruptoess of the innovations, lacks that graduaJness and incon
spicuousness with which small reabsorptions ..• can be """"mplished.· 

Firms which fail are more likely than not the very ones possessing 
the cou~ge and zeal of true entrepreneurship. Not the old estab
lished producer but the innovator it is who encounters the greatest 
resistances: difficulty in securing capital, technological problems, 
complications conceming plant location, the right complement of 
labor and type of business organization, and finally the crucial ques
tion of disposing of product. But from the social angle, the depres
sion fulfills what the upswing promised: an increase of product and a 
reduction of real costs per unit of output. It redounds chiefly to the 
benefit of persons with fixed money incomes, the pensioner, the 
rentier, the state employee, the landlord; but even labor does not 
lose what it gained in prosperity: the purchasing power of the wage 
unit rises and the total wage bill declines l~ than its former ad
vance.1 

To say that Schumpeter attempts to explain business cycles upon 
the basis of waves of economic innovators is to do him less than jus
tice. As the title of his work indicates, he does not confront the 
phenomenon as something sui genens, an isolated and special depart
ment apart from the principles describing the ordinary tenor of in
dustlial and commercial life, but as being the process of production 
under.,a developing capitalistic society. He returns to the wholesome 

1 IINl., pp. 341-348; ide1rt, "Die Weneubewegung des W'artscbafblebens," A" .. 39, 
pp.I9-20 • 
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attitude of Adam Smith that political economy describes the opera
tion of.forces operating not only toward, but away from, the station
ary state. The Theory 0/ Economu Deuelof!1Mn' represents a signal 
attempt to narrow the gap between abstract theory and the mere 
description of' economic institutions. J<;,ven if cogent reasons may be 
adduced for believing ,that both interest and profit would, contrary 
to Sebumpeter's belief, exist in a condition of perfect economic equi
librium, their magnitudes in a rapidly progressing economy depend 
largely upon anti-equilibrium forces. And even if business cycles are 
regarded as something less inclusive tha,n economic activity itself in 
a dynamic society, neither monetary nor mon-monetary theories can 
easily dispense with Sebumpeter's entrepreneur.' 

The least satisfactory aspects of the theory appear in Sebum
peter's treatment of limits to expanding bank credit. Objecting to 
Spiethoff's dictum that there exists an "insurmountable limit" to 
pUrchasing-power creation in existing stocks of goods, he says that 
"the possible volume of newly-to-be-created purebasing power is 
supported and limited by /u/ure goods." I To this Diehl replies that 
banks cannot lend capital whieb is yet to come into being, but can 
only transfer title to existing stocks;' but Sebumpeter has antici
pated sueb an objection, explaining that though the initial increase 
of bank credit works only upon the distribution of present stocks by 
means of the rise of costs to older entrepreneurs, there results an in
creased fiow of goods, and this is the future capital against whieb the 
early loans were made.' At this stage an altogether natural criticism 
would be N eisser's: that actually the volume of credit creation tends 
always toward a maximum ~owed by the existing cash basis, and 
that to say that the volume of future goods sets the limit is to con
fuse fact with desirable credit policy.' What Neisser evidently over
looks, however, is Sebumpeter's explicit contention that fact and 

1 Tho\llh they mq wish to avoid the aura of virtue ... d bendi_co which Schum
peter attach .. to tho captain of induaby ... Th .... is a aaoa effect in this hymn to the 
ODtIopniDour .. the En .... tic Hero, who thn>\IIh his idealism brings about economic _NO, whilo aIlothor economic aubjotts!lle consigned to tho bklckhesd and ob1iging 
pup of hedooiats, who lint oppooo tho En .... tic M ... hom pwe indoleace, ... d thea 
adapt th __ to him with resignatioo, bocauoe they !lie prevented by the eaergetic 
I"'UP hom contioulna with their traditiooa! hum-drum." -.Kurt ZimmOl1lllUU1, DM 
Krimo,...w.. No ... _ •• ,; .... , .............. r ...... (Balbentadt, 1916), po 50. 
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desirable policy do coincide, tbat even in default of legal limitations, 
commercial banks restrict loans enough to prevent anything but a 
temporary price rise. This is supposed to follow from loss of 
reserves with inflationary expansion, and from the necessity im
posed upon the bank of footing customer bankruptcy with its own 
reserves or with other persons' savings obtained by further note 
issue.1 

If losses can be covered by further note issue, there is no second 
limit to credit expansion beside reserves. So far as concerns the lat
ter, loss of reserves affords no automatic check whatsoever if the 
boom is international in scope; and even if it is limited to the national 
economy, what guarantee can Schumpeter find that the loss of re
serves acts quickly enough to prevent inflation? His own misgiving 
as to the possibility of inflation in America in 1925 from redundant 
gold stocks • does not square with this position; and elsewhere he has 
maintained that international inflation, conjunctural profits, and 
further borrowing present a process which "will repeat itself"; "the 
price level will rise, without assignable limit." 3 Despite such con
cessions, Schumpeter has in a recent symposium upon credit prob
lems' reiterated the stand taken in his systematic work. 

Although the self-liquidating character of credit inflation may be 
rejected as an excrescence, Schumpeter's contention that the length 
of cycles depends upon the period of gestation for the products of 
economic innovators is another way of saying that fundamentally 
business cycles consist in waves of capital investment. The two ideas 
stand or fall together. To treat the problem fully would be to con
struct a theory of cyclical variation. Nevertheless, viewing the 
whole problem briefly sub aspice duration may be profitable, particu
larly as Schumpeter's position is warmly supported by Keynes. 
According to the latter, the primary phase of a credit cycle, intro
duced by some such circumstance as a new technical discovery and 
characterized by an increase in fixed capital investment, is succeeded 
by a secondary phase, the expansion of working capital and an in
creased flow of consumers' goods to the market. But the attendant 
decline in prices ushers in the downward phase "not much more than 

I EJJlvMkl""" pp. 162-163. 
I A.re"', S4, pp. 299-3n . 
• Joseph Schumpeter, .. nas S<nialprodui:t and die Rech ... pf~," ArcAQ 44. pp. 

711-712. 
• Die Krtdil-Wm.cltofl (Leipzig, 1927), I, 96. 
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one production period after the secondary phase of the boom . . . 
has properly set in." 1 

Hawtrey attacks the Schumpeter-Keynes hypothesis as to the 
length of booms upon three grounds: that it supposes an isolated 
impulse toward increased investment to _initiate each cycle, whereas 
a technical improvement of a given sort actually persists through 
several cycles; that stocks of finished and half-finished goods
working and liquid capital in Keynes' terminology -largely neu
tra.lize inequa.lities in the rate of production of consumers' goods; and 
finally that producers' commitments, not the productive period, de
termine the interval necessary for an increased flow of output to re
act adversely upon itself through falling prices." Against the first 
criticism Schumpeter might hold with good reason that the impulse 
to investment from" new combinations" does not have to be "iso
lated" in the sense of being unique for each cycle. The economic 
advantages of steam transportation could give rise to a railway 
boom; and a subsequent collapse, no matter how severe, would not 
prevent the same advantages from engendering another period of rail 
expansion once the debris of depression had been cleared away. 
Merely that the same impulse recurs at the outset of several cycles 
does not divorce duration of boom from production period in each 
~. 

One of the main reasons why Hawtrey maintains the "purely 
monetary" origin of conjunctures, against the theory prevalent in 
Germany and England that credit variations assume significance not 
absolutely but in relation to real investment, is his belief in a com
pensatory action exercised by .stocks of liquid capital. If the price 
rise of consumers' goods attending a deflection of income into fixed 
Dr working capital were blanketed down by drawing upon stores of 
finished and half-finished goods, a number of productive periods 
might be passed over before a relative shortage of consumers' goods 
ift C-al put a check upon further investment. Or if stocks could 
readily be absorbed and maintained in storage, the redundancy of 
_lain consumers' goods at an advanced stage of boom might be con
cealed and the debacle postponed. In either event the limit to rising 
activity would appear considerably later than "one production 
period after the secondary phase of the boom." Keynes has, how
ever, presented quite compelling reasons for denying a balancing ac-

l~.I.l~ 
• R. G. HawtJey, Tiro Art ttl C-... B...a., (LoncIaD, 193')' IJP.l87-l91. 
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tion: the slump of production in depressions, and the weight of such 
carrying costs as deterioration, warehouse, insurance, and interest 
and risk. charges.1 

But Hawtrey's case against Keynes, and equally against Schum
peter, involves further an attempt to redefine "production period" 
in a way which would make it too brief to be plausibly connected 
with the duration of booms, The production of every good goes for
ward simultaneously in a number of separate processes, Hawtrey 
argues. Since there are stocks at each stage, the interval required to 
bring additional consumers' goods to market equals only the "longest 
separate process" and not the entire series.' Now this is certainly 
erroneous. A stock of twenty-three per cent at a given stage, such as 
Hawtrey assumes, does not care for a variation of consumer demand 
by that amount until the output of this stage has been worked 
through all succeeding stages. Simultaneity of production does indeed 
reduce the length of the interval below the sum of the separate proc
esses; but it would never be as small as the "longest separate proc
ess" unless that were the last but one in the series. But if stocks do 
not accumulate in any significant magnitude, as Keynes maintains, 
the supposed simultaneity vanishes anyway. 

Finally Hawtrey proposes the state of producers' commitments as 
the real factor defining the interval "between a change in demand 
and its effect upon output." Conformably to the Schumpeter
Keynes thesis it would seem necessary to speak in terms of changed 
supply rather than demand, since it is the wave of new output which 
causes the downward tum in prices and rate of production. With 
this emendation, commitments may be accepted as a real factor in 
prolbnging the boom past the production period. Cancellation of 
contracts by mutual agreement and the impunity with which agree
ments are broken in time of general embarrassment have to be set 
against this fact, however, and the net effect might not be particu
larly impressive. 

It is not to be concluded from the flaws in Hawtrey's criticism that 
important forces do not intervene to prevent a coincidence of pro
duction period and boom. For one thing, the monetary factor may, 
through various channels, cut sh~rt or prolong the prosperity phase. 

I r,etJIis" D, 133-141. 
• C_al BllIIking. pp. 390, 394-399. Hawtrey quite juatly objectlllo Keyn .. ' u

cribiog 10 him the idea that at the end of depressicm stocks &Ie luJlicieot 10 m&intaiD 
production tllroug""'" 1M .,M81, ibi4., p. 396. 



SCHUMPETER-HAHN CYCLE THEORY 325 

A sudden a1arm over gold withdrawals may prompt credit restriction 
and force liquidation before the new production has run its course; or 
excess reserves may enable the carrying of stocks for a time upon 
credit, staving off the price collapse. The persistence of an abnor
mally low bank rate and infiation may tU!D resources into investment 
and away from consumers' goods fast enough to offset a deflating 
[etiect from the first harvest of output. Keynes himself calls atten
ition to the possibility that the development of bear sentiment should 
'increase the requirements of the Financial Circulation so as to choke 
off the flow of industrial credits and impose a limit upon expansion of 
investment, a contingency not necessarily contemporary with the 
end of the production period.1 Indeed, this is merely to recognize the 
operation of the "real" factor of mass psychology as something dis
tinct in the cycle from the technique of production. Finally, the 
boom might be terminated by a decline in buying power on the part 
of agriculture, transpiring, as Robertson has shown, as the conse
quence either of high agricultural prices encountering elastic demand 
for the produce, or of very low prices encountering inelastic demand.1 

Amongst these modifying factors, Schumpeter calls especial atten
tion to those of "anticipation" - the psychological cause - and to 
interference by the central bank.- It is apparent therefore that out
standing protagonists of the production-period concept of the boom 
admit other elements operative upon duration. On the other hand, 
few students of the problem deny the intimacy between business 
cycles and variations in fixed and working capital; and this carries 
with it the idea of some degree of correlation between time periods 
in the two phenomena, whatever index of cyclical variation be 
employed. 

In ascribing crises primarily to the deflating effect of the harvest 
of new consumers' goods, but avoiding the idea of over-investment, 
Schumpeter may seem to some persons to take a more defensible 
position than Keynes and Robertson and the majority of German 
writers, all of whom adopt both ideas. It may be well to anticipate 
a possible objection to the juxtaposition of the two concepts, even 
though this does not characterize Schumpeter's theory. The objec
tion follows these lines: if crises are caused by a superabundance of 

I T"";", I, 3~304; for a lreatmOllt of cndit absorpticm upoD the stocIr. e.dIan&e. 
cf. Chapter XXI. pp. 38. If., beIo.... • 

I D. H. Ro~, B....., Pol", .., 11M Prt..1AM (LoDcIcm, '906). po 14-
I BooIooic.Woarc. pp. 34,...348. 
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consumers' goods how can crises also be attributed to over-invest
ment, which can only mean a superabundance of producers' goods 
relatively to consumers' goods? The answeris that it is really pro
ducers' and not consumers' goods which are in excess. If production 
has not been misdirected in the sense of turning out one sort of con
sumers' good in too great quantities relatively to other consumers' 
goods, output cannot be excessive since society can use any amount 
of consumable products. Despite this, any output, however accu
rately divided amongst various lines of consumer demand, can be 
made to appear excessive by a process of deflation. Unless vigorous 
action is taken by the central bank to compensate the process, prices 
will decline automatically, as Schumpeter has shown, under the com
bined influence of the increased volume of finished products, reduc
tion of employment, entrepreneurs' paying 011 of obligations, and 
positive contraction by member banks. In the ordinary business 
man's terminology, there is a unifl6rsal glut, i. e. consumers' goods 
will be marketable only below cost. A policy of what Hawtrey calls 
"reflation," put into effect immediately wben the crisis appears, 
would go far toward preventing the downward spiral.' But even if 
the policy is completely successful and no stocks (save in conspicuous 
cases of misdirected production) have to be liquidated below cost, 
the mere cessation of forced saving now makes existing plants in
appropriate to prevailing interest rates. Being oriented upon the 
basis of lower rates, their technical composition is such as to involve 
too heavy a proportion of capital to labor •. The ones which have 
pushed the substitution of capital for labor farthest will suffer most. 
The difficulty may be alleviated temporarily by more cheap credit, 
but the final debacle will only be the more severe. Sooner or later 
comes the crisis, characterized in all eoenls by "over-investment" in 
the sense just indicated, and also by an appearance of an over-supply 
of consumers' goods in tM particular ·eoent, which is so common as to 
be regarded as "natural," of deflation. Nothing, therefore, stands in 
the way of a union of Schumpeter's theorem regarding crises with the 
over-investment explanation.' 

I c...".., BMJkiIt,. p. '71. 
I This subject is considered at _wl~ aubo<queutly; see pp. 403-410, below. 
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II. l!AHN's THEORY OJ! PRODUCTIVE C:a.EDIT 

The enthusiastic popular ,reception accorded Hahn has already 
been the occasion for comment; but The Economu,. Thetwy of Bank 
Credit in particular enjoys such wide recognition that academic econ
omists, somewhat grudgingly,1 have had to take cognizance of its 
claims. Indeed, as Haberler remarks, there has grown up of late a 
sort of separate Hahn literature; scarcely a work can be published in 
the field of money and credit without a fairly exhaustive critique of 
his doctrines.s 

The necessary foundation for a theory of business cycles, says 
Hahn, is a correct apprehension of the nature and functions of credit 
in the economic process. In Germany the conventional view nowa
days represents credit as a store of permanent or temporary savings 
deposited with the banks by the public.' Classical economists made 
no mistake in tracing down every credit to abstinence, at a time when 
the volume of currency was definitely ~ted. Today the quantity 
theory does indeed take account of elastic bank credit, but the tradi
tion is still preserved that credit originates in saving. Not primary 
but created deposits are the basic phenomenon. No longer are banks 
merely offices for borrowing and lending money, but dealers in 
It credit" in the literal sense of It confidence"; and interest, from 
being at one time a payment for saving, has become a price paid for 
confidence.4 

In the sphere of goods this change signifies that It capilal fo.rmaJUm 
is fIOI Ike consequma of saving bill of 1//8 exlension of credit.'" This 
follows from the logical primacy of demand over actual production, 
a primacy concealed by the temporal precedence of the latter before 
the former. The real prerequisite for the appearance of a capital 
good is effective entrepreneurial demand, which credit extension 
brings into being.' It is not asserted that lending itself actually pro
duces goods, but that it induces an increase in production through a 

I R.c. Friedrich A. Hayek, (;eWC' IN""" lrtmjtuojl.",.",.. (V1eIID&, 1929), P. 84-
I a. Gottfried Haberl ..... review, A .... 56, p. Sol. Hahn himself gives three or 

four pops of Id ......... upon his doctrin .. in the thin! edition of his opus (Tn~, 
1930), pp. zi ... ni. 

• L. Albert Hahn, V ............ AIojIIk/JI r ....... B ... l' ..... lit od. (Tn~ 
1920). p. 6; Ind ed. (Tn~. 19'4>, p. 6. Until the conducIinc section, PI&" Id .... 
enceo perlain to these two editions, which are identical. • 

• 16i<1., P. 51. 
• 16i<l.. p...... (Ita1ic:a author'L) , 1bi4., p. III. 



GERMAN MONETARY THEORY 

change in distribution. How this transpires will appear from conse
quences attending a bank rate lower than the expected yield of capi
tal goods, arising either from an absolute reduction of the former 
while the latter remains constant, or from a rise of the latter with 
bank rates unchanged.! 

Lower interest charges reduce costs to all entrepreneurs operating 
upon credit, not merely those to the producers of durable goods.' As 
a result all production expands, competition for labor and raw ma
terial grows more intense, and there appears at first that strictly in
verse correlation of prices and discount rates described by the quan
tity theory. But in the modem industrial system, the introduction 
of labor-saving technique set over against a virtually constant vol
ume of capital has resulted in an underlying tendency for interest to 
rise and wages to fall.' The marginal laborer has passed over into 
the extra-marginal" not-laborer," choosing to subsist entirely upon 
his rentes. Consequently an expansion of credit operates, on the one 
hand, through rising wages to draw into active employment many 
members of this reserve army, including women and children,· and 
thus to induce a fuller utilization of existing plant capacity; and on 
the other, through rising prices, to transfer income from the fixed 
salary and rentier group to entrepreneurs. The stream of goods is 
both broadened and lengthened: more of everything is produced and 
more capitalistic, more roundabout methods are employed. Not 
saving but altered distribution produces these results - distribution 
changed "interpersonally" by the forced rise of wages and fall of in
terest, and "intertemporally," by the forced deflection of goods out 
of present consumption. "Credit produces goods out of nothing, in 
that, 'without it, they would not have been produced." 4 

A by-product of this expansion of production may be • a rise of 
prices for consumers' relatively to producers' goods. But the expan
sion could persist as'long as new credit drew additional labor power 
in to production.' Experience shows, however, that ordinarily before 
this point is reached the rising conjuncture is broken off by a univer
sal glut. How can this be accounted for? Simply by the fact that in 
the period of high earnings the laborer, having a fairly fixed standard 

I IINl., pp. 131-132. I lbi4., p.. 130-

I Ibid., p. J39. " Ibid., p. 141. 
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of living, saves instead of spending his income; "circulating de
posits ,metamorphose into savings accounts"; and the disappearance 
of this demand precipitates a fall in prices, production, and employ
ment.' But a way lies open to the state to prevent this termination 
of the boom either by continued interest reductions-through the cen
tral bank, enabling th,e producer to hold his finished products, or by 
removing the interest burden entirely through the purchase and 
storage of the goods on government account.2 " ••• theoretically, at 
any rate, the assumption of the possibility of a 'perpetual boom' 
does not belong to the realm of Utopia." I Whether or not to pur
chase greater and greater production by expropriating the salaried 
and rentw classes is a question belonging not to economics but to 
politics. ' 

The course of Hahn's original argument, culminating in a sup
posed dethronement of frugality and an apotheosis of credit crea.
tion, has evoked emphatic denial at every stage. Aside from the 
identification of capital and money markets and a tendency, decried 
by Hayek,' to recognize no more ultimate determinant of interest 
than bank liquidity, Hahn proves to be particularly vulnerable in 
arguing that capital originates in fundamentally ditierent ways in a 
cash economy and in a cashless economy. As Neisser, Mannstaedt, 
and Haberler observe, the ditierence between the two systems is 
purely a matter of payment technique: bank deposits function just 
as money does, and in both cases interest is paid for the surrender of 
purchasing power, not, as Hahn would have it, for the cession of 
money in the earlier and for .. confidence" in the modem system.' 
To go below the merely superficial phenomena of credit and cash ex
change media, we must agree with Lampe that it is quite as possible 
for coinage in a cash economy to make purchasing power available 
without saving as for credit creation to accomplish the same end in a 
bank deposit regime.' By consequence, if capital comes into being in 
another way in the latter than in the former, it will have to be aD 
other grounds than merely the creation of new purchasing power. 

That the existing volume of bank deposits originates prepoDder-
ately from loans is of course a far cry from the proposition that capi-

a I""' .• p. 148. • 16id .• p. 1$1. 
, IMIt. P. 1$9. • K.,.,; ' .... , .. ,.;,-, pp. IOJ-IQ4. 
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tal formation proceeds from credit creation and not from saving. It 
is not surprising, therefore, to find that Hahn tries to support the 
latter notion by some other argument than this flimsy confusion. 
Demand, he says, precedes prod)lction. But the really surprising 
thing is that this homely truth, equally valid for cash and credit 
economies; should somehow demonstrate that capital formation does 
not nowadays proceed from saving. Probably, as Lampe suggests, 
Hahn has unwittingly fallen victim to an ambiguity in his term 
"demand." If demand be interpreted as applying to the products of 
a capital instrument, it is of course apparent that the instrument 
would not be produced unless such a demand were expecte4. On the 
other hand, without demand in another sense, that is, actually avail
able purchasing power in the form of a bank deposit, the entrepreneur 
could not undertake production at all. But Hahn, who says his 
proposition pertains to the first sort of demand, actually applies it 
also to the second, i. e. he assumes that whenever a bank extends 
credit to a customer, a sure market must exist for the capital good 
and its products. Of course, even if every bank loan did result in 
economically useful capital-good formation, it would not be true that 
"no capital good can be produced without credit creation," as Hahn 
states literally, 1 unless, furthermore, no new capital were produced 
on the basis of bank loans of accumulated savings. It is not neces
sary to argue against this absurd proposition inasmuch as Hahn him
self blows hot and cold within the confines of a single paragraph. 
Admitting that current production proceeds out of "a certain stock 
of goods produced in the past capable of covering the need for nour
ishment, clothing, and shelter," he concludes, "If Ihis cerlain stock is 
present, then the founding of new enterprises is independent of the 
supply of capital!"· Indeed, far from supporting the earlier dictum 
that capital formation is solely the product of credit creation, Hahn's 
description of the period of rising conjuncture indicates at the utmost 
that new credit increases the quantity of capital, and even then he 
concedes that this does 1I0t invariably transpire. And so the thesis of 
a totally new origin of capital is abandoned by the author himself. 

The theory of business cycles, based upon the more modest claim 
of a productive efiect of expanding bank credit, has been most ad-

1 Voli.rtDin.scMftlidre T""'rio, p. u;, "0"'" K,uU";",-..," might be ambigu
ous ....., it not for the previous statement .. K~_, ;n Gh. S,IIa,ffu.., iaIIf
/w1t!Ii,.,. Noe"!,.g." (ibid., p. 120. Italics mine). 
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versely criticized at three points: the course of wages relative to 
pricea during the upswing, the cause of crises, and the final outcome 
of the whole evolution. Hahn, it will be remembered, relies upon 
mounting wage rates to activate the industrial reserve army during 
boom times: To object, as Haberler _does, that this contradicts his 
admission that cons\l1llption goods are enhanced in price does not 
dispose of the matter,1 because Hahn argues that through the com" . 
petitive tendency of prices toward cost, consumption costs are in
deed raised by the increase of nominal wages, but this is partly oil'set 
by the low interest charges which generated the upward movement." 
On purely a priori grounds one might agree with Lampe that forced 
saving imposed merely upon the small class of non-laboring and non
entrepreneurial ,entiers would scarcely support an increase of real 
income for the whole wage earning population.' Or again, simply 
deductively, one may object that Hahn has given to laborers the 
conjunctural gains which were supposed to be in the hands of entre
preneurs, supplying the motivating factor in the whole upward 
movement. But the most effective answer would be Burchardt's 
appeal to the fact that real wages lag,4 if economists could be more 
certain that the statistical evidence is clearly in this direction. If 
Hahn had not relied upon a strictly rationalistic calculus to account 
for the existence of the reserve army in the first place, - that tech
nical progress so raises interest rates as to induce the ,meier to prefer 
idleness, - and had instead attributed ordinary unemployment to 
economic friction and inertia, he might more easily have accounted 
for increased employment and output attending falling real wages 
in the period of recovery. B.ut unless real wages actually decline, the 
amount of forced saving would not be such as to lend much color to 
Hahn's expectation of a substantial increase in capital. 

Furthermore, if forced saving supplies the driving power to a 
period of industrial expansion, why should not the voluntary savings 
of laborers, which Hahn supposes on the increase in the late stages of 
boom times, support the expansion indefinitely? It is enigmatic why 
he should believe that banks allow savings deposits to pile up with
out investing them, when the universal characteristic of the system 

I ArdA $6, P. 8'7. 
• y~idto Tioorio, p. 137. • S,.,.,......, p. ,6,. , 
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according to his account is extending more credit than it receives.1 

This version of the over-investment theory, it will be observed, rests 
not upon the fading out of forced saving, but upon the (altogether 
improbable) growth of hoards. 

No single feature of the entire structure has occasioned a more 
general outcry than Hahn's suggestion that proper authoritarian 
measures at the time of impending crisis might support a "perpetual 
high conjuncture." It scarcely requires an academic economist' to 
point out that either continued injections of credit at progressively 
lower in terest charges or the purchase and storage of unmarketable 
products by the state would signify a nationalizing of industry, and 
that even such drastic measures would only intensify the final de
bacle, the more the longer they persisted.- Far from leading to a pro
gressive diversion of resources into capital form, as Lampe suggests,4 
such policies mean outright and violent inflation, and the disappear
ance of all accumulation. 

Finally the question presents itself whether, aside from such at
tempts to·protract the boom indefinitely, artificial credit creation 
attending the ordinary cycle leaves society at the end better pro
vided with usable capital. The answer naturally varies from the 
enthusiastic affirmative of Hahn's own followers to the categoric 
denials of the Vienna school. Midway lie the appraisals of the ma
jorityof special Hahn critics whom we have just mentioned. While 
maintaining that credit extension per se means only capital displace
ment, Diehl concedes that it may lead to an increase of capital for
mation, depending upon the success of the ventures it fosters. I 
Lampe, as we have seen, proposes the same test. Considerably more 
sceptic8.1 is Haberler,' for whom the "spark of truth" in the doctrine 
of the productive effect of "inflationary" credit is first, that it pre
vents declining prices in a progressive society, and secondly, that it 
overcomes the frictional resistance of an indolent entrepreneurial 
community. But the new undertakings called into being by inflation 
would not persist longer, with the return of interest to its natural 
level, than the life of their fixed capital equipment. Mannstaedt 
concludes that in a free exchange economy where banks exercise con
trol only through prices, any policy may be thwarted by a tendency 

• An objection levied by Burchardt, /oe. <iI., and by Haberl .. , A,elM 56, p. 8.8. 
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for the public to react upon these prices negatively; in other words, 
though banks may give an initial impulse toward the liberation of 
productive factors through credit creation, ultimate success de
pends on the public's voluntary continuance of the additional sav
ing.1 This is practically what Lam"pe and Diehl have said: the 
answer depends on ",hether the ventures based upon forced saving 
succeed. It is certainly not a foregone conclusion, as Hahn assumes, . 
that even while the artificial depression of interest persists, the new . 
produce will cover interest and depreciation costs, nor pro kmto that 
this will be the case if the cessation of the forcing is accompanied by 
a sag in the magnitude of saved income: 

Since the appearance of the first and second editions of the 
VolkswirlschajllicM TheorU, Hahn has abated bis radicalism at cer
tain points and at others altered the supporting argument. Most 
noteworthy is the disappearance of the idea of maintaining a "per
petual boom." Although proposals to overcome glutted markets by 
state assumption of interest changes or by inflation were repeated as 
late as 1926,' their omission in Hahn's widely read contribution to 
the Handwlirkrbuch on "Kredit'" is a matter of general comment. 
In the third and completely revised edition of his magnum opus,' 
Hahn retains nearly all of the catchwords around which the under
lying theory was originally developed. But there are some very 
significant departures. Although we still read that "every increase 
of credit increases goods through a change in their distribution," we 
discover also that even aside from such debacles as the German in
flation, the stimulating effect of credit sometimes proves to be quite 
short-lived.' Credit expansion now becomes an "essential condi
tion" for the development of cycles. not the unique cause.' But 
most notably. the explanation of crises from laborers' savings, or 
rather hoards. disappears completely. There is some evidence that 
the reason is an uncertainty on Hahn's part as to whether real wages 
advance as much above the standard of living as he had imagined in 
boom times.' Be that as it may. crises occur simply because a time 
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must "necessarily" come when the stimulus of conjunctural gains 
to entrepreneurs has exhausted itseIf.1 Although he continually lays 
great stress upon "intertemporal and interpersonal changes in dis
tribution" wrought by artificially low bank rates, Halm does not 
recognize that this distortion of productive factors into the capital 
category caD. itself account for a breakdown. In this he resembles 
Schumpeter, and it may be ventured that the failure to perceive the 
dangers of over-investment accounts for the sanguine attitude of 
both writers toward the outcome of credit inflation. 

A section on HaIm should not close without reference, at least, to 
his study of German bank series over the period I!)OO-I3.· Here 
Halm writes as a practical banker, and the analysis has been widely 
recommended. From the angle of the history of German theory, 
however, the early and. more radical writings of HaIm are more 
significant, presenting a bold thesis· which gives rise to an equally 
bold antithesis on the part of the Vienna group. 

1 Ibid., p. '46. 
• "Zur FIIge dOl volkswirtschaftlichen Erkenntisinhalts der Bankbilanzzi1lem," 

Geld lInd K,edil, N .... Folge (TiIbiDgen, '929), pp. '49-'119. 
• An illustration of the "idiot fringe" which all theories po ..... is afforded by Hans 

Honegger's D., schOpf";',,,,, K,edil (Jena, '929)' Capital is necessauy to production 
only when it has to be pledged as collateral for a loan. So long as confidence penists, 
there is no limit to the profitable extension of hank credit. The entire pamphlet is & 

panegyric to "creative credit." 



CHAPTER XIX 

THE MISES-HAYEK ANAI.YSIS OF CYCLES 

Tm: classical expositions of the two main types of cycle theory pro
ceeding upon the monetary basis are of course Schumpeter's 
Thewi8 tIer wirlschaftlichen Entwicklung and Mises' Thewi8 des 
Geldes una tIer Umlaufsmutel, both of which appeared first by an odd 
coincidence in 1912. To discover what results from pushing some of 
Schumpeter's ideas to their "logical" - or perhaps better, illogical 
- conclusion, it was necessary to tum to Hahn. For the full de
velopment of Mises' theory it is necessary to study the work of 
Hayek. 

I. MISES' INDIVIDUALISTIC PmLoSOPHY OP ClumIT 

When the first edition of Mises' book on money and banking ap
peared, it concluded with an adoption of Wicksell's description of 
the conjunctural effects arising from the bank-rate natural-rate 
differential, adding however that "we are concemed here with a 
csuse of crises which operates alongside others. Indeed, we ought to 
regard it as prohable that in the scheme of things prevalent today in 
economic life and polity, the primary impulse to a boom does not 
come from the action of credit banks." 1 More conservative banks, 
prompted by consideration of their own interests in the long run, 
would dominate the tenor of the banking system sufficiently to pre
vent over~ension of credit unless there were pressure from out
side. But in the second edition twelve years later, the foregoing 
limiting remarks are omitted." With the pUblicstion of his special 
monograph on cycles in 1928,' Mises comes definitely to the position 
that aside from economic disturbances csused by war, natural 
events, and adaptation to new economic data such as new wants and 
technique, the ebb and flow of business activity turns upon the de
velopment of credit. It is the artificial depression of their rates on 

I Ludwic w-. T~ .. a.Wa ... ., U-'-l!"""'. ,st ed. (M1IIlicb. '910). 
Po 434· 

• I .... Ind ed. (MlIIlich. 10"'. pp. 374-375. · 1-. a.u... .... /JilisNnaof: _ K"';-lh",.liIiA cr ..... 1918). Po 41. $fill. 
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the part of banks which initiates conjuncturarmovements. But why 
do banks launch into inflation when they know from experience its 
disastrous consequences? Because at the time of the founding of 
European banks of issue the notion prevailed that an important goal 
of W irtschaftspolitik is the reduction of interest charges, and that 
banks are suitable instruments for this purpose through making 
credit more abundant. Even then, since the expansion of banks dis
posed to "wildcat" operations would be checked by adverse clearing 
balances in favor of conservative institutions, there would be no dan
ger were it not that the state comes to the rescue of the prodigal 
members of the system by such devices as suspending the Bank Act. 
This it does in response to popular sentiment for cheap money. The 
final cause of crises is ideological: since the state always yields to this 
pressure, the whole banking community relies upon outside relief in 
extremity and proceeds to drive a lucrative business on low discount 
rates. " 

The relation between the value of capital goods in natura and their 
expected product is the natural rate of interest.' If banks begin lend
ing at a lower figure the prices of commodities will advance faster 
than costs, chiefly through the lag of wages, and entrepreneurs real
ize a differential gain. These persons, being generally richer than 
the ones expropriated, will add somewhat to the total volume of 
voluntary saving. No doubt the effect is not mechanical and varies 
with different societies, with different income stratifications, etc.; 
but Qne may conservatively guess the reduction in the natural rate 
from"this cause to be "seldom very appreciable.'" On the other 
hand, with every position of the natural rate there is an appropriate 
degree of indirectness in production: the productivity of capital 
suffices to support laborers for just a certain degree of roundabout
ness in production. The too low rate of bank discount artificially 
prolongs the productive period, initially raises the prices of pro
ducers' goods more than"consumers' goods, and finally, when a short
age of consumers' goods develops before the newly initiated and more 
capitalistic processes can be completed, raises the prices of the means 
of subsistence acutely. The latter tendency is accentuated by the 

I TMorio, ""d eel., p. 347. M';" beHev .. that the Harvard Bweau'. A. B. and C 
C\IJ'VeII give lOme indication of the bebovior of this rote; but in general biB attitude 
toward statistical mesaures of c:ydica1 variations is bighJy oceptical. K ... jtmldw,.niliA. 
PP·69-73· 

• TMorio.:md eel. pp. 3St-366. 
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reduction in voluntary saving, which arises as an ofiset on the part 
of the victims of forced saving. 

The time comes when banks, having persistently raised their rates 
but always with a certain lag after the natural rate, now advance 
them sharply to exclude a portion of the borrowers and to compen
sate for the high rates which must be paid on primary deposits. 
When the bank rate thus approaches the natural rate and credit is 
besides rationed out, the crisis comes. Even if there were no reserve 
requirements, the process of inflation would eventually be termi
nated by a fiight into real values, foreign moneys, precious metals, 
and barter. By continuously pumping bank money into circulation 
banks may postpone the evil day, but the crash comes all the more 
violently when it does occur.' And so ordinarily the banks anticipate 
the ultimate debacle and put a stop to the inflation out of considera
tion for reserve requirements and foreign exchange quotations.-

After the crisis the price level declines under the influence of a bank 
rate higher than the natural rate, but the liquidation of stocks pro
gresses with such violence that the former rate finally falls below the 
latter without producing any effect toward recovery. Eventually the 
process of recovering confidence and continuous accumulation brings 
the two rates into equilibrium and the way lies open to a repetition 
of the whole cycle. The final situation is as before with the exception 
of the misapplied capital, which remains permanently unprofitable. 

Instead of fatalistically accepting business cycles as an inevitable 
characteristic of capita1ism, the economist does well to point out the 
desirability of avoiding all inflation and forced saving. If, on the one 
hand, artificial stimulus to trade would disappear, on the other a 
slower but more continuous and economical rate of progress would 
result. But this policy does not imply an attempt to stabilize the 
value of money, for purchasing power cannot be measured objec
tively. Price indices do not distinguish between changes in the inner 
and outer exchange values of money; they rest upon the assumption 
of an eternal man with crystallized wants; their weighting, type of 
average, and inclusiveness depend upon personal judgment; the 
process is arbitrary, the results artificial." What is really the prime 
requisite is to eschew all attempts to lower in~rest by artificial de
vices, to bring about prosperity through bank credit. InlIationism 
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thrives today under such deceptive catchwords as "international 
cooperation of banks" and "bank. control of money markets." To 
thwart this tendency it is necessary either to reintroduce the fi%ed 
uncovered note and deposit contingent of the Peel Act or to eliminate 
all state intervention in banking and restore the principle of free 
banking.' 

Aside from the common run of objections to the interest differen
tial theory of cycles, Mises' position has aroused adverse comment 
even from members of the monetary group because it lays the whole 
responsibility upon the activity of banks. The Wicksellian tradition, 
that the inaction of banks, in failing to advance their rates, causes a 
distortion when technical progress raises the natural rate, commands 
greater respect with such persons as Hayek, Strigl, and Macblup.· 
Hayek has also deplored Mises' emphasis upon general price level 
movements, pointing out that important economic variations of a 
cyclical character can be traced to an increase in the volume of 
money and credit, even if, as in the half-dozen years before 1929 in 
the United States, no pronounced drift in the general level of prices 
can be discerned.' 

Nor have most writers accepted the dogmatically individualistic 
policy toward banking for which Mises is so widely known. Neisser 
has shown that the argument advanced in favor of the free banking 
principle rests upon a false analogy, that bank notes do not have the 
same homing power as deposits, and that the adverse clearing bal
ance, which Mises thinks will hold the less careful banks in check, 
may'· be met for dangerously extended periods by inter-bank borrow
ing. Furthermore, whatever stability is imposed upon the banking 
system by the conservative banks redounds equally to the advan
tage of the other banks.« Mises' alternative proposal, to recon
stitute the Peel Act in its strict form, has been called by Stucken 
"a stabili2ation of perpetual depression.'" This issue may best 
be considered in connection with Hayek, Mises' most distinguished 
follower. 

I Ibid., pp. 7~; Theorie, md ed., pp. 406-410; Wirlsclraftskrism, pp. 32-J4. 
• Friedrich A. Hayek and Richanl Strlgl, comments in "Konjuoltturlonchung und 

Konjunkturpolitik.,1J Vern,. 113, ii" 190, Z49, fl.; Fritz Machlup, Bo,-,enkrnliI, 1114111-
lritk,edil, "lid Kapikllbildrmt (Vienna, 1931), p. '77. 

• Hayek, Geldlheorie "lid Konj"nklflrl/leqrio (Vienna, '929), pp. 6,-63 • 
.. Hans Neisser, "Notenbankfreiheit," WeU. A" ... 32, pp. 446-461. 
• Rudolf Stucken, "Neue deutsche Kenjuoltturlilelatur," ZlJcll.jIIr 4.,U. SIMJs •. 

86, p. ISO. 
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n. HAYEK'S DOCTRINE Oli' NEUTRAL MONEY 

The most systematic elaboration oHhe monetary explanation of 
cycles in Germany and the most instructive formulation of the scepti
cal position regarding the outcome of bank credit creation is the 
work of Friedrich A. Hayek, director of the Austrian Institut fur 
Konjunkturforschung, at present professor at the London School of 
Economics. Beginning with the groundwork laid in an article upon 
"lntertemporal Equilibrium," 1 Hayek has devoted several critical 
articles to the theories of Foster and Catchings and Keynes, t has 
presented an exhaustive defense of the specifically monetary ap
proach in his monograph on "Monetary Theory and Cycle Theory,'" 
and has added refinements and restatements in his addresses before 
the London School and the German VerBin.t 

Non-monetary explanations, says Hayek, fall into three types: one 
based upon the intensified reaction of changes in demand for con
sumers' goods upon producers' goods; one stressing maladjustments 
between savings and investment; and one emphssizing the psycho
logical factors. Against the first it may be urged that it rests upon 
the assumption that "no force intervenes to check the continued in
crease of production till it reflects itself in declining orders and falling 
prices.'" But this is tantamount to saying that producers have to 
depend only upon such reactions as occur when the goods actually 
come upon the market, and then only upon the effect of the total 
supply against the total demand. In reality, however, entrepreneurs 
control the volume of their output not upon estimates of totals, but 
upon the per unit cost and per unit price. Barring monetary inter
ruption, they will count upon known or estimated functional rela
tions between each of these and volume produced; and indeed it is 
this very calculus which works toward equilibrium under an in
dividualisti" scheme. Once a cycle is under way. the greater range of 

I Hayok, .. D&I lDtertomporaI. Gleicb&-ichtssystem unci. die B_ des 
'Geld_tes,'" W.u. ....... 18, pp. 33-76-

I lUta. uThe 'Puadoz' of Saving." .&:0. ... 032, pp.12S-JSi); "R.eftectiODSOD the 
Pu ... Theory of Money of Mr. J. M. Keynes," ~..,;,. 33, pp. • .,.,....87; "A Re-
joinder to Mr. Keynes,"~. 34, pp. 39&-403. • 

• ' ... GeIdUteerW tali KMj ..... ,...,' it (yleDD&. 19I9). • ' ... Pri_..., ~ (London, 19J1); "EiDige B~ Gberdas V_ 
hlltni. der Geldtbeorie .... KOIljunkturtheorie," V" "73, pp. 147""19$; d. also 
"Kapitalaulaehnmg," W.u. ....... 36, pp. 86-108. 

• Quoted from C. 0.. Hardy in oK .. ' .... ', , .... sit. p. a& 
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variation of producers' over consumers' gooas production assumes 
importance; but the theory does not reveal why there should be con
tinuous variation merely from this circumstance.' The second sort of 
explanation comes ultimately to an erroneous estimate on the part of 
capital good producers as to the volume of saving being done cur
rently. It repeats the mistake made by the first line of analysis: not 
total savings and total investment but the interest rate is what the 
entrepreneur must know; and if that rate is not interfered with it 
will adequately reveal supply and demand for capital and indicate 
the correct extent of new investment.' Lastly, the psychological 
theory does not demonstrate, even in the hands of Pigou, whyentre
preneurs wrongly estimate changes in economic facts nor why these 
errors tend to accumulate despite the operation of those equilibrat
ing forces postulated in economic' reasoning. 

If the outcome is conceded in a system of natural economy that 
interest' keeps the production of capital instruments within the 
bounds of accumulation, then it must be conceded that dispropor
tionaIity can develop" only tilrough tile independence of tile supply 
of loan funds from saving, which in tum rests on tile variability of 
tile quantity of money." a The entrance of money, which in con
trast to all otiler goods is incapable of satisfying wants, removes the 
rigorous interdependence and closed character of the economic sys
tem and makes possible movements excluded in tile equilibrium 
process. But it is little wonder that tile monetary theory of business 
cycl~s has been accorded such scant recognition, for it has rather 
genei-alIy attended only to tile phenomenon of general price level 
changes. But "tile" value of money is so attenuated a concept that 
it proves to be nearly superfluous; tile really important matter is 
relative prices and incomes: how tiley are effected by monetary 
policy, how tiley give rise to cyclical variations.· The tileory repre
sented here turns upon tile distortion of bank discount from the 
natural interest rate and follows upon tile analysis of Thornton, Ri
cardo, Sidgwick, Giffen, Nicholson, Marshall, and Mises. To appre
ciate tile unique character of Hayek's version one must begin with 
tile concept of "intertemporai equilibrium." 

Assume, first tile case of a .single commodity subject to fairly pre
dictable seasonal variation in price. It appears tilat "a very definite 

" 

I Ibid., pp. '5-35. • Ibi4., pp. 36-39 • 
• Ibid., p. 46. ~ 
fo Ibid., pp. 51-74; Prius IIIfl p,~, pp. 6,7. is, 27; V",. I7l. ii. 251-250· 



MISES-BAYEK ANALYSIS OF CYCLES 34I 

gradation in these prices is just as necessary a prerequisite for the 
possibility of.an equable repetition of the economic process operat
ing at the present as are the contempor-meously prev&iling prices."l 
If some authority imposed a uniform price upon a seasonal com
modity, as for eltample eggs, there would result an overvaluation at 
the time when production is easy and an undervaluation when pro
duction is difficult. During the former period producers would apply 
too much of their resources to the satisfaction of current demand and 
too little toward provision of future supply in view of the prices 
which consumers stand ready to pay for eggs when they are respec
tively abundant and scarce. The inevitable result would be an in
sufficiency of supply at the authoritarian price during the season of 
scarcity, and the dearth would not even be corrected by a tardy ad
vancing of the official price.1 

But the conclusion that the free movement of price is necessary to 
accomplish intertemporal equilibrium for one such particular good 
as eggs is also unavoidable for the price level generally. If it be ad.
mitted that the price of eggs must move freely as between the sea
sons to conform to the underlying conditions of production and in 
order to secure the maximum yield from given resources, correlative 
changes of the general price level must be accepted as equally neces
sary. Still proceeding upon the assumption that eggs are the only 
commodity varying seasonally, suppose that the general price level 
is stabilized. On the one hand, since this would mean a somewhat 
lower price for eggs than otherwise at the season of scarcity, pro
ducers would arrange for a somewhat smaller output at that time 
and consumers would demand a somewhat larger amount than if the 
price of eggs had been allowed to express the natural scarcity freely. 
Obviously this price is lower than one required to equate the supply 
and demand of eggs, and it has transpired as a consequence of price 
level fixing.' 

Now change the assumption from the case of predictable seasonal 
fluctuations in production to a predictable trend, but limit the 
change as before to one commodity. Suppose that a drainage proj
ect to last over a long term of years is announced and put into effect. 
Entrepreneurs of agricultural products woulq expect the prices of 

I WoII. " ..... 8, p. 49-
• 16i4... P. s0-
I The WuslJation deputa oJi&hllT &om that of Ha.Jok, ijil., pp. 51-5., but __ 

duCOl ill ...... tiaIs, I beIiew. 
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their commodities to decline secularly; they would respond by a 
suitable increase in the rate of exploitation of existing land so as to 
realize at all times an equal expenditure of factors per unit of output. 
Such an arrangement would be necessary to maximize yield from 
existing and newly appearing resources over the entire period of im
provement. Were the prices of their products stabilized, however, 
farmers would not hasten present exploitation to allow for the new 
supply; when the new supply actually appeared it would result in an 
excess over demand, or else equilibrium would come only by an ad
vance in prices of other products reciprocally to the decline of real 
costs for agricultural products. 

If this experience repeated itseH frequently, and if a further persistence of the 
factors lowering costs is expected, the entrepreneur will need in his own interest 
to increase his current output through more intensive exploitation of the soil; 
but as long as, relying upon his justified expectation of a constant price, he 
spreads production equally over time, it will give him losses.' 

What has been demonstrated for one particular good or group such 
as agricultural products holds also for any other good or numbers of 
goods throughout the economic structure. Wherever there exists a 
reasonable expectation of falling costs, an artificial stabilizing or 
raising of price causes an artificial distortion of resources to future pro
duction. In sharp opposition to prevailing opinion, Hayek holds 
that the fundamental reason why money upsets economic equilib
rium is not its lack of stabile value, but the very stability of value 
approximated by open metallic standards (or still worse, the tend
ency toward rising prices resulting from credit expansion). Inter
temporal equilibrium can only be got if each, and hence every, price 
freely expresses the tendency of real costs to fall with advancing 
technique, i. e. if the quantity of money is not increased to "com
pensate" for the increased volume of production, but is instead kept 
constant." 

Business cycles are caused by the existence of a market rate of in
terest below the natural rate, a general distortion of resources toward 
future production from that which is economically permitted. This 
is a monetary theory in that it takes monetary changes as the sine 
guibus non of cycles, and since,- furthermore, "if monetary changes 
are once assumed, then all deviations from the static process con-

, lind., p. 54- The _ should be Doted apcrially for later reference. 
• Ibid., pp. Ss. S~I. 
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ditioned by them must be represented as their consequences." 1 It 
differs from D;lany other monetary explanations of an exogenous 
variety, employing an erroneous bank policy as the·aeus ~ mackina, 
by its holding that the mere passivity of the money and credit mech
anism in the face of a rising natural mte causes the initial dislocation. 
Even a full-weight metallic currency would give rise to cyclical dis
turbances since tht: tendency of prices to fall conformably to costs of 
production, under which condition alone the natural mte may be 
realized, is prevented by the inevitable increase in mining the stand
ard metal.' But under present conditions the most important cause 
appears in that very elasticity of credit which is universally de
manded as a cure for conjunctural instability.· Finally the explana
tion offered here does not have to postulate the existence of unused 
resources such as idle plant capacity or an industrial reserve army of 
labor.· 

Imagine that because of new inventions or discoveries or the ap
pearance of entrepreneurs seeking to put through new economic 
combinations, the profitableness of capitalistic production is in
creased. Even if they do not lower their mtes, banks will be able to 
lend morej and any bank adopting a more conservative policy than 
others will get so much cash from the clearing process that it is prac
tically constrained to tum its non-eaming assets to &CCOunt. Fur
thermore, the internal dmining away of reserves lags, because the 
first effect of expansion is an advance in prices of producers' goods 
where payments are large and not effectuated by cash.' Since the 
characteristic feature of "elastic" bank credit is the extension of 
loans to producers and since borrowing has been induced by a rela
tively low interest rate, both the proximity of funds and the direc
tion of their most profitable application combine to raise the prices 
of intermediate capital goods.. These enhanced prices serve to set 
free a certain amount of original means of production -land and 
labor - from less roundabout processes and to insure their employ
ment in the newly injected and additional stages. For a time con
sumption can proceed without reduction since the goods already in 
process are of a highly specific type and cannot be transferred. Fi
nally, however, when these goods are "worked. out," there comes a 
gap in the flow of consumers' goods, for the new flow from the new 

I Pricu ... "., J l.di ... pp. 14. ot8. 
• Kord 0: ". ie. pp. 1000J06.. 
• K"'il tf.,,., Nt PI»- 9S-10I. 

• W <II. ........ .s, pp. 58, 59-
, Prit:a.." 2t ' #1-. pp. ,st, 8s.. 
t Prica.." .. ..., I' OJ .. , pp. 76-7'7. 
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and longer processes has not yet reached the market. Had actual 
saving in place of inflation been responsible for the changed struc
ture of production, there would have been a reserve of consumers' 
goods accUmulated to bridge this gap. As it is, society has tempor
arily to put up with shortened consumption.1 But society will not 
indefinitely tolerate the forcing of its expenditure into productive 
channels in greater measure than it desires. It will respond by 
changing the proportion of current expenditure in favor of con
sumption and the prices of these goods will rise relatively even to 
the advancing prices of producers' goods if the banks do not more 
than offset the tendency by continuing extensions of credit. As 
soon, however, as the pace of inflation has to be somewhat abated 
by reason of reserve limitations, the greater demand for consumers' 
goods makes itself felt in the more rapid advance of the prices for 
these products.· 

This means a reversal of the process during the boom. The profit 
margin between consumers' goods and the producers' goods imme
diately preceding them increases, and the spread between more re
mote stages decreases. Non:specific producers' goods are transferred 
to stages closer to the consumer; the number of productive stages 
shrinks; and specific goods, by reason of the withdrawal of their com
plement of non-specific commodities or services, will decline in price. 
Since the producers' goods nearest the consumer are apt to be the 
most highly specialized, they will be the most adversely affected. 
But the transition to shorter processes takes time; production has 
virtwilly been stopped in the more roundabout methods, and it will 
absorb the available productive factors in the new method only 
gradually as the products progress toward the consumer. Further
more,industrial adaptation encounters another obstacle in an un
certainty on the part of entrepreneurs as to just what degree of in
direction or capital investment is justified in the new circumstances.' 

What now is the net economic balance after this alternation of 
over-extension of plant and retraction? 

The situation would be simiIar to that of a people of an isolated island, ii, 
after having partially constructed an enormous machine with which to provide 
them with all necessities, they found out that they had exhausted all \heir sav
ings and available free capital before the new machine could turn out its product. 

I Ibid., pp. 78-79. 
• 11M., pp. 81-83. 

• 11M., pp. 79-80-
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They would have no choice but to abandon temporarily tbe work on tbe new 
process and to devote all tbeir labor. to producing tbeir daily food witbout any 
capital.' 

In other words, there C&Il be no doubt that forced saving inevitably 
extends the body of capital goods; bu~ just as surely it means that 
this accumulation is economically misapplied.1 The flow of products 
to the market from the new indirect processes can persist only so 
long as the market rate of interest remains as much below the natu
ral rate as it did when these new processes were begun, since the new 
degree of indirection depends directly upon this differential. AF. soon 
as the banks cease to maintain the same proportional lead of pro
ducers' over consumers' purchasing power, the differential begins to 
disappear. When this occurs the demand for capital must exceed the 
supply, since the new capital instruments continue to demand capital 
as before for replacement and operating capital purposes, but their 
yield and therefore the amount of saving possible from it must de
cline with the decline of their prices relatively to consumers' goods 
and the less direct instruments of production. Such a shortage of 
capital may just as well spell disaster for some of the old established 
lines of production as for the newer, since they are all at an equal dis
advantage because of the advance of the natural rate of interest. 
And so a thoroughgoing recasting of the whole productive apparatus 
must ensue, entailing an economic loss corresponding to or even ex
ceeding the forced saving.' 

The only way to "mobilize" all available resources is to refrain 
from artificial stimulants and allow the slow processes of automatic 
adaptation to take their course.4 

What happens, for example, when, without any increase of the 
quantity of money or credit, consumers begin to save a larger por
tion of their income? The change may be represented schematically, 
showing the price structure before and after the new savings rate 
appears.' 

It is assumed that no additional land or labor are involved in the 
second case over the first, the only difference being the greater time 
during which production proceeds. Total demand for consumers' 
goods changes from $40 to $30, for producers'. goods from $80 to S9o. 
The change means an alteration in the ratio of demand for con-

·~,p.4 
• 16&, pp. 131'"136-
• 16&, pp. .0, 49; FIp. • aDd ". 

• IrMj " .. ;., pp. 'l' If. 
" P'rVu .. Pt (I f •• P. 8,_ 



GERMAN MONETARY THEORY 

sumers' goods to demand for producers' goods from 1:2 to I :3. This 
requires a lengthening of the productive process, i. e. an increase in 
the number of stages, in the ratio of 2 :3. H $90 is put at the disposal 
of entrepreneurs of producers' goods in the second situation, exactly 
the saved money is invested; but any addition to this sum by way of 
bank loans to entrepreneurs will artificially extend production past 
the required 2:3 increase of investment. 

A detailed inspection of the process, letting fall the foregoing as
sumption of an equal reduction in the prices of producers' goods at 
each stage, will show that the price mechanism actually makes the 
requisite adjustment to increased savings. When consumers reduce 
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the portion of their income spent, producers' goods nearest the con
sumer will feel the depressing effect of the lowered price of their 
product more than the elevating effect of the increased expenditure 
upon capital goods in general.1 This decline in price will cause a 
shifting of funds backward toward the more remote stages of pro
duction. There comes a point where the backward shifting of pro
ductive expenditure accumulates sufficiently to offset the depressing 
effect upon the price of the products of this stage effected by the 
declining prices of consumers' goods. From this stage backward to 
the most remote stage, the products advance in price under two in
fluences, the general increase in demand for producers' goods and 
the backward transferal of demand; and the effect is cumulative, 
since at any stage an enhanced price for the product means a stimu
lation to that particular stage. The final effect, through the rise of 

1 Pricu and Prodtldioft. p. 70. 
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prices in the most remote stage and a fall in that nearest the con
sumer, is on the one hand an addition of one or more productive 
stages back of what was formerly the 1,!ltimate one; and at the same 
time a general reduction all along the line of price margins, corre
sponding to the fall of interest and the increased saving. There has 
been a transfer of non-specific producers' goods backward to ac
complish the profit equalization for all stages and a general increase 
of return to this type of producers' goods, an augmented real income 
because of the enlarged capital equipment. Specific producers' 
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goods nearest the consumer will decline in value relatively, and also 
in amounts produced if they are reproducible commodities. Goods 
of more ultimate character will be produced more abundantly at rela
tively higher prices.' 

Such a period of readjustment ensuing upon an increase in the 
rate of saving necessarily inwlves frictional losses, particularly to 
owners of consumers' goods and of specific producers' goods in the 
later stages of production, and unusual gains to others; it might even 
be thought of as a sort of conjunctural movement. I It differs from 
the ordinary business cycle in that the boom does not lead by a sort 
of internal necessity to depression. If, on the other hand, economic 
progress came by the other channel- through technological im-

, lW., pp. ,I-fl. 'I!-V " rI ;., pp. .... If. 
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provement and an increased demand for capital- no such quasi
conjectural movement would be engendered, "since it is impossible 
to understand why entrepreneurs should calculate upon receiying in 
the future larger credits than are now required but at an unchanged 
rate of interest." 1 Consequently only such variations in the natural 
rate as emanate from alterations in the rate of savings can induce 
quasi-conjunctural changes. As we have seen, even these fail to 
provoke genuine business cycles but ouly transitional adjustments. 

If the supply of money is kept constant, this effect of every extension of pro
duction will be well known to producers and they will therefore only choose sueb 
employments for the investment of new savings as remain profitable even if 
prices are expected to faIl. But these employments are the only ones througb 
which the social advantages of saving can be realized without loss." 

It is now easy to dra:w the practical conclusion that if money is to 
be neutral, if prices are to decline in accord with the secular fall of 
real costs of production, its effectiv~ volume must be constant. Any 
departure from this policy necessarily distorts the prices of pro
ducers' and consumers' goods from their equilibrium relationship as 
dictated by the natural rate of interest, and so introduces cyclical 
fluctuation." It remains, therefore, ouly to define a constant effec
tive volume accurately, and to enquire whether a neutral money is 
socially desirable. 

What ought to be kept constant is the proportion between the 
total flow of goods and that part which is affected by money, or the 
"coeffj.cient of money transactions." To illustrate: increasing or 
decreaSing the volume of money and credit parallel with an increase 
or decrease in the sphere of the monetary economy would merely 
keep purchasing power constant wben the underlying conditions of 
technology and accumulation require no change in prices, absolutely 
or relatively. Similar compensatory changes should accompany any 
changes in the degree of integration in industry which eliminate or 
introduce monetary transactions. The same is true of variations in 
velocity of circulation. In any of these cases to hold the absolute 
volume of money or credit constant, when the .. demand" for money 

1 Ibid., p. 121. 

I &tmt'ItIJias 32, p. ISO. 
• Hayek would indeed admit the possibility of maintaining the equilibrium rdatioD 

even with inflation if money were injected iDto circulation on both productive and COD

sumptive sides 10 as ezactly to cancel its oppoaiDg influences in the two cases; but u such 
a policy would effectively preveot aoy incnase in capital equip""'" aod comp1eteJy 
frustrate aoy saving whatever." (Be"""","" JO, p •• 68.) 
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has increased, would only increase the real value of money stocks and 
result in hoarding, or what Robertson calls "abortive saving." 1 

Isa neutral monetary system, so de!!.cribed, the proper goal of cen
tral banking policy? Hayek's attitude seems to have undergone 
some change upon the question. Earlier writings express the opinion 
that "progress is inseparably linked with those very disturbances 
which today it is desired to eliminate; and therefore the removal of 
these upheavals would not be possible without retarding progress." I 
Consequently banks can only be counselled to moderation, to a 
timely restriction of boom tendencies. But while the London lec
tures conclude with a similar admonition to banks, the underlying 
reason is dilIerent. Instead of adhering to his early position, which 
he must have taken over from Schumpeter, that cycles are the in
struments of material progress, he declares flatly that "an increase of 
production and trade forms no justification for an expansion of 
credit"; the only reason for the tempered advice to banks is that the 
natural or equilibrium rate cannot be ascertained, and even if it 
could, banks do Dot completely dominate the growth of credit in 
boom times, and cannot therefore be held to a strict accounting.· 
Hayek has therefore emended his answer from "No" to "Yes; but a 
really neutral credit system lies outside the possibilities of present
day control." 

Prefatory to the criticism of llli.yek's analysis of the cycle itself, a 
moment's attention should be accorded to his general attitude to
ward the specifically monetary approach. At a later juncture it will 
be argued that the criterion of single dilIerence does not prove the 
purely monetary origin of the whole disturbance.' But what of his 
contention that monetary theories have been the object of merited 
scepticism because they have dealt uclusively with general price 
levels? In a literal sense no such theory ever emted. If all money 
expressions of value moved in absolute accord, no distortion of in
comes or production could emt. Monetary theories have always 
dealt with specific and unequal price changes: the lag of the price 
of labor, the lizity of the .. price" of debts, etc. The elaboration 
of Wicksell's position represents therefore not a categorically new 
attack but at most & novel emphasis upon OIle price, - the interest 

I PfVa..,,;a. , , .... pp. 101-107., 

• We//. ...... t8, Po 65; d. abo, 0'[009_1,." .. Po III • 
• Prlca _Pl_ ,. ., pp. 107""log. 

• a. pp. 397""_ bolow. 
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rate, - with the possible addition of greater stress upon unequal 
commodity price advances. 

From a doctrinal angle Hayek's entire work pivots on one distinc
tive thesis', that a constant effective volume of money is the unique 
prerequisite of "intertemporal equilibrium." This idea carries with 
it two corollaries: that if the effective volume of money is held con
stant, added savings, whether from increased frugality or productive 
efficiency, automatically go into actual investment of an economi
cally correct nature; but that if the effective volume of money is 
increased, although savings still go completely into actual invest
ment, ultimately all of the saving forced by the process of inflation is 
economically wasted, with the likelihood of additional loss of a part 
of voluntary accumulation. It follows that effective constancy in the 
quantity of money is the only and sufficient criterion of central bank 
policy. Despite the forcefulness of Hayek's case and despite certain 
undeniable contributions to the analysis of cycles, none of these ideas 
-from basic principle to the resulting policy-seems to me correct. 

The notion of intertemporal equilibrium, quite aside from the 
unusually felicitous caption, offers an indispensable tool in the de
ductive apparatus with which business cycles can be attacked. 
Quite as far back as Wicksell, it is true, the idea was clearly expressed 
that the rate of interest means nothing in the total system of equilib
rium apart from its context of present and future prices. Hayek 
has given new impetus to this line of thought by the very dogmatism 
of his solution. 

Ne't'ertheless, against the fundamental thesis that a constant effec
tive volume of money alone secures intertemporal equilibrium three 
'major objections must be raised. In the first place a constant effec
tive volume of money, as he defines it, would not produce a decline 
of commodity prices in actual accord with real costs. Secondly, a 
decline of commodity prices in actual accord with real costs is not the 
only condition satisfying "perfect competition"; nor does Hayek 
correctly describe the mechanism of price reactions to added savings, 
even upon the assumptions of perfect competition and fixed effective 
quantity of money. Thirdly, equilibrium does not depend solely or 
even mainly upon the sort of perfectly competitive process under 
discussion. Parenthetically let it be remarked in advance that all of 
these arguments are without prejudice to the policy of stabilizing the 
prices of factors of production, the "labor" standard. 

(I) Hayek's definition of "constant effective volume of money" 
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embraces all such increases in quantity as are required to compen
sate for decreased velocity, lor a lessening of the degree of industrial 
integration, 'or for extension of the sphere of monetary economy. It 
does not, however, extend to the addifion of a "stage" of production 
in the sense employed by Hayek to represent more indirect or capi- . 
talistic methods. Indeed, it is precisely this constancy with respect 
to the last variable, which secures, according to his representation, 
the transfer of savings to correct amount of investment. Whether 
this is true and what sense may be attached to the "additional 
stage," aside from lessened integration, will be considered presently. 
But if the quantity of money is not increased to cover the additional 
turnover of an added stage, the prices of products must necessarily 
fall for two reasons, the increased volume of consumers' goods "on 
account of the utilization of the more roundabout methods," and the 
decreased total money value on account of the withdrawal of pay
ment media to care for the added turnover of producers' goods.1 If 
"real JJ be taken to mean the value of consumers' goods expressed in 
producers' goods directly, only the first reason represents a decline of 
.. real JJ costs i the fall in the ratio of value of consumers' goods per 
unit to producers' goods per unit expresses the decline of the interest 
rate in consequence of the decreased time-preference responsible for 
the new increment to savings. Therefore whatever further decline 
transpires in a monetary economy in consequence of a deflation of 
consumers' goods prices to cover the turnover of an additional 
.. stage JJ in production, exceeds by so much the fall of .. real JJ costs. 
By so much also does the .. Constant effective volume of money" de
part from Hayek's own ideal of "neutral money." 

(2a) Even if this difficulty be overlooked, a secular decline of 
commodity prices attending increased accumulation or increased 
efficiency cannot be proven the requisite to rational behavior on the 
part of entrepreneurs. Let us consider the argument as developed in 
the WelhWlsclwfllichu Arcmll article, first because Hayek ordi
narily refers to it as the ultimate proof of his main theoretical prin
ciple, and secondly because it merely contrasts falling with stabilized 

. prices and so does not involve the complication of paragraph (1) on 
the degree of fall. Beginning with the case of a single article subject 
to pronounced and known seasonal variation Of costs, he proceeds to 
a number of important articles and the general price level under 
seasonal variation, then to a small group of rommodities with a 
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predictable secular fall of costs, and finally to a large number of im
portant commodities under the same circumstances. In the last 
analysis, Hayek's "proof" comes to a supposed analogy of the 
second with the first case, and of the fourth with the third. 

In the first and third cases, involving known seasonal and secular 
declines in cost for a few goods, the assumption is warranted that 
absolute price declines are necessary to Secure equalization of return 
on invested capital between various points of time. If only a few 
goods are relatively cheaper, the general level of consumers' goods 
cannot change appreciably,' and so the price decline of the few goods 
has to be absolute. From this basis, the logic of which cannot be 
impugned, Hayek proceeds, in the second and fourth cases involving 
a general cheapening of all products in real terms, to speak in terms 
of absolute price changes, merely assuming that relative changes 
colild not maintain equilibrium. 

What Hayek apparently misses is that any announced and persist
ing policy with regard to the price level of consumers' goods wolild, 
upon the assumptions he makes, be appropriately discounted into 
the present and give no grounds for a distortion of resources. Hayek 
himself admits in one passage that if the producer repeatedly went 
through the experience of losses occasioned by stabilizing the price 
level in the teeth of falling costs, he wolild "need in his own interest 
to increase his current output through more intensive exploitation of 
the soil" at the outset.' In other words, anticipating the glut in the 
future, he will immediately increase current production enough to 
secure equal returns on investment at all points of time. If the ex
tent of the improvement is known in advance, if price level policy is 
known and consistent, if there is no resistance of prices because of 
contracts and tradition, - Hayek apparently assumes as much, -
it wolild make no difference to a rational community of entre
preneurs whether prices rose, fell, or remained constant. Upon the 
same assumptions, ,.elaJilJe and not absolute price changes are the 
important thing, a fact which Hayek himself often reiterates in 
criticizing the older monetary theories of cycles. This signalises the 
collapse of the case for a "constant effective volume of money," so 
far as it turns upon Hayek's hypothetical situations involving cal
culations of future prices. 

I UDl ... the monetary authoril,y ... " we need ocan:eIy suppose, decides to de1late 
prices generally for some eztraneoua reuou. 

• Cf. p. 342. above. 
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(2b) But Hayek develops, in the schematic representation of the 
process by which savings become investment,' a.nother type of argu
ment to support the ideal of "constant effective volume." Appar
ently here the case turns not upon entrepreneurs' calculations of 
future prices, but upon the modus operandi of "real" capital exten
sion compared with the requisite readjustments in total money de
voted to productU>n a.nd consumption. The argument ma.y be para.
phrased a.s follows. If, beca.use of a stronger disposition or ability to 
sa.ve, the dema.nd for consumers' goods rela.tively to producers' 
goods cha.ngesfrom 1:2 to 1:3, the correct extension of stages in pro
duction will be in the ratio of 2 :3. But this correct extension takes 
place only if the total money expenditures upon producers' goods in
crease by the same absolute amount a.s total money expenditures on 
consumers' goods decrea.se, i. e. if the "total effective volume of 
money" is consta.nt. Any increase by way of loa.ns to producers 
would put the entrepreneurs of producers' goods in possession of 
more purcha.sing power tha.n sa.vings wa.rra.nt; the number of stages 
is extended over the allowa.ble 2:3 increa.se, a.nd this a.rtificial exten
sion must collapse when in1la.tion ceases. 

The argument with the accompa.nying a.rithmetical illustration is 
a veritable mare's-nest. We confront a dilemma at the very outset: 
what do ma.gnitudes of the rectangles stand for? By Hayek's own 
interpretation they are money values a.nd not physical ma.gnitudes, 
beca.use the increa.se of Case n over Case I does fIOI involve a.n in
crea.se of la.nd a.nd labor application. This requires that we imagine 
cases like ageing wine, where, if the money value increases, it is 
solely beca.use of more "waiting." Value added by ma.nufacture or 
the physical increa.se of growing crops would be eliminated. But the 
aging wine interpretation cannot be maintained beca.use the only 
value increment it does involve - that of interest - is not once 
mentioned in the exposition. What Hayek pretty clearly has in mind 
- indeed he bimself onte makes the comparison 1-is the "syn
chronized production" idea of J. B. Clark, in which the total of capi
tal involved appears a.s a cross-section of products in all stages of 
fabrication on their wa.y to the consumer. Such a view fNUSSarily in
volves a physical increa.se of intermediate products when production 
is more capitalistic; and probably involves additions of la.nd and 
labor, if the analysis is not restricted solely to instances of natural 
fructification. While Hayek may legitimately let the numbers ill the 

l a. p. 345, abo_ 
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rectangles and their size refer to money value, the additional num
bers of rectangles must mean more goods. This interpretation helps 
to make Hayek's argument intelligible. It is still necessary, how
ever, either to restrict the whole case to working capital, to the flow 
of goods in process, or to invent a way, not divulged by the author, 
of spreading fixed capital over turnover, by some depreciation fac
tor, for example. 

Making these preparatory adjustments, let us see if Hayek's con
clusion follows. In the first place, if the proportion of cumInt de
mand for producers' against consumers' goods changes from I: 2 to 
I :3, the amount of capital, even restricting it to operating capital, is 
not altered in the proportion of 2:3 because this entirely neglects 
existing stocks of goods in process. Consequently no conclusion can 
be drawn as to the relative increase of money-work-to-be-done in
volved by an increment of savings. In the second place, a given in
crement, of capital has nothing to do with the number of independent 
productive stages through which the intermediate products pass. 
Here Hayt:k leaps adroitly from the C1arkian idea of a "stage" to 
the quite unrelated matter of degree of integration, confusing the 
cross-section view with the flow of goods against money.' Conse
quently, even with a 2:3 increase there would not necessarily, indeed 
quite improbably, be a corresponding increase of goods turnover and 
on money work. A third, and to my mind the most disastrous, ob
jection is that the proportion of "effective volume of money" (MY) 
in the producers' economy to that of the consumers' economy has 
nothing to do with the proportion of current demand for producers' 
and consumers' goods. Hayek would actually ask us to believe that 
the ratio of saving to consumption of cu"ent income coincides with 
the ratio of MV (or PI') in the two fields during a given period.. 
Even if the disparateness of the two concepts is removed by making 
the former ratio pertain to total savings and consumption between 
the two dates which limit the period for the equations of exchange in 
the two spheres, Hayek's assumption quite neglects those dealings in 
titles on the side of producers' goods, the entire Financial Circulation 
in Keynes' sense.- Finally, aside from this, no certain conclusions 
can be drawn as to the absolute amount of money which a given in-

• Hayek must r<aIize the absolute distinctn ... of theae two ph ... om_ for he al
ways says that "upon our tIUfIIIf/ltu.,J additional capital means an additiooalltage. 
Nevertheless his whole ...... ning n..,....rily turna on procisely this poatu1ate. 0. 
Prices aM P~otllldw., p. 46, and &~ 32, P. 14J. 

I J. M. Keynes,..t THIll;"' ... JI~ (New Yon:, 1930), I, _ 
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crement of savings will withdraw from the consumption sphere be
cause there is no necessary coincidence of vlllocities of money in the 
two fields of productive and consumptive expenditure. 

In addition to all these difficulties, Hayek has forsaken, in this 
second mode of demonstrating the necessity of a constant effective 
volume of money, that very instrument which in the earlier proof 
he supposes to guide production correctly, namely cost of production 
per unit. Nowhere in the analysis do mistaken estimates of the in
crease of savings or of productive efficiency enter. Knowing these 
increases and the price level policy of the credit authority, the entre
preneur has everything at his disposal which Hayek would seem 
bound to require for correct investment. Yet the second type of 
argument requires that the entrepreneur should have the disposition 
and ability to carry through an intricate calculation on the basis of 
the equation of exchange. Even upon the over-simplified scheme of 
P,uu and PrOOtIClion, the entrepreneur would need to compute the 
deftation of prices of productive factors attending the additional 
turnover in the sphere of intermediate products, and calculate be
sides the still greater fall in the prices of consumers' goods from the 
joint action of this deftation and the greater volume of current pro
duction .. Add to these the other variables inhering in the situation 
explained in the preceding paragrsph, and the hard-pressed entre
preneur, unless he combined the mathematical wizardry of Einstein 
with a capacity in economic theory equal to Hayek's, would end 
up in Bedlam. 

(3) It is not difficult to bdieve that, in strict accord with the 
postulates of classical value theory, the quantity of money is a mat
ter of complete indifference in a world of perfect foreknowledge of 
economic events, of perfect competition and rationality, of infinite 
divisibility of factors and complete absence of contractual and tra
ditional prices. In such a world a .. constant effective volume of 
money" or any other consistent monetary policy would allow savings 
to be transformed automatically into investment and permit the 
right degree of capital enension to be secured under technological 
progress. But this world is not real. As the economic mechanism 
actually does operate, frictions, lags, and mass psychology tell the 
tale fOr monetary policy. It has generally heeD. observed that such 
cost items as contractual wages, interest, and rent lag behind com
modity price movements. If improvement in technique is taken as 
a datum, stabilimng commodity prices will require an upward re-
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vision of contracts if all of the gain shall not be given the entre
preneur. Hayek has performed a real service by insisting, against 
the very common assumption,! that even stabilized purchasing 
power over commodities may give windfall profit. But the very 
assumption of technological advance under a decline of prices parallel 
to real costs could be challenged. It has been generally observed 
that periods of persistently faIling prices engender pessimism and 
hesitancy on the part of enterprisers. In this case savings come 
slowly into investment, and even then at modest yields. The process 
of applying new technique lags. Hence there arises the demand 
that the central monetary authority shall avoid deflation at all costs, 
and perhaps even administer a sma1l amount of inflation through a 
"gently rising" price level, to avoid stagnation. 

The net result is that there is nothing "automatic" about any 
price level. Hayek's definition of "constant e1fective volume" of 
money includes enough elasticity to protect prices from meaningless 
upward and downward movements arising from contracting or ex
panding the sphere of money economy, from decreased or increased 
magnitudes of the unspent margin, from lessened or extended inte
gration. It prevents the contagion of foreign inflation from infecting 
the domestic economy. But of course any intelligent banking policy 
would maintain a "constant effective volume" against these vari
ables. Beyond this point the question still remains as to whether the 
more probable impasse is Keynes' banana plantation suffering stag
nation for want of a little inflationary stimulus, or Hayek's jugger
naut Inachine called into being by forced saving and now quite use
less because of the disappearance of the interest differential.' Hayek 
does well to direct attention to the dangers attending forced saving,' 
but he does not prfJfle it necessarily more disastrous in its final e1fect 
than its absente might be. The solution will vary from time to time 
and from country to country. It will not be discovered through 
reasoning as to perfect competition. 

I E. g. A. c. PigGu,IruJu#ri6I FI~ (London, '927), pp. 92"'93. 
I In his latest article Hayek forecasts such a situation for Ru"" &I a c:onscquence 

of forcing industrialization past the point where plant will be usefuJ on a 10 .. sale of 
preference for future income. ct. Ie Kapita1aufzehnmg," WeU. A,., .. 36, pp. "108. 

I AmongBt the eziguous aitical commoot.s which Hayek'. work hall 10 far evoked io 
Smffa's, notable for its astonishing misinterpretations (&.'Jow . • " pp. 41-4S). He 
imagin .. that Hayek pictu .... the vic:timo of fon:ed laving .. retaliatiog by consuming 
what hall beeo tatoo from theml (Ibid., pp. 47-48.) Of couroe th ... perIODI neither own 
the capital 01 which they han beeo expropriated, nor could they COD!WIIO it if they did, 
linc:e it io IUDk in specialized instrumoota. , 
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OTHER EXPONENTS OF CREDIT THEORIES 

ALTHOUGH Mises and Hayek are unrivalled in the vigor of their at
tack upon the productiveness of credit expansion, they are only the 
vanguard of theorists ranged a,gainst the Schumpeter-Hahn position. 
These writers betray such wide individual differences that it is diffi
cult to order them into any more significant grouping than that 
based upon their common scepticism of credit creation. Neverthe
less, an approximate classification may distinguish three types of 
opinion: that most closely allied to Mises and Hayek, that which de
parts from them in advocating commodity price stabilization, and 
that which is peculiar in rejecting the WickselIian doctrine of the 
"trailing bank rate." 1 

I. TB:EORIES RELATED TO THE MJ:SES-HAYElt PosmoN 

It is not surprising that, in addition to Machlup, three other mem
bers of the present group are to be found at Vienna. Dr. Reisch, 
former president of the Austrian National Bank, not only espoused 
the test of conformity with natural rate for bank rate poliCy, 
but also actively seconded the protests of more theoretical writers 
against the "inflationism" of Hahn and Schumpeter.1 Those who 
defend forced saving forget that it may be used, as revealed by 
the growth of installment selling in America, to finance consump
tion. So far as it goes into production, it results in superfluous 
and irrational processes which cannot be completed when inflation 
ends. Just as in any other sort of inflation, the guidance of interest 
is destroyed; the loss is much greater than any imaginable gain 
through forcing abstinence. I 

• The aymmeuy of this scheme is departed from by postponing to the Ileat chapte< 
the .... rIt of Mac:hlup, whoRqcleODa\yaisfollow Haydt c:Ioody.!Nt __ _ 
lion with aubjectalOlllowbatuidofrom tho mom theme~m_da~COIlIid .... 
• tion. 

a Ricbard RoIoch, n Du ~tpnlblem In dor VolbwUtoc:baft," ZoiIIdriJI f* 
RatiM.' ........... pp.. 1-". 

I , .... pp. 11-1$0 
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This position is also taken by Dr. Richard~5trigl, professor at the 
University of Vienna, who believes that credit creation results only 
in "spurious capital." 1 Even if bank rate reduction brings into 
utilization previously idle plant capacity, this effect can only be 
temporary. When laborers drawing income from this source come to 
spend their wages, factors of production are necessarily diverted into 
consumers' goods, and the operation of the excess plant is again ren
dered unprofitable.' 5trigl wonld therefore directly oppose those 
writers who have discovered in idle plant capacity one of the main 
supports to indUstrial upswings. 

Another peculiarity lies in his unique emphasis upon the operation 
of interest as a cost and capitalization factor and his depreciation of 
its operation through fIOlume of bank credit. Price level advances, he 
says, are supposed to result in forced saving through a "compromis
ing" of certain incomes. But for every decrease there is a parallel 

. increase to someone else. Against the reduced income of creditors 
stands the gain to debtors; against the smaller real wage of the gov
ernment employee is to be set the reduced tax burden; against the 
depreciation of any factor lagging in the price rise, the windfall to 
its users. What 5trigl seems to imply is that the artificial transfer 
of real income does not secure its being saved or invested.' 

An artificially low interest rate has the power of deflecting factors 
away from the production of consumers' goods into processes which 
are either more indirect than allowed by the equilibrium rate or less 
effective in a physical-technical sense. It affects working capital in 
conCC\IllS newly established by maldng the inleresl cos, less, and the 
fixed capital already invested by old firms, by causing an apprecia
tion in the fNIlue of these assets. The combined effect of these two 
aspects of low interest is to throttle the production of consumers' 
goods; here lies the essence of forced saving.' 

While 5trigl's contention regarding idle plant capacity merits later 
consideration, his peculiar interpretation of forced saving may be dis
posed of immediately. To contend that capitalization operates prior 
to the actual transaction of business with a greater volume of credit, 
as Keynes appears to do, is quite another matter from tracing forced 
saving to that source. The uniqueness of capitalization lies in its 

1 Richard Strigl, "Die Produktion utei' dan EiDfln'" einer Kredit"P'nsjon." 
Yerei" 173, ii, 185-213. ~) . 

• Ibid., pp. 2OS-206. 
I Ibid., pp. 196"-197. • Ibid., pp. 193-195. 
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buoyant psychological effect, in the prospects which a low rate gives 
to the production of producers' goods. Forced saving on the other 
hand rests upon mechanical' effects, and is made by Keynes quite 
correctly to attend Income InfIation,l-the monetary or quantity-of
credit phase of interest. Putting the matter in terms of relative com
modity prices after Strigl's system is only the obverse side of the dis
course in terms of income. The relative rise of the price of producers' 
goods signifies a transfer of resources to that field only because of 
the "compromising" of certain important groups of consumer in
come. Were its incomes perfectly mobile, the consuming public 
would come into as great an increase of purchasing power as the 
entrepreneurial community, and the effective demand for consum
abIes would prevent any "tbrottling" of production there. Forced 
saving requires both the upper millstone of mobile commodity prices 
and the nether millstone of relatively fixed incomes. Strigl is at
tempting to dispense with the latter. 

The translation of the Vienna philosophy into precise objective 
criteria for monetary policy has been assayed by Dr. Gottfried Ha
berler. Although he does not assign to the monetary factor exclusive 
causality, he adopts virtually the same explanation of cycles as 
Hayek.' So far as credit bears on the situation, Haberler has con
sistently held that after the forcing process during booms, people re
turn to "their habitual proportion of saving and spending," and 
that this spells the ruin of newly instituted roundabout processes. 
Furtbermore, in agreement with Mises and Hayek, he expects natu
ral and bank rates to coincide only when commodity prices under 
technical progress are allowed to decline reciprocally to the increased 
volume of production. Haberler's M emora"dum /(J lhe Gold Delega,. 
lion of 1M LeaK'" of N alions I puts this idea into terms of practicable 
indices. 

Under the commodily slandard, the prices of consumers' goods 
would be held constant, technical progress expressing itself by a rise 
in rates of money income; under the labor Slandard, money income 
would be held at a level, technical advance appearing tbrough the fall 
of commodity prices. These rival policies have to be tested first from 

• J. M. Keyn ..... 7'roaIiso OR JI.., (Now York, '\130).1. "99. 
• Gottfried Haberier. "MOllOY and tho Busin ... Cyde," H ...... FIIfIIItIlaIiIIa 

u- GoU ..., 11-.., SIobiIi,oIi .. (Chicago. 1932). pp. 43""74-
• Published os " Die Kaulknft d .. Geld .. unci die StahiIisienmg do. W'utschalt, .. 

S ...... JIri. 55. pp. 9C)J-10IJ. . 
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the angle of ethics and conflicting social interests, and secondly from 
the pragmatic angle of securing a maximum flow of production. 1 

Conformably to the usage established by Hayek and Neisser, two 
kinds of pr.ogress must be distinguished: the extensive sort in which 
improvements go to support a larger population on the old level of in
comes, and the intensive variety, which raises the incomes of the 
existing population. Actually economic progress involves both. So 
far as extensive expansion takes place, the appropriate monetary 
policy is clear: credit should be increased proportionally to the in
crease of product, and in this fashion both commodity and labor 
standards are realized. I 

The question of justice between social classes arises in connection 
with intensive progress, where the two standards necessarily diverge, 
and where any attempt to carry water on both shoulders by stabiliz
ing some index without social significance, such as the prices of 
everything purchased and sold, is completely stultifying. In favor 
of the labor standard it is urged that the debtor can pay the same 
nominal debt even though commodity prices are falling, because his 
nominal income has remained undiminished. Humanitarian interest 
demands that the pensioner, the rentier, and other recipients of fixed 
money income receive some of the benefits of progress, and this the 
labor standard brings to pass by an automatic decline of prices with
out any troublesome upward revision of amtracts. Finally the claim 
of the creditor to share in social betterment rests upon the fact that 
his saving made it possible. On the other hand, one can maintain 
that the commodity standard gives less social friction because la
borers ·take greater delight in rising wages and fixed prices than in 
being able to buy more and more with the same nominal income. 
Some theorists who believe that higher rates of interest tend to ac
company technical progress loolt upon this increase of income as 
sufficient participation in the gains on the part of creditors, without 
recourse to a labor standard. Others defend the commodity standard 
because it avoids the throttling of enterprise which attends falling 
prices in the minds of the economically active debtor class. It is said 
in conclusion that creditors and debtors both expect a stabile price 

.level, that this assumption goes into the determination of interest 
rates, and that their calculations should not be belied.' 

If the intricate pros and cons ot ~e ethical argument indicate the 

'JIbi4., pp. 999""1000. 

'.Ibid., pp. 1003-1006. 
• Ibid., pp. 1003, 10.6. 



OTHER EXPONENTS OF CREDIT THEORIES 36I 

impossibility of any decision on such a basis, this result need not be 
particularly disconcerting, because the niceties of the matter are 
oversbadowed by the great evil of unemployment, .lIlld because lend
ing and borrowing in large measure proceeds between members of 
the economically dominant class.' Hence the incomparably more 
vital problem is non-ethical: to discover a really neutral money 
which will eliminate all periodic disturbances having their origin in 
monetary policy and avoid all prostitution of the interest rate. 

Intensive progress assumes two modes. Improvements may be in
troduced without increasing the indirectness of production in the 
sense of additional "stages" and additional turnovers of goods 
against money. If prices decline under this condition, there should 
be no cause for crises. The burden of debts does not increase, be
cause, though they remain nominally fixed, so do incomes. Between 
this relative deflation and the absolute sort, in which the volume of 
money contracts even though trade remains the same, there exists a 
significant difference: the former subjects the debtor merely to lu
,",m cusam in that he does not share in the increased flow of prod
ucts, but the latter imposes upon him da"",um _gem, i. e. a posi
tive loss of property, and this precipitates a series of bankruptcies. 
Under relative ·deflation the fall of prices is "not unexpected, but 
brought about by improvements consciously carried through, and 
therefore calculated in, and hamUess." J Maintaining commodity 
prices would add to the appropriate economic stimulus of lower costs 
the purely artificial stimulus of bank rate reduction. Infiationary 
credit does serve to break down frictional resistances such as the in
dolence of entrepreneurs and the recalcitrancy of labor when wages 
fail to increase periodically.' "Nevertheless," says Haberler, "I still 
incline ••• to lay more weight upon the inflationary dangers of such 
a schematic stabilization of commodity prices than upon the in
creased social resistances [which it avoids]."· 

If intensive progress assumes the form of lengthening the indirect-
ness of production with an attending insertion of turnovers against 

I !w./.. pp. ,006-'007. 
• lHl., pp. 1011-1011. 
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money for each new step, less of the total mone_tary circulation is left 
for remunerating factors, and so money wages decline absolutely. 
This condition cannot be tolerated, especially as it signifies at the 
same time a rise in the proportion of social income going to rentiers. 
To correct this undesirable tendency Haberler would again apply the 
labor standard, which in this case calls for an increase in credit suffi
cient to maintain constant money incomes.' 

Although an index of income for productive factors is not really 
attainable, a sufficiently close approximation can be got from com
modity prices. Non-labor incomes cannot be statistically appre
hended. Furthermore, wages indices in their present form pertain 
only to unskilled labor; they fail to exclude the effect of trade union 
restriction of output, or the effect upon wages of changes in intensity 
of foreign demand for the country's exports. For these reasons a 
commodity index must be employed. Monetary influences upon the 
price lev~ and extensive progress do not cause a commodity index to 
depart from the labor standard. In case of intensive progress, any 
divergence may be prevented, as Hawtrey suggests,' simply by 
omitting those commodities known to be undergoing marked tech
nical improvement. Cost-of-living commodity indices are not suit
able for purposes of the labor standard inasmuch as they depend too 
much upon which social class is selected for the budget and what the 
the index maker decides upon as suitable items. Furthermore, short 
period changes in direction and quality of consumption subtract 
from the significance of a cost-of-living index; it is insufficiently sen
sitive,to price fluctuations generally; and its application is restricted 
to a particular country. A wholesale commodity price index, on the 
other hand, based upon Hawtrey's procedure, obviates these diffi
culties and gives a practical criterion for stabilizing incomes of pro
ductive factors." 

Comparable to the foregoing writers in their pessimistic prognosis 
of bank credit expansion is Hans Neisser. The trend of his convic
tions appears in & chapter in The EuhangMtJlue of Money treating 
of "investment credits.'" "Pure" investment credits go into plant 
when economic factors are fully employed; "supplementary" in-

1 S,lrm. J",b. 55, pp. 1014-1015. 
I R. G. Hawtrey, .. Money and Inda Numbers," reprinted from the J I1IInI4l of "" 

Royal Slolislical Soddy, in TIte Arl of C_tJI Bllllkinl (London, 1933), pp. 303-331; 
d. especially pp. 3C1CS-J<>7. 
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vestment credits go into the utilization of idle labor and plant capa
city. What is the probability in each case that the new bank credit 
will lead to an increase in social product sufficient to prevent a gen
eral advance of prices? 

Take first an extreme case: entrepreneurs share equally in the new 
investment credits, there are no technical improvements, no new 
savings, no unemployed factors. These assumptions preclude any 
lessening of the proportion of resources devoted to consumers' goods 
and any addition to productive apparatus; prices rise parallel to 
volume of credit. Robertson bas sought to qualify this conclusion 
because of "induced lacking," the rebuilding of unspent margins de
preciated by the infiation.1 But he forgets that both consumers' and 
producers' operating funds are automatically increased with the 
augmented money incomes, and that only pure contingent reserves 
have to be replenished through saving.- Not only is it true that real 
reserves form a relatively small portion of unspent margins, but also 
that producers feel the same necessity as consumers to increase their 
money holdings, and so there is no reason for a distortion of purchas
ing power away from consumers' goods. A small modification lies in 
reserve reductions by those entrepreneurs who can relie upon quick 
loans from the banks, now that credit is "easier." 

Introducing a rll1llHr class into the assumptions does indeed admit 
forced saving and some increase of capital equipment. Credit trans
ferred to entrepreneurs would on the one hand certainly exceed the 
increase of social capital, because rll1llHr$ would reduce the absolulll 
amount of their voluntary savings and also their cash reserves, thus 
partly olfsetting the lacking imposed upon other persons. But there 
would be SOlIN increase of social capital above what it would have 
been with purely voluntary saving, because in the first place some 
MlIHrs probably were not in the habit of saving anything. and 
secondly because even those who reduce the absolute amount of vol
untary saving 40 not reduce it as much as the quantity taken from 
them by the forcing process, as Pigou bas proven llpon the basis of 
the marginal utility analysis.' 

Alternatively we may abstract from induced lacking and forced 
saving by MI_$, and postulate that technical improvements of 
such sort exist as to lead entrepreneurs to invest all the new credit in 

• IW,. P. 117; d. B...n., ~, P. 49. 
• For N ......... twofold divisicm of _I -.gins, d. pp. '_'7', abo_ 
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fixed capital equipment. Prices for producers' goods will rise and 
divert factors into this channel until the rise-of demand for con
sumers' goods emanating from the wage increases puts an end to the 
process, at -which time the technical improvement will have been 
fullyexploited.1 -

Finally, we may take Schumpeter's case of bank loans to a small 
number of especially gifted entrepreneurs. Social productivity will 
rise; but the same result, though at a slower rate, would have been 
attained through competitive elimina tion of less capable entre
preneurs, had there been no new credit.2 

In these cases does there exist any guarantee that the increase of 
production will be enough to prevent prices from rising? It is, in the 
first place, by no means certain that the addition would even equal 
the absolute amount of newly created purchasing power, since in
terest and amortization have first to be met by the sale of products, 
and that is by no means assured.' But as Robertson has shown, 
money has an effect upon prices equal to its absolute magnitude 
raised mathematically to some higher power by its velocity." Only 
in the quite improbable event that the new product amounted to 
this augmented sum would price inflation be avoided. 

Supplementary credit, employed to utilize idle capital and labor, 
has a greater chance of avoiding inflationary effects because the en
tire amount goes into the stream of consumable product; but the 
funds still possess an augmented effectiveness through velocity.' 
Under supplementary credit belongs also the use of funds to bid up 
nominal wages. The effectiveness of this process upon production 
depends upon the laborers' not realizing the purely nominal char
acter of the rise in wages, and also upon their not electing leisure 
rather than more hours of work. 

On the whole Neisser's conclusions are moderate and plausible, 
but his criticism of Robertson seems to rest upon a misapprehension. 
Far from presenting "induced lacking" as a process by which the 
existing proportion of capital goods and consumers' goods is modi
fied in favor of the former, Robertson takes it as a case of "abortive 
lacking" or "hoarding," "an increase in the real value of the pub
lic's money stocks.'" Only by further loans to producers can the 
banking system offsel this effect and transform the unutilized pur-

I Ibid., pp. 1t9-131. 

'11M., pp. '3'-'35. 
• lWl., p. '37. 
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chasing power to actually "applied lacking." 1 This disposes of 
Neisser's objection even if Robertson imagined that only consumers 
are subject to induced lacking, though there is n9 evidence that he 
did'so. But it may be, as Neisser suggests, that Robertson over
estimated the magnitude of induced lacking through a failure to 
realize that the portion of unspent margins required for working 
capital automatically increases with money receipts.s 

Keynes also objects to induced lacking,· though in doing so he dis
owns a fatherhood ascribed to him by Robertson,' and comes under 
suspicion of moral delinquency. Hom soil qui mal 'Y pense. At any 
rate Keynes objects that the amount of saving (or better hoarding) 
resulting from induced lacking is very small. Whereas automatic 
Jacking,' he says, arises in case of Commodity Infiation with "reduc
tion in the purchasing power of current money incomes," induced 
lacking attaches only to Income Infiation. In this Keynes is cer
tainly right. If the laborer's reserve is depreciated, so are the dollars 
of his income; and there wnuld be no reason for expecting him to 
return to his old reserve in absolute terms of real value when that 
would mean now a higher fraction of his real and money income. 
Only in case Income Inflation reimbursed him for the Commodity 
Infiation wnuld he undertake to restore the old reserve in ab
solute terms. But to the degree to which the lag of incomes dis
appears, automatic ,lacking does also. It is furthermore true that 
whereas automatic lacking places the proceeds of forced saving 
directly in the hands of the investing class, induced lacking repre
sents only a possibility of doing so, by virtue of the fact that building 
up of laborers' margins allows the banking system to carry through, 
wi~ given legal bank-reserve prescriptions, more Commodity In
fiation, and thus to cause more automatic lacking.' But Robertson 

, How _t thia cndit cnation will have to be under various hypoth .... forma tho 
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himself appears 'not to lay great stress on the 4nportance of induced 
lacking. In all events Keynes and Neisser correctly give the chief 
emphasis to the lag of money earnings. 

In addition to Neisser, Haberler, Strigl, and Reisch, the present 
group of writers includes also Professor Budge of the University of 
Frankfurt, who comes to the conclusion that the explanation of 
cycles must be based upon monetary phenomena.' The cause of the 
tum from good to bad times must be incorrect pricing; and for the 
whole economic order to be permeated with error, the fault must lie 
with a factor of production. Experience shows that neither wages 
nor rent are subject to persistent one-sided distortion, because they 
are competitively determined. But lending is subject to the monopo
listic dictates of the central bank; within the limits imposed by gold 
redemption, this authority may give the banking community the 
opportunity to increaSe its profits by a lowering of interest charges." 

Low bank rate artificiaIly lengthens the productive period, .the 
vertical application of capital, past the point indicated by existing 
demand for and supply of labor. A relative overproduction of pro
ducers' goods ensues, drawing upon the labor reserve of agriculture' 
and upon the unexploited time of women, children, household per
sonnel, and the lower orders of state employees. From the increase of 
bank credit the ensuing price advance occasions an outflow of gold, 
on the one hand, and necessitates larger borrowings by entrepreneurs 
on the other. Banks respond only tardily in raising their discount 
rates to the "economicaIly justified interest rate," and meanwhile 
the dislocation of expenditure toward capital goods continues. For a 
time prices of intermediate goods rise faster than finished products; 
but eventuaIly a relative reduction in the real wage fund (the hori
:wntal application of capital), set against growing population, en
genders a downward movement on the markets for intermediate 
products.· Restriction. of labor time in producers' goods industries 
follows and the glut is at hand. In the money markets the shrinkage 
of the subsistence fund and of entrepreneurial profits produces a 
shortage of fluid funds, a sharp advance in discount charges, and a 
collapse upon the bourse; and finaIly, as the joint result of reduced 
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bank "lending and private repayment of debts, commodity price 
levels fall. It is the more or less arbitrary power of central banks 
over interest rates on short term loans which breaks through the 
principle of competitive adjustment and induCes conjunctural 
variations.' 

II. THEORIES FAVORING COMMODITY PlUCE STABILIZATION 

In view of the zeal with which Mises, Hayek, and others in their 
following have maintained the proposition that only with secularly 
declining commodity prices under technical progress can the coinci
dence of bank and natural rates be obtained, it is singular that there 
exists in Germany no outstanding spokesman of the idea held by 
Wicksell that constanl prices secure equilibrium. Even with Ropke 
and Lampe, who are taken in the present section as illustrative of 
the Wicksellian position, the doctrine supplies a merely incidental 
feature of their work. 

Ropke's successive publications parallel in a striking fashion the 
change in German literature upon business cycles from its earlier 
descriptive and eclectic character to its recent emphasis upon savings 
and investment, particularly as these are affected by bank credit. 
His original work, The Business Cycle,' has been received as a classi
cal exposition of the former or Spiethoff type of analysis. Causes of 
conjunctural disturbance appear under two main heads, objective 
and psychological,- the former set comprising "extra-economic" 
factors, both natural and social, and the "economic" factor of in
equality in saving and investment. Under the psychological cause 
belong such phenomena as stock exchange booms. Natural causes 
embrace harvest variation, etc.; and the "social extra-economic" 
components are wars, foreign economic developments, changes in 
bank discount policy, population growth, and technological progress. 

Later treatments, however, dwell chiefly upon credit policy and 
the rate of capital formation. In "Kredit und Konjunktur,"· 
Ropke does indeed interpret monetary explanations as referring only 
to general price movements, and upon this basis objects in a much
quoted passage, that "even if one were to clap down upon the capi-

11IM..,p. .... 
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talistic economic process the cheese-bell of a stabile price level, the 
other factors making for cyclical movements would not be ex
cluded." 1 Ropke assumes constancy of prices to be evidence that 
money is not altering the interest rate from its natural level. But a 
bank rate below natural opens up a veritable Pandora's box of ills. In 
the first place, the motive to save is lessened and the demand for 
consumers' goods stimulated; the very cheapening of carrying costs 
prompts speculators to carry commodity stocks rather than market 
them in an orderly fashion; and besides, the capitalized value of 
fixed instruments mounts along with an increased use of productive 
processes of longer duration." Ultimately the banking system will 
not be able to avoid higher interest charges, not only because there 
has been no marked increase in saving during the boom, but also be
cause the inflation has depreciated the purchasing power of interest 
income. To postpone the crisis serves only to make the inevitable 
collapse more severe. Banks must be forced by central authority to 
take timely measures in the upswing against excessive expansion, 
but not so severely as to jeopardize "the organic growth of credit 
into the volume of goods."· Rather more original and vigorous is 
Ropke's Theory oj Capital Ftwmalion.' Every increase in capital 
formation which outstrips the tempo of economic development 
causes an upheaval; the analysis of such changes bids fair eventually 
"to resolve the riddle of cyclical fluctuations."· In a monetary 
economy capital additions originate either with ordinary private 
savings, with reinvestments by entrepreneurs, with government 
commitments, or with forced savings. Currently the notion seems 
to be 'favored that the second and fourth of these sources may be 
counted upon to make industry independent of the capricious virtue 
of private saving. The danger of self-financing, however, lies in en
trepreneurs' allowing pride in their ventures to override common 
sense; the marginal productivity of reinvested earnings may easily 
be pushed below the market rate, with corresponding social loss.' 
As for forced savings, they represent at best" a temporary expedient 
of the most suspicious sort, linked with grave social and economic 
drawbacks."Y Pigou demonstrates satisfactorily from a purely de
ductive angle that the quantity of saving forced out by rising prices 
more than compensates for the reduction in voluntary accumulation; 

i 

" Ibid., pp. 265-266. • lbitl., p. 272. • Ibid., p. J82. 

• 1M TIwJrie tler Katilalbild .... ' (TtibingeD, '929). 
• Ibid., p. 8. • Ibid., pp. ,8-20. J Ibid., pp. 2:1-03. 



OTHER EXPONENTS OF CREDIT THEORIES 369 

but this does not mean that the resulting capital may not be alto
gether misapplied.1 When it comes to the matter of capital forma
tion through ~ation, people commonly forget that this trenches to 
a greater extent upon private savings_than upon private consump
tion. Furthermore it Jies within the power of the state to ignore in" 
terest costs, the one indispensable index which we possess as to the 
permissible degree for burdening the present in favor of the future.1 

Adolf Lampe, Privatdozent at Munich, devotes his attention 
chiefly to the phenomenon of saving and its connection with busi
ness cycles. He insists upon the paramount significance of the 
monetary setting, and, like other writers under review in the present 
chapter, differs categorically from the Schumpeter wing in his con
viction that a period of credit infiation concludes with no net in
crease in social income. In general his argument seems to favor price 
stabilization. Unfortunately Lampe suffers from an expository style 
ranging from opaque to translucent. It never becomes sufficiently 
transparent to reveal whether the savings factor is the cause or only 
one amidst a plurality, and, if the latter, whether variations in ac
cumulation or in quantity of credit creation play the more important 
rOle. 

According to his treatise on saving and investment,· economic dis
turbances from changes in the rate of saving inhere in the very na
ture of monetary economy. Ideally, every increment to population 
should be accompanied by a simultaneous increase of producers' 
goods capable of an output appropriate to the wants of the new 
consumers. But a society based upon specialized production and 
monetary exchange will, if we neglect speculation for the time being, 
provide only enough producers' and consumers' goods to care for ex
isting population. Whatever addition to capital may arise through 
increased social production and saving after the new laborers have 
begun to operate, comes /00 /au. Stated otherwise, the price m~ 

• 1&;&, pp. 1S-16-
• 1&;&, pp. ....... Another theo.,. which lays cyclical ..nation at the dOOl of the 

I&vingprocasappean in Han. Ma-U'llIlODograph Dol Ko,wl~" Li<IIIo 
~ .. Km.l4flf."W __ ~Gt"'U_"9'7). ButMa-uisdistinctiveinbold
IDa that the clifliculty is too much saving in general, or alternatively, too little purcha&. 
ing-power in the ..... da of conBllDlen. Althougb be nowbere mentions Foster and 
Catcbings, be._ a virtual reprodu<1ion of their idea tlaat crises follow a abert-ciJ.. 
cuitiug of buyina power. 10 that consum ... • incom .. no IoD&er mllice to clear the 
market. 

• Adoll Lampe,Z.., r ....... S,..,.. FI'"'''' K"'bc~ 0_'9:16), 
pp. 61-6S· • 



GERMA.N MONETA.RY THEORY 

nism makes no advance capital provision for additions to population; 
consequently the ideal technical proportion between existing plant 
and labor has to be departed from, first when the additional dose of 
labor is absorbed, and again after this recasting of capital, when the 
new savings begin to flow upon the market. A second obstacle to 
correct adjustment comes from the incapacity of the price mecha
nism to call forth in advance precisely those types of plant which shall 
satisfy specific demands once the additional population begins to 
earn and save. "The contention that on principle the effect of saving 
is annjhilated by frictions attending it is as much justified as the 
opposite pronouncement that saving and economic expansion run 
parallel." 1 

It would be wrong to attribute these difficulties to free competition 
and to imagine that authoritarian regulation could obviate them. 
Even if a central authority could predict population growth, fric
tionalloss would attend the recasting of productive apparatus when, 
in the period antecedent to the increment to population, factors of 
production were turned into providing larger plant capacity. In 
addition the socialist authority would need to know the channels of 
demand on the part of the new laborers, their rate of saving, and the 
repercuS¢ons of their savings and consumption upon those of the 
existing population.' 

What is the appropriate action for the monetary authority in a 
competitive regime in view of the dislocations which attach to in
creases in social accumulation? Departing from his usual inIplica
tion ,that commodity price stabilization affords the criterion,· 
Lampe seems to make the behavior of stocks of reserve goods the 
crucial matter. Credit inflation results in a relative overproduction 
of capital instruments and an undersupply of consumers' goods "in 
the broad sense of the term, a decimating of the stocks of enterprizes, 
a lessening of the reserve or equilibrating fund in the economic 
order.'" The limits of legitimate credit extension are given, there
fore, in the normal level of this fund. At a given moment credit ex
tension must be governed by three considerations: the absolute 
magnitude of reserve stocks, "the rate at which withdrawal follows 
input into social product," and "the economic possibility of quickly 
restoring to social product whatever is withdrawn or its equivalent. ,,. 
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In a 'concluding section Lampe inquires into factors which miti
gate the severity of disruptions caused by increased saving. (I) 
The central bank may be able to form a judgment as to the capital 
necessary to carry through new investments until the ventures are 
articulated into the productive process, and upon'this basis regulate 
the available present supply of loan funds. (2) Business enterprizers 
do not commonly count upon the indefinite persistence of low in
terest rates produced by a wave of abstinence. They enter into only 
the relatively most promising projects which will not be jeopardized 
by the subsequent rise of interest when population increases. (3) In
creased saving does not invariably produce a larger population. To 
the degree that population growth lags behind accumulation, real 
incomes advance and the initial fall of interest may be made per
manent by a sustained rate of saving. (4) The losses arising from a 
reduction in saving may be partly avoided by an in1lux of foreign 
capital and by the selective effect of a capital shortage upon the 
grades of entrepreneurial ability. (5) The existence of stocks of 
goods serves as a buffer against sharp rises in commodity prices 
when saving diverts effort into captial goods. (6) Increasing the 
volume of 'credit to stabilize purchasing power eases the transition 
to more capitalistic production.' 

The ranks of the commodity price stabilizers include also Edmund 
Herzfelder. In his recently published work on credit management,· 
he evolves a "dynamic price law" as the basis of the theory of manip
ulated standards. If historical observations can supply the function 
by which the "efficiency of money" increases and the function of the 
"need for money," it is possible, he believes, to calculate a "produc
tion-potential" showing precisely how much money will be needed 
to maintain constant prices.- Herzfelder's assumption of "money 
need" as a datum and his adherence to the old banking school phi
losophy of credit· houses strangely with the idea of controlled 
credit. The book is apparently too fantastic to evoke criticism 
from economists who could master its complicated algebraic 
notations. 

1 16io1., pp. 16'-'76- • KNii.......,. (Bertin, 1930). 
• 16io1., pp. ~6, 69-,.., 95, 99, 16$. • Ibio1., p. 3Q. 

• 
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m. THEORIES QpPOSED TO THE "TRArr.mG BANK 

RATE" DOCTRINE 

The existence of theories not based upon Wicksell's doctrine of 
interest differentials has significance in the present connection 
merely as the exception proving the rule. Neither in the case of 
Stucken nor Eucken is there offered a satisfactory defense of this 
exceptional attitude. 

Professor Eucken voices the opinion 1 that historical evidence 
shows conclusively that abnormally low interest rates can persist for 
years without inducing recovery. Statistics likewise fail to reveal the 
existence of either accumulated stocks of commodities or unex
ploited savings in monetary form as possible resources for increased 
economic activity. Current savings offer no solution, since the 
greater portion of the annual increment - King's calculation for the 
United States puts the fraction at two-thirds-proceeds from entre
preneurial profits, which are unusually low before the onset of re
vival." What actually accounts for the upward tum • is the increased 
velocity and quantity of bank deposits, the ensuing rise of commod
ity prices, and the forced reduction of consumption by the fixed
salary and rentie1- groups. Against this thesis it has been protested 
that since banks provide only short term credit, they could not sup
port a real investment boom.' But the practice of banks in lending 
to investors on collateral and the practice of corporations in borrow
ing {rom ci:>mmercial banks for capital purposes pending the flotation 
of security issues combine to deprive this objection of its force. The 
monetary explanation has been held to be invalidated by boom 
periods attended by falling or constant commodity prices, such as 
England experienced after 1882 and America after 1925. Both 
cases were in fact marked by an increase in the volume of trade 
which arose from favorable harvests and the progress of rationaliza
tion, and which exceeded the quantity of newly created credit. But 
forced saving necessarily resulted from the creation of purchasing 
power in that commodity prices declined less than they would have 
in its absence.' 

1 Walter Euae:n, UKredit und KODjunktur," VueilS 175, pp. 28?-305. 
• Ibid., pp. 29 ..... 96 . 
• Euaen·. description of the ~<1IM Wi<iu", of velocity is BOt forth in 

K,.;ruc" Bek_,." ..... tkuhcMrt GtldprolJkfIo 0 ..... 1923). pp. 52. 53· 
f, Yerein 175, p. 297. I lbill., p. 301. 
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Similarly in depressions, the monetary factor must be relied upon 
ultimately to account for the most striking phenomena. The incep-' 
tion of depression, characteriZed by high interest rates and a scarcity 
of capital, can be explained neither by an exhausting of stocks nor by 
a reduction of current' savings, since the entrepreneurs, who reap!a 
rich harvest of conjunctural gains, count more heavily in the balance 
than the receivers of fixed income, who presumably reduce their 
voluntary saving. The real limitation is imposed by bank reserves. 
The fall of interest rates in advanced stages of depression has nothing 
to do with volume of saving but proceeds from risk. The industria1 
borrower prefers to liquidate his obligations with the bank rather 
than continue utilizing the funds; and the bank prefers to restrict its 
loans rather than attempt to cover the risk on an equal volume by a 
risk premium. This explains the anomaly of falling rates attending a 
diminution of loans.' 

With Eucken is to be linked Professor Rudolf Stucken of the Uni
versity of Erlangen. The resemblance rests not only upon Stucken's 
rejection of the Wicksellian "trailing bank rate" doctrine I but upon 
his emphasis upon the factor of velocity of circulation.' Although 
Stucken has been especially noticed for his correlation of rising and 
falling velocities with booms and depressions, this particular factor 
forms only a part of an analysis which partakes more of the nature of 
comprehensive description of numerous conjunctural phemomena 
than distinctive theory.' ra 

The writers examined in this chapter represent a variety of 
opinion. In general they are more closely allied to Spiethoff, Mises, 
and Hayek than to Schumpeterand Hahn. Beside the issues involved 
in this contrast, they raise two questions of basic import to the doc
trine of "trailing bank rate." Does bank rate operate in cyclical 
movements chiefly as a cost, or as the capitalU.ation factor, or as the 
determiner of quantity of credit? If it is the last, does bank rate con
stitute the exclusive regulator of credit, or are there not other deter
miners of equal importance? Opinion upon these problems will be 
reviewed later. 

The contention of RiSpke and Lampe that variations in the rate of 
saving are themselves capable of engendering cycles does not have 

• ni4., pp. 3-30$. 
• "Weime d ... tacheItODjunkturiiteratur," ZI&dI./IIIl. ,.. • .\'Iom. 87, P. 557. 
• 1~ r_ .. Jr~ (J .... 1916), pp. 4HIL 
• Dr. Stuck ..... latest work, OW Jrorv' It .... Wimc6ojIrw. (J .... IgJI>, 1111-

forbmlte17 ........ into lIlT Iwldl too late to be nviewed in this chapter. 
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much force. Additions made annually to the social fund of capital, 
as Professor Knight 1 explains, represent a small fraction of the total. 
The case is not unlike that of a highly durable commodity such as 
gold; even fairly large variations in the rate of accumulation, as an 
annual increment, could produce relatively insignificant changes in 
total supply of capital and rates of interest. 

Putting the matter in terms of mistaken estimales of saving does 
not change the answer. In a society where saving and the construc
tion of capital goods fall into the hands of entirely separate persons, 
it is argued, there is little wonder that additions to demand for these 
goods should not be paralleled by additions to supply. Admittedly 
all production gnes forward on the basis of estimate, and these esti
mates may err. But to what does the estimate in this case pertain? 
If to ,.ate of saving, then upon the argument of the preceding para
graph, there should be little cause for wrong judgments. Even if 
"rate of saving" include forced saving the argument still holds. 
Natural rate of interest varies but little on account of the annual 
capital increment, and the annual capital increment in tum can be 
affected by forced .saving only within limits. Bank rate varies con
siderably, partly no doubt from changes in the current flow of vol
untary money savings, but chiefly from grounds of bank policy. 
When that policy is inflationary it would be an inversion to envisage 
the relatively too low rate as the result of forced saving. Conse
quently even a broad interpretation of saving does not support the 
view that cycles rest upon mistaken estimates of the volume of sav
ing.-. The errors of judginent so far as they are not merely general 
waves of optimism and pessimism, and so far as they do not pertain 
simply to specific lines of production - both facts of prime im
portance - are the product of the diverging ,.ales of intet'esl. A rise 
of natural rate depends upon advancing demand, for example, from 
technological improvement; a lagging bank rate, upon bank policy 
or mere routine. This divergence produces errors which may aug
ment or cause a period of unnatural prosperity; the converse diver
gence, recession and depression. Saving itself is not a prime mover. 

I F. H. Knight. "Professor Fisher's Interest Theol)': A Cue in Point," J. P. E. 39. 
pp. 203. 206. 208-210. 



CHAPTER XXI 

QUALITY OF CREDIT AND THE BUSINESS CYCLE 

ASIDE from problems relative to the quantitative variations of pur
chasing power, current theoretical enquiry in Germany has revealed 
important controversial issues pertaining to the quality of credit. 
Does bank lending for security speculation constitute a peculiar 
hazard in the prosperity phase of cycles? Can banks maintain liquid
ity in assets by lending only for working capital purposes? Can the 
national economic structure be peculiarly jeopardized by a boom 
financed from abroad~ The present chapter reviews the opinion 
being currently expressed upon these questions. 

I. SroCIt ExCHANGE CREDIT, INDUSTRIAL CREDIT, AND 

BANXLIQUIDITY 

These subjects are the center of attention in the suggestive work 
on Blirsellkredil, Induslriekredil, und KapUalbildung 1 by Dr. Fritz 
Machlup, Viennese business man and follower of Hayek. Since the 
stock exchange does not absorb capital literally in the sense of capi
tal goods, Machlup proposes to enquire what becomes of the capital 
disposition in the form of sayings, replacement funds, and new bank 
credit, which flow into that market. Suppose these funds come into 
the hands of a speculator purchasing fleW securities: what is their 
destination? The entrepreneur who sold shares may employ the 
funds (I) to refund another obligation, (2) to hold for later use, (3) 
to purchase an already produced capital good, or (4) to extend plant. 
If the speculator purchases old securities, the seller may use the pro
ceeds (5) to retire another obligation, (6) to lend out, (7) to purchase 
productive goods, (8) to produce instruments, or (9) to consume. In 
cases (I) and (5) (the repayment of a loan), in (2) and (6) (the exten
sion of credit) and in (3) and (7) (the taking-over of already pro
duced real capital), capital disposition is una\)sorbed or "unbound" 
for its ultimate receiver; in cases (4) and (8), the capital disposition is 
bound by real capital formation; and in case (9) it goes into con-

I V_I9.JI. 
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sumption. In no case is there any unproductive binding or absorp
tion of capital! 

The answer is affected neither by appreciation nor by losses upon 
share values. !J.I. the former case the surplus goes into the hands of 
the seller as free or unbound capital disposition; if he expends 
the funds consumptively capital is dissipated, but no more so than 
if the appreciation of anything outside the stock market had been 
squandered." 

Losses may arise from six sets of circumstances. If they occur be
cause of damage or destruction of the real capital of the business, the 
declining stock quotation simply registers a real social loss. Loss of 
profitability in one undertaking, on the other hand, signifies no social 
loss but rather a gain accruing from progressive firms displacing out
moded units. If the lower value rests upon a running down of the 
capital equipment, it measures a real social loss. A rise in the capi
talization, rate forces down share prices; proceeding from decreased 
saving this is socially an evil, proceeding from technical progress, an 
advantage. Wrong investment represents a fif~ cause of losses; but 
whether the bourse itself can be held responsible to a measure forms 
one of the initially proposed questions later to be answered. Finally, 
security values may be carried down in a backwash from artificially 
high levels. In general this does not mean a social loss but only a 
distortion of property and income between individuals; indeed there 
is possible a social gain by forced saving upon those who cover losses 
through restricting consumption. All of these cases save the fifth, 
upon which judgment is reserved, show no losses specifically attrib
utable to the stock exchange itself, but only to natural economic 
processes." 

But. the preceding argument neglects what might transpire be
tween the inflow and outflow of funds on 'change. It has commonly 
been supposed, regarding the matter solely from the angle of pay
_1$, that the stock exchange withdraws money and credit from in
dustry, commerce, and agriculture. The author, however, seemingly 
at variance with the quantity theory, denies that rising prices on the 
bourse mean falling prices elsewhere even with a fixed volume of 
credit, and maintains that shares, being valued as claims upon capi
tal goods, will not rise in price unless the latter are rising also. The 
apparent anomaly is resolved by the fact that transactions on the 

• l/Nl., pp. 33-37. 
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floor are settled preponderately by clearing and only negligibly by 
cash or credit.! 

But the same argument c8.nnot be applied to the general speculat
ing public not participating in the stock clearing arrangement. Al
though purchase and sale of securities exemplifies Wieser's" cession 
payments" such as taxes, loans, and gifts, which only transfer pur
chasing power and do not directly affect the price level at all, the 
indefinite protraction of cessions in a bull market may actually tie 
up funds to the degree that the public is involved.· What causes con
tinuous bull speculation on the part of the public? Increased saving 
could scarcely be the explanation, for speculators would discount the 
increase into the present to the extent that growth is predictable; 
and the anticipatory rise in share prices would provoke sufficient new 
security issues to absorb the augmented savings at an equilibrium 
price. A sudden advance in saving could not induce a bull move
ment since no one would imagine a sudden change to be progressive. 
Thus we are driven back to inflationary bank credit. Speculators, 
unable to anticipate the extent of such an inflow of funds upon the 
security market, hesitate to underwrite new issues; and this decline 
in demand for fluid funds, set over against continuously increasing 
bank credit, leaves a certain amount of purchasing power unproduc:
tively "bound" in savings accounts. In brief, an absorption of funds 
by the bourse would require (I) that not all security transfer is ac:
complished through the clearing device; (2) that credit is being in
flated, i. e. extended at a rate of interest lower than the natural rate; 
(3) that new security issues are not forthcoming to withdraw the 
new credit into productive employment. But it will readily be seen 
that the third of these conditions is rather seldom realized.' 

Now consider the second question, as to whether the stock eJ:

change by an absorption of credit can misdirect production. Because 
this issue hinges upon the general problem of bank credit and the 
direction of production, we confront immediately the necessity of 
defining a "legitimate" extension of credit. Monetary literature 
abounds in criteria: maintaining a constant price level, anticipating 
actual savings, restricting loans to first-class commercial paper,lend
ing only for operating capital requirements, and so forth. The third 
and fourth of these really signify the same test, which we propose to 
examine quite narrowly later. Suffice it for the present to say that 

• 16&, PI>- ,.J"lI4. 
• 16&, pp. 49'"$1, M-IQO, 

• 16&. pp.1I4_ 
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if only the short term market is supplied with additional funds, there 
will be "an overflow into the long term market under the competitive 
tendency toward equa1izing returns, and the result will be the same 
as if lending had been done in the first place without restrictions on 
use.' Anticipating saving gives a defensible rule for lending if the 
savings actually materia1ize; but the theory of forced saving has 
failed to show why increased lending must certainly add finally to 
the rate of accumulation, and banking policy can ill afford to pro
ceed upon the mere chance that this might result. On the other hand, 
Hayek has adduced adequate reasons for believing that even the 
forcing which attends a price stabilization policy eventually collapses 
and precipitates crises, and the debacle is only the more complete 
with booming commodity prices. Banks cannot indefinitely protract 
inflation. Cessation of the process signifies the playing out of forced 
saving and a return to the old rate of accumulation with an attending 
shortage of operating and replacement funds to cover production at 
the existing level,2 To maintain equilibrium, bank rate and natural 
rate must coincide; prices must decline in conformity to any lowering 
of real costs; the only permissible extension of credit aims at offset
ting hoarding, decreased integration, and saving, where its increase 
is actually predictable.' 

What does the theory of business cycles developed here signify as 
to the misdirection of production supposed to attend stock exchange 
absorption of credit? Remember in the first place that the conclu
sions of the first part were that a binding of funds occurs only with 
injUJtiQnary credit; and secondly, that the binding ensues upon in
flationary extensions not merely to the bourse but anywhe1'e, inas
much as commercial loans find their way ultimately to the bourse. 
We must conclude that to the slight degree towhich it absorbs credit, 
the stock exchange merely offsets pernicious overextensions to pro
ducers. "If the bourse has the capacity to absorb inflationary credit 
actually and finally, it would be an extraordinary blessing to indus
trial production through being spared the wrong investments to 
which the easing of credit leads." • 

Let us pause a moment to consider the commonly accepted rule 
that commercial banks lend only for operating purposes. These 
loans are regarded as more liquid than investments in fixed capital 
equipment and therefore peculiarly suitable for utilizing funds 

, Ibid., pp. "7"'128. • Ibid., pp. 103-11'" 122-124-
• lbi4., pp. J2~J22f 124. 129. • Ibid., p. lOG. 
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payable on demand. But this idea confuses the viewpoints of private 
business and society. No doubt from the angle of a particular bank 
the short term operating loan is more liquid; and from the angle of a 
particular manufacturer, investment-in inventorY is also. From the 
economic angle, however, turnover for a particular firm has nothing 
to do with the real circulation period for capital, because the latter
includes the whole span from the inception of the process to its cul
mination with the consumer.l If an industry is to be kept upon a 
going basis, current reinvestment must cover not only replacement 
of machines but replacement of goods in process. A loan upon the 
latter has to be repaid out of profits, as does any loan for production; 
to repay it out of sums received through marketing the finished 
product would necessitate a reduction in the amount of plant em
ployed.' Carl Menger is one of the few to have recOgnized that to 
possess II capital" fora period shorter than the productive period is 
not to possess capital at all.' 

Conversely, to add to the capital available for operating expenses 
means nothing from an economic angle unless the whole process of 
production from its inception is similarly extended by entering into 
more capitalistic, more roundabout methods. On the one hand, the 
nature of each productive technique will demand in more or less pro
portional relation an increase in plant to accompany any increment 
of working capital; and on the other, supply will certainly be forth
coming, since any addition to available operating funds liberates 
some credit for long term investment.t A drift of purchasing power 
into the find capital field becomes all the more probable in that 
there, in contrast with working capital, "enhanced prices of the 
means of production play a smaller rOle than the lessening of 
interest." • 

The relevancy of these considerations to the present problem is 
apparent. If hanks "utilize" temporary savings, which appear 
nowadays chiefly in the form of idle balances in seasonally slack in
dustries, they provoke by so much • an extension of plant elsewhere. 
When a tightness develops subsequently through the withdrawal of 
balances by the seasonal industries, the banking system has to in-

1 lbtL. pp. 131-'-"5. 
• I .... pp. 138-141. MlCblup would pn>babIy ad~de strictly ~ loaDs hom 

thiI pneroliati ..... 
• I .... pp. 15?-160. • I .... pp. 138-141. 1114-186. • I .... pp. 1114-186. 
• MlCblup _tl,....-III the _t that_~ lIuc:tuatiOllO in wotkinc 
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crease its credit extension to tide over the critical period. This can 
only mean a pM'manent addition to the volume of outstanding loans, 
however, since the loans which found their way into fixed capital 
have not been and cannot be liquidated. Another seasonal abun
dance of funds will mark a repetition of the same erroneous U ultiIiza
tion" of idle balances, followed by another increment of inflation.1 

The foregoing theory forms a complement to the monetary ex
planation of cycles by revealing how seasonal inflation, following the 
actual increase of fixed capital, makes it unnecessary to suppose that 
business booms operate from the very beginning with an expansion 
of bank credit. Furthermore, it explains how the ra~eting action of 
this type of inflation allows for a persistent upswing upon relatively 
modest increases of credit, periodically repeated." Finally it throws 
the responsibility for misdirected production squarely upon inflation 
and not upon the stock exchange, which has been shown to have a 
salutary effect to the degree that it induces an absorption of excessive 
credits. 

We may now proceed with the questions as to whether the stock 
exchange causes inflation and whether it raises the cost of credit to 
industry. Whatever the ideological, psychological, or teleological 
connection between speculative demand and inflation, it may be 
said categorically that the former does not U cause" the latter; banks 
can decide to meet speculative demand or not, and this is decisive.' 
The second question might also be disposed of s1lmmarily by a refer
ence to the conclusions just reached. The security market could en
hance ~e cost of credit to industry only where credit is really ab
sorbed,' i. e. in the unlikely case of a lag of security issues behind 
inflationary bank loans. 

But it is necessary to anticipate the rejoinder that even if the stock 
exchange absorbs no credit it may yet raise interest cost to pro
ducers.· Take first the effect of increased security values proceeding 
from the willingness of the bull speculator to pay higher rates on 
bank loans than he receives in real dividends.' When call-money ad
vances, the rates on direct commercial loans (e. g. acceptance rates) 
rise in sympathy. This gives the bourse the much-decried appear
ance of raising industrial interest costs. In reality what has trans-

• lbi4 .• pp. ,6'-'76. • Ibid .• pp. f76-;;8. I Ibid •• pp. 190"193. 
• Machlup·. exposition of the following points ....... VOl)' elusi .... and I caDDot be 

certain of having correctly reproduced it. ' 
• Ibid.. p .• 03. 
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pired is merely a relative rise in short term rates and a corresponding 
faIl in effective long term rates. The high stock quotations mean 
that new se~rity issues can be floated at lower real rates; indeed 
this is precisely the way in which the bull movement redounds to the 
benefit of industry •. Firms which have already completed the mar
keting of their securities complain of the high costs of working capi- . 
tal; but if their lines of production are really sound, nothing prevents 
their covering working capital needs by marketing new securities at 
the advantageous prices now prevailing, in place of persisting with 
the expensive short term financing of what are really permanent uses 
of capital.' 

But if the initial disequilibrium of rates proceeds from credit in
fiation, the outcome is different. Interest rates in the short term 
markets supported by bank credit will be low relatively to effective 
security yields. In the case just mentioned, the flow of funds into 
security purchase took place desPite the lower rate because of the bull 
sentiment. In the present case, funds move into long term applica
tion becallse the rate is higher than in the short term market. But in 
place of stopping when equilibrium is reached, short term rates may 
actually advance over the real returns on securities, inasmuch as in
fiationary credit has a way I of becoming logged in savings accounts. 
"This last possibility of a rise in the cost of bank credit must there
fore be explained as the consequence of - too cheap bank crediU" • 
In other words, the scarcity of funds upon the money markets has 
been indirectly caused, not specifically by loans for security specula-
tion, but by the general fact of infiation. . 

Machlup's virtual denial of capital absorption upon the stock ex
change reflects an opinion expressed as early as 1902 by Adolph 
Weber. seconded by Johann Plenge in 1913. and more lecently by 
Albert Hahn and Hans Neisser.· But it is chiefly through the works 
of Gustav Cassel • that the idea has been transferred to America and 

1 lbi4.. pp. ,sa...06. • Macblup does aot ospIain wb,y. Cf. ibid.. p. ,oS. 
I Loc. cit. 
• Ado1pb Weber. Dc~"" S~ ,st ed. (Munich. ,_), 

P. 'Ui JoIwm Pi ...... V .. _ IN_#<JliIiA .... B......-p _ ... Gdd..,,1tI 
(Ber\ia, 1913), P. 175i Albert Hahn, Go14..., lCred", N_ FoI,., pp. 184-'90i Haas 
Neisser, Der r ........... Golda a ..... 1908), pp. 71-74. • r.........., S.riaJoIt-w, ,ad Gemtaa ed. (I9n~, p. 187i eIahotated ia articllS 
lit the FraJ:fwIw ZftItaoc, May M, 1917i ia SA. lioo_klCrwli,dUebol.,.., Quar
tHIy Report, Aprilaad October, 1919i bolo .. the Committeeoa llaakiasaad CurtollC)', 
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England, where it has been championed most notably by Reed and 
Rogel")!, 'but also by Hawtrey, Hoover, and Eiteman.1 In Germany 
the opposition numbers amongst its ranks Balogh, Beckerath, Palyi, 
Reisch, Richter, and Wagemann.2 In our own country the party 
opposed to Cassel is represented by Anderson, Hardy, Williams, and 
others.8 

Despite its superficial plauSibility, the Cassel-Machlup case has 
not yet been statistically verified, and there exists a strong a priori 
presumption against its correctness. To clear the ground for what 
seem to be reasonably debated issues, let us consider first several 
respects in which it is certain that stock. speculation does not absorb 
credit, indicating also the relevancy of these arguments to the ulti
mate issue. 

First, it is to be admitted that if we look to the ultimate destina
tion of funds, the mere appreciation or depreciation of securities, 
the flotation of new issues, or the selling-off of holdings by specu
lators, do not signify a binding of capital. Sale is always accom
panied by purchase; what one party surrenders or loses the other 
gains; funds are transferred, but they are available still for whatever 
purpose the recipient desires. Applied to brokers' loans, the same 
view of ultimate destination gives like results. This magnitude in
creases when brokers' clients demand more funds than they deposit, 
i. e. when speculators withdraw profits or purchase new security 
issues on margin, or when securities pass into weaker hands.· In 

1 H. L. Reed, Federal Res.,.. PoUey, 1921-1930 (New York, 1930), cbs. i.-.v; J. H. 
Rogers, ~"'d Specularum and lire M .... " M",luI (Columbia, Missouri, '9'7); R. G. 
Hawtr." .. Tire An of C_al Btmkm, (London, '93')' p. 73; C. B. Hoover, "Broken' 
Loans and Bank Deposits," J. P. E. 31, pp. 713-727; W. J. Eiteman, "Economics of 
Brokers' Loans," Am. Be. ReD. 22, pp. 66-77 . 

• Thomas Balogb, "Latente loBation;' Schm. Jlrrb. 53, pp. 58.-6.6; i4<m, "AI>
oorption of Credit b" Stock Ezchange," A ... &. Reo. '0, 658-663; Herbert Beckerstb, 
KapiIalrJuwfa _ Geld_fa Oena, '9.6); Melchior Palyi, "Zinafll!ll und Zahlungao
bi1anz in den Vemoigten Staaten," M.,aaj" tUr Wim'''''f' 5, 45, p. ,687; Richard 
Reisch, uVber das Wesen und die Wirkungeu der Barseu-Kredite," BtJnll-A.,.,hi" 28, 
pp. 154-162; itkm, "RUckwirkungen der B6rsenspekulation auf den Km:litmarkt," 
ZeiIs,hri/' fUr NtJliDnaliikOMmN I, pp. 205-221; idem, uDBS Xreditproblem in der 
Volkswirtschaft," ibid. 3, pp. 1-22j Hans R.ichter~AltschadIer, uSome Theoretical 
Aspects of Stock Market Speculation," J. P. B. 39, pp. 229"'"'238; Ernst Wagemann, 
&tIIUJtJIi< RiIyI"'" (New York, '930), pp. ,,,,-113. 

• B. M. Anderson, II Brokers' Loaos and Bank Credit." C/IaJ, &~ Btdleli", 
vol. vm, no. 4; d. also, vol. IX, no. 2; C. O. Hardy, CmliJ PDlUiu Dj ,lie FeJ"aI Ruerw 
Sylkm (Wa.obington, '932), cb. viii; J. H. Williams, "The MonetaI}' Doctrines of 
J. M. Ke"nea," Q. J. E. 45, pp. 547-587. 

• Eiteman (AIL &. Reo. 3', pp. 76-77) dea1a only witb withdrawal of pro&ts, 
erroneouoiy omitting the otber OCO"ion" Hawtrwly CC_al Btmkm" pp. 6,-65. 8ll 
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these "vents the volume of broker borrowing increases, but there is 
nothing on the surface to indicate absorption: funds withdrawn by 
the trader, whether profit or principal, are available for whatever 
disposition he desires, and credit advanced to purchasers of new 
issues goes to the corporation or its underwriter and is similarly dis
posable. But all of this proves too much: the multiplicity of cases of 
this sort constructed by Machlup and Eiteman results in a Pyrrhic 
victory. For whatever can be said of the ultimate destination of funds 
upon the stock exchange could with equal justice be said of funds 
upon commodity markets. Money spent upon anything goes "ulti
mately" to someone for his own free disposal. But 

It would never enter the heads of economists to assert that the turn-over of 
goods does not tie up money simply because each buyer is confronted with a 
.. Uer who passes on the funds realized, ultimately back to the source of their 
origin (let us say, a central bank).' 

In the second place, so far as transactions on the Boor of exchange 
are concerned, the efficacy of the Stock Clearing arrangement and the 
almost unlimited effective velocity of brokers' accounts practically 
eliminate any demand for additional bank credit from this source, 
just as Machlup, Cassel, and Keynes contend. Even Hardy, who 
belongs with the opposition upon grounds yet to be examined, con
cedes the case here; I and the conclusion is amply confirmed by 
statistical studies of the absolute magnitude of brokers' balances in 
New York, as well as by comparisons of the volume of bank credit in 
New York banks against those of member banks outside.' But it 
would certainly be a complete 1I0fJ seqtlUur to deduce from the high 
degree of cash economy in the ezchange itself a like perfection else
where in the sphere of what Keynes calls the "Financial Circula
tion." 

The Il priori case which may be developed in support of credit ab
sorption through speculative security trading rests in the first place 
upon the mechanism of payments. P«t",ia 1I0fJ facil salltlm; and to 
jump directly to the "ultimate" destination of funds is to ignore the 
real problem. Throughout its course from the private investor or 
speculator to the industrial user, money involved in the Financial 

adds to the lint two occuioDs lWllOd above the withdnwal of foIOip funds, &II addi
tiOD. which is Dot requimi if Uspecu)atoJs'~ is tUs in aD indusiye 11l:IIIO. 

, Richter-A1tochaeller. J. P. B. 37. P. "31. Utalia mine.) 
• CrodU Ptlida. pp. 164-,6,. 
• a. It .... .,. oiI., Hoover. J. P. B. n. lIP- 569-173. 
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Circulation drops a little by the wayside here and there in necessary 
working balances, and arrives at its industrial- employment with di
minished magnitude. Outside the stock exchange itself with its 
clearing system, transactions involving securities would appear to 
"absorb" . money in the same sense as commodity transactions, 
namely in carrying through the "money work," in working accounts, 
in unspent margins. Whether speculation takes the form of larger 
volume of shares traded or of the same shares traded at higher 
prices, or the usual combination of both, is immaterial. Every in
vestor knows that there are inevitably periods when his bank or 
brokerage account shows considerable sums awaiting his decision as 
to just what and when to buy. An inactive market means few of 
these occasions, for securities are held in the same hands for longer 
periods without a break; active speculation proliferates these inter
ruptions and increases - if not proportionally, at least absolutely -
the size of average cash balances. Local brokerage houses can no 
more expect to carry through a larger volume of business with the 
same credit balances than can the local grocer. Funds tied up in the 
float to and from outlying points and exchange cities, and between 
exchange cities, must swell. On their way from underwriter to re
ceiving corporation, from ultimate subscriber to underwriter, new 
funds go through several stages. The probability of absorption from 
this angle, as yet unverified empirically,' supports the position taken 
by Anderson, Palyi, Reisch, Richter, and Williams, that a genuine 
parallel exists between commodity and security markets, in that 
both require more money to carry through more trading. 

The second cause of absorption is touched upon by Macblup in 
his reference to the hesitant security buyer.- Balogh also rests his 
case on the fact that "many sellers will decide to use the proceeds of 
their sales to build up cash reserves or to leave them with their banks 
for later use in reentering the stock market." I Whatever absorption 

• Wagemann (op. <iI., p. II.) does indeed present a chart showing a striking in ...... 
correlation between security prices and money-volume mo_t OD the commodity 
markets from 1897 to 1913 . 

• Machlup also modifies his genexal denial of absorption for a supposed dearth of new 
issues, arising from apprehensiveaess and uncertainty on the part of corporations as to 
future developments. Speculators find themselves in POMMS;OD of funds without outlet 
into industrY (BiWsenk,ed#, p •• 08). But the sky-rodtetiog curve of actuaUy recorded 
new issues (Reed, op. cil., pp. 175, 182) precludes the dilemma envisaged by Machlup. 
Furthermore, any surplus funds could be IoDt direc:tly for industrial purposea without 
the intervention of security issues. 

• A .... Be. lin. '0, p. 660. 
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develops from this action, it should be noted, pertains in the first 
place to unspent margins resulting, not as in the former argument 
from the inevitable frictions in monetary transactions, but from in
tentional hoarding; and in the seoon4. place, it pertains only to the 
latter phases of a boolll when a strong bear sentiment appears. Both 
these pecuIiarities are stressed by Keynes, who is responsible for the 
fullest statement of the phenomenon, although he rejects the mech
anism-of-payments argument by extending to "Business-deposits 
B" in its entirety the extraordinarily high velocity characterizing 
only the portion involved on the floor of exchange itself. According 
to Keynes' account, a bull market may proceed "without much 
effect on the supply for other purposes" as long as the movement 
rests upon a favorable consensus amongst speculators, i. e. as long 
as the rise of security prices is not great enough to induce with
drawals from the market and the building up of Saviogs·deposits. 
But as a growing bear sentiment develops, as, in the opinion of more 
and more people, the price advance has gone too far, an increasing 
volume of funds is withdrawn and put into Savings-deposits. The 
increase in Saviogs-deposits, which along with Business-deposits B 
constitutes the Financial Circulation, necessarily withdraws credit 
from the Industrial Circulation, unless the banking system creates 
enough additional money to offset the hoarding. Indicative of the 
bear activity on this head is the mounting volume of brokers' 
loans.1 

Keynes' argument becomes more conclusive if the matter of ab
sorption is explicitly I put in terms of tying-up bank reserves. Reed 
quite correctly adopts the reserve approach, but by overlooking 
Keynes' bear faction he comes to a diametrically opposite conclu
sion.' Since it is through the necessity of maintaining customary or 
legal reserves against" Saviogs-deposits" that banks have less lend
ing capacity for industrial purposes, an accurate measure of absorp
tion under American conditions could only be got by taking account 
of the divergent reserve requirements for time and demand deposits, 
for bear withdrawals might be put into either category and a pre
ponderance of either would make a considerable difference in results. 
With this refinement, .. Savings-deposits" indicates satisfactorily the 
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extent of paralyzed purchasing power.' C. O. Hardy combines 
Keynes' contribution with the accuracy of the Reed approach 
through reserves. In the latter stages of a boom, says Hardy, there 
is a body of persons "who consider it better business to sacrifice 
current income for the sake of a more advantageous purchase at a 
later time.'" If these persons do not themselves utilize the with
drawn funds either directly in industry or indirectly through loans, 
"part of the bank. reserves will be tied up in support of these invest
ment [i. e. Savings-] deposits, and the supply of bank credit for other 
purposes will be correspondingly curtailed." 8 This is the crux of the 
matter, and it may be profitably employed as a test for other alleged 
causes of credit absorption. Brokers' loans do not themselves neces
sarily mean tied-up reserves, though there exists a presumption in 
that direction. The passage of securities into "weaker hands" does 
not inevitably imply a hoarding tendency on the part of sellers, 
though the likelihood for just that result is great. In any event, the 
conscious retention of funds in idleness, whether described accurately 
in terms of neutralized bank. reserves, or more loosely under the 
aspect of brokers' loans or the appearance of weaker hands, consti
tutes a demonstrable ground for credit absorption. 

To view with equanimity the absorption of credit into security 
speculation for the reason given by Macblup that it reduces the 
spread of inflation to industry, is wholly indefensible. If the factors 
augmenting purchasing power tie-up operated early enough, the 
basis for the stock market boom in windfall industrial profits would 
be withdrawn, the boom would not occur. What actually happens is 
that the withdrawal serves as a check at precisely the wrong time, 
after the artificially induced industrial boom has passed its zenith 
and approached a limit. Security speculation requires additional 
credit in the mechanism of transfer, the first factor analyzed above, 
as the volume of trading increases. But trading reaches its greatest 
extent when the division of opinion is most marked, i. e. toward the 
end of the boom when prospects are most uncertain. Absorption into 
Savings-deposits occurs at the same time, as bear sentiment waxes. 
Keynes explains how in these circumstances the central bank. en
counters a dilemma. If it expands credit to offset absorption in the 

I And not blOk"",'!oans, as Xeynes once intimates Col. AI., p. 25')' because specu
laton withdraw profits partly for conoumptive employment. 

I CmJiI Polkiu, p. '72. 
I Ibid., p. 169. 
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Financial Circulation and to prevent actual deflation in the Indus
trial CircuIation, the bull market oontinues; but if it merely ceases to 
increase loans, the momentum of the bull market will result in a 
shortage of funds for industry, follo,!ed by a oollapse of security 
prices. The solution offered is to lend freely for both speculative and 
industrial purposes, but at a rate of interest sufficiently high to re
strain the bull sentiment.' 

Reed therefore misses a potential source of serious disturbance 
when he says of the Wall Street situation before the debacle: 

Threatened loss of credit control was the real source of apprehension, and 
apeculative use of credit had to be checked, not because such credit was made 
unavailable for other uses, but because speculative demands threatened an 
expansion of credit in general. The right culprit was indicted but on precisely 
the wrong counts.' 

Admittedly, however, the basic trouble is inflation: even the with
drawal of credit follows only as one of its by-products. Or alter
natively the danger may be envisaged - persons of opposite oon
victions upon the absorption question such as Machlup and Reisch, 
Hawtrey and Keynes here agree - as the tendency of security 
flotations to outstrip savings.' 

Even if the stock exchange were quite incapable of depriving in
dustry of credit it would be an error for the monetary authority to 
ignore changes in its oomplezion. Hawtrey argues quite oorrectly 
that speculative gains and losses partake of the nature of gambling 
turns, and that aside from the real industrial oonditions reflected in 
their oourse they have no net social significance. But is there war
rant for supposing further that inflation is .. altmQI recorded in the 
oommodity markets," so that the central bank need take acoount 
only of the latter?' Stock and bond quotations have always ap
peared as more sensitive barometers than oommodity prices. Fur
thermore, as Machlup maintains, they are peculiarly useful when 
"prosperity" is international in soope and gold movements give no 
cue of overexpansion; or when, as in the 1921-29 experience, peculiar 
circumstances oombine to prevent oommodity prices from giving 
portent of eoonomic unsoundness. 
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Macblup's opposition to discriminatory measures directed toward 
speCulative credit reflects a growing sentiment. Funds put upon the 
direct commercial loan market ease rates generally and liberate pur
chasing power for whatever purpose the holder desires. "Bank do
posits know no father," it is said; no matter what the initial occasion 
for the loan, the banker does.not dispose over its subsequent history. 
Given a predilection on the part of the public for speculation, dis
crimination by central banks against member banks which have lent 
heavily upon collateral would merely force the process under cover. 
Perhaps these measures have a dampening effect psychologically; a 
direct or mechanical effect there is none. No better example could 
be afforded than by the phenomenal increase of "Loans to Brokers 
on Account of Others" during the 1928-29 boom.1 Corporate bal
ances, no matter what their origin, came into active use on the 
Street. 

Upon the second qualitative problem (whether commercial loans 
are really liquid) Macblup's negative answer appears to be unwar
rantably categoric, but more acceptable than the banker's rule of 
thumb. The question has several facets and must be approached 
from the angle, first, strictly of liquidity, under which the banking 
system and the individual bank demand separate consideration, 
taking cognizance of minimum and maximum credit requirements; 
and secondly, from the angle of implications which liquidity has 
upon quantity of credit. 

A fundamental fact sometimes overlooked by the practical banker 
is ~t every firm requires a certain minimum of working capital in 
order either to operate at all or to operate without such waste upon 
unutilized plant capacity that costs exceed value of output. Ad
vances upon this minimum are generally as illiquid as fixed capital 
loans; To the degree that working capital in the bankrupt line of 
production can be technically utilized in others, the commercial loan 
possesses liquidity superior to the fixed capital loan. No doubt the 
prospects are better if a firm or a few firms are involved and not a 
whole industry; but in all events the liquidity of working capital" 
arising from alternative applications can easily be exaggerated. R&-

I Reed, 0'. cU., p. 115. , . 
• Liquid capital or sto ... of 6niahed and haU-fabricaUd producta in esceIIII of DOmW 

Deeds (the nomW contingent being included here, in conformity to Keyn .. • _ in 
working capital) are of such doubtful liquidity that ...., the proponents of commacial 
loans probably do Dot envisage them as part of the eligible btcking. 
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garding minimum requirements, the position taken by Machlup and 
still more recently by Hardy I is fully justified: commercial loans 
cannot be liquidated out of turnover, and in case of bankruptcy 
working capital items have a narJiowl~limited marKetability. 

But consider working capital needs abOilB the minimum for profit
able operation, restricting the matter at first to a relatively small 
number of firms, though they may be assumed to .be scattered 
through all industries. Many firms even in no better than "normal" 
times enjoy producers' surpluses in the MarshaJ\jan sense; for these 
firms it would be quite possible for the banking system or a particu
lar bank to force repayment upon commercial loans and some reduc
tion of working capital without bringing the operating ratio beneath 
a "profitability" margin. Consequently certain commercial loans 
even upon what Moulton called "permanent" working capital in 
his pioneer attempt to deny the traditional liquidity,' are in fact 
perfectly liquid. Furthermore, certain whole industries, and by the 
same token the firms within them, experience temporary increases in 
demand such as seasonal requirements or fads, so that working capi
tal has to be extended past its normal level. Here again there is 
justification for the bankers' rule: the goods come upon the market 
and the loan is liquidated without embarrassment to the entre
preneur; 

Suppose that in place of a few industries we include in the analysis 
industry as a whole. The former distinction between minimum, 
normal, and abnormally large working capital now pertains to gllfl.o 
flral movements, over the whole field, i. e. to seasonal and cyclical 
variations in volume of trade. So far as concerns seostmal increases 
in working capital, the banking system must provide the necessary 
elastic increases in credit, since prioes are not adjusted downward in 
80 short a period, and since the "money-work" assumes thereby a 
larger magnitude. First-class commercial paper with a period ap
proximately equal to the turnover period for the goods seems ad
mirably adapted to this purpose; its liquidity from a social angle 
cannot be impugned, though Machlup quite overlooks this fact in his 
anxiety over inadequate post seasonal contraction, to which we tum 
presently. 

But from the angle of a cyclical movement mall industry, the mat-

, CrolIl PO/ida. pp. lJO-W. 
• H. Go MoWloIl, "Commen:iol JIaDkiD& &Dd eap;"" FormatIoa,· J. P. B. 06, pp. 

,lHl3. 
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ter assumes quite a different aspect, and here the service of Moulton, 
Machlup, and Hardy is most notable. A geneial upward movement 
in production puts all firms into possession of producers' surpluses. 
They all appear to require permanently more working capital and 
they all appear to the banker as good risks. Commercial paper be
comes covertly on the part of the borrower or by tacit understanding 
with the lender a subterfuge for plant extension, or when not, it 
merely supplies the necessary working capital to complement plant 
extensions largely the result of forced saving. When the crash comes, 
liquidity of the ordinary commercial loan is practically as low as the 
loan for fixed capital purposes. Indeed, if the crisis is not interna
tional in scope, the marketability of securities abroad may give a 
shade of preference to the latter. At the very time when bank 
liquidity is most prized, the bankers' routine adherence to com
mercial paper proves to have been least efficacious. 

In summary, commercial loans are liquid from a truly economic 
angle when they provide working capital in excess of normal for a 
seasonal increase of output in industry genet'ally, or when in a pa,.
ticula,. industry or firm either experiences a temporary abnormal 
demand or enjoys a profit margin large enough to permit reduced 
operation even from normal, or, finally, possesses easily marketable 
working capital goods in case of a shut-down. Liquidity of the com
mercial banking system in time of general crisis is largely a chimera, 
whatever the type of its assets. If anything, collateral loans prove 
more liquid than commercial on the basis, mentioned by Keynes, 
that !\tocks and bonds are more apt to be taken over by DOn-banking 
resources, i. e. out of Savings-<ieposits.' 

A second basis of apology for the banking tradition in favor of 
commercial loans departs from the inclusive viewpoint of all banks 
together, of the whole economic. structure, and regards the matter 
from the angle of one bank, i. e. the "shiftability" of assets. Here 
it might be argued that even if working capital does not prove ec0-

nomically liquid, "first-class commercial paper" has a peculiar merit 
as against securities. That merit lies in the banking tradition itself. 
Just as gold in international transactions serves as a convenient, if 
quite irrational, fetish or symbol, so in inter-banking lending within 
a country commercial paper takes on a certain utility simply because 
it is held in highest esteem. It becomes the agreed-upon basis of ad
vances of one bank to another, and in absence of this particular 

I Trealu" I, 348. 
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basis, -another, perhaps equally arbitrary, would have to be invented 
to provide the game with an objective rule. 

The question of liquidity cannot be completely divorced from 
quantity of credit, however. In this respect arguments pro and COff 

the commercial loan .appear to be about equally divided. Neisser 
calls attention to the fact that limiting individual and central banks 
to this type of paper provides a certain check to inllation over re
quirements for legal money reserves.' But against this stands a very 
real danger. The practical banker favors commercial loans for pre
cisely the wrong reason when it comes to the quantitative aspect: 
merely because this asset is particularly acceptable to bis fellows, 
merely because it is .. shiftable," he concludes that any amount of it 
is safe. The intricate problem of true economic liquidity touched 
upon in earlier paragraphs does not enter into his calculus. He fails 
sometimes to realize that the liquidity of his portfolio depends, not 
upon the dales stamped upon the bills he discounts, but upon the 
borrower's earning capacity in case the loan is not allowed to be re
newed. Reliance upon the traditional basis of lending may thus 
prove an ostrich-like procedure. Machlup argues that the banking 
system, feeling that loans on short term to tide over a seasonal peak 
in working capital needs are entirely legitimate, inevitably finds it
self with idle funds during the off-season period when the loans are 
repaid, and that this gives rise to inflationary lending, i. e. loans to 
which there is currently no corresponding ftow of goods. If banks 
expanded and contracted credit parallel to the seasonal increase and 
decrease of some fairly reliable index of the volume of production, 
commercial loans would be as liquid as they were elastic. To the de
gree, however, that the net amount of seasonally idle deposits is 
"utilized," it !lItIS' be utilized in non-seasonal applications; and this 
means, as Machlup demonstrates, that it goes partly into additional 
plant and partly into the necessary additional operating capital, 
neither of which is liquid. The result is simply capital extension 
through forced saving. -

II. FOREIGN C».EDIT 

The wlnerability of the German economic structure to foreign 
developments because of extensive short term-advances from abroad 
has called forth in Carl Rosch's Kr«liIitIjloIiofI -' WirtsdllJ/lsJri. 

1 Ihr r...a-c. PlIo 15.-15 •• 



392 GERMAN MONETARY THEORY 

sen 1 an attempt to orient the theory of conjuncture toward this 
particular fact. The course of Rosch's argument, which assumes a 
purely a priori. form, is obscured by the intricacy of the interactions 
dwelt upon.. Like the majority of writers whom we have encoun
tered in this Part, he seems to conceive of cycles as generated by 
technical improvement and population growth impinging upon a 
monetary system peculiarly subject to inflation. But to his peculiar 
mode of thinking, the influx of foreign funds is as inflationary as 
excessive domestic credit.' The ballma,k of crises is overcapitaliza
tion proceeding not from mistaken entrepreneurial estimates of capi
tal requirements, but rather from banks and abroad,· concealing for 
a time the limits imposed by available labor and raw materials and 
by real saving. Were Rosch's ideas satisfactorily articulated, it 
might appear from his involved reasoning concerning" relative and 
absolute degrees of saving" and "relative and absolute saving activ
ity" why he concludes that savings must fall off in the period of high 
conjuncture.- Strangely enough one nowhere discovers upon what 
basis OfJercapitalization is to be measured. Sometimes there seems to 
exist some inflexible proportion of real capital to labor and land, a 
proportion which cannot be exceeded without disaster; • sometimes 
that there may be too many capital instruments relatively to the 
flow of real savings;" sometimes that industry cannot any longer 
float securities and must turn too much to the short term market;' 
and finally that there may be a relative shortage of working capital!1 

In representing the inflow of foreign capital as per se inflationary 
Rosch, takes up an extreme theoretical position lying behind the de
mand which Schacht made upon the Reichsbank, that every increase 
of foreign loans be offset by a corresponding reduction of its port
folio. The opposite extreme is presented in Ropke's address before 
the business cycle session of the Vern" fUr Sosialpolitik.· Since loans 
from abroad automatically provoke commodity imports into Ger
many in like measure, Ropke argues, any inflation from this angle is 
necessarilytemporary.'o Unlike the forced saving induced by genuine 
credit inflation, no reduction of consumption is thrust upon the 
country and there is no reason to expect a reaction in whichptp-

1 Jena, 1927. I Ibid., pp. 58, 167. 
I Ibid., p. 147. • Ibid., pp. '57".58 " ,.m.. 
I Ibid., pp. 126-127. • Ibid., pp. SS, 121. 
, Ibid., pp. 112, 126, 133. .• Ibid., pp. 136-174-
• Wilhelm Rapke, flAua1andstrediteund KoojuDktur," Y.n.173, ii, 213-247. 

II Ibid., pp. 116-220. 
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ducers' goods are found to be overextended relatively to consumers' 
goods. Unlike the result of inflation, again, there is no necessity of 
more and more credit expansion merely to support the ~ting vol
ume. of productive apparatus. Rapke admits that foreign capital 
may intensify crises,l, but limits the case to the withdrawal of short 
term credits, and concludes that the German economic system can in 
general absorb any sum of foreign credit without damage.' 

No doubt much of the popular opposition to foreign capital rests 
ultimately upon mere chauvinism or fallacious thinking. Rapke 
is certainly right in rejecting the notion that funds derived from 
abroad tend to go into consumptive use more than those available to 
borrowers upon the domestic markets, and furthermore that there is 
something inherently sinister in a "boom resting on borrowing," 
since industry normally derives its capital in this way even within 
the country. Nevertheless his reliance upon a flow of imports I to 
neutralize the effect of additional funds from abroad would be belied . 
in case the lending country were experiencing an approximately 
equal rise of prices. As Machlup has emphasized, the capital move
ment in this case transfers inflationary credit to the borrowing coun
try.- The effect may easily be to remove central bank control from 
the money markets, and to justify Schacht's dictum that" there are 
two Reichsbanks in Germany; the one we represent, and the one 
which which consists of foreign credits." I Neisser believes that in 
the latter half of 1926 German banks largely dispensed with a redis
counting at the Reichsbank because they coIl\Ill&nded so large a 
volume of exchange bills. proceeding from foreign borrowing.' 
Keynes has shown with great clarity how the central bank of a gold
standard country confronts a dilemma: raising bank rate to pena!jre 
domestic expansion has the consequence of drawing in gold from 
abroad, and so putting the banks in command of more reserves.f To 
counteract the spread of foreign inflation into the domestic economy. 
the central bank might increase its own holdings of bills or gold or 
liquid balances abroad; I or failing to stem the tide in this way. it 

• 11M., pp. _a4', • 11M., P. .a ... 
• 11M., pp. ".,...38. • B_il. p. 7" 
I Quoted (""" 1M Roi...... (Bortin, '919), p. IC\S by Haady, CrNiI Polida, 

p. II., DOte. 
I HUla Neiaaer, "Die alte UDd di ....... lloichobon£"u ill ~., 

.......... V~ and ed. (BorIin, '919),11,3'$. 
I ~ch.tI. 

• IIM., ... l ..... 3n. 
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might depart a little from the ordinary gold standard by widening 
the gap between its buying and selling rates for gold.' 

Even if foreign credits do not spring from inflation, the prolonged 
reduction of lending, or the sudden cessation of long term advances, 
in case the· gap cannot be bridged over by drawing on short term 
balances, may intensify or even precipitate crises. Taussig, Wil
liams, and Graham have described such effects in the cases of the 
Franco-Prussian indemnity, of Argentina, and of the United States, 
and Ohlin has dwelt upon the disturbances in capital movements as 
aggravating the depression beginning in 1929.' Because the basic 
constructional industries come to be organized on the basis of con
stant plant extension, the definitive stoppage of credit from abroad 
produces not merely a want of working capital, but through the 
cancellation of orders for plant, a standstill in producers' good in
dustries. On the other hand, a sufficiently gradual falling off in loans 
from abroad would allow for readjustment without serious revulsion. 
The truth thus appears to lie between the extremes indicated by 
Rosch and Ropke. 

1 Ibid., II, 319-331. 
I Course and PlrMes of lite W.,.14 Et>monti< Depression (Geneva, Switzerland, aud 

Boston, Massachusetts. 1931), p. 219. 



CHAPTER XXII 

OUTCOME OF THE CREDIT THEORIES OF CYCLES 

I. ON THE SPECIFICALLY MONETARY ExPLANATION 

A. The Discoury by German TMorisIs of Credu Creation as IJ 

Factor", Price Formation 

WHATEVER opinion may be held regarding the verisimilitude of 
monetary explanations, it would be generally conceded that quan
titative changes in the volume of bank lending play an important 
r6le in the drama of coiljunctural variation. But until very recently, 
German literature has displayed a scepticism toward this factor 
which astonishes the Anglo-Saxon reader and vexes the more pro
gressive German analyst. 

On the one hand, the characteristic anti-monetary alignment has 
been caused simply by a failure to apprehend that banks creat4 
credit. As Stucken says, " ••• only now, more than sixty years after 
the first appearance of Juglar's book, does the recognition of credit
creation by the credit banks begin to be a commonplace in Germany, 
thanks to the labors of Schumpeter and Hahn, amongst others." 1 

Hayek and Neisser particularly resent the fact that Germany so long 
ignored the theory of deposit creation with which English and 
American students were quite conversant.- Hahn, whose intransi
geance has accomplished more toward securing an appreciation of 
the activity of commercial banks than the earlier, more academic, 
and more careful statements of Wicksell, Mises, and Schumpeter, 
points out the persistence in the widely accepted systematic trea
tises on banking by Schulze-Gaevernitz, Somary, and AdoH Weber 
of the view that banks lend only the funds deposited with them by 
customers.' 

1 RudoU Stuc:kcD.. r ... ., K-V .. d'iut ..... ....". Oena. 1926), p. 10. 

• Friedric:b Hayek, Gc~ ... .1[ .... 1'..-" ;, (Vi_ 1929). p. 113; Halla 
Neisler. 0. T~" GcUes U ..... 1918). p. 5". -

• AIbort Balm. y~ T ..... .. B .. I' IV. and ell. ~. 
1914>. p. IS. Dote; ltd od. (TU.~. itlO). lIP- 8-9- Weber ill COIladod to be oa:a
IioD&Il7 _1ibeIaL ApiDst Balm, it ill held by Gottfried HaberIer (" Albert Halma 
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In the second place, German theory until relatively recently has 
been under the influence of the Tooke-Fullarton doctrine,! and has 
not been able to exorcise the hoary wraith that even when banks call 
purchasing power into being they do so only in response to the 
"needs of trade," so that credit never becomes an active element in 
determining prices of the course of business developments. This 
idea is a heritage from the outright banking theory of Wieser and 
Gruntzel,' and its war-time recrudescence with the proponents of 
"classical money" such as Bendixen, Elster, Dalberg, and Singer, 
and alsO from the confused utterances of Philippovich, Eulenberg, 
and Knapp.· Even today the idea of the passiveness of banks is not 
without new converts.' 

The notion of the automatic self-extinction of commercial loans, 
and the concept of bank deposits as emanating from saving exclu
sively, both tend to be merged in the belief of certain economists and 
in the universal conviction of practical bankers, as expressed by 
Adolf Johr of the Swiss Credit Institution, that "banks are pre
eminently reservoirs of newly saved capitals. With them chiefly 
they extend credit. Consequently the volume of credits extended by 
them is not the cause, but the result, not the inciting factor, but an 
attendant phenomenon, of business cycles.'" Just why this attitude 
preserves its vitality in the teeth of clear theoretical demonstration 
to the contrary is no more mysterious than the perennial burgeoning 
of economic fallacy in general i but Hayek has called attention to two 
contributing cirCllnlStances." Because the individual banker cannot 
lend much more than the funds he receives from outside, he reasons 
from tIie part to the whole and draws the same conclusion for the 
banking system. There is, furthermore, a peculiarity in the tech
nique of German banking which creates the same illusion, a dis
tinctive feature adduced by Johr in support of the view expressed 

• Volkswirtschaftlich. Theone dee Banllnodito,' .. A,em. 56, p. 801) that the credit 
creation function is generally recognized in Germany. But Haberler writes at a time 
when the tide has already tumed, whereas Hahn's COmJDalt persists, somewhat 
archaically it is true, from his first edition, a decade earlier. 

I Cf. Wilhelm R6pke, "Kmlit und Konjunlr.tur," JIw6.1* N.I!r. S. 126, p. 264-

• Cf. pp. 178, IBn, above. 
I Cf. pp. 245, 181. 35, above . 
• E. g. Leonanl Miksch, "Gibt .. ein. aJl8emein. t)berproduktion7" Oena, 1929); 

d. RudoH Stucken, "Weitere deutocb. Konjunkturliteratur," ZII,lJ.lfIT.u. PI. S,.",.. 
87, p. 557· . 

I Adolf Jtihr nKredit und Konjunktur,u V ...... 175, p. 31G. 
• Ktmjtmkl"""","e, pp. 86-87. 
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above. The common relation between bank and commercial client 
is the KonJokIWYent,l which includes both the customer's deposits 
and his borrowing, the ordinary practice being to allow interest at 
I per cent or I i per cent below bank rate on credit balances and 
to charge interest at I per cent above bank rate on debit balances. 
Since by this arrangement the customer, because of the diJIerence 
in credit and debit rates, does not borrow in advance and have for· 
a time at least unutilized funds, Johr concludes that the amount of 
"fictive deposits" must be very small, and hence that in European 
practice a bank loan does not involve "any increase in monetary 
assets from the angle of society." I Hayek believes this sort of 
reasoning to be fairly common. Merely because the deposit does 
not exist for some time prior to its disbursement, but on the con
trary is created as disbursed, it does not seem to be created at all, 
but rather continuousl" used, i. e. the bank appears to be simply a 
middleman. 

Whether the neglect of credit creation is ascribable to a certain 
backwardness on the part of German students of banking or whether 
it may be apologized for upon special grounds, there can be no 
doubt that the German approach to the problem of business cYcles 
has suffered from the unjustified exclusion of monetary elements. 
Lengthy expositions upon the process of credit expansion in the 
works of most writers reviewed here, while they may appear unduly 
elementary to the English or American reader, have at long last 
brought about the recognition of new purchasing power as an active 
factor and potentially a source of economic disturbance. 

B. TIN Ba;yd-Bf4dgll Criteriort 01 CausatiorJ 

Despite its real contribution in this direction, certain representa
tives of the German monetary school maintain that credit variations 
constitute not merely an important factor in cYclical upheavals, but 
the one necessary and sufficient condition - a conclusioD which the 
present compl~on of cYcle analysis scarcely warrants. This belief 
proceeds not from neglect of other significant phenomena, the in
fluence of Spiethoff being sufficient to insure the inclusion of a broad 

I cr. P. Banett Whale, J ... SIod B..uu., ill co..o..., (LcmdOD.I93o). JIll. 3)'-38. 
The X_,,. r ,..., resembles the English UCW'nIIlt account," ezapt that the former is 
COIIIIIlOIIIy distinct from the """,*;nc_t. 

• V .... 175. P. 311. 
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range of elements, but rather from a logical maneuver which makes 
the whole gamut of imaginable causes to proceed from the mone
tary. The process, probably implicit with many others, is formu
lated with greatest clarity by Hayek and Budge. According to the 
former, because money itself does not satisfy wants, it is peculiarly 
capable of interrupting the continuous equilibrium which proceeds 
from laws operative upon real want satisfaction and the real proc
esses of production. Budge expresses the same idea in slightly dif
ferent terms. Crises arise from incorrect pricing; hut amongst the 
various productive factors none is subject to a persistent one-sided 
distortion of price except capital, and there the arbitrary dictates of 
the banking system provide a cause of universal error through a too 
high or too low interest rate. Both writers adopt the logical instru
ment of single dijference: return to a barter system and business 
cycles disappear. 

This criterion is not applicable to most economic problems. Value 
theory refuses to conclude that labor alone is productive because the 
removal of this factor would cause production to cease. An earlier 
chapter in the present enquiry rejected the device in connection with 
the "social value" of money. To attribute to money the excess 
product of a monetary over a barter economy would conflict with the 
rational imputation of most of this excess to currently applied real 
factors. What seems to be required, not only in these cases but in the 
analysis of conjunctural variations, is the logical instrument of con
comitant variation. In most quarters this is received as a somewhat 
worn truism, but it may allowably be repeated in the present con
text. Whatever contributes to the amplitude of business cycles is a 
cause in its own right. 

Upon this criterion there are other important causes of cycles be
side the monetary factor. In the first rank will have to be placed 
variations in agricultural output, the wave-like errors of optimism 
and pessimism, and technical innovations. The elaboration of the 
effects of changing demand and modes of production is Schumpeter's 
intellectual tour de force, and its propagation °in the German litera
ture constitutes one of its chief claims to distinctiveness. The recent 
study by the Economic and Financial Section of the League of Na
tions establishes beyond douht the contemporary importance of 
"new economic combinations": the altered direction of demand from 
raw materials toward highly fabricated goods, the progress of ra
tionalization, the introduction of marked economies in wholesaling 
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against retail trade, the increase in agricultural productivity.1 Be
side the monetary, agricultural, psychological, and technological 
factors should be ranked the loose articulation of the competitive 
system and the purely technical difficulties in adapting output to de
mand. The fact that there is everywhere so much slackness in the 
system allows entrepreneurial error to proceed far and to engender 
further misdirection of activity. Robertson c&11s attention: to the 
fact that a 10 per cent increase of demand for the joint output of 
So firms may leade&ch one to expand output by 25 per cent, thinking 
itself especially apt to obtain the additional market.t The mutually 
aggravating chamcter of contributing elements is a theme which 
needs only to be mentioned in view of Mitchell's unrivalled treat
ment. Aside from such reactions as easily lead off into the psycho
logical channel, certain technical facts amplify the severity of indus
trial fluctuations. Reference may again be made to Robertson's 
description of the awkwardness attending the large, expensive, and 
dumble instruments of modern industry.' Because of the indivisi
bilityof factors, a So per cent increase in output may necessitate a 
100 per cent increase in plant; when it is once constructed, every
thing points to overproduction. The condition of decreasing costs, 
resting also on indivisibility, may lead entrepreneurs producing at a 
loss to inaease output to reduce per unit costs, when the opposite is 
required for equilibrium upon the market. Furthermore, in the case 
of blast furnaces, coal mines, etc., the cost of shutting down the plant 
may long postpone the requisite reduction in output. It has also 
been shown how an industry normally demanding 10 per cent of its 
plant value as replacement will, in consequence of a 10 per cent in
crease of demand for its own products, in all probability expand 
plant by 10 per cent. But for the constructional industry this signi
fies a 100 per cent increase in demand, to be followed at the recession 
period by an absolute disappe&I&nce of demand. All such facts com
bine to make the cycle to a high degree "self-inflammatory" once the 
movement in either direction is under way. Without any pretence at 
exhaustiveness, an enumeI&tion of causes should include also the 
factor of influx and withdIawa1 of funds from abroad. 
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The admission of this multiplicity of factors may evoke the pro
test that some are merely underlying conditions, not active causes. 
There is justice in such an objection. The notion that business cycles 
are "se1f-genemtive" cannot prevail against the common criticism 
that it does not explain why these disturbances do not in the course 
of time "run down." But on the other hand the cumulative and 
mutually intensifying action of plural causes does reduce the 
"start" of a cycle -who can say where this comes? - to a mere in
cident, and focuses the diagnosis upon the actual progress of events. 
In the second place, the adoption of concomitant variation may seem 
to imply the relegation of causatitm to the museum of intellectual 
curiosities. Such is not the conviction of the present writer. Causa
tion is no doubt a metaphysical surd about which the economist may 
well be cautious. But statistical establishment of correlation and 
theoretical explanation differ as do fatalistic determinism and free 
will; a world which requires action for survival also requires some 
sort of rough-and-ready distinction between cause and effect. The 
distinction between active causes and underlying conditions is 
similarly indispensable. For the present complexion of cyclical 
analysis, however, this represents a goal mther than an attainment, 
and this is the warmnt for admitting into the category of causes all 
factors contributing to the amplitude of variation. 

Save for a very small minority, Mises in Germany, Hawtrey in 
England, Fisher and Hansen in the United States, cycle analysts 
whose orientation is primarily monetary would be quite content to 
admit money as a "passive" element in the sense that it does not act 
alone as the initiating cause. That low interest mtes in and of them
selves cannot transform depression into revival, a fact frequently 
adverted to by writers hostile to the monetary explanation, such as 
Diehl, Spiethoff, and Wagemann,' would be readily conceded. But 
once a rising conjuncture has been set in motion by anyone "ac
tive" factor or a constellation of circumstanres, it is difficult to 
imagine how the movement could proceed far without the coOpem
tion of the banking system. Once that coOpemtion has begun, and 
price advances, anticipatory buying, plant extension, augmented 
payrolls, further credit extension to producers, increasing security 
prices, rising wages, and all the multiple intemcting elements come 

I Ka.rI Diehl, "ttber 0weII Sysum der th ... miochen SooiaIl!konomie, n W <II. Ar<A. 
18, P. 18,3; Arthur SpiethoB. "K.risen," HtIaJ.., SI4tIIs., 4th ed., voL YI Oeua. 192$), 
p. 72; Ernst Wagemann, ~ Rloy/IMJ (New Yolk, 1930), pp. 194-195· 
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into a maze of interplay, it is pedantic to insist that money is not a 
causs cif "prosperity." The distinction between an "essential con
dition" and a "moving cauSl!!" comes to be more and more diflicu1t 
to maintain as prosperity develops into boom and .boom into crisis. 

A review of business cycle analysis at its contemporary stage seems 
to warrant the generaIlzation that money does not operate to inducs 
industrial variations except in conjunction with good and bad har
vests, technological improvements of all kinds, waves of optimism 
and pessimism, and the like; but that, once an upward movement 
has been initiated, the monetary factor assumes a rOle at least as im
portant as any other separable factor. Furthermore, if "monetary 
theory" is not taken in the very narrow sense which two hostile 
critics, Lliwe and his disciple Burchardt, have insisted upon,' that 
all non-monetary factors depend upon general price movements, but 
rather in the more libel'8l sense that bank credit supplies the most 
important single variable in cyclical movements, the following purely 
abstract considerations may have weight. In contrast to land and 
labor, capital in the sense of loan funds or :tluid purchasing power 
represents an aggregate of almost perfectly fungible or homogeneous 
units. This makes it highly probable that any disturbance affecting 
either the interest rate or the purchasing power of money in one seg
ment of economic life should communicate itself to other segments. 
Figuratively, money is a good "conductor" from the very fact of its 
generalized purchasing power. Whether it is impinged upon from 
outside by alterations in productivity or whether the impulse comes 
from within through variations in credit policy, changes in discount 
rate and purchasing power make themselves felt universally. In the 
second place, whether or not money itself "initiates" the ebb and 
:tlow movements, whether or not money is "active" in the course of 
events, it might be argued that a monetary theory of business cycles 
is justified on the pragmatic basis of control. Medical science adopts 
this practice in the germ theory of certain diseases, without minify
ing the low organic resistance which is necessary in most cases to 
allow the micro-organism to develop. Whether monetary control 
can offset in large measure the disturbances emanating from various 
real factors is a problem upon which the present critical review of 
theories does not venture. 

I Adolf us ...... tlber dOll Einftuss _etIre< FakIDftD auf dOD ltonjuDktwayld ...... 
Vom. ITl. P. 366. Frita Burdaanlt, "ED~'" do. _etirOD It ...... 
jUDktllrtheorie," Wtll. A .... a8, PI'- 7 ..... 44. 
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II. CONCLUSIONS FROM RECENT GERMAN DISCUSSIONS 

A. The ROle of &onomie Progress in Cycles 

Nearly four decades have elapsed since Wicksell took the definite 
position that conjunctural movements cannot be explained without 
reference to the "real" phenomenon of economic progress. It may 
be set down as a positive contribution of the German monetary 
theorists in the ensuing years to have elaborated this theme and to 
have brought it into its necessary connection with the modem mech
anism of bank credit. The contemporary Cambridge school owns its 
obligation to the work of Schumpeter, Cassel, Mises, Hayek, and 
others who have contributed to this literature; 1 it has left its im
press upon the work of American writers.! So far, perhaps, this 
school has been too much preoccupied with working out the logical 
apparatus involved in the natural-bank-rate contrast; it has still 
much unexplored territory in the matter of qualitative differences in 
various credit markets and the bellavior of credit in what Wage
mann terms" free". and "tied" commodity markets." But it has, on 
the one hand, lent to the monetary explanation a realistic cast and 
has, on the other, articulated numerous "real" variables with in
flation and deflation without falling into a purely eclectic and de
scriptive character. 

B. The ROle uj Investment and Saflings 

The inherent instability of credit furnishes the Archimedean point 
for both Schumpeter and Mises types of cycle analysis; indeed, this 
is merely to reaffirm that they both offer monetary explanations. 
But Schumpeter and Hahn, possibly because of their optimism re
garding the outcome of forced saving, do not envisage the crisis as 
essentially a matter of too great plant extension. Precisely this mal
adjustment, however, supplies the cornerstone not only of the con
geries of theories in the Mises tradition, but also to some of the most 
imposing works outside Germany. Keynes makes disturbances in 

1 J. M. Keynes, A TUIJIir .... II...., (NO1\' York, 1930), I, '97. RoberUoD, BIJfIImJ, 
PoSicy, pp. 1,88-90- : 

• C. O. Hanly, C.-..la P.Ueiu oj lire lIeJ"ol IW.w S,- (Washington, 193'), 
lain... 

• Be""""," ~1mI, pp. 193-194-
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fixed and working capital his central theorem; 1 Robertson believes 
the universal feature of cycles to be "disproportionate- movements in 
the output of consumable goods and instruments," occasionally at
tended by excessive investment in stoclts of goods;~ and throughout 
the course of the League study of the current depression, Ohlin 
assigns paramount importance to the investment cycle.' 

Despite a virtual consensus amongst monetary writers in favor of 
the overinvestment explanation, Cassel has categorically rejected it 
on the grounds that it falls into the error of all "general glut" 
theories, and that, on the contrary, society can no more have a super
fluity of producers' than of consumers' goods.. Furthermore, the 
fact that some persons have attributed crises to olJe1'saving and some 
to undersaving may seem to indicate serious confusion in the entire 
mode of approach. These objections are demonstrably false, but 
some prefatory distinctions and concessions are required. 

One variety of overinvestment theory, that developed by Rodber
tus, Marx, Sismondi, Bouniatian, Hobson, and apparently also by 
Foster and Catchings, attributes the breakdown to an inevitable in
sufficiency of consumer income to purchase output when savings in
crease. This variety may be designated the disWibutional theory of 
oversaving or overinvestment, in contrast with the technical variety 
presently to be examined. Except in a very special sense which makes 
it virtually coincident with the technical explanation, the distribu
tional theorem cannot be supported. In its cruder form the theorem 
merely states that the majority of consumers have unsatisfied wants 
but narrowly limited incomes, whereas the few have income but no 
unsatisfied wants. Reinvested profits proliferate capital goods, but 
there is no parallel increase in consumer buying power to absorb the 
product. This unsophisticated argument is disposed of by the reflec
tion that actual investment, which does constitute wants on the part 
of profit receivers, necessarily involves, to the same degree, the dis
bursement of funds to laborers and owners of resources. More 
subtly, howevet, it is said that side-tracking income into saving ;m
",ldi.aldy lessens by so much the consumer command over commodi
ties, a command which is regained only gradually as outlays by pro
ducers are made during the productive period, so that incomes lag 

I r-v.. vm. I. cb. zviii. II ....... 
• 1I...n.., P","" cbs. vi. vii. 
• C_ pp. 115. 195. 
• GlIItav c...et. n. r",.,,1/ SOCW S, II" and eeL (LondaD,I93I), 0,641-6$1. 
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behind output. If this argument signifies an impasse resulting from 
actual inlJ8Shnent, it is simply self-contradictory, in that increased 
equipment can only be got by outlays to the buying public. Any lag 
is eliminated by the direct passage of savings into investment and 
thence into incomes. If, however, the argument would represent a 
possible hitch between saving and investment, it discovers a genuine 
source of disequilibrium, such as Keynes dwells upon in the banana 
saga. But the difficulty pertains to the period alee, crises, as Keynes 
insists, commenting upon the Foster and Catchings "dilemma of 
thrift"; it cannot be advanced as an explanation of crises.1 

Distribution of income in connection with existing capital invest
ment plays a rOle in precipitating crises in two senses; but in the 
first, the fault does not lie primarily with distribution, and in the 
second, the distributional error becomes identical with technical 
overcapitalizatio~. In the period preceding the crisis of 1929, it 
seems evident now that industry was directed too much toward ob
jects of mass production, that with the contemporary distribution of 
income, middle and lower class buying power eventually proved too 
small to absorb output. But unless it is held that purchasing power 
should be so distributed that, no matter what entrepreneurs decide 
to produce, their course will be correct, the error lies with misapply
ing capital. The difficulty is not a superabundance of capital in gen
eral but its particular use in view of income stratification. Testing 
investment relative to income from a second angle reveals a real con
dition of general overinvestment. Credit inflation forcibly distorts 
income from its wonted channels and bids fair to bring about a re
vulsibn. If it may be assumed that forced saving redounds chiefly to 
the benefit of the well-to-do, overcapitalization can be represented 
as the consequence of inequality. The maldistribution of income is 
not the underlying inequality, however, but increased inequality." 
With this interpretation, distributional overcapitalization comes to 
coincide with the technical variety. 

What does the latter concept signify, and how can it meet the test 
of Say's law? According to that proposition, it might be thought, so 
long as savings are put into various lines of production propor-

1 TreolUe, I, 179. ' 
• This is apparently also Ohlin'. COllceptioll of the bearing of UIlequaJ distribution 

UPOIl cycles (d. C.."se, p. 72). Robertsoll uys, .. Th .... is. limit to which entrepre
neurs can transfer to themselves, for retransfer to their workmen, command over the 
commUllity'a colllumable output without endangeriug. complete collapse of the mon ... 
tary SyBtem and even of the social.tnlctUJe" (B __ , PDJ;cY, pp. 93""94). 
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tionat~y to ultimate consumer demand, there could be no "over
investment," "overcapitalization," nor "oversaving." Certainly in 
a generic sense society can no more have an excess of capital than of 
labor, or natural resources. But the notion of overcapitalization with 
such persons as Spiethoff, Mises, Hayek, Keynes, and Robertson 
does not run in absolute termsj it signifies always that for some rea
son - error of judgment or forced saving - the t~chnique of pro
duction has come to be too capitalistic relative to the current flow of 
savings and the interest rate. And this not merely for some indus
tries but conceivably for all, so that overcapitalization is general. 
When employed with labor, capital must assume a specia1ized form, 
and this technical form will be unique with each combining propor
tion of capital and labor. The complement of machinery with which 
the laborer is endowed under a low rate of interest cannot be alchemi
cally transmuted to the proper instruments when interest rises rela
tively to wages. Although the difficulty quite conspicuously inheres 
in the particular application of capital and not its general redun
dancy, the phrase "overcapitalization" calls attention to a peculiar 
difficulty not apparent from the term "misdirected production," 
which carries with it aD implied reference to the relative outputs of 
different consumers' goods. The current idle supply of tractors and 
the substitution of horses is dictated not by the circumstance of a 
glut upon agricultural markets, but by the fact that cosls per unit of 
output are reduced by this change, regardless of the price of wheat. 
Adequate capital is not forthcoming for agriculture, and the over
capitalization or overinvestment consists in the losses upon the trac
tors, the too capitalistic instruments. 

Clarity upon this subject is imperilled by terminological compli
cations. The same difficulty may be called alternatively oversalling 
and tmdersafling, and almost with equal justice. When specific in
struments per laborer are taken as the point of reference, and the 
interest rate is supposed to have advanced from the level which gave 
rise to them, the present supply of capital appears to be too sma1l; 
there is "undersaving." But when the present supply of capital is 
taken as the point of reference, the savings embodied in specific in
struments per laborer appear too greatj there is "oversaving." I To 
avoid misunderstanding, the most recent practice reserves the word 
"saving" for the act of abstinence and "investment" for the act of 
putting purchasing power into concrete form. It might be added 

1 TIIIa ambigui~ ia eq>Iained ill. similar fubioD bTOhlin, WtlI. A.al6. pp. "3. 
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that to avoid the appearance of a moral judgment upon what society 
ought to save, the maladjustment may be designated" overinvest
ment" or "overcapitalization" in preference to "undersaving." 

An overcapitalized plant is one in which interest costs per unit of 
output are so high as to raise total costs per unit of output above 
price set by competition. Upon the basis of this criterion it is ob
vious that all plants cannot at once be overcapitalized, since com
petitive price covers outlay to marginal producer.l In this sense gen
eral overcapitalization is impossiblej but this merely reasserts that 
industry as a whole cannot have too much capital. Opponents of 
the overcapitalization theorem see only this aspect. But some or 
many plants in all lines of production may show losses from a too 
heavy capital charge. Production may be divided in altogether ap
propriate proportions as between ultimate consumers' goods and yet 
each consumers' good be produced at loss to a substantial portion of 
suppliers. The difficulty lies not in what is produced but lww it is 
produced. Were all capital perfectly liquid and unspecialized, over
capitalization could not arise. Even with imperfect liquidity, if 
debts could be devalued, entrepreneurs could shift the loss of too
capitalistically organized plants to the owners and operate hence
forth profitably.- Lacking these modes of escape, entrepreneurs
in all industries - who have carried the substitution of capital for 
labor farthest under the influence of the previous low interest rates, 
will be obliged to face losses. 

Amongst plants with equally high capital cost relatively to labor 
cost, those having the longest construction period if they are in 
process of building, and those having the longest depreciation period 
if they are in operation, will be most adversely affected by a rise in 
interest. Ability to meet an increase in interest cost upon current 
borrowings by reducing valuation of assets entails the reduction of 
outstanding securities carrying fixed charges. Superficially the mat
ter takes on a purely financial character, turning upon the interrela
tion of various securities in the corporation's financial structure, 

1 Unless thereoa:urs a general detlation of prices; but this is a phenomenon separable 
in idea from the cessation of forced saving, and probably in fact avoidable by vigorous 
and prompt measures by the central bank. 

• The p ...... t contort does not include misdirected production in the _ of too 
much of one consumer's good. H this complication is added, only those plants can be 
operated, howeva readily owners scaled down valuations on plant to. "true" value 
act by capitalization, where the predicted incomes or quasi-reats are sufficient to co_ 
the marginal rate of time-pmereace. 



OUTCOME OF CREDIT THEORIES 

upon the temper of security owners, the adroitness of managers, and 
the credit standing and connections of the firm. Underlying these 
immediate determinants, however, is the more truly "economic" 
factor of capital fungibility. Plants with longest construction or de
preciation periods entail greatest fixity of investment and give .least 
promise of "getting the capital out"; consequently they require the 
maximum reduction in valuation. 

Another sense of "overinvestment" distinct from the foregoing is 
the piling up of redundant stocks of goods at various points in the 
productive process. Opinion amongst monetary theorists as to the 
significance of this factor in the cycle is not unanimous. Hawtrey, it 
has already been observed, takes the extreme position that stocks act 
as a counkrbalancjng factor to movements in bank rate and are 
hence the farthest thing possible from a cause of crises or depres
sions.' Keynes' chief concern is with theoretical and factual evidence 
that Liquid Capital does not amount to enough at the end of depres
sion to support revival. But in the early stages of slump when these 
stores attain their maximum, the factors accounting for the paucity 
of goods in storage at the inception of boom now operate with sud
den violence to dissipate accumulations and so to aggravate the 
slump.- This attitude does not preclude the emphasis put by Mises 
and R6pke upon accumulations befo,. the downward turn as a factor 
operative in conjunction with excess plant capacity in precipitating 
the crisis. Wagemann says, "A surfeit of goods in storage is a symp
tom which warns us of the approach of a crisis.'" His" Barometer 
of Storage Movements" reveals that inflow exceeds outflow 4 from 
a point midway in the upswing to sometime after maximum activity 
as registered by employment. Since an increase of stocks might re
sult either from speculative hoarding or from an effort of entre
preneurs to maintain production in the teeth of weakening markets,' 
it is not surprising to find the volume of goods in storage ,elolively 
large (at least) both immediately before and immediately after the 
crisis. The League's study of the current depression reveals this 

1 R. G. Hawtn!y, C_ ... Cretlil, 3M ed. (LcmdOll, 1930), pp. Jot-I6. 
• r-u.. ... 1. n, ch. Diz. 
• ~ ~ p. 1'40 Be is, of CO" .... llOt to be COWlted a lllOIlelal» theorist. 
• IM4., P. lSI. 
• A point Dade by J. R. BeIlerby ill r ... c..., of Cretlil, P. 75. tefernd to by 

Robertson. B......., Po&,. p. 83. llOte. RobenooD is peculiar ill ftfusiDs to take lbe 
abooIllte mapltude of Itoc:b .. tlgnificant, but 0lIIy ill ~ to lb. supply of 
Short Lackiaa. a. pp. 410;10, beIo •• 
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condition to have prevailed before and after the crisis of I929.1 With 
the exception of Hawtrey, the opinion that excessive stocks inten
sify and perhaps help to precipitate crises seems to find general favor. 

Assuming that excessive stocks are actually a phenomena of crises, 
the theoretical question still remains as to whether this xnay legiti
mately be called overinvestment in the sense previously defined. It 
might be argued with seeming force that so long as stocks are divided 
proportionately to consumer demand for ultixnate product they can
not be redundant. Misdirected production there might be in the 
sense of too much of this good in storage relatively to that; but since 
human wants are indefinitely extensible, society can consume any 
amount of goods out of stores just as much as out of current produc
tion; loss upon either stores or production indicates merely an error 
in forecasting the channel of consumer demand. This argument ap
pears all the more convincing if it is believed that tbe banking sys
tem xnay, by avoiding deflation when the excess stocks come upon 
the market, prevent their liquidation at loss. 

To meet this argument squarely seems to me of utmost impor
tance, since otherwise overinvestment theories collapse from the 
apparent contradiction alluded to in connection with Schumpeter. 
How can crises be attributed at the same time to an excess of in
vestment and an excess of consumers' goods? A more satisfactory 
answer can now be given by utilizing the precise definition of over
investment just developed. 

The solution lies in the distinction between Liquid Capital and 
Workipg Capital, between excessive and appropriate stocks at vari
ous stages in production, including the last. Suppose with Keynes, 
Schumpeter, and other writers who discover a rough correspondence 
between length of upward conjuncture and productive period, that 
a new wave of consuxnable goods comes to xnarketable form, the 
consequence of augmented plant capacity. H the banking system re
fuses to allow more deflation than is justified by an imaginable de
cline of natural or equilibrium interest,' Working Capital ripening 
into consumers' goods xnay be disposed of without losses. In this 
connection a footnote in the Treatise on Money deserves to be raised 
to prominence. Commenting upon Johannsen's doctrine of "Impair 

1 COWSl, pp. 39, 52, 53, 56, 71, and pp. 134, 138. COfIJfIUNIjIy stocks did not, however, 
increase much after the crisis. 
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Sa.vings," 1 Keynes observes that a.ny failure of entrepreneurs to 
ma.rk.et their output profita.bly, provided wrong proportions of con
sumers' goods ha.ve not been produced, does not rest upon a. sa.tura.
tion of the ca.pital ma.rket but upon ".a temporarY-but recurrent fail
ure of the ba.nking system to pa.ss on the full &mount of the sa.vings 
to entrepreneurs," a.nd tha.t Joha.nnsen "overlooks the fact that a 
fall in the [na.turaiJ ra.te of interest would be the cure for the malady 
if it were wha.t he dia.gnoses it to be." I In other words, overinvest
ment ca.nnot consist in ca.pital embodied in stocks of goods unless 
they are 100 large 10 be held at an interesl cost set by the ,""enl natural 
rate. Or alterna.tively, a.ccording to Say's la.w, if the ba.nking system 
does not sidetra.ck purcha.sing power into hoa.rds by a. deflation 
grea.ter tha.n the imagina.ble fall in na.tural interest cost, consumer 
dema.nd suffices for the increa.sed output of new investment a.t prices 
covering cost. Indeed, if it were not for excessive stocks a.nd de
flation, crises engendered by the fa.ding a.wa.y of forced sa.ving would 
be ma.rked by a.n a.bsolute fall in prices for producers' goods a.nd a.n 
a.bsolute rise for consumers' goods. The essential rea.son for collapse 
would then be losses upon pia,,' which wa.s a.ppropria.tely constructed 
for a. lower ma.rket ra.te of interest, but which is now" too ca.pitalis
tic" when ma.rket (i. e. ba.nk) ra.tes rise to meet the ima.gina.bly de
clining na.tural ra.te. Writers like Mises a.nd Budge I who spea.k of a. 
shorta.ge of consumers' goods do so with complete justice, since the 
decline of sa.ving puts a. premium on consuma.ble output a.nd gives 
rise to the technical va.riety of overinvestment. 

But it does not put a. sufficient premium upon consuma.ble produce 
to ta.ke ca.re of /JIIy _, of goods held in stora.ge. In addition to 
losses upon pla.nt, entrepreneurs will ha.ve to fa.ce losses upon e:rcu
riM stocks, i. e. upon Liquid Ca.pital.' The excessiveness consists in 
the fa.ct tha.t their ma.gnitude, a.ppropriate to lower ma.rket ra.tes of 
interest, now a.ppea.rs to their owners to be too great when these ra.tes 
a.dva.nce toward na.tural rate. The line of dema.rca.tion between 
Working a.nd Liquid Capital, i. e. between requisite a.nd excessive 
stocks of goods in the circula.ting ca.pital ca.tegory, depends upon the 
sa.me fa.ctor which distinguishes a.ppropriate a.nd too great fixed 

1 A doctrine of tho Footer ad Catchinp variot,y. ftpftSODted in Gamu literatme 
by MaroeIl; q. p. l69. DOte t. abo .... 

• ~ lit 100. DOte. 
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capital per laborer: the rate of interest. Given a certain amount of 
liquid capital on hand, an advance in interest to its true equilib
rium level confronts the owner with three ways of accepting losses. 
Either he may continue to hold the old stocks even though the high 
interest charge makes them cost more than what they afford to the 
entrepreneur in the way of convenience against predictable or unpre
dictable inequalities in production; or he may let them run off along 
with full current output, and so depress price below the level set by 
current demanq for consumers' goods relatively to investment; or he 
may reduce output while marketing the excessive inventory, taking 
the loss on idle plant capacity. The trouble is not that society 
possesses too many consumers' goods in a generic sense, an obvious 
impossibility, but that it possesses too many consumers' goods in a 
particular capital form. Though the cessation of forced saving calls 
for more consumers' goods relatively to producers' goods in current 
production, it does not call for more than can be marketed at costs 
defined by the equilibrium rate of interest. Were such transmuta
tions possible, the entrepreneur, beside "melting down" his fixed 
capital equipment so as to spread it more thinly over available labor, 
would also be pleased to convert excessive stocks into the new and 
more modest capital instruments. Since this cannot be done, he 
must accept losses not only upon overinvestment in plant but also in 
stocks. The overinvestment theory does not in reality suppose an 
excess of both producers' and consumers' goods at time of crisis; the 
apparent excess of the latter is actually a case of inappropriate capi
tal form. Inventories, even of consumers' goods, can be too great for 
present'interest rates. 

The distinction between crises engendered by overinvestment in 
plant and those engendered by a conspicuous excess of working capi
tal has prompted certain writers to draw a supposedly parallel di~ 
tinction between shortages of long term and short term capital. 
Robertson, for example, would differentiate between crises arising 
from shortages of "Long Lacking" and "Short Lacking." Both the 
definition of Lacking as the "activity of providing Capital" 1 and 
the discussion of the two types of cycles represent saving for short 
and long term as two quite separable phenomena. But from a social 
angle it is evident that this means little or nothing. Individuals may 
be classified according &.S they save permanently to build up a for
tune upon the income on which they or their heirs may live, or &.S 

• BaMin, Po&" p. 400 
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they. save temporarily to provide a principle for use in sickness, un
employment, or old age. To the degree to which individuals on the 
average overestimate their requirements for these purposes, a resid
uum of uncOnsumed accutnulation rejiults. From a social angle this 
residual quantity is,just as permanent as the other type of capital. 
What meaning, then, could be attached to Short Lacking in connec-. 
tion with business cycles? If voluntary saving is implied, we must· 
suppose (I) that it is economically advisable in the particular circum
stances to increase working, but not fixed, capital; (2) that individ
uals or corporations actually operate plant beyond least cost ratio by 
adding merely to working capital because they know that the favor
able circumstances are temporary; (3) that for the sake of temporary 
but large gains these agents are willing to increase their rate of ab
stinence temporarily on the condition that later they may return to 
the old rate of consumption by liquidating a I?art of working capital. 
Granting for the sake of argument the existence of "Appropriate 
Fluctuations in Output," what is the likelihood that the second and 
third requirements will ever be fulfilled? But if Short Lacking im
plies forced saving, what meaning can be given to the adjective 
"Short"? Does the banking system, if it is conscious of the process 
at all, benevolently intend to reimburse the victims of forced saving 
by a future compensatory deflation? 

The distinction between shortages of Long and Short Lacking 
simply confuses the SOlI'" of capital with quite separate matters. 
One is the empWymmsl of the funds. Inconsistently with his descrip
tion of Lacking as the activity of saving, Robertson himself defines 
the two varieties as being, respectively, "directed toward providing 
society with the use .... of fixed and durable instruments of produc
tion," and that directed toward "enabling society to carry on pro
duction." I This merely restates the accepted distinction between 
fixed and working capital, but these categories have nothing to do 
with saving permanently or for short term. German writers have 
fortunately avoided this confusion, save perhaps those writers,
who attribute crises to a shortage specifically in the "subsistence 
fund. II But this phraseology need not pertain to kinds of saving but 
only to a relative shortage of consumers' as against producers' goods. 
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Beside the conventional distinction in theory between fixed and 
working capital another reinterpretation of Long and Short Lacking 
might be the ordinary commercial contrast between long term and 
short term loans. This pertains neither to the activity of saving nor 
the purpose to which funds are applied, but to the legal period of the 
<x>ntract. Upon this interpretation it is difficult to imagine a short
age of Short Lacking, since funds lent for long term can always be 
used in temporary employments. But a shortage of long term funds 
may exist. Not only may this be a source of continued economic 
uncertainty, as the history of Germany since the War attests, but it 
may render a borrowing country singularly vulnerable to conjunc
tural variations in the lending country. 

The conclusions from this protracted treatment of overinvestment 
or capital shortage from the purely deductive side may be restated. 
The phenomenon is not only theoretically imaginable but, in the 
estimation of the body of current writers, real and important. Over
investment may take on the form either of plant which is inappro
priate to higher interest rates or stores of liquid capital which are 
excessive upon the same criterion. The distinction rests upon the 
uses of capital, not upon its sources, though the period for which 
loans are advanced also assumes significance for cyclical variations in 
particular cases. 

c. The Desirability of Reducing Cyclical Variations 
to a Minimum 

The close correlation of industrial ebb and flow with cycles of in
vestment, and the intimate association of the latter with economic 
progress, raise the fundamental question whether business cycles 
can be eliminated, or even if they can be, whether that would be 
desirable. Non-monetary theorists are generally inclined to a 
somewhat fatalistie view of the matter: socialists such as Lederer 
and Tugan-Baronowski believe periodic upheavals to be rooted in 
capitalistic inequality; Dietzel and Sombart believe that natural 
phenomena are the underlying cause; Lampe, Marzell, and Schmitt, 
that the very process of accumulation precipitates crises; and the 
e1ectic theorists, such as Cassel, Mitchell, and Wagemann, that 
the cycle is self-propagating. Monetary theorists, on the other 
hand, are inclined to take a more optimistic view, believing that by 
appropriate manipulations central banks are able either to remove 
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the . most important cause of conjunctural movements or even 
very largely to offset the combined effect of monetary and real 
causes. . 

Amongst those who maintain the.p0ssibility of a substantial de
gree of control through the credit mechanism, not everyone agrees 
that a vigorous policy of economic stabi1iza.tion sbould be prose
cuted. The notable champions of cycles are Robertson and Schum-' 
peter. Although Robertson explains at length how boom periods 
easily, indeed almost inevitably, run off into "Inappropriate F1uc
tuations," he adduces circumstances giving rise to "Appropriate 
F1uctuations" and concludes that "the remedy ... might be worse 
than the disease" Variations in demand for labor on the part of 
an intelligent representative citizen would be somewhat greater 
than variations on the part of the individual entrepreneur, and 
much greater than variations called for in the laborer's own in
terest; nevertheless, "if all business men always made, and acted 
upon, true judgments about their own self-interest," fairly rhythmic 
industrial ftuctuations would not disappear.' That this conclusion 
does not follow appears clearly from the fact that Robertson no
where appraises the net effect of a complete cycle, but instead con
tents himself with demonstrating the salutary effect merely of an 
upswiflg partly financed by forced saving, so that Keynes may pro
test .against his complete neglect of the "great loss of wealth during 
a Deftation." I Schumpeter's case, on the contrary, cannot be dis
missed as a flOfI setJflw" for he explicitly argues that the depression 
"fulfills what the upswing promised"; • it restores equilibrium and 
realizes the reduction in unit costs of production which the innova
tions of the prosperity phase have brought to pass. Depreciating 
the extent of unemployment in the "normal" depressions of the pre
War period, he argues that total real income would actually be en
hanced in depression were iI "oj for the closing down of plants 
through uncertainty, the difficulty of transferring resources from 
obsolescent lines of production, etc., so that the real gains of depres
sion are postponed and concealed in the next period of prosperity.' 
To many students of the problem the fulfillment will not seem as 
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palatable as it is to Schumpeter: the restoration of equilibrium will 
appear less conspicuous a feature of depressions than the cumulative 
downward spiral, dwelt upon by Hawtrey and Keynes, of sagging 
prices, unemployment, further deflation, restriction of production, 
liquidation of stocks, etc., with the additional possibility, suggested 
by Ohlin, that the exaggerated pessimism of depression may mis
direct production, quite as well as the roseate psychology of boom 
times.1 To refer to the selective effect upon entrepreneurs as an 
apology for depression is similar to championing war as a "refresh
ing bath of steel.'" Quite aside from doubts as to the outcome of 
cycles from the angle of social dividend, the human suffering pro
duced by the convulsive periods of contraction suffices to decide the 
case. In reality the apologetic attitude would constitute the most 
severe indictment imaginable against the system of competitive 
enterprise. 

It may be set down as a third conclusion from the review of recent 
German study that a virtual concensus prevails against the apolo
getic attitude.· With Budge, Reisch, and Strigl the adverse judg
ment is indeed only implicit, but with Haberler, Hayek, Lampe, 
Mises, Neisser, and Ropke a stabile evolution in prices is explicitly 
demanded. Subsequent sections treating the productivity of credit 
expansion and the desirable monetary standard do not reopen this 
question. 

m. UNSETTLED ISSUES 

That. business cycles are an unsolved problem is as unprofitable an 
utterance as the truth that medical knowledge has not yet mastered 
the problem of disease. Certain features of the complex phe
nomenon are known, others remain mysteries. The precise course of 
real wages, the behavior of stores of commodities, the part played by 
monopoly and by fixed and free markets, the relation of segments of 
the capital market, the degree to which bank rate influences short 
term rates generally, the enent of credit absorption in security 
speculation, the difference between cyclical and structural change -
all these are important unknowns. Many of them are being vigor-

, Well. Arei. 36, p .•• 
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ously attacked in the various institutes and centers for cycle research 
in Germany and Austria which have sprung up under the impetus 
given by the Harvard University Committee of Economic Research 
and the London and Cambridge Eco!:lomic Service. Publications by 
these agencies 1 will, certainly soften the contemporary contrast be
tween such highly abstract theorists as Hayek. and such purely statis-. 
tical analysts as Wagemann. Amongst the problems soluble only by 
a conjunction of abstract and empiric study are three especially 
significant to the monetary approach: the channels through which 
bank rate operates, the "productivity" of bank credit, and central 
bank policy regarding price levels. 

A. Tis," Aspects oj the Bank Rate 

Prior to the publication of Keynes' monumental work it may 
fairly be said that the literature on business cycles did not sharply 
distinguish the operation of interest as a cost of production from its 
rlIle in capitalization, nor that in tum from its bearing upon volume 
of credit. Certain writers were well aware of three aspects of the 
matter, admitting them on equal footing or stressing one above 
others; the vast majority, however, gave exclusive attention to 
quantity of credit, ignoring or depreciating the cost and capitaliza.. 
tion viewpoints. In no single case was much significance attached to 
the question, however important interest variations or interest dif
ferentials were thought to be per Sll. 

Wicksell's statement of capitalization at so early a juncture in the 
history of bank rate theory arrests the attention, but there is no 
clear evidence that he assigned it a precedence either causally or 
temporally over cost and quantity of credit.- In his description of 
the emergence of interest in a dynamic society, Schumpeter makes 
the point that all incomes from non-human factors of production 
come to be regarded by a natural fiction as interest incomes, but that 
capitalization; when applied to merely transitory revenues, is in-

t The DttoIclwl lruIiIwl ftIr Jr...;....,.",tmdmt, at Berlin publish .. the VierfoI. 
joJtnlltJl - 1!"';'''""",''KMf, with occuioaal suppiemmts, ODd the W ........ 
ric.,., From the huIlJ-~J"l!"'; """' ....... , _ a aeries of 
V .,q...aic __ at irftRuIar intenrola in llIODocrapb form, (Tbe Ki<I ......mar ill 
W~ .. S-'dr CODtrihottea to the p<riodiatlli_ especially to the 
WoI_".d,~lJjiclwlAr<"") TheOMnic __ I_f*I!"'; ., ;--"'pubo 
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herently dangerous.1 But he does not introduce this consideration 
directly into ilie analysis of cycles. Mention is"made of low interest 
costs as inducing speculative holding of stocks of goods; but chiefly 
ilie upswing is initiated by forced saving imposed by ilie impact of a 
new volume of credit upon commodity prices. Hahn similarly no
tices the reduction in costs of production from low discount rates, 
but like Schumpeter he bases ilie cycle upon quantity of credit and 
its unequal incidence." In Cassel's analysis, high-capitalized values 
upon durable instruments are an underlying cause of investment 
booms, iliough volume of purchasing power seems to figure as a 
necessary complement.s Strigl and Ropke assign to cost and capi
talization positions coordinate wiili quantity.' In England, Hawtrey 
presents ilie classical case for interest as a cost, not to producers in a 
narrow sense nor to speculators, but to "dealers." • 

On ilie oilier hand a larger number of monetary explanations rest 
directly upon quantitative moments: volume and velocity of money 
and credit. Interest-differential or simply bank rate figures, in most 
of iliese cases, as ilie ultimate basis of quantitative variations; but it 
operates not directly upon prices, but 'llicariously ilirough quantity. 
Mises, Hayek, and ilieir followers represent iliis approach, and it is 
probably ilie ordinary view amongst monetary ilieorists in England 
and America." The quantitative viewpoint includes also several 
writers, of whom Eucken and Stucken are ilie German representa
tives, who reject the correlation of quantity and cost of credit.' 

Is ilie question of ilie relative importance and sequence of ilie 
three phenomena connected with bank rate merely a hen-and-egg 
riddle,' or are the effects disparate, ilie points of incidence distin
guishable? Let us weigh ilie a.ffirmative answer given by Keynes, 
wiili whom ilie analysis is most complete. 

If "quantity" of money and credit is taken in its narrow sense, 
capitalized values may of course move disproportionately tl1rough 
ilie increase or decrease of monetary velocity. Many writers beside 
Keynes - Hawtrey and Robertson in England, and Eucken, Neis
ser, and Stucken in Germany - have dwelt upon ilie reduction of 

1 Cf. p. 318, above. I Cf. pp. 32&-329. above. 
• Cf. pp. 310, 311, above. • Cf. pp. 358, 368, above. 
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unspent margins in the upswing and upon hoarding in depression. 
The factor may well be given paramount significance with quantity, 
especially as it affords a definite mode, by no means the only one, of 
linking monetary elements with the '~real" factor of waves of opti
mism and pessimism .. Furthermore, to the degree to which credit at
tains an especially high velocity upon the stock. exchanges,one im
portant set of capitalized values may advance with a relatively small 
increase in total volume of credit. 

But Keynes would apparently press the matter farther. In direct 
opposition to the ordinary conviction, he argues that even aside 
from the "monetary" factor, tbe prices of consumers' and producers' 
goods advance and decline together. A proposition so diametrically 
opposed to what seems to be required on an equation of exchange 
basis would seem to require extensive elaboration. Instead we have 
to be content with the exiguous statements made in connection with 
an allegorica1lik.ening of profits to the "widow's cruse" and oflosses 
to a Danaid jar, the latter case being slightly amplified in the "ba
nana plantation" illustration. The widow's cruse aspect of profits is 
supposed to lie in the fact that no matter how much profits are spent 
consumptively, "the effect is to increase the profit on the sale of 
liquid consumption goods by an amount exactly equal to the amount 
of profits wbich have been thus expended." 1 But as Robertson pro
tests, this means simply that profits are transferred from one entre
preneur to another; I indeed Keynes himself, despite the use of the 
word .. increase," proceeds inlmediately to say that" the increment 
of wealth belonging to entrepreneurs remains the same as before." 
And in the banana saga, where, if ever, we should expect a demon
stration of a parallel decline in the prices of consumers' and pro
ducers' goods, quantity and velocity of money remaining the same, 
he- contents himself finally with the proposition that the losses upon 
l'urrent production cannot be escaped by reducing wages. a 

The implication, however, of the latter illustration may be that, 
because the total money requirements in the production of bananas 
are not decreased, csrrying througb the transfer of securities from 
losing entrepreneurs to saving public requires arithmetically a com
pensatory decline in security prices. No one would deny that, with 
a fized effective volume of money (MV), aq increase in Tis com-
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patible only with a fall in P. But are we required, in order to apply 
this to the period of declining security values in the business cycle, 
not only to abstract from the actual shrinkage in both money and 
velocity, but also to suppose that prices fall from an expansion in the 
volume oftransactions? Or in a boom period are we to imagine that 
money and velocity remain constant, and that security prices rise 
through a shrinkage in the quantity bought and sold? 

Such an interpretation is probably foreign to Keynes' meaning; 
but it results from an effort to discover how both sets of prices, those 
of producers' and consumers' goods alike, could progress and decline 
together without the cooperation of the monetary factor. Aside 
from some such bizarre hypothesis, it is difficult to apprehend how 
capitalized values upon fixed capital goods or securities could persist 
at a high level without a parallel increase in the effective volume of 
money to carry through trading at these prices, or conversely with 
low prices, "profits" and "losses" in Keynes' sense to the contrary 
notwithstanding. 

But there is an important way in which the capitalization process 
may take on a significance independent of quantity of money (in 
addition to the inclusion of velocity in the former, its exclusion in the 
latter). Rising prices for producers' goods during the prosperity 
phase may be envisaged as "drawing out" more credit from the 
banking system or inducing a higher velocity, as against the increase 
in quantity or velocity of money "driving" prices upward. Here the 
contrast turns rather upon causation than upon divergent magni
tudes. That the lead may be taken causally by prices estahlished 
more or less independently of money and credit, and that the latter 
then merely conform so as to satisfy an equation of exchange, ap
peared with dramatic force in the complaint of a shortage of money 
during the German infIation.1 Cyclical variations in prices probahly 
reveal the same characteristic. Even upon the basis of a monetary 
explanation in which capitalization rate appears simply as deter
mined by bank rate, a significant distinction may thus be drawn be
tween the quoting of prices at • higher level and the carrying-through 
of transactions at the higher level with more money. And if the em
phasis is laid upon optimism and pessimism as something independ
ent of what transpires in the sphere of money, the course of capital
ized values, though necessarily paralleled by quantitative variations 
in credit, proceeds upon impulses which are unique . 

• 
1 Cf. pp. 27!j-282, above. 
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Consider next capitalization in comparison with cos, of credit. 
Low interest costs cannot stimulate production as a whole, Keynes 
argues, "inasmuch as the aggregate incomes of consumers, which are 
simply the aggregate costs of production under another name, avail
able to purchase output, are also reduced to exactly the same ex
tent." 1 The consequence of easier credit is merely a change-over. 
from lines of production where interest is an unimportant cost to 
those in which it figures heavily. A general increase in production of 
capital goods transpires, not from a fall in costs of production, but 
from a rise in their demand prices. 

To argue in this wise is certainly to propound a riddle. Although 
it is admitted that producers change over to lines involving a rela
tively heavy proportion of costs as interest, and this change is repre
sented' as a consequence of the low interest rate, it is denied that the 
production of capital goods increases. Inasmuch, however, as the 
market rate of interest is the factor which divides production into the 
present and future employment categories, an increase in producers' 
goods is inevitable upon any assumption as to monetary policy
whether aggregate consumer incomes rise, fall, or remain constant. 
Even in the latter cases, demand prices for producers' goods would 
necessarily give a temporary differential advantage to production in 
this field, for whatever the general drift of prices, the oolue of pro
ducers' goods for the time being must rise ,elalively to the oolue of 
consumers' goods to express the reduced rate of time-preference or 
capitalization.' No doubt the stimulus to production of capital 
goods would be stronger if the banking system carried through a 
mild amount of commodity price inflation by lending to producers. 
But price differentials, not the absolute heights of prices, allocate 
resources to competing lines of production. 

Expunging the erroneous connection which Keynes makes be
tween the increase of demand prices for producers' goods relatively 
to consumers' goods and the absolute aggregate of consumer income 
in money, his argument as to the lesser significance of cost and de
mand may be given a certain meaning. Suppose that 10 per cent of 
the cost of production of a certain good is interest: then reproduction 
costs or price would be lowered by one-tenth of one per cent by & 

fall of interest from 3 per cent to I per cent, whereas capitalized 

1~I,nl. 
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value advances by 50 per cent, whatever their absolute height in 
dollars may be. This phenomenon warrants greater emphasis upon 
demand than costs from the short-run angle,' if by "costs" is meant 
the cost of producing producers' goods. But if cost is extended to in
clude aJl the cases where interest does figure as a cost, i. e. not only 
producing but utilizmg the capital good once it is produced, the con
trast disappears, since the higher capitalization merely sums up the 
series of expected future installments of interest "savings," i. e. the 
continuing reduction in outlay from the low rate. In other words, the 
only reason why the interest rate appears as the capitalization factor 
upon investment goods is that interest is the opportunity cost of in
vestment. Reduced interest cost and increased capitalization then 
contrast only as current low interest cost and present expectation of 
continued low cost. 

It may be worth while to emphasize this contrast merely to be 
certain of including the psychological factor of anticipation under 
the workings of bank rate. But there are other and more important 
reasons. Capitalization and cost may be the concave and convex 
sides of the same shield for fixed capital goods, but not for working 
capital items, to which capitalization is inapplicable by reason of 
their transitory character. The problem then comes into an empiric 
character: whether interest variations have more pronounced reper
cussions in the field of fixed or of working capital investment. Haw
trey presents the credit cycle largely in terms of working capital; 
Keynes believes the upswing to be commonly ushered in by a growth 
of fixeli investment, (ollowed by a working capital boom; Robertson, 
that there may be various combinations of the two, or the latter in 
isolation. At present the issue is fairly joined, but not settled. 

A second real contrast might well be made by admitting into 
capitalization other factors than low bank rate. Keynes is, of course, 
quite aware that capitalized values may rise either from a lowering 
of the rate applied or a rise in the series of yields discounted.' 0cca
sionally, by stressing the latter, he leaves room for something rea11y 

• Between the upper or demand limit given by capitalization and the lower limit 
given by cost of reproduction, the price of capital goods would depend chidly upon the 
mte at which reproduction tak .. place. Upon this basis, Robertson'. objection to capi
talization for short run value acarceIyaeemajuatiJied (d. Be. J..,. 4', p. 403) . .ID the 
long run the upper and lower limits coincide. If we &IIIIUIDO constant opportwUty coats 
between investment and consumption, changes in the rate of in_t do not dect the 
long run relation of prices for prodUceD' and consum .... goodL 

s r,ealise, I, 1,54, 180, 102. 
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independent of low credit costs.1 But as frequently the matter turns 
solely upon bank rate as ~e capitalization factor; indeed, this seems 
to be the distinctive contribution of Wicksell which the Trealise pro
poses to .elaborate.1 Real separateness of cost and capita.lization, 
aside from the point,mentioned in the preceding paragraph, cannot 
rest upon an identification of interest cost with capitalization rate on 
the one hand, and of future yields generically with future yields as . 
the product of bank rate. This objection seems to be what Robert
son has in mind when he objects to Keynes' regarding" the effect of 
interest changes on the price of machines as arithmetical and fII6-

chanical."· Capitalization is simple arithmetic, but the magnitude 
involved upon the yield side, which is the more important variable 
in the ordinary business man's c;alculation, is not mechanically given. 
First, the yields are those II%peclell, and expectation is a subjective 
phenomenon. Secondly, future yields may be more intimately re
lated to other factors than the behavior of the bank rate. Finally, 
and this trenches upon the next topic, expected yields may show a 
closer correlation with quantity and velocity of credit than with the 
interest differential. 

The third comparison amongst the several facets of interest rate 
concerns the relation between bank rate and quantity of money, i. e. 
between cost of credit and its volume. It is precisely here that a 
sharp fission appears between Keynes and other writers. The ordi
nary viewpoint in Germany has been to regard capitaliza.tion, cost, 
and quantities as natural correlates, simply as different modes of ap
prehending the same thing. If anything, the emphasis has fallen 
upon quantity, with the interest differential in the position of the 
chief or exclusive regulator thereof. Euck.en and Stuck.en even refuse 
to go back. of quantity. Against all such interpretations Keynes 
declares: 

It is not uaefu) to say that a change in bank-rate changes price levels """"
It is associated with changes in the quantity of bank-money - especially if this 
statement carries any suggestion that the price levels will change mOle or less in 
tho same proportion as tho change in the quantity of bank money.- • •• It is, 
rather, the other way round. A change in the quantity affects the price level in 
the 6rst instance. beca ..... other thinss being equal, this means a bank rate 
which will change tho market rate of interest Ielativdy to the natural rate.' 

1 l.iL, t. 194i 0, 261. 
• Be, J_ . • ', po..... (Italics miDt.l 
-~ I, "", (Italics Keyn .. '.) 
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In these statements evidently two theses are involved: (1) that it is 
the interest differential and not quantity of credit which causes varia
tions in price levels; (2) that variations in quantity of credit do not 
produce proportionate variations in price levels. It is clear from 
Keynes' mode of statement that the former is the more important; 
but it is not clear whether he apprehends the distinctness of the two. 
Arguments bearing on the one or the other are mixed together indis
criminately in the "following points" adduced to support the am
biguous thesis. Furthermore, all arguments to prove a lack of paral
lel between "quantity" as Keynes understands it and "price levels" 
in his analysis may readily be granted by the old-fashioned quantity 
theorist witbout his being obliged to accept the new-fangled trailing 
bank rate doctrine. 

Instead of proceeding seriatim with the "points" as they stand, 
let us attempt a rearrangement under logical headings. Point b 
proves to be merely a reassertion of the statement concerning causa
tion and no proof. Of the remaining five, points d and e pertain solely 
to proportionality, and points a, c, and f are a mixture. Under d it is 
said that a rise in bank rate associated with brisk trade may prompt 
the reduction of balances and so bring a more than proportionate rise 
of prices to quantity of credit. To this the old-fashioned quantity 
theorist responds that by quantity he means "effective quantity," 
i. e. V as well as M. Point e calls attention to the fact that a given 
change in bank rate may affect the Financial and Industrial Circu
lations either in the same or in opposite directions. An earlier 
chapter 1 in the present book agrees with Keynes as to the practical 
importance of this phenomenon and the impasse with which it may 
confront the central banker. Furthermore, there can be no doubt 
that Keynes has advanced monetary science by furthering the sepa
ration of "the" quantity of money into "conceptions hitherto held 
as one," and that he "thus paves the way for a detailed scrutiny of 
every unitary conception," in Sir Josiah Stamp's phrase." In the 
case under consideration that is exactly what is called for. But that 
does not make the price level 01 securities in comparison to prices in 
the field of production disproportionate to the relative effective vol
umes of credit in Financial and Industrial Circulations. Indeed it is 
relative quantities which Keynes himself deals with in discussing the 

1 Cf. pp. 386-387, above. 
• Tire p,...." PodIkm Dj M....ury Sckna (Manchesw-, 1932), p. 25. 
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"two opinions" on a booming market; 1 and even in the present con
nection the same bank rate is shoWIl to have unlike effects On prices 
in the two spheres. The argument confirms ra1;her than refutes the 
quantitative approach. 

The three remaining points involve price variations presumably 
neither proportional to nor caused by changes in volume of credit. 
The first of these, a, adverts to the smaller quantity of bank money' 
required to finance a profit inflation than an earnings inflation, i. e. a 
rise in the nominal level of money rents, wages, and other cost ele
ments; it indicates also the possibility of a reaction in commodity 
prices in case earnings increase without further bank credit expan
sion. Here again price indices in the two spheres would seem to move 
proportionately to quantity, if that magnitude is resolved into two 
divisions paralleling the specific price levels measured. Regarding 
causation nothing is !;aid, but the implication of the phrase "qilan
tityof money adelJtlll~ /0 support a rise of prices" is probably that the 
force driving prices upward has been the higher capitalization of 
future incomes provoked by lower bank rate. To the degree to which 
this occurs, causation runs from right to left in the Fisher type of 
equation. But the quantity theorist might take considerable satis
faction in Keynes' reference to a reaction of prices when credit proves 
to he" inadequate," cherishing the arrUrll-pensu that the "reac
tion" would occur so early as to be practically synchronous with the 
"action" started by capitalization. Substantially the same criti
cisms may be applied to the argument under c, that a divergence of 
bank and natural rates induced by saving "requires" a smaller 
change in the quantity of money than an equal divergence through a 
rise of natural rate. The only addition would be to inquire whether, 
aside from quantity in the broad sense of MV, prices might advance 
in the latter circumstance and decline in the former merely out of 
Profits and Losses; but it scarcely seems requisite to enter again into 
these Eleusinian concepts. The last point, f, may be translated to 
this effect: during the progress of an investment boom, advancing 
bank rate toward natural rate may promote a capital inflow of such 
magnitude as more than to offset the unfavorable commodity bal
ance involved in the process of extensive construction. The conse
quence is then an injItnIJ of gold at a time when a consideration 
merely of the production of capital goods wOuld lead to the opposite 
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expectation. However noteworthy this phenomenon, - it can 
scarcely be thought of as paradoxical, - Keynes offers nothing con
trary to the most orthodox quantitative explanation: the interest 
differential may afford a deductive explanation of why gold imports 
make their appearance at this juncture, but if they are simply 
"fodder for the rise of price at home," they would seem to be the 
proximate cause of that advance. 

Outside its reaffirming the importance of capitalization, the fore
going argument accomplishes nothing toward exalting bank and 
natural interest rates over money and its velocity as determinants of 
price levels. But elsewhere Keynes himself supplies a piece of evi
dence which to most readers will appear devastating to his thesis. 
That fact is the "unsatisfied fringe of borrowers" which makes it im
possible to assume that" a given level of bank rate, taken in con
junction with all relevant factors, must be uniquely correlated, if il is 
10 be ejJeclifJe, with a given quantity of bank money." 1 The second 
volume presents an excellent description of the "fringe" and the 
necessity it imposes upon the banking system of rationing out credit, 
but nowhere is the earlier promise ful1illed that the general theory of 
bank rate may be easily adapted to include these circumstances.! We 
should therefore be obliged to accept the truth of the italicized 
phrase, that if any discrepancy appears in the inverse variation of 
quantity and cost oicredit, it is quantity which controls prices. 

In retrospect it is patent that capitalization, cost, and quantity 
are distinct matters, not only in logic, but in magnitude and effect. 
But it is almost equally certain that the distinctions are largely old 
wine in new bottles: they give new captions to old and as yet un
settled issues. Whether capitalization or quantity plays a more 
important rOle in conjunctural variations depends upon the old 
question as to whether banks merely respond to price advances or 
precipitate them by inflation, and this in tum reopens the whole issue 
of psychological and other" real " factors against monetary elements. 
Whether capitalization or cost is paramount depends again upon this 
same issue; and so far as market mterest rates are admitted as bear
ing on the problem, depends upon the relative importance of cycles 
in fixed investment against those in working capital. Whether credit 
cost or credit volume dominates price movements is a question which 
is probably answered fairly generally in favor of the latter. But the 

I T,eoIi&, I, III, 216. (Italics mine.) 
I IIntl., I, 213; n, 364-367_ 
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solution will be different in various national economies, some of 
which rely rather heavily on rationing, others on the impersonal rule 
of price; some of which possess strongly centralized banking systems 
imposing ihcir decisions upon indl!.stry through the instrument of 
bank rate, others which do not. 

B. The "Productivity" of Bank Credit 

Theoretical opinion in German and English literature alike varies 
from blackest foreboding to roseate optimism regarding the process 
of bank credit expansion. To put the problem upon a discussable 
footing, inflation may be defined for the present purpose as any 
monetary policy which produces a positive margin between com
modity prices and costs of production, whether the differential rests 
upon a rise of the former with the latter constant or lagging, or from 
constant commodity prices with wage and other costs per unit of out
put declining. Let us consider the matter first solely from the an'gle 
of volume of output, without reference to effect upon social welfare 
through changed distribution. Upon this basis the case in favor of 
credit inflation rests upon its supposed tendencies, (I) to increase the 
current supply of productive services, (2) to bring about a better or 
greater utilization of available goods. This division has only a prag
matic justification. It is possible to reduce all current flows to capi
tal values and conversely, and to identify supply and demand; but it 
is desirable to separate an increase in capital resulting from ab
stinence (under I) from that proceeding from appreciation (under 
a); and in cyclical analysis, at least, it seems better to regard profit 
as a rent (under 2) than as a cost (under I). 

How does an inflationary increase of purchasing power affect the 
volume of current saving? Contemporary writers have fairly gen
erally 1 abandoned such euphemisms as "anticipating saving," and 
have recognized that the contribution of banks to capital accumula
tion rests upon expropriation. To the degree to which inflation 
passes from commodity prices to cost items, the forcing ceases; and 
to the degree to which voluntary accumulation reacts negatively, 
forced saving ceases to augment the total. That expropriation neces
sarily attends inflation for the bond hold£r, annuitant, pensioner, 

I But one may still-" that Halthoush the equipment may be _tuaIIy paid for 
out of .. Yinp, the .vlnll' may occur liz IDODths or a JOUor _afterth. equipment 
.... conalnlctoci" (S. H. Slichter, JI ..... B_oooi, s-, [N ... Yolk, 19311. po 69s). 
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and other fixed income receivers goes without saying. Whether it 
strikes upon the broad class of laborers without contracts or with 
very short term agreements, and how important the sum extracted 
from them may be, are matters of speculation. Cassel does not be
lieve it possible to determine the answer from available data; but so 
conservative an investigator as Wagemann believes that wage rates 
lag in the upswing, though" no entirely satisfactory statistical proof 
of this can be offered." 1 More commonly, writers simply assume a 
reduction of real wages in the early stages of expansion.' 

The next question turns on the response of voluntary savings. At 
one extreme stands the (perhaps unguarded) statement of Cassel 
that inflation will eventually bring the natural rate down to the level 
of bank rate;· at the other, Hayek's thesis that finally people return 
to their old rate of accumulation,. so that the market rates of interest 
rise to the unchanged level of natural rate. Both conclusions are too 
categoric. The former contention involves the absurdity of making 
capital as abundant as one chooses by the' simple expedient of print
ing fiat money. The second involves a non sequitur: no doubt the 
ordinary citizen may in the course of time scale down his savings to 
their old proportion of total income, but to conclude from the per
sistence of the former time-preference schedules that the amount of 
savings remains the same is to neglect the possibility of augmented 
income out of which saving is done. Some writers have referred to 
the dissipation of the proceeds of forced saving through extrava
gance on the part of windfall profit receivers; • there would seem to 
be great difficulty in trying to discover what this might amount to. 
On the 'other hand, it is conceded, even by the opponents of credit 
productivity, that so far as the persons expropriated are concerned, 
inflation is a "means by which a bigger aggregate of lioating capital 
is made available."· The individual's comparison of utilities at the 
margin prevents all of the decrease in his income from falling upon 
one line of expenditure, investment included. Furthermore, many 
,.entiers and laborers would not save anything except through the 
forcing process. Finally, to the degree to which such persons try to 

I JUotWfIIit; Rhythm, p. 227. 

I U As is well mown" is Robertson's phrase. BtmlHt, PolK" P. II. 
I Cf.PP.312-313,abo~ 
• cr. pp. 344-345, above. 
• E. g. Reisch, p. 357, above; Robertson, 01· <iI., p. 73· 
• A. C. Pigou, IftdNSlrtal F~ (London, 1927), p. '33. With tbia N ....... 

agrees completely and Mi!a with r...-rvationo. cr. pp. 336, 363, above. 
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escape depreciation upon their holdings of money and claims in 
monetary terms by a flight into "real values," there may be some 
preference for capital over consumers' goods. Corporations and gov
ernments elso force saving by their practices respectively of reinvest
ing earnings and fxtending public-works through taxation. But 
there is no reason for connecting either with bank credit expansion. 
For corporations it is rather the attempt to provide for depressions 
which accounts for the observed tendency of dividends to rise less 
than earnings. Maintaining dividends during recessions militates 
against an aggregate increase of capital when the course of the entire 
cycle is considered. 

Amongst other factors of production beside saving, land is subject 
to the condition of fixed supply, and the entrepreneurial function 
does not lend itself with theoretical elegance to the calculus of quan
titative increments .. But most optimists regarding credit inflation 
place a great deal of reliance upon its efficacy in drawing into active 
use the "industrial reserve army" of labor.l Keynes believes it ap
propriate to call such a forced redistribution of income as increases 
working capital through extending employment a substitution of 
productive for unproductive consumption.s Inasmuch as, before the 
redistribution had transpired, purchasing power would have fallen 
upon certain productive agents in the form of quasi-rents without 
evoking an increase in their output, the "substitution" actually 
means more as against less consumption. The gain to society is un
deniable, especially when it is remembered that labor constitutes a 
fixed overhead charge. Countervailing considerations, however, are 
these. It would be wrong to set down as a clear credit to bank ex
pansion the absorption of idle labor if the unemployment may itself 
be ascribed to a crisis based upon a preceding period of inflation. 
Alternatively, unemployment ascribable to normal frictional losses 
inhering in the competitive process could only be eliminated by in
flation at the cost of a subsequent lapse toward this normal unem
ployment quota. In the second place, to the degree to which forced 
saving goes merely to raising the rail! of money wages and not the 
number of persons employed and hours of labor supplied, it is dissi
pated again in .. unproductive consumption." Sooner or later infla
tion comes into a stage where no more productive effort is elicited 
from the laboring members of the commwiity. 

1 E. I., Cuse\ ... d Balm, \>Po .,..a, 3a8, abo",,; ... d ...... Bud&e, N ....... aad W"Jdt-
..u, pp. 366. 364. 3OS. abo..... • r,..,.,., D, 114""1116. 
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So far the entrepreneur has been treated merely as a neutral agent 
through which the enhanced savings of society have been trans
mitted to increases in fixed and working capital. But a main thesis 
of the school favoring the administration of doses of inflation to the 
economic organism is that the quantity or quality of entrepreneurial 
service is forwarded by the process. Even those who are dubious as 
to the net outcome incline toward conceding benefits from the ani
mating effect of easy credit upon enterprise. The case upon this 
head probably should be conceded, though it would he easy to err 
by a sort of double ('ounting, and that in two respects. So far as 
windfall profits are supposed to be transferred by their recipients 
into investment, we cannot suppose also that the entrepreneurial 
group is persuaded to keener effort by a larger flow of consumption. 
The motivation must come through subtler forms of psychic income, 
such as mere joy in possession, love of power, and "happy exercise" 
on the part of the captains of industry. Secondly, no reliance can be 
placed upon a selective process amongst different grades of entre
preneurial ability, for the effect of easy money is the opposite. It is 
deflation and slump which does the weeding out, or else the slow
moving "natural" forces of competition under relative stability, as 
Keynes concedes.l Boom times mean keen competition on the part 
of entrepreneurs for the factors of production, but it is a gentlemanly 
sport with weapons supplied by the quarry, not a war for survival. 

Intimately associated with increased entrepreneurial activity, 
which is more easily conceived as increased efficiency in utilizing fac
tors than as a larger supply of entrepreneurship, is the effect of up
swings in industrial activity upon plant utilization. It may be laid 
down as a general principle that the optimum condition of produc
tive activity requires all industries to be operating at the least cost 
combination of factors. A boom which carries the application of 
variable factors past this point in certain lines may appear advan
tageous to the particular industry, but it entails either an under
utilization of plant elsewhere or a too low general valuation upon the 
variable relatively to the fixed factor. Whether "fuller plant utiliza
tion" is desirable depends upon whether it is accompanied by a de
cline or a rise in the weighted average of costs for industry in gen
eral, figures being corrected for price level variation. There may be 
force in Strigl's contention that inflationary credit, by raising the 
value of fixed capital and cheapening labor, purchases fuller utiliza-
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tion at the cost of an inevitable revulsion later when in1Iation "plays 
out" and factor prices come to their correct relative levels.' On the 
other hand, the "artificial" stimulus might remove undue depres
sion psychology and bring about ID&l'ket values upon the factors 
more nearly corresponding to ultimate "real" determinants: the 
effort demand of consumers for goods, the supply schedules of labor. 
waiting, and risk-bearing, in conjunction with available natural re
sources and capital goods. Here the appreciation of fixed capital in
struments is not merely a matter of an in1Iationary price rise; in 
Hahn's striking phrase, credit "produces goods out of nothing." A 
further powerful argument for gradual in1Iation might be adduced 
from the tendency of competition toward undue plant extension. 
Dr. Chamberlin of Harvard University has also explained how com
petition prevailing upon the supply side where "products" are dif
ferentiated results in an equilibrium with excess capacity.' In these 
cases it would not seem impoSSIble to imagine that a "forced levy" 
upon the public through in1Iation and a cheapening of cost factors 
should reduce per unit costs of production by more than the subsidy. 

The conservative school adduces cogent reasons, on the other 
hand, for believing that the very process of attempting to bring labor 
and plant into a higher operating rate by credit injections entails 
losses sufficient to outweigh the gains. One powerful line of argument 
rests upon the enhanced effect of money upon prices through veloc>
ity. Even with working capital advances, as Neisser points out,' it 
is conceivable that the period of circulation for money should be 
shorter than that of the goods it was called into being to finance, and 
Robertson believes that this will characteristically be the case.' 
Fm:d capital, still more notably, as Hayek points out, does not yield 
a flow of product until the end of construction, and even then the 
output within a given period bears a small ratio to original invest
ment. Most students of the problem conclude from these circum
stances that a rise of prices disproportionate to the credit created is 
inevitable.' Once prices begin to rise, this very fact tends to accel
erate monetary velocity. Both producers and consumers reduce un-

1 a. p. .us, abo_ 
• E. H. Chemborlia. T. T"'-7tf JI_~C_""" (CUabrid&e, Va_chilo 
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spent margins to escape depreciation and to purchase securities and 
commodities speculatively for a rise. This phase of enhanced veloc
ity has been expounded by Eucken and Stucken, and by Hawtrey 
and Robert!;On.' Robertson also adverts to the probability that"en
tiers, who suffer most by a depreciation of the purchasing-power 
unit, are the very ones who hold large margins and may therefore 
be counted upon most to retaliate by dishoarding. Against this 
there stands, it is true, "automatic lacking," the restoration. of de
preciated balances purposively by their possessors to provide the old 
magnitude of contingency reserve. A previous examination of this 
subject concluded, however, that the offset to increased velocity is 
negligible, inasmuch as the phenomenon appears only when com
modity inflation passes over to incomes." Finally, as Keynes argues, 
when advancing bank rate attends inflation, the cost of holding cash 
and credit margins rises, and so velocity receives a further impetus.' 

. Disproportionate increase in the price level does not of course 
prove credit injections to be futile. Under favorable conditions, it 
may be imagined that the quality of entrepreneurial direction real
ized, the amount of labor and saving evoked, and the plant capacity 
drawn into use should combine to bring production from the level of 
staguation or depression into accord with long run determinants of 
productivity: the available natural resources and capital goods set 
against" normal" or underlying schedules for the supply of human 
services. Natural or equilibrium interest would then decline to bank 
rate and Cassel's prognosis be fulfilled. But this happy outcome re
quires IPl overbalancing of the undesirable by-products of inflation: 
losses iri lines of production where demand declines under the redis
tribution of income, dissipation of forced saving through consump
tion by excess profit receivers, business inefficiency through the ease 
of money-making, nepotism and corporate abuses, but most of all 
misdirected production through the general upsetting of price and 
cost calculations. The combined effect of these may be to offset the 
stimulus afforded by inflation; bank rate must be raised to natural 
rate, and overcapitalization and misdirection of production for con
sumers prevail. The outcome cannot be predicted on a priori or em
piric calculations, even if statistics of prices and production were 
extended to many fields today unexplored. In certain cases bank 

I Cf. pp. 372-373, above; C ..... al B ...... '. p. r71; B ...... ' PoUe" pp. 74""1S. 
t Cf. pp. 364-366, above. 
• TretJlisl, II, 46. 
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credit expansion may prove "productive," in others destructive; 
but even the process of experimentation is always clouded by uncer
tainty as to whether credit really turned the scales, or whether an
other factor was not responsible. J'he only offset to this gloomy 
ignoramus is the fact that the intuition or judgment of informed ob
servers often anticipates by long periods the outcome of scientific 
analysis. 

C. The Standard of Prices 

A third problem of stellar importance confronting monetary 
theory is the determination of a defensible price level policy for cen
tral banks. Any definite answer to this question involves, beside the 
issue concerning "productivity," confiicting opinions as to the ethics 
of various price policies and their practicability. Without prejudice 
to the view that certain cycles of prices would occur despite the 
efforts toward monetary stabiliza.tion, we may enquire as to what 
should be the goal within the range where bank rate, open market 
transactions, and credit rationing are effective. The three possibili
ties are stabiliza.tion, of wage rates, stabiliza.tion of commodity 
prices, and the "gently rising" price level. 

Consider the three standards as to social justice between employer 
and employee, creditor and debtor. If economic productivity in
creases through improved technique, the labor standard means con
stant wages in money terms and rising wages in real terms through a 
decline of commodity prices. Assuming that enterprise is not damp
ened by the secular fall of prices, the laborer it is who gains by the 
impact of improvements, the entrepreneur participating only as a 
consumer. Debtors repay more in commodities but the same in 
terms of earning effort, the creditor conversely receiving the same 
amount in effort but more in real goods. Those who sympathize with 
the laboring and rmlier interests and believe also that progress comes 
from accumulation more than from enterprise I favor this policy. So 
far as the employer-employee relationship is involved, however, the 
same effect is achieved by c:ommodity price stabiliza.tion with an 
advance of wages in money terms enctly reciprocal to the fall in real 
or effort costs per unit of output. But the other relationship is 
affected diff~ntly: creditors do not share in progress through in
creased real purchasing power. Although a rising interest rate may 

I a. Haberl .. , pp. 3S9> 361, abo ... 
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conceivably partly compensate them, this is a paltry offset to their 
relatively less favorable position, as Hawtreyobserves.1 Finally, 
under the "gently rising" price level, the renlier group suffers and 
the entrepreneurial community benefits from the lighter burden of 
debts. Whether or not the laborer is similarly adversely affected 
depends upon the rapidity or degree of credit injection. Hahn, 
Schumpeter, and Robertson evidently think of a lag of real wages as 
an integral part of the process, excusing the expropriation on the 
ground that it is not unethical if ultimately the laborer consumes 
morE: absolutely, even if he continues to undergo a certain amount of 
forced saving. Keynes, whose" tabular standard" • does not signify 
the Marshallian idea for debt adjustment but an even rise of com
modity prices, evidently conceives of nominal wages as advancing 
faster than prices, so that the stimulus to enterprise would proceed 
solely from the ease of repaying debts. For this forced abstinence on 
the part of savers, annuitants, etc. he apologizes in this wise, that 
"so long as wealth and its fruits are not consumed by the nominal 
owner, but are accumulated, the evils of an unjust distribution may 
not be so great as they appear." • 

Each school also believes that its own particular standard helps to 
eliminate economic friction. In favor of the labor standard Haberler 
argues that it would obviate the upward revision of obligations 
which would be necessary on the basis of other policies to secure for 
the creditor class some of the gains of progress. The most common 
contention conceruing frictional resistance favors the commodity 
standard: that laborers do not respond to the stimulus of reduced 
costs of' living, that rising money wages and constant commodity 
prices diminish the likelihood of strikes; and Keynes brings forward 
the same contention in support of his "tabular standard.'" 

Upon the not unrealistic assumption that wages and other cost 
items move more slowly than commodity prices, the earnings stand
ard gives the least promise of conjunctural gains to entrepreneurs, 
since here the inertia of contractual incomes is on the side of the 
laborer. If commodity prices are held approximately stabile, on the 
other hand, wage rates have continually to be revised upward to pre
vent windfalls to employers; and under the "gently rising" price 
level poliey, there is added to this the gain to enterprise from "loos
ening the grip of the dead hand" of debt. Those who mistrust the 

I Ceolral B.,u;"" p. 3'7. 
I Ibid., p. 163. (Authol". italics omitted.) , 

• 
t Treonu, D, 393. 
• ",.., P. 393· 
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outcome upon economic productivity of any artificial stimulation 
wouid range the standards in the order ,named, while the writers 
who glorify "Enterprise" ,as against mere thrift and the "auto
matic" workings of free competition would reverse the order of 
desirableness. -

Final judgment must rest upon an appmisal of incommensurate 
aspects of monetary policies, the ethical implications, the relative' 
frictions, and the effects upon productivity. So far as concerns ab
stract justice, there is much to recommend Haberler's conclusion 
that, since the claims of creditors and debtors are fairly evenly 
matched, and since, moreover, both groups belong to the upper half 
of income receivers, the chief question is the effect upon laborers. 
The major consideration under this head is not wage rates, but vol
ume of employment, and this is primarily a matter of economicfric
Iitm. The same may be said of the question of the credit stimulus to 
enterprise: its efficacy, either positive or negative, rests upon jric
Iiotss, utilizing some of them, breaking down others. Simply because 
the whole matter may be reduced to these terms, it is impossible to 
deal with questions of monetary standards in a setting of equilibrium 
prices and full utilization of factors. It was emphasized in connec
tion with Hayek that any price level policy announced and adhered 
to strictly would be consonant with equilibrium, since it would be 
perfectly discounted into the present in a freely competitive and 
rationalistic society. In a society where many monopolies and quasi
monopolies exist, where competition is loosely articulated, and 
where human beings err in information and judgment, it would be 
unreasonable to expect a definition of monetary policy which pro
duces equilibrium. The likelihood of injustices and misdirected pro
duction from any pronounced lag of costs behind prices during in
fiation and deflation appears clearly enough from deductive analysis 
and the evidence of economic history. For the rest the monetary 
authority must rely upon trial and error. 
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71-75, 82-87, 92, 93; denied by 
others, 36, 48, 54, SS; here rejected, 
72-76, 85, go, 113-114 

subjective value, 63, 73-74, 82-87, 108, 
116-117, 16.4 

social value, 63, 73-74, 104}-11I 
unspent margin value, 66, 74, 108-109 
purchasins power value, see Pu:chasing 

power 
Velocity of money 

sometimes defined to include credit, 
144, 155, 160, 304; and other ele
ments, 141-142, l44j these practices 
adversely criticized, 144-145, 156-
157, 188 

sometimes related to changes in ind ..... 
tri&I integration, 130-134, 149"""152; 
error of this view, 134-137, IS2-153, 
173-174, 197-199 

relation of velocity concepts, 131, I3S-
136, 152-153 

relation to cash balances, 145-146, 191-
194, 197-300 

maximum or uceiling" velocity, 168-
169, 172, 224 

behavior in indatiOD, 222-224-, 234-236, 
'78-28. 

behavior in cycles, 305, 363-366, 311, 
42(1-430 
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