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PREFACE 

TBt development of~onetary theory in German literature during 
the past thirty ye&rlj m_y profitably engage the attention of econ
omists generally. In the :first 'place, beginning with Knapp's 
challenging Slate The0!7 of M O1Ity in 1905, a spiritec:\ discussion 
arose as to the essential charactet oimpney and its value. Although 
the issues were not new, this preoccupation with metaphysical ques
tions concerning money is without p&ra1lel in the history 0,( eco'
nomies. Portions of Ws literature are n;Wred by polemics or viti
ated by fiagrant fallacies, but in the aggnigat'e is: yiekls definitely 
valuable results. The discussion of price level deteIminants, to 
which Part n of this book is devoted, presents some striking 
spectacles: the clash of quantity-theory, historical, iiiiltitutional, 
and banking-school ideas; the rival'ry 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 
Gennany and Austria than elsewhere, we sometimes discover that 
the aIguments are pressed faIther, theoretical refinement being the 
gain and "logical copclusions" the drawback. • 

American and English "Students may be curious also &9 to &he 
effects produced upon indigenous economic writing by the post-wu 
infiation experiences. Here again a eonsiderable part of. tHe publica
tion, particularly by lay pamphleteers, represents the )?&thological 
phases of theorizing, as might be expected from a period of popul&I 
ucitement and eonfusion. I take account of this material brielly 
in Part m, but seek rather to compass fully the permanent results 
of serious discussion. It will be found that the purchasing power 
paIity doctrine encountered a surprisingly vigorous opposition from 
the balance of paYl!lents school, but that the coniIict contributed 
toWaId a synthesis. Finally, in Part IV, whiq,. treats the analysis 
of businesll cycles, there appeu a number of idels, widely accepted 
amongst monetary writers, which might almost be marked as 
"made in Germany"; or at least they were most widely propagated 
throUgh the Gennan literature. Such, for eumple, are the theories 
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of the "trailing bank rate," of "neutral money," and the emphasis 
upon economic innovations in cyclical variation. 

The purposes of this book are two: to make available in summary 
form the content of a large literature from which many students 
",e 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 "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 
it 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 
positive results. 

¥y greatest obligations as a student of economics belong to Pro
fessors F. H. Knight, F. W. 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. Usher 
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 
Alfred Weber and Drs. Bergstrlisser and Salin. I acknowledge with 
pleasure the suggestions made subsequently by European scholars 
elsewhere, Professor Gottfried Haberler, Dr. Oskar Morgenstern, 
and Dr. Melchior Palyi. 

The greatest part of the reading and of the formulation of ideas 
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; and 
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the late Dr. C. H. May. ;Professor I. L: Sharfman has liberally 
allowed me the maxiltium of free time and energy consistent with 
university teaching; to him lowe also \he sincere respect of a stu
dent. More than anyone else, Professor t:eonard L. Watkins has 
patiently considered with me the problems encountered in this studl"l' 
indicating the way out of many a dilemma. • 

. ' a&~ 
ANN ARBOR, MICHIGAN 

August, :934 
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PART I 

THE NATURE OF MONEY AND ITS VALUE • 



CHAPTER I 

TYPES OF. THEORY AS TO THE NATURE OF MONEY 

EVEllY science must define its t~, Nevertheless,it is contended 
that monetary theory is an exception t9 the ru,le, that enquirY info 
basic concepts is "patently fruitless," ~ that the subject may be . 
dismissed with the epithet.of "~taphysi\iS.': Ph~cs is today, being 
revolutionized by the discovery that some of its ideas, accepted for 
generations as "common sense" categories, are fallacious; that the 
scientific validity of its whole structure depends upon a corlect 
metaphysics oS time, space, 6:tass, 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, - th«! German literature of eco
nomics during the past generation has not escaped these detracting 
characteristics, - bu~ the economist can ill afford. being· disdainful 
of any honest etrorf to clarify the concepts with which he opeia.tes. 
The writer on money and banking inevitably gives his theorY·a cer
tain Bavor 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, ".'7':th7cO~~~ry and the ~ry. 
From ~ nature they are inQl..I!'l.Pl!tihle:""f On the one hand 
Roscher, ror example. writes: "The false definitions oj money are 
divisible into two groups: those which regard it 'IS something !p.0le, 

and those which regard it as something less, thaD. an economic pom
modity."· On the other hand Wicksell declares: 

The commodity c:baracter of money and its concrete dwacteristics nltUe 
• mOle and mOle into the background during its employment as money; these may 
_ppear 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.' 

• J-ph Schumpeter. "Du SoaiaIpn>dul:t and die ~ .. Ardio ..... 
P·649. • 

• Quoto:d by Xu! HeI/fericb, JI.., (New YOIt. 1917), ,. _ aDd Schumpeter • 
....... p.64I. . 

• but Wa<:btll. V~ _ NoIi_lihtnooio." ~ .. JI""... 
"..,... r ........ reil, _D. ftGeldaDdJtndit" U ..... I902).,. .... 



4 . GERMAN MONETARY THEORY 

The first type of theory, th~mmodity theory,~aces money to a 
purely commodity origin and discoversiliepr1nciple 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 me.tl!lli.sm, which lays especial emphasis upon the bullion 
content. of coins, a branch including the socialists and their ~abor 
cost of production theory of money value. To the second type of 

I theory German usage has come to attach the term "nomipalism!' 
Nominalism embraces two brancl!es: "~ which repre
sents(money as the creature of the state) and lIEQther which dis
cover~e origin of money in trade practice, in spontaneous agree
ment as .to tllc nnjt of arcgnpt.;The latter goes by the name of 
Anrechttheorie, Anweisungtheorie or Zeichentheorie, and quite com
monly '!f!1!ti'l!f!lis.1!'UL 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 

J'orth.2!!ox Domin!]lism." Under "nominalism" in ¢e lists on page 
5 are set down the tenets which seem to be fairly commol1 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 subscribe« to quite generally 
by all commodity theorists, including the metallists. 'But the articles 
of belief under "metallism" are generally, though not without 
occasional exception, peculiar to this particular coterie of commodity 
theorists. Quite naturally there exist no absolufely invariable cri
teria, but the items set down here will serve as generally valid dif
ferentia for the various theory "types.' 

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

• In Georg Friedrich Knapp's TAe S/ak TIteiJry oj M."., (London, 1924) "nonU
nality" and "chartality," applied to money, carry about the same connotation. But 
in the twenty..oo.d years which have e1apsed since Knapp coined the term "chartal," 
the distinction given above has evolved. An identification of the two still occun with 
those write .. who would detract from ordinary nominalism by connecting it with the 
nstate theory." 

• Ren6 Gonnard uses the terms ~_l<Jire and ,UJlimJe """"""re. Theoe 
would be acceptable alternatives for nominalism and commodity theory. But he em in 
saying further, "On peut qaJement dire de l'tI4Iinne ou du tJOtwali.mJe moneta.ire. 
Tous ces termes marquent certa.iDs aspects de "opposition des deus concepticma."
p,tds d'konomie m<mII<Jire (paris, 1930), JI. '7, note. NallKalimJe may be fair enough 
for commodity theories, and symbolisme for nominalism; but~ is not one IJS~ of 
nominalism, but ODe peculiar MrieI,. and the 8&IIle may be said of "metallismn with 
reference to commodity theories. 



~Y~ES 01' THEORY s 
CONTRASTING DOCl'IlINEs 0'-: TIlE NATU1IE OF M?NEY ANb rrs V ALl1E 

NominaliSffJ 

I. (a) Money is a claim to goods 
(orthodox nominalism). 

(6) Money is a Jl!.eaDS of legally 
discharging debts· (charta!
ism) •. 

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

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

3. Definition of money involves its 
passing at uriity 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 ezcbange function. 

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

7. The value of money is its pur
chasiDg power. 

~ 

8. (0) Money circulates because it 
is generally acceptable in 
ezcbange (orthodoz nominal
ism). 

('&) 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. 
u. All mooetary media operate di

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

needs DO special theory. 

Thf Commodily TMIW"j 

1. Money is o~ commodity 
amongst others. 

•• Money originates in social Usage. 
3. Definition involves only physical 

medium of ezcbange, c&nmonly 
accepted. 

4. Money value is absolu!G, 
5. Functions represent causes of 

money value as they operate 
plurally to give it utility. • 

6. The value of money is goveriled 
by the ordinary laws of supply, 
and demand, DI&Iginal utility, 
etc. 

7. Money has value in other ........ 
besides purchasing power. 

M6IolHJm 
1. Money circulates only because of 

the utility of the money ... tull. 
t. Paper money is a Dieney substi-

tute. • 
3. The value of money substitutes 

comes from standani money. ' 
'4. Money substitutes operate on the 

value of money indirectly by re
duciog the demand for the money
stull. 

$. The value of irredeemable paper 
depends upon proopects 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 controlled by the quantity of 
tickets in existence.) Its natlJrlll predilection is toward the quantity 
theorY of prices ana a purchasiog-power parity explanation of u
change rates. 'Not unnaturally also. theorists with a bias toward re
garding money as something unique and divon:ed 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 elimination 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 5e, 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, ;kd standard money, because its quantity is les~, as a second
ary facto~. The soaring prices attendipg dislocated currencies are 
similarly to be explained on the basis of pllrely 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 toward a theory 
o~controlled currencies, puticu1arly or foreign exchanges.. . 
~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 5e, 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 to prices under dislocated standards is only explicable 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 (or 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 !!Hect 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 rOle than. 
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mere quantitative causeS'. In order to return to the sound basis!>f 3.n 
open metallic standard, it is necessary that the sta!f desist from its 
interference with money and allow the free opetation of those ~co: 
nomic laws which control commodities generally. " ',; , 

Not all of these propositions are unavoidable conclusions from 
either nominalistic o.r oommodity premises, but the kinship of ideas ' 
is inescapablljo' The concept of money maroa l;1artipg of t4e ways .. 
When we look ,back into the historipiJ evolution, of monetary theory' 
we find the two opposing •• ovilVlPOints represented in the earfiest 
stages. , , ' . 

In the PtJUlies, Aristotle adopted the View of money as somethi:llg . 
intrinsically useful and easilyl applicable to the purposes of life, lor example, 
iron, '&il~; and the like. Of thWthe value wa! 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 mete sham, a 
thing not natural, but conventional only, which would have no value or use lor 
any purposes of daily life if ano~~ commodity wete substituted,by the ~.1 

But in the Nil;~hea" Ethil;s 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 1'61 .... 1'11, because its value is derived, not from 
6arute but from law [1'61'0$] ~d can be altered of ,alloJished at will .• 

Plato also seemed to adopt this conception of. money ip. ,calling it a 
token.' 

Does the differ;ence between the two theones lie in I.u.. ........ unt of 
the origin of money, or in opposing beliefs as to the nature of-its 
value? Is ""OS to be understood as "law" in the formal seDse 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 
val\l.e were at best vague. When in the thirteenth century St. 
Thomas Aquinas commented upon the lith book of the E/hiQ, he 
translated "j.!OS as le:c.' The prince thUs beCame the deteiminer of 
the value of money. But the problem of justice in the repayment of 

1 'eliIlu, tr. by Benjamin Jo .... tt (O:donI, IglO), pp. 4', ..,. 
• N .......... l!IMcs. tr. by F. H. hw., 1$Ih ed. {Lond,OD, 1893), p. 1$6. • "''''11..,.,., ... '/ole, tr. by lIeDjamlnJo....u.3nied. (0:d0nI, IgaS). 'fOl'. 10k. II, 

UIB. 
• A. Eo K_ JI..., .,.,."" .. ,_ A-. SooiIA (Cambrid&e. KassacImsetu, 

IglJ). p. I,. . ' 



8 GERMAN MONETARY THEORY 

debts soon gave rise to the distinction between valor impositus and 
bonitas intrinsica, the former subject to the will of the prince, the 
latter not. While this distinction was a step toward clearing away 
confusion between the lc;gal ~nd the economic values of money, the 
very fact that it was long disputed as to whiCh was more hnportant 
shows that the early Schoolmen did not recognize the concepts to be 

.categorically di:;tinct. ;Suridan (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 00101' 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 (1600-1681) 
maintained that the value of money depends on the will of the 
prince; and Nicholas ~n, the English mercantilist, wrote: 
"Mony is a Value made by a Law ••.. It is not absolutely necessary 
MomysHoUld be made ofU01<l or Silver; for having its sole Value 
from the Law, it is not Material upon what Metal the Stamp be 
set." I Under the influence of eighteenth-century absolutism, the 
jurisconsult P2!.hler 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 consequently can be 
the object of a loan only so ..•. One may not, then, lend money itself, but only 
as a symbol of the sum wbich it pleases the prince to bave it signify.' 

So far there has prevailed more or less confusion between the 
economic and legal values of money, an inadequate separation be
twee1r'the vatue'1:bncepts and the agency which establishes money. 
On both the latter topics a great deal of emphasis has been laid upon 
the rale of the state. This line of thought is continued with greater 
disciiiinnatr6iiDycertain writers in the early nineteenth century. 

• Ibid., p. 28. • Gonnan! • • p. <i/., p. 28. 
• A Discoum of T,ade ('690); reprinted by the Johns Hopkios Pr ... (Baltimore, 

1905), p. 16. 
" R. J. Pothier, Oevf1fU (paris, 1821), V, 405, quoted by Arthur Nussbaum, DIISGeId 

in TlJeori<tm4P'.,,;.dutkwU'lImtmd .... l6>tdu'IImRuItU (TUbingeo.192S).P.IS. 
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According to James Steuart, "The authority given to a coin by its 
being everywhere received in the King's offices, is entirely confined 
to its (:Ilrrency, not its value." 1 J. G. Fiehte, philosopher and 
father of Immanuel von Fiehte, thought i1iat "the decisive factor is 
that money should be rej;9rniml as ~; this depends solely UPO!l, 

~~,,, a In Fiehte's disciple Adam 'Miller, Palyi discovers an 
a vocate of a kind of state theory 0Tiii'ii'neY, this Jime of a: rather 
mystical nature: "The most complete mtermediator of trade is the 
state itself, the national word, national power, law, credit, ... all 
expressions for the • higher center' t9 whieh all powers tend, or for 
its substitute, money .... ". 

Adllll:! Smig" seems to attribute to the state a modicum of IlP.wer 
over the value of money: - -

A prince who should enact that & cert&in proportion of tues should be p&id 
in a paper money of & cert&in kind, might thereby give & cert&in value to this 
paper money, even though the time of its Iina.l discharge and redemption should 
depend altogether on the will of the prince. If the Bank which issue. this paper 
were aueful to keep the quantity of it always somewhat below what could ea.sily 
be employed in this manner, the demand for it might be such as to make it even 
bear a premium, or sell for somewhat more in the market than the quantity of 
gold and silver for which it was issued.' 

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

At the present the tot&! amount of Bank-notea in c:ireul&tion, throughout tile 
kingdom, is cancelled between 3 and 4 time. in each year, in payments to the 
revenue; and every reader must form his own opinion, whether, under such 
circumstances, the amount is greater than "can be ea.sily employed in this 
manner," according to the idea of facility which Dr. Smith entertained when he 
used the ezpmsion.· 

1 Work (Lcmdon, .805), n, 372. 
• Quo1l:d from Dtw ~ B...".,.".,., by Melchior PaIyi, ~ a.w. 

"""'"" (TUbiDgeo, '9.6), p. S· 
" Palyi, .,. <iI., P. 10-

• rIM W_ tf N_, ed. by Camwa (London, .->, .. 3". 
• Pradi<GI ~ .. 11M R.,... tf 11M B"uiooa C-ur.e (Lcmdon, dlIo), 

pp. 86-89. In his .. Reply to Mr. BOI!aIlqUet's PIactica1 ObaenatioDs OIl the Report 
of the Bullion Committoe," published in .8n (d. Eo C. K. Gmmer, B--. &r.,. .,DaM RWU (Lcmdon"9o.1J), R.ic:aIdo ..... specUicaIly to Smith's _t ODd 
_quet'. _ of iL Ricardo IeIDOIb 0DIy that lIosoDquet's tbemy is "c:bimerical" 
(ch. viii, soc. ... , p. f33); we do not leamhow Adam Smith's -me bas ...... per-
verted. nor indeed ho" far Smith IIiuaIf is ri&hL .' 
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Fullarton went even farther in referring to the assignats as "tho~ 
oonventional 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~ld emphasis upon the 
r6le of the state, an equally important line of thought as to the con
stitution and nl\ture of money proceeded from a non-p?litical basis. 
Since this school is much better known, a very rei examples Will 

,serve to indicate its character. OreSIlle,J~ie!Jan(l.Hales referred to 
~e inconveniences of barter ~d iiiiputed the origination of money 
to the free action of trade.") Galiani scouted the supposedly Aristo
telian notion of amventional migiil, and sought the laws governing 
the value of the money metal in those factors determining values 
generally." With C~@C!n, again, money was only ~ertified precious 
metal with its vafue determined by cOst of product1on.4 A.nd Tur
got b~eved that" gold and silver are constituted by the nature of 
thiJigs, money and universal money; independently of all conven
tion and of all law." The ~ame.causes govern the values of m()ney 
and commodities.' . - -
--Midway between the political and the pure commodit.Y:JLcco\lllts 
of theorigin -of money lies"a "troup of Writers more or less imbued 
with the notion of a~ent or j:Q~yel!Jion. In 1588 Davanzati, 
and in 1680 Montanan, stitea tbat money arose when men agreed 
to consider as of equal value_alLcommcidities.j)n. the market and all 
iOin in circulation.' Since in essence this idea is none other·than a 
prumtiVeeqiiati~n 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 determined. ~ck.e, as an
other example, thought that mankind put upon the precious metals 
an "imaginary value; [they] have made them by g~.c:onsent the 

I John Fullarton, 0.. lhe Regulalioro of C""e>Kiu, md eeL (London, 1845), pp. 
28-29 . 

• Nicole Oresme, o..u.e P;,sll~ of M .... y. ch. i, in A. E. Monroe. Early Be ... 
""",it; Thou,,,, (Cambriciglo. Massachusetts. 19'1). pp. 81-8.; Gabriel Bie1. T,eDlU, "" 
u.e PtIIDer arr4 UIiliJ-y of M ""'Y. reprinted by the Univenity of Pem1I)'Jvania Pr ... 
(phiJodelphia, 1930), pp. I~O; John Hales (W. S.) • ..t Dis_se of /he C_ W IdI of 
,.;. Realm of E .. ,1arr4 (reprinted Cambriciglo, England, 18g3), pp. 48. 1L 

• Della M -. in Monroe, .,. <iI., p. 28 •• 
• Buat..., Ie C."",.., ... 1St eel. (reprinted, Boston, 18g.), pp. 134-136. 
• The PtWfIIIIIiDra arr4 ~ of Ric",. (1110), eeL by W. J. Ashley (New York, 

18g8), &eeL :dill, :<Ivi. 
• .Monroe, 0'. ciI., pp. 49, log. 
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common pledges whereby men are assured, in exchange for them,-; 
receive equally valuable things .••• " 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. Furthermore, 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 liSt 
Ceiifury suggests the following divisions: 

I: Theories as to the ~~~I!:ll.q,o!jgip, jltmol.!.ey~ 
A. ~~tic .• 

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

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

B. Nat~ 
T'iiit money is not absolutely differentiated from ioocIsi 
that it originates in the more frequent employment of one 
exchange commodity than of others. 

n. Theories as to ~~~Yl_9.Lpurchasi.ng.power. 
A. Authoritarj.an 

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

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

B. E£2ru.!m.ic • 
J. That the value of mone~ is similar in cJuu'acter y.d 

determinants to any commodity value. 
•. 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 taz
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 Quoted byHannahlto Sewell, r. n ... .,ofv., .... j ... A"-StIIiI.t,PublkatioDa 
of the Am. Eo. Aso., lM ..... wi. n, no. l, Po 4 • 

• Amonpt _t Gennon theorists the idea ..... hooD ",viftd by K.ouUa. a. Poll!, 
below. 



12 GERMAN MONETARY THEORY 

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 
of value aiso believe tha~ the value of money is not to be assimilated 
to that of goods; and those who trace the origin of money to the 
gradual growth in importance of one exchange commodity are pre
cisely those who would give to money the character of a commodity 
in its value. Putting these facts together, we discover t!!2-1l!!Yn 
theories of money, each with a dWlble 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-!iHI!' 
1. The fOl!!1~enadJl!ent of the s~te,£! 
2. Trade us~e, 

B. And as ~g value in a unique sense. -,_."-_._._-- "- - -- .. - -. - _ .. 
ll. The theory which regards money both 

A. As originating in tl~~.l[equel\LemPloyme\l!_Qf...!.h!t.com
mOOitf!iestswteg.M>..Ee a m~ ~ex<:lJ.ange, 

B. A::;t as having co~odit:r v!!!l!.e~pIy. 

The fo!l9wing chapters examine these two main schools of 
tho1!ght~~nominaIism wi.!9its two.wings, Chiirta.Iism and-ortho
dox nOxm.!!aJism; ~lm'-d, the commodity th~ry-witli its.tp-ee 
briiiCli~:Jlle supply and demand thoory ... ~e marginal utility ex
planation, and.JhetaIIism. It is universally recognized that "the 
appearance of Tile Stote Theory of Money in the year 1905 repre
sented a mile-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 examination of the Stote Theory as a necessary prelude. 
Thereafter the present Part proceeds upon logical and not upon 
chronological lines. 

1 Herbert Daring, Die Geldlheorim seil EM", md .d. (GreHswaId, 192.), p. I. 



CHAPTER II 

THE STATE THEORY OF MONEY 

I. KNAPP'$ CHAl!.TAL ThEORY: STATEMENT AND 

INTERPRETATION 

"MONEY !s.1I. cr.eat)l,re of law." 1 This thesis ~p sets up in bold 
reIJ";;r as t1'ie In1da:l sentence of a work dire<;ted agafust 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-\ 
versa! theory, admitting no exceptions. in which paper money is the 
very touchstone of theproblem~ 

I" Like Kad Marx's great work Capital, The Slate Theory of Money 
is written in a dogmatic and didactic manner, and this easily pro-
· vokes violent opposition or in(fiScnmmating adherence. Both works' 
treat of subjects which arouse animosities - the class struggle, and 
paper money; in both the reader is carried aJong by a cold, hard dia
lectic, superficially invulnerable, toward conclusions he may resent. 
Knapp's diametrical opposition to ideas 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 surprising 
therefore that the voluminous Knapp literature which has grown 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 IDlsmterpretation. To appraise his 
writings it is therefore necessary to undertake first a painstaking en
quiry into the real gist of his argument. Once TM Slate Theory of 
M tmey is understood it is not difficult to judge its value. The really 
severe task is one of interpretation. 

· (I) ~p has been construed, in saying that ~e state secur.:!l" 
o the tHIlidfll'. fGelI~.d .. 9!,~. as ~aintaining tha"t the s~fr.E!!!.-

• 1 G.F.XDapp, T",Sl4kTIIeoryef M..,.,tr. byH. M. Luas and J. Bonar (London. 
19.,.), p. l. The English tn.oslation, designatod hereafter as Sl4k r..." is an abridg
ment of the fourth German edition of S/oaIUcjo r ......... Gcw... (Munich, 19.3), Ie
femd to in th ......... as S/oaIUcjo r ..... 
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determine the purchasing power of money.by mere fiat. i S. Law-

I rimce,Ior example, believeS that Knapp held that within its own 
, borders the state comple~ely_g)ntr91s th~ 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 State 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,8iving it a denomination. 

Apparently cdnclusive evidence as to th~ correctness of the pur
chasing-power interpreU:tion inheres in Knapp's description of "'re
currenLlinking," "~cal definiticlD," or "historic back.:~el:" 
ence." To initiate a monetary system or to introduce a-new money, 

i Knapp assure!; us over and over again, all that is requisite is that the 
s~te et the means of paymept, mY\: ita.....D,a/l!e, and pr?claim, its" 
validity i.n te~ ~!.!he l?revij>us mea~s o~pa~ent.· hll---!l!~ _at:lt 
fr~ ,l!cts of ~e state',s au!!iori1:X:. :put of course if the new money 
does actually passlil traae at the ratio to the'Old laid down in the 
historical definition of back-~eference, then UJe state has, merely by 
its authority, established its purchasing power. • 

Simple and straigh~rward as this conclu~on 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: "Y!!i~ as a juristic concept is wholll..~l!epe,ndel!l.of what:~ 
~~e can buy WIth money;" Secondly, he invariably uses Geltung, _ ' 
-mit Wert nor Kaufkraft, the usual terms in economic discussions for -
value of money.' Again, even if we supposed that so astute a person 
as Knapp could npt il!.~--l:QJ!,l"5e.l!f, ~ ~!!,OJ!Lbook express .th~simple 

.' Slohili.oIion of Prices (New York, 19.8), p. 174. 
• E. g. Rudolph Kaulla, Die a.....dl4,,,,, du c.1d!t1mI (Stuttgart, 1920), p. 55 If.; 

Robert Liefmaun, Die C.ld_hrung;'" W.Ukrie,. "Ill d" BuriH_, ''''or Fol, .. 
(Stuttgart, 1918), p. 60 ff.; Andreas Voigt, "Die Staatliche Theoriedes Geldea," Zuci. 
Ilk d., ... S/oob. 6., p. 320. Against this chaQ!e Knapp has beeD defended by Friedrich 
Bendixen, D .. [njlo# .... tro/>kM (Stuttgart,1917), p. 9; L. VOD Bortkiewia, "Die geld
theoretischeD UDd 1riiIuuD8sPolitischeu KouoeqUeDZeD des NomiDalismUJ," Sc""'. 
J"'b. 30, p. '3'4; and Karl E"te~ "Die Staatliche Theorle des Geldes," J"'b./Ik N. 
'" S. JlI, p. 83. 

I SI4Ie TIteory, pp. IS, 22,39. 
• SlaoIHclte TIwwU, p. 44'. 
• La ....... ce says: "He sometimes ..... the worn. vaIueaud va1idityiDtelchaugeably" 

(.,. <iI., p. 170). Numerous readings of the S_ Theory have failed to bring to my 
attentioD a single instance of coufusing C.1hm, with W .... 
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at the state establishes purchasin wer b fia~ followers 

wo y ave ma eel ea explicit, but none of them has. 
Finally, the argument of the Slate Theory i.s unintelligible on the 
basis of the fiat notion; another interpretation of validity makes it 
not oruy mtdligible, but more right than wron'k. .,' 

Nor is "face value" mruct, One would ~cely credit Knapp 
with the stupidity of writing a magnum opus to prove that the state 
has the power of naming the means of payment or the unit of ac
count, its multiples and fractions, Knapp indicates this to be too 
shallow a view when he says: "Validity by proclamation is com
monly called the 'face value,' in Contrast with the 'intrinsic value' 
of the pieces, which is supposed to depend on their metallic content: 
This is the habit of the metallists, who are always autometa1lists at 
heart," 1 Moreover, if validity signified face value, he woul4 not 
have said that the state must (J(;cep' 'all its meney at face value at 
its pay offices,4IJl action which guarantees something more impor-
tant than a name. . . 
01'0 describe w t Knapp means by validity ,?e must distin~ 

~
arplY between ' havin value and the~ue which it hasi 

between ~city toJI9,ve value, and e specific exchange value or' 
purchasing power, When. Knapp imputes to the state the power of 
establishing validity tor money, he..m~~t the stJl,tIL~i¢s 
money's ".~al~ab~ene~," not that the state determines purchasing 
~ To avoid misundc!'i'StaIidirig one liiigbt say tharthntate 
secures the acceptability'of money in exchange, but "acceptable" is 
after all only a milder term for "valuable": app believes that 1M I 
slate makes !!!OlleY valuable. Even the synonym u. ~~ falls 
sliort of exhausting the idea. Money differs from goods in being 
conventionally ~e measuring iod. not the uw;g measured; money 
value, amongst 8ll the values we expenence, IS umque, because we 
commonly think of its value as 1IfH. "On~'7' not m the sense of 
coherence, but in the sense 01 eqUlValence with the unit of account, 
necessarily pemleates our conception Of the vatue of a piece of 
money. Adding this further component psychological element to the 
concept makes it complete. I'M vali4.~kilsvaluab~ l 
as 1IfH. To say that the state creates the validity of money is not to 
~ to government edict a capacity to determine purchasing 
power, nor is it to voice the platitude that governments name their 

1 SIaIo TAooty, II- 3'" .. Autometallism vie ... metal 0DIy as _1UiaI mel si- .... 
juristic: _sideration to the Ionn of \be pioas." 16iL, pp. .-s. 
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moneys. Chartalism)$' a serious theory as to the orii1n of the social 
,institution fuoJie~e state causes mOlley to be; i(~<l.IDvJl.!.L'!ri_lli.. 
I ~e characteristic of having valqe, ~ of actuallL~atillg~titL 
nominal value. .. . 
-xnapp's is not a fiat theory of purchasing power, nor does it rely 
upon fiat even to secure valuableness and parity circulation. To 
bring this to pass the state must supplement its proclamation by 
receiving all money at face value at its fiscal offices, and usually also 
by lending it legal tender power in private, transactions. Occasion
ally Knapp speaks'of "validity establi$ed byprodmation" as if 
proclamation ~one sufficed. Bu~ "~cep~!i0n" characterizes all 
money • .JIlld pnvate leg:U tender IS gIvelj. to most money- sorts to a 
greater or less degree.1 • 

Even the bank-no~ and ~ bills would continue to be used at their 
face value, though their con-vertibility bad been aboJisbed, but, of cowse, only 
if the pieces will be received a,t public pay offices at their face value.' . .. The 
state itself receives the pieces I't their validity, in payments to it; that is the 
/wimary, mos' indispensable and junda_1al doar ..... • • .• Fi,s' and joremosl, 

/ money frees us from our debts toward the state; for the state when emitting it, 
i acknowledges that, in receiving, it will acaept this means of payment.' 

'When K!!!!PP speaks of validity as "estabiished py proclamation," 
he is using aD ellipsis for economy in diction, as we do, for example, 
in explaining the price of gold by the legal deficiti'oB of the gold 
dollar. We assume free coinage 'and melting, which are esSential to 
the coincidence of the market and mint price!!. Similarly with valid
ity: ~~---!a~r insurin[ Pll.ri.!1_<fr._~ti2n";~e<:ep!&t}~n." 
Knapp cannot lie tlioug1if1o 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 difficulty inhering in the "his
toric definition" concept. H the state were able t2..estaNisb ill trade _ 
the new money at proclaimed validity, chosen arbitrarily a_l!d~tated 

\ 

ill terms 01 a baCk-reference ratio," .it...wgUJd be..lili:.tuJlg..ihe pur
Chasingp2wer of money. even if in the last analysis legal tender 

~'J SIaU TIIury, pp. 52, 95, 96. 
• 11M., pp. ,76-, n-
• G. F. Knapp, .. Staatlicbe Geldtheorie," Bdwb. ,u, S_., 4th ed., vol IV Oena, 

1927), p. 753· 
• S14J4 T.."", p. 52. (All italics mine.) 
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power to tbe state and to private traders really accomplishes the pur
pose. How can Kn1,P avoid thi§ deduction? I venture the follow
ing, notas the mot ~gmtl, bllt 116 a plausible explanation. 

In the'9i:st place, ~app Seem!! to have 'had very little notion of 
. generalleilels C1f prices. This appears in his scepticism of mdex num- . 
6ers; what commodities shall be included is an insoluble problem.l 

~
w~re 41e} he use. thll term_"pUce l.evd:~ lPreisniueau), bU!, onl~ 

, ~ .ijIlrthetmore; ~s foreigg excbange rate theorx., price 
~_ e.!lC?l«:Y~ me~~d, and prlllimW given no causal signifi
cance.' ft.acking ,any clear concept of general levels of prices, ,Knapp 
I!l~~h"veignoreatg.e efIec:t of a ,cb~ iA the mjlnetary stand
,r<!, (m.,ll.ril:eS generall'" S\)J~e such.error must underlie tlle whole 
"amplrlRo~c" ~gument"wlrleh einp'ha;ize$ theJact that everyone: 
is Doth creditor and debtbr imd implies that, Pr\ce changes' thereby 
lose their economic significance," ·"For·int~r.Bal trade I?Xcluding the, 
bullion business, the choice of the' stand!icJ 1iar'aly. matters ,.t all, 
since it only produces secondary efIects 'which vanish'iIi 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 ., be explained only by what happened to, 
the particular commodity involved.& .Finally, we have the startling 
statement that ~ CIl!t!!L~Il!l.8!' k1~eral DU1"'liDgpower 
"juilt as little" as there ~ pe ,,_change oia.1l.prU:es,' 

"l'liroUghout hlSworks, Knapp'!! chief historical ferences are 
drawn from experiences unden)lmetiilll~ •. From 1687 until 1873, 
when the ChleIconiijieraiirc:ouiifiies'Orthe world Sac} gone over 
to the gold standard,' the ratio of silver to gold generally fluc
tuated around I5~I within fairly narrow limits,' No revolutiQD 
~i~!!. .. o~r!:e(U)ecauS_I!_.of,_sil.!IDJYPP~OL.IXII1-
~' Sucb general price cbange!! as frequently attend a disloca-

• ~ r ...... , pp. 439-440,443. 
• Ettept perhaps implicitly in the contenUOD that'the rate of uchange determineS 

tho value of the monetary metal. a. p. 1400 below. ' 
• S/GM r'-7, pp. 46;8; cf. P. 36, below. 
4 IbM., PI)- 101')-110. 

• SIodIlklJr 1''''''"', p. 448. 
• G. F. Kpapp. "Er!aUteruDgeD our Stu.tlichOD Tbeorie .... Gelda," Sdoo. Jw. 
"""p.I6g6.' • 

1 Karl Helf!erich, 11..-, (New York, 1917), Pt. I, ch.";' sec.... .... 
• 1D .8u the ratio was .6:11 to I,IDCI in 1813 16:oS to J. With these _tioas it 

" __ .at abo"" IS096 to I,"or below 14:14 to I. u,,;~ State Din:ctor of the Miat, 
A-' R.,." (W&lIhin&ton, 'lI.4l, Po "3· 
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tionof 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<hallJro the money of the country, without how-

; ever drawing the conclu on that the "hack-reference ratio," if it 
really succeeded, would extend tl),e power of the state over pu~ 
~. 

(2) At the op~le from those commentators who have 
erroneously helieved cba..rtalism to be a fiat theory of purchasing 
power stands a group wfilcIimam~tha.t.Knapp's theory is purely 1 
~galisti.£, thaTIisiril:ply lies outside the field of economicsl Two of 

s closest disciPlesl~dixen and Ester, e s VIeW,! and many 
writers quite unsympa eucWitIiilinIi! IS of the Slate Theory put 
upon it the same construction.' Mises calls it acatallacli&, "not be
longing to a systematic theory of Political economy";' 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 effects of price changes upon vari
ous social groUp5, pe says:. 

The conditions of interested' classes is a matter of great importance, but it baa 
nothlng 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,' 

CJ What Kn.!EI!---means, iD such passages as these, is not that the 
state theory is non-economic; but only that the specific purcl!~ 
power of money and the character of money are distinct problems. 
Wliile chartaIism offers a.ri"acrouIifb11iiSfOriCiil geneSisc;r theTOgicat
origin of the modem monetary institution, it does not treat the de-

l Friedrich Bendi:zen, Dos w ... "" da G.ldes, 4th ed, (Munich; i9i6), p. 12; Karl 
.Elster, "Die Staatliche Theorie des Geldes," JIII6.JilT N. &- S. UI; p. 84; and idew, 
"'Kaulkroft' und 'Geltung' des Geld .. ," JlrTb.jar N. '" S. 115, p. 245: 

t Bortkiewicz, loe. cit.; Werner Genzmer, Krilische Belraeh#u",e1J SUI' NomintJlis· lis,,,.,, G.Idt".orie (Dresden, 1917), pp. 36-40; Richard Kenschagl, "Universalismus und 
Individualismus in der Methodik der Geldtheorie," Jlrb. Jik N. &- S. 117, p. 214; 
Helft'erich, 01. cit., p. 493 and Dote; WIlhelm !.ezis, ":Die Koapp'sche Geldtheorie," 
J "'6. fa. N. '" S. 87, pp. 544-545; Kiichiro Soda, "I¥ neue Knapp'ache Geldtheorie 
,IIIld daa Wesen des Geldes," JlrTb.jar N. '" S. 89, pp. 340-349 . 
. ' • Ludwig Mises, Tn..,.;. da Geldes 11M tkr Umhwjnnillel, 2nd ed. (Munich, 1924), 
pp. 244-2 50-

• SlaoIIic". Tn..,.;., p. 439. 
I IIhd., p. 444. • Rn4., p. 441.0' 
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termination of exchange value. While Mises co~ci:ly designates 
the work acatallactic, because it lies outside the sphere of any system 
of value theory, validity is n~e'less an_.~!;;Q!JQ}Ilic phl!!lom.~!!9n. 
The metal1ists woulnccount for it upon the basis of metallic con-j 
tent; Knap,p finds that it emanates from-state action. Had the State I 
Theory been a juristic treatise, it would have studied monetary 
stapstics, legislation on peCuniary contractg, court decisions, and 
administrative practices; it would have appraised their interpreta
tion, constitutionality, consistency, and justice.1 Instead it is con-C 
cerned primarily with the forces which give "valuableness" to 
money and cause it to cij-culate, and with how this "valuableness"
compares with ordinary commodity value. 

(3) Knapp has sometimes been accused of being an inflationist, 
or at le'&sfONormwa.tiiifitlieoij·wlllClili:Y1mp!fcation jus~e~ 

D this polifiCiiI&liii5e." Some years before the Gii~an catastrop e, 
"B:14.AnTeiiinwrote: )-t . . 

:' .. 
:Recent German literature on money ••• has ~4;gOod deal inftuenced by 

Knapp, and tIwe is a fair chance that Americ:aa,studen,,\may have·to read this 
book if they wish to understand the nen dtb.de.of ~ monetary history. 
It will be well for Germany if this is not tJ>e_I" • . .:,'~.., . 
After th~an~fl~t!on experien~~p~ wed wjtb being 
''Oii'eOf the main mtellectual factors mwg for tbe.#tastmphe." 
~ ProfeSSM""tTie&2fj·'a:;;-dJiiMises.t lJertain flf Knapp's followers 
diCfTriifeeQ'&(Ivance inflationary measu~,' and Knapp's apparent 
.m.cJilI~ JO.questiollli . .!If practical ROllCY may easily mislead his 
readers.' But it is rank error to charg,e.lIim with inflationism; and 
he has been justly exonerated by Bcittkiewicz,' Hawtrey,' and 
Schacht.' . What Knapp really favored was 40mestic J:W;ulatioJ!,Df 

• EJampl .. of nally juristic works on money are Arthur Nusobaum's DM Geld ill 
r ...... """ Prais .. __ """ ...".,.,..- Re .... ('I'1IbiD&u. 19'5). a 'lei}' 
uceIIent IJeatise. and }laDs Gerber's Geld ...., SIGal 0-. 1916). which bean the sub-' 
title: "A Study in the O_ic Law of Money os a Problem of National La .. within a 
Univenal Legal System." • 

• n. Vol .. ~ JI...., (Ne .. YOlk. 1917). p. 435. note. 
• T. E. ~_ry in the intJoduction to HeUrmch .. JI....,. P. ¥Ii. 
'O~<il .• mded •• p.33; V-"'f*SoriaIIO/iliIt.I'IOtP..76-
• Particu1arly &enen-. Dalb\,q. and Elster. .l< 

• SIGIo Tinry, pp. 53. 1 ...... 145. ... 
• Ludwig 1Iortkiewica, "Neue Schriflm Gber die Natur und die ZoWmft des Geldes, D 

s.- J/ri. 45. P. 099. 
I It. G. Hawtrey. "Tbe State Theory of Money." &. J_. 3S. P. lSI. . 
• In IUpODSetoaquostion whichloskedbimdurinc biSlecent ..... t tolhiscountry. 
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• paper money - no more inflationistic in itself than Ricardo's "Pro
p'OSaISiiiran EcOnomical and Secure Currency" - based upon a 
gold exchange standard. The chartal theory, as he repeatedly as

\ sures us, "does not dispute the historicaIand practical significance of 
I metal," particularly as it serves to support the fOl:eign exchanges; 1 

, and it unqualifiedly opposes the balancing of pudgets by the "arti
, ficial creation" of money.' 
o . (4) Melchior J;'~lyi and. Herbert Doring challenge the use of 
"state theory",to describe Knapp's analysis, and maintain that it is 
really an "administrative theory." Palyl believes that by .its ~m
phisis on actual-practice' "'the state theory puts itself beyond all 
jurispruden,ce 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 econoinic 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 H state" connotes 
authoritarian action as dtuch as it does mere legislation; and besides 
it reveals, as "administrative" does not, that government and not 
some other administration is, the authority." 

My col!.<;jusions as to the content of the chartal theory of money 
I are asfullows. ~lla.pR proposes to formulate a .~~versally valid ... 
theory of the nature or origin of the economic instrument money. 
HeiS particularly anxious that it explain paper money, but be holds . , 

1 Stale Theory, pp. 1,302-303 . 
• G, F. KnapP. "Staatliche Geldtheorie." adw1J. tln S_ .• 4th ed., vol. IV aena, 

1927). p. 754. While Knapp made DO statements legitimately inte'P"eted as infla. 
tionistic, he formulated DO plan for the control of the general price level other than that 
modicum of intedeIeO<e which central banks tIaditionallye .. moe in maintaining the 
gold standard by measures to prevent excessive gold nports. Lawrence Co,. cit., ch. 
xvi) makes the absurd mistake of including Knapp's remarb 011 "uodromic control" 
in his book as the Ie Knapp Plan." 

• Melchior Palyi, "Der Streit um die Staat1iche Theorie des Geldes," S,,,,,,. J ",b. 
45. p.664; Herbert DlSring, Die Geldlhurie .. ,ejI K"'V'#, md ed. (Greif.waId, 1922), 
p, '5· . 
. • Sla,iIIlklre Theorie, p. 91; d. alsoSIoU TIIury, pp. 39, 40, Sf, 94. 106, JO"/, III, 117, 

157, 173· , 
I J. Bonar likewise approves the term in uKnapp'aTheoryof Money," &.10fII'.32, 

p. 39· Hawtrey's suggestion of "central bank theory" (01. ciI., p. 253) is not without 
point for Knapp'. theory of the ..u... of money, hut that constitutes • quantitatively 
minor part of the wort, quite lacking in originality. 



THE STATE THEORY OF MONEY 21 -no brief for fiat standards, nor is he an in1lationist. The state is the 
creator of money, its raison d"W8. W!!ep.Jxiapp.$~ tha!J;he state 
creates money when it proclaims validity in terms of a. preVIouslY 
exisiliig means of payment, h«; does not intend to be undep;toodas 
me~g -that ! governmentarfiat -establishes pu.r~ ~!Ve? 
~ty means mst, not value, but.faI!!~bIen~, the capaaty of 
money to 1Iiivi lKJlue; and second,jthe passm~ of the JD.oney piece at 
par in ~adc.. Both ~ ideas tre ecOnomic, 'and the state theOry 
tliere£ore does not fall within jurisprudence. ~y" state" we should 
understand all the organs of the sovereign power SCI far as they im-

d pinge in any way upon inoney. All these fa~ have tQ be bom~ in. 
mind when we essay criticism of chartalism. ~itions re-
produce its argument in essence: . ' .,' 

I. Money comes into being when the s~~,~ects~~rWn unit" 
of valu~, descriJ>es its physical bearer carefully, gives it a name, and' 

proclail!lJA.ita';a1idlt,y inJe.nDj of t1I.e historically p~g unit, 
-;'-Proclaimed validity is secured in tiade by th.e state's ~pting 
all its money at ~ce ya,l,IJe; legal tender in private tradeiS a comple- , 
mentary measure, not a universal one. Thfj state causes a money to 
be standard by forcing it out in payDients lo, private persons. 

3. For all money, pro~~ib is,ind!:~4en.i...oLsult
s!!!D~~. One consequence of this is that limited coinage and , 
redemptiOn are unnecessary for accesso~ money. , 

- n. TIm CH.uTAL MONEY TlmOllY: Cl!m:CISII 

A. The SIaM tmd ,Validily 

To be a medium of exchange money must ~ value, for ex
change involves a quid pro quo, 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, ,DL.easuring value, it must 
obviously be at par to be the unit of Value~uablenessandpsssing 

o at ,.~ ~ J!l~re .. the prerequisites for anytliiiig ~o. be money. 
Both qualities are included in the Knappiatl "validity," which lie 
says the state creates. Is he right? 

Generally speaking, t think the answer ,is certainly yes. under 
modern conditions. It is government action which maintains the 
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valuableness of our money and secures its par circulation. Let us 
~.e the first quality. V.!!:!!!!,bleE-~ results from u!ility 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 v3.Iuable
ness of such money, since it absolutely determines supply, and the' 
legal tender quality of the notes is generally the basis of their utility 1 
Doubtless public opinion is final arbiter, bpt as Cannan says, ;::J 

The power of the holder of a 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 "pass the thing on." I 

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 tlevias 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 slate prevents them from losing their value altogether, 
or in large part. ThiS' leaves for consideration only full-bodied 

, standard money. Here the function of government in guaranteeing 
val'ii'ableness- is lea,stronspic.uQus. The metaJlist would describe 
freefy coined standard money as a simple commodity. To say that 
the state creates the value would be hyperbole. But it has a great 
deal to do with it: the mere definition of the ultimate monetary I 
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 metaJlist would 
go back to the aesthetic and industriaJ values of the glittering yellow 
metal. But gold is jointly demanded, and the monetary employment 
depends upon government authorization." 

1 S/ak Theory, p. 303. 
I Edwin Cannan. M .... y. 5th ed. (London, 1926). p. 45. Professor Fred M. Taylor, 

CluJpters ... Momy (Ann Arbor. Michigan. 1906). p. 83.oayo:" At this point • ..,Iuntary 
acceptability is created by compulsory acceptability. The fact that a given money ill • 
valid teoder makes people willin, to rew"" it. since they can DOe it to pay debts at 
leut." (Italics his.) 

• "Under modem conditions in most civilized countries the fuU and continuous cir
culation of My /riM of money in a particular couotry commonly requino. IIIe8IUJe of 
lesaJ authorization frnm the government of that couotry." - Taylor, ",. <iI., p. 87. 
(Italico mine.) 
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" V All in all, some exaggerat\on Is Involve<;! in saying that the state 
creates-the val!lableness of money. We must remember that value 
c&np.ofbe-£orced; human beings are free to ascribe value to an objeCt 
or not. ,Manifestly, however, government controls the essent~ 
conditions of the valuation set upon fiat and low Intrinsieviiliie 

,moneys, so far as that depends on money and not upon the goods 
side of the equation. -For full weiiht st:andaid money it still plays 
an important ~le. The exaggera,tion_ is not disastrous., . 

The modern sovereign state dominates the other element of valid
ity almo,st entirely, if it so ch<?Oses. 'The creation of money is c;om
pleted with the establishment of par circulation. By designating 
but onl\ 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 modem economic system cannqt easily em
ploy.one money for debts and 'another for ordinary traDsactions . 
.. Some one money will become the standard money of 1iebts and 
th~ 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." 1 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 An~~uable circul~~g .!ot 
par is t!O iPSD monel. Ordinarily the state secures 'lxiillthe valuable:
ness and parltrortheCifciili6rig media;ii'creates validity and 
thereby creates money. Th!! ill the substantial truth of the ch&rtal 
~eory. ' '/.,' 

.!l!-aplI's great I!Iistak~:~ to re$Xlgnize that the 
state does not always create money, and~dly, misapprehending, 
the process by which validity is established. We turn 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 ~foWld In nUmismaticiri:fia-enm:orogtw Worli"1n
~g directly upOri-xiiapp's reJWii:e Solely on political 

l~ •• riI..P.ISa. 
• Dor GoU, pp. 16-17. 
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government have been assembled by Voigt; 1 and Helfierich has re
cently reviewed the subject.2 Not every casual 'example 'of" primi
tive money," however, is legitimate: it has to be determined whether 
the exchange'medl\'m il<;tually passes by tale. "Thus tobacco, 'ca~ 
tie, com. powder, bullets, skins, all served this purpose medium 0 

exchange. But none of these can quite properly be called money." 
They were mere exchange commodities, the relative values of whi 
weredeieriiiiiied byweigliiiigcirmeasuring. This appears to be the 
ca.5j: with the famous stone money of the Yap Islands.4 The only 
lei 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 equiv:i.Ient of 60 English pence.' Even 
with the elimination or mere exchange commodities, there remain 
numerous examples of true money amongst peoples to whom it would 
be absurd to impute a politi,ca1 "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 "charta!" 7 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 ~tates money cannot ap
pear, accorrung to the chartal theory, until the state has set validity -bt means of the back.-refer:nce.ratio and acceptanceJ ' 

This action of the state as maintainer of law does not appear with the manu
facture of money pieces, e. g. with the coining of Jytric metal or the introduction 
of independent paper money,Dut at the first time of aikTat;on in the means of 
payment. Before that ·there were no grounds for deciding the question of 
"nominality" or "reality.'" 

• Zlsch. fib' 4. res. SI4IJJs. 62, p. 328 if. 
lOp. cil., Pt. I, ch. i. I Taylor, Ope til., p. 12 . 

• W. H. Furness, T".ls1an4 of '''' Slime M .... , (philadelphia and London, '9.0), 
PP·96.'98. 

I J. Menandier r fI Knappe Staatliche Theorie des Geldes," ZdJs'''"J' lfir N"",q
fPI4lik 26, p. 677, note. 

o SI. T"."'Y. pp. 5. 6. ' lind .• p. 73 . 
• SlD4Iliche TMorie, p. 17. The italics are mioe. The translation "manufacture 

of money pieces" for Scll4ffufJg des GJdu obvioUsly CODve.Y!l Knapp's meaning., 
whereas the more literal rendering "creation of money" by Lucas and Bonar is mia,.. 
leading (S1aU T"....,. p. 21). 
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In saying SO Knapp 110t only does violence to the facts, but he is in
consistent with a previous admission: 

. 'Phe nomiDality o( debts does not lie in the fact that the State alters the means 
of payment more or less often, but in the fact that such an alteration is possible I in principle, ",helho ... ,.. fII<Jdo or fIOl. The nomiDality of debts and_'11 fu~)mi.!2! 
!~~ a n~~ premise be(o~l!'onef~_c.o~e~~ being.! 

What is significant here is not that money exists before any actual 
change if 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 facl of a change, - but that it leaves unexplained 
the reason for the nominality of debts and the uniLof value before . 
the state chooses to evince its powers. We are perfectly free to sus
pect that \lefore the,.atate displays openly its sovereign power, i~ 
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 maste;e<f. the monetary situatjo~ . 

In the Italy of the later Middle AgeS we find three groupa of money of acx:ount 
- gold, silver and amaIl silver coins - each with its own system of accounting. 
In Florence toWaM the end of the thirteenth century we find three dilferent ac
counting systems, which existed,side by side and oach of which fonned a separate 
monetary system. • •• There was no single system within which the dilferences 
in the types of currency were of little acx:ount; it was rather a case of independent 
types of coin, and groupa of types of coin, selected at will or by ~ 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 accol:!llting. Dependence of a money 
upon its bullion content for its exchange value is perfectly consistent 
with a nominalist cor¢ept 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. 
~de creet<;d money';} , , 

(l> Even today, after the state has for centuries dominated the 
economic instrUment money, ~t,:~a.~o~~I!~op...mlI.te 

• SIoIIJ r.....,. p. II). (Italics mine.) 
• Helflerich, JI.." P. 41. 
• CI. SIoIa r..." pp. .6, 17, 37. 45. 
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money.' In our own history, cert!fu:!Lchecks, clearing house 10jlll 
~ifirates, and all manner of makeshifts circulated at par, when 
natiopal currency bore a premium in the panics of 1873, 1893, ¥d 
19o'lj According to Schacht, at the end of 1923 there circulated in 
Germany something of the order of 400-500 quintillion marks in 
N otgeld or privately issued emergency money, the gold equivalent of 
the contemporary Reichsbank note circulation." Since these un
authorized issues of N otgeld passed in trade at par, they cannot, says 
Nussbaum, be denied the character of money.-

(4) In extremity_n.i!!...0nJLmaYllriYate.associationu:reate their 
own money, out the market may rejectncompletely any or all of the 
stiIe'Sissue~:-~gJioiit the Middle AgeS;-ifthe' SovereignSloO 
greatly de!i~d the coinage, fo •• moneys usurped the par'posi
tion, forcing the state tOi:ecognize them de fac~ Californians suc
cessfully resis~ Te~r_~~e Uni~e~es:Note$... 

1 I do not ref~r to bank notes and deposita. With regard especially to bank notes it 
must at once be conceded that historically th.y did not put in their appearance under 
state initiative or regulation. "From this viewpoint Knapp mould have regarded the 
foundation of the Hamburg state" ... ,. Voigt(Zucll.!lktJ.,u.SI6tJU. 62, P.33'), This 
iB 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 supemciaUy appears 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 wbat those regulations are. This question 
we will consider subsequently (d. pp. 29-34, below). 

With respect to bank d.posita substantially the !!&me may be said of th.ir.xtra
legal origin and their present subordinBtion to government prescription. Curinusly 
enougb, Knapp !reata Giro-paymenta as quite another category than bank notes. From 
many angles it iB desirabl. to .. parate notes and d.posita Bbarply, calling the lirat 
"money" and the latter "aediL" 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 uchartaJ. means of payment" and the "giral/' and applies the word moDey only to 
the former. By adbering strietly to this formal distinction he can I.gitimately call his 
work liThe State Theory of Money," eYeD though he maintains that banktkjNniUare a 
aeation of private pay societies (Slate Theory, pp. 95, '34, '48, '5'-'57). Knapp could 
bave made his case stronger by regarding bank notes and deposita as alike in nature and 
function, calJing th.m both money, and establishing the fact that both normally .. iBt as 
creatures of the state, i. e. that they form a permanent part of the national monetary 
system only by virtue of government regulation. This I belie"" a BOunder view on the 
whole than regarding either one or the other sa anomalous in a chartaI theory. 

I O. M. W. Spragu., HisIDry '" Crises .. toW lite NIJJitmaI Bw S,,-, NQlioMl 
MOMIiJry CommistitnJ Re/NJrlS (Washington, 1911), v, 56-58, 186-191, 280-282. 

I Hjalmar Schacht, TIte Slabili.",."" '" lite M",' (London, '927), p .• 06. Here and 
hereinafter the American notation iB employed for note iBaue figures. 

• Dos Geld, p •••• Cf. HeIlI.rich,M....", pp. 508-511, for speci1ic illustrations. 
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of 1862 untri. the constitutionality of the act 'was finally upheld in 
MaY." 1871.' More dIamatic is the ab~pwiiatiQ~
trep.ely depreciated fiat mQ!leys - the assignats, for example, and 
tneiliarr recently 1-despite aJJ efforts of the state to the contrarY' 

(5) The most conspicuOiiSc&ses in whiChtr~ll!ic forces SliP
plant t!J.e s~~ occur u~imetalli5!!l an~ll!!!u>a~r. IIi 
Doth 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 "Q!!~~")V.' Realizing perhaps ~t this law 
means a severe limitation upon the significance of his main thesis, 
Knapp depreciates it as a "half truth."« 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 standard 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 stan4ard, 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. I!l_~e crucialins~l:es of standards dislocated~ 
through bimetallism and irredeemable p.per, the charta! theoy 
co~s.· . 

1 J. S. B .... tt. A Sltorl Bi.rI<>ry oj 1M UMkoI SkIIas (Ne" Yom. ,g,8). pp. 66~4; 
A.B.Hepbum.AB~oJIMC_;"IMUMkoISkIIas(NewYork"9'S).ch.ziY; 
Taylor. Clio".. .... II..,. p. ,6,. 

• Cf. Voigt. Z/scll. fik II. ,... SI4ab. 61. p. 334. 011 the assigoatr, ... d Hellferich. 
II"*,. p. 509. 00 the disappeII1IIl"" of the old 1D&Ik. 

• Because this term is thoroughly imbedded ill mooetary jargoo I ",laiD it. despite 
F. W. Fetter's proof that Sir Thomas Gresham.larlrom originating the idea. as has 10IIII 
beeII...copiRd, did DoteYell eounc:iate it. Cf. "Some Neglected Aspects of Gresham's 
"'"."Q.I. &.46. 480-495. I employ the term as does Prol ........ 1i,yIoriD the tIWd 
of Fett ............ but deoy that his first case is 1U,i. 16i4., p. W. 

• s- r-", p. ,61. 
• r...d M. Taylor. 1'ri1od~ oj ~. gth ed. (Ne. Yom. 'glS>. p. 396. 

"Valid" bas of CQunellothing to do with KDapp's "validity." It is wed ill pM"""", 
to "legal" teDder to iDcludelUcheztra .. tate moneys .. ..., cited abo"" ill ~l • 

• • Knapp is se'ltle\y critic:iaed 00 this ~ by Borttiewics. S"",,I'" 30, pp.'l ..... 
'3'7; Boou. &.1-.31. P. 43; HellIerich. II.." pp. .J9I>-m; Mises, r-. ODd 
eeL. Pt. I.ch. iv.sec. 3; Walte<Lota, "G. F. ~ ...... Geldtheorie, N S"",,I"' . .so, 
pp. "'3-"'7; md Nussbaum. Du c;.u, P. 16. -
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Knapp would, of course/be glad to save the day ior his theory 
eveq here. :w any moot case, he says, what the state "forces out" I 
must becOme the standard.1 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 in these cheap notes, or 
in the case of bimetaJlism, 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 bimetaJlism the market ratio is brought into 
conformity 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 payout. When under a 
fiat standard the state resumes redemption, the reestablishment of 
paritY with" gold, if it actually transpires, is conditioned upon tJl:e 
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 t.!;re public pays in., But the point is that ev~ 

.' here paying or foraing 9U1:' does not settle the question of the stand 
ard. 'The universal rule is that the cheap~t legal tender becomes the 
standard. ,No doubt the state controlled the 5tandard before it 
relinquished its prerogative by creating'jjat'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 bimetaJlism actually succeeds by the 
operation of the compensatory action, the uldmate parity of the two 
moneys depends much more upon the melting down of the under-

I Bonar erroneously thinks Knapp \nak .. the criterion of what is money sometimes 
acceptance, and sometimes Uforced out" (Ee. Jow. 32, p. 39). In reality the criterion 
of money is alwa)'1l acceptance. ",Fon:ed out" is an added quality of standard money. 

• S""". J ",6. 4S, pp. $46-$48. 
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valued coin and the incr~d production and impor~tioD of the 
dearer metal than UPOD treasury disbursements iD.tha.t sort.1 "rhe 
markel has been so in1I.uenced that Deither mODeY,is cheaper, and 
hen~ both are standatd. When a &Old standard is reestablished 
after a paper money regime. success does not automatically attend 
the paying out of gold. It depends on the public's beiJlg persuaded 
that notes are "as good as gold," on its beiJlg content with the offe~ 
to redeem and a modest amoUllt of actual redemption. 

But what the state pays out does J;lot inevitably become the stand.- , 
ard. TIle compensatory action under bimetaJIism does »01 always 
wort Redemptio"iiOf"aepreciated-paper-sometinles breaks down 
because the public continues to demand it. Whenever medieval 
sovereigns attempted to reform the coinage by ~utting into circula
tion lXlins of greater line 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 ~e time of 
the unjustly reputed Sir Thomas.· And it is peculiarly ironical thl'ot 
autogenic paper money - tb.e very sort of money whicjl ~!,pp'!~ 
garded as the vindication of his theory' - should be, instead, its 
most serious stumblingblock. Pure paper l;Iloney, becaqse histori
cally it has so often established itself as standard in defiance of the 
will of the state, constitutes a most important limit:Rtion upon a state 
theory which wolJld be universal. . ,'., . • , 

" , . ,~, 

"" ' ~ ,B. TINMeamofS __ Et:alidily , .. ,~,1 
" " " '-

Validity embraces'tht qua.!!.tl.es ofJlaving !.lI!~j ~tingat I 
par. In the cases reviewed, not the .s~te but Don-Political agents 
establish validity for money.' But where an organ of go'terDment 
controls the monetary system - and this is the normal state of 
affairs - jt does not exercise that control in the fashion Knapp ~ 
describes. 

I """prncess is 00 described by N. W. Senior, r ..... l.o<Iwa .. lAo Yalw <f ¥f/1W7 
(Privately printed, London, 11140), pp. 8o-8,s. 

• Cf. R. G. Hawtrey's doscripti ... of "n.e Sil_ Recoina&os in England," C"'""'7 
..... CreAl, 3M eel. (Lond ..... '\130), ell. zvi, '. 

• Cf. A. E. Monroe, .,. tiI., pp. 37, 65, 66-
• SIeIe r"-7. p. w· 
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(I) State ap:ptaJfu of money at its n~minal value Il!l.d legal 
, tender power m or ary commercial transactions will guarantee 

valirlibTeness10 the circulating medium only if_there is quallHtativl' 
limitation of supply. From the angle of practical politics, and in 
VIew of casulSiijon the subject from the time of John Law's "Sys
tem" to Henry Ford's Muscle Shoals proposal, it would seem that 

I Knapp~mission_~_~.t:i!:y i!'l}ot o,!IYJ)OOL theory b_ut $Q.l>~ 
sl'fi!:tegy. The hiatus gives the whole work an in1Iationary savor 
ivhich the author would have been glad to avoid. 

(2) Knapp falls into downright error on the subject of parity cir
culation both for standarg lj.Ild for SUbOrdiiiatem(lIiijs.· !It! argues 
than1Ie-st'ahdard Position iltsecw:ed faa-giVenmoney by making it·· 

~"obligatory," .... definitiveJ " and by "for<jngJt.9uJ." 1 That stand
aidiiioneymust 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 imag
inable situation proposes to control the monetary standard, it must 
!=1"~te.f! ~nique position fo,. me money. This may be done simply and 
finaUy by designating one money as the !'ffIl'..fulllegaJ .tender, or as 
the only definitive money, or both together.' The operation of 
Greshani's law is thereby precluded, and the state's mandate as to 
what shall be standard money prevails. 

Knapp's contention about the standard positi9n would be dis
posed of by the foregoing remarE if it dia not appear that what he is 
really concerned with in his discussion of historical definition is sl4nd
ard money. Ostensibly the argument pertains to money in general, 

1 Ibid., p. 105. 
S Cf. Taylor, elra;,." "" M..." Principle " p. 153, and Corollary r, p. 153; and 

Principle 5, pp. 159-160-
• In the United States today, where the gold dollar is only one 01 five legal tenden, 

it is standard by virtue of the fact that all the others are not definitive - their value ill 
not independently determined. Legal redeemability and limited coinage C&WIe the 
values of all our non-standard moneys to be derived from the gold dollar, except for the 
silver dollar, for wbich limited coinage and the practice of redemption effect the same 
end. It is not necessary that standard moneY be freely coined to be definitive (e. g. the 
Swedish krone for & time during the War),nor, if limited, that there should be no freely 
coined money (the trade dollar 01 1873 was lreely coined, though not a legal tender, and 
the United States notes continued to be standard to 1879). But the standard must be 
either the only IuD legal tender, or else G IuD legal tender with its value determined 
independently 01 redemptinn on other moneys. Except for Fnmce 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 pertains to the monetary stand
ard, else no real significance would attend it .. Does Knapp forget ~e 
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 tha\.!!l!' 
back-reference ratio is one of Kn¥p's w~takesl When, for 
exiiilple;Sl1ver sujlp1ii.nts gold, or Irredeemable baiiir. 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 a PU~i~fPO..J'er ~~ml!l!!!lip. We have 
seen that Knapp does not propose 0 ascribe the determination of 
purchasing power to the state.' That seems to explain his abandon
ment of the 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 ap~ where it is 
really the state which introduces the new money~ th~t place' 
historic definition would seem to be precluded altogether fur a new 
country, and fur an old country where the furmer currency has been 
completely repudiated. ~ndly, in the matter of defin,n, 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. Nf!w.!iat mo~e is defined noncommittally and simply: 
as dollar, pound. or mark. ally. such a ratio of new to old money 
might be set up as a redem tion 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 
circulation of the new money. nor establish its circulation 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 I 

• CI. pp. '4-.8. abo .... 
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• standard, the new money will necessarily be at par. If, on the otber 

hand, the state retains the old money as legal tender at a specified 
Tate in relation to the new, whether the two circulate side by side 
at par, or wltether 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 
market a ratio of purchasing powers identical with its legal tender 
norm. That p~ecisely is the great problem of stabilization. But tE~ 
back-reference ratio is only a pious wish, and does not define the new 
unit, establish its par circulation, nor determine its value relation 0 

the old.l ' 

Tlie 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 on~ Rentmmark. 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 Rentmmark was not. 
Moreover, trade had from July, 1923, practically repudiated the old 
legal tender marks. From that month until the ~tabilization in De
cember, Germany really had no standard money, except perhaps 
foreign moneys de facto. 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 Rentenmark 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 SiaM Theory of Money has nothing to offer in explanation of 
such phenomena.-

I Cf. Mises, TheDrie, md ed., Pt. I, ch. iv, sec. 3. Hawtrey maintains the idea of 
historic definition in a somewhat different and quite acceptable sense. U If at any time 
the standard coin is changed, the BllD"e debts that ... ,," legally enforceable immediately 
betore tile change remain legally enforceable immediately after it. They and the unit 
in which they are reckoned continue, even if their value in terms of ...,..]th be cbanged. 
. .• The pound sterling can only be defined .. the English unit for the csJculatinn of 
debts. A pound is a pound. It bas p ..... rved a continuity hardly surpused. by any 
human institution except the days of the week." - CwrerK1 Gftd Cudit. pp. 212-213_ 

• Cf. Schacht, .,. ciI., pp. 76,83, "4. On the legal side of the matter a good anaIysia 
., to be found in Nussbaum, 01. til., p. 112. 
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(3) Kn,llPP's argument that ac~money..£&ILm.aintaiuj,f$ 

validity withiiUtredl!effiaoiIit:fand Iimited.issuei§., as Cannan says, i 
"aJinosi:-Ch~-in its naivete." 1 The statementjustprecedeii< 
Knapp"sattempt to prove the state's suprem.a.cy over the standard 
even with bimetallism and inconvertible notes; and it appears prob
able, as Palyi suggests,S 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 par circulation, then cer
tainly the state should attain that end for standar1 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, a.t first for bank notes, and subsequently for all &C<:elI
sori money;' and he himself maintains that limited issue is indis.: 
pensa.ble, especially where an overvalued money threatens to "pile 
up" in the trea.sury.c .... 

(4) In general Kna.pp's analysis of the devi~ by whicb. the s~!~ 
insures validity to itS moneys is .thort>3hly unsatisfactory. There 
areSeveral minor suggestions, however, touching"upOn par circula
tion, which ma.y be worth noting. For one thing Knapp emphasizes 
acceptance by sta.t;e 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 
wa.s sufficient for United States notes during the Civil War, when . 
they were actually not receivable fur duties on imports. But fur a 
country with a paternalistic government having not only heavy tax 
receipts but a large income from state industries, the "indirect re
demption" afforded by sta.te acceptance may alone and ;m;out the 
aia of a. legal tender provision fur private obligations adequa.tely sup
port parity. This wa.s true of the RIflleMltJrIa and the ReichsluJssm-
~d ·'GemiState .. ~ptance ha.s ~ sligh.t~ !!l~!.?i~~ns 
outsi e. a.ny. . 

Allied to the ~ten~ce _of.Yalidity is the matter of securing a 
constant nominal value oLthe m0!l!:l.!!1.ew... F~~i!l-age an~n
vert1"1iiIitji a.re almost uniWrsally named a.s the two requisite mea&; 
ul'eli:'""Knappt, on the contrary, gi~"hylolep5Y-"~~.c:h1.!op~t-

• Edwin-c.;........ "State '11IeoI7ol M.,.y.U ~ ... p. "3. 
• S .... J ... 4S.P.S48. 
• SIaIo r..,.. pp. 139. ,sS. 19" 
t I .... pp. .Bo, .g •. 
I ~Diebl. r~ N ............. U ...... 9.7). m.36t-s6s. 
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i,sm," 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 wom 
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 eamed as any other by the economic individual, 
and reduces their value arbitrarily t,p 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-
r 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 wesensverschieden. -lIen
dixen Ie does not seeJ.be ~no.minality cl.the.yalue unit in the will of the 
s~ tt in the valuejudgmentsof_th~~)· Kar(ElSter saYs 
that were a diaitge in the standard comes aoout eU!~.YJhrough 
custom, the nominality of moneyis recognized, and has nothing to 
<fa With debt paymentS,- Lieimann and Genzmer, representatives of 
that extreme nominalism which regards money as abstract, as only 

\1 the unit of computation, naturally c!eny any ,connection. ~etween 
·\.~~on IiJld the_~xistence of thejdeal_.II!()!l..ey_~ac~~t.· 

• : s",:" TIreory, pp, 83-86. 
Ibid·,P·74. • 

I Ibid., p. 34 d ~sim . 
• Friedrich BendUen, W iJIrtm,s~ "od GeIdlllMtU ;", Licille du Well.trie, .. , 

2nd ed. (Munich, 1919), p. 12,1. 
I DM Seele du Geldu Oena, 1920), ch. iii, sec. 3. 
• Robert Liefmaon, Geld god Geld (Stuttgart, ",6), p. 1"9; GeomIer, KrilUcM 

Bell'''''''"''' .... pp. 5v-62, 
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Amongst nominalists still further removed from the Stale Theory, 
similar agreement prevails. Altmann, for example, says: 

Between ./aU nominalism, which ,nOM only for a legal historical theory 
of money, and metallism, there is an .,,,,,,,,,,,i& nominalism, recognizing moneY 
value as functional and not proceeding from debt paying power but from his
torically ewlved pwc""""'VOVIOI", which cannot be created at will by the state.' -r The point involved here is not that chartalism errs in saying that era normal proposition the state creates mon~y. What is to b!;. re
pc:tted i!,.lhat EfaI!P, by using the terms "chartality" and "noDll~
nality" synonymoUSly, ShoUld' bve blurred the outline of two sepa 
r e . nno,-' means e qu ty IllV 
to money y the state~of being asyinDororaomIiCAilebl=Pq~!!g 
power;w .i:eiiSilomma1itymeans the quality gjvelUQ.m2!1e~ 
S£iit!""or by wade, of being a~bol)- passing at its face value - in 
al{tbemODet.a.tU.u1i~s: m6rage has been cast upon nominaJiSiii. 
by making it stand in apposition with chartalism and by imputing to 
it all the doctrines of the Stale TheorY. ~thlcs_£On!.usionKnapl! v 

!.B_ partly respon~ble. 

m. KNAPP'S OBSERVATIONS ON THE VALUE OF MONEY 

Throughout his works Knapp sedulously avoids the term "value 
of money." The reason f . apparently lies in an absolute identi-
fication of value and rice' ue signifies nothing mori(dian "vaIiie 
m e uruver y reco d means of exchange," or what he caIIs 
"lytric value." I Obviously upon this definition money cannot 
possess lytric value, but Knapp proceeds upon the assumption that 
he has shown the ooncept of value in money to be a nonentity.' 
But occasionally he reveals an apprehension of the ordinary pur
~asiiig-POWer idea:- This strangemedl.eyorooliBicfuig-s~s 

1 s. P. Altmann, "Zur deu\BCh ... Geldlehre des XIX Jahrhunderts," Dio.&olooi4-
I...., ........... V.~,..,. iM XIX I ... ......." F..t".". ,;; SdNIIoIIor 
(Leipoig, '908). I. 33-34. (Italics his.) Porhapo the implication of the last phrase is un
fair to KnaPP. but otherwise the distinction is -U dIaWD. O. also Poly;, "UDg<I_ 
Flqal de. Geldtheori .... Faleo/N f* Lo9' II-, voL n, "Der Stand de! For
achung" (Munich, 1915>, P. 47S· 

• SI4/e r.." p. 9i 
• IbtL, P. 91; StoaIIOcIlo r ..... pp. WI, 4t<>-440; S .... 11ri. 30, P. '/iu6. 
• In OIle insbmc:e.£napp _ quite simply. "'11te 'purdlosing power' of money 

withiD a state is nolhiDaothertbut the Mipn>c:aI of pricos" (SdOL/lri. 30> P. 1696). 
From this be sho~"" CQIl~: Lytric va1ue is the Mipn>c:aI of pricos; tbeldore 
Jytric va1ue ..,<\fIiirchasiDs po_ am identical. Be doeIllOt dIa .. this -elusion, ...... 
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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 "so-called 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 probably contending that in a theoretical light 
the psychic reIatio~ of the economic man to money are oignificantly difierent 
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 sam~ 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 the central bank. Only consaous lIil:qvention:::" bank rate 
manipulations and the purchase and sale of foreign bills - can main
tain parity.- This suggests a "controlled currency" explanation of 

ever; and in the very Dext breath he even objects to the concept of purchasing power 
allogether (ibid., p .• 697). This inconclusive evidence, logether with the data p",yj
ously presenled 10 show that Knapp had sam:ely any conception of a general price 
level, makes it impossible 10 affirm that be thought of money value preciaely as pur
chasing power. The chief difference is that he does not conceive the exchange value of 
money as a unitary phenomenon: there are a thousand purchasing powers of monq, -
one for each good, - and the singular of the noun has no meaning. 

, "Vom Werte, deo das Geld Dieht hat," J"'b.Jtl>' N. i!J' S. 116, P.507 (italics his). 
Cf. also Jacob Bursway, Oet' Knapp"", N"",i~ _.m.. &cillJerli_ (Lei.,. 
zig, 1929), p. 182. 

I SIaIe TItury, pp. 17-19, 48, u8, 21c:r211; Hdwb. tkr SIaols., 4th eeL, IV, 752-760-
I Foreump1e, with Bortkiewia, Sc""'. Jlwb. 30, pp. U2o-U21; Lob, Sc""'. JIrb. 

30, pp. '34311.; Palyi, Sc""'. J"'b. 45, p. 65', Dole. Even Eisler repudiatea the doc
trine (Die SuI< des Geldu, eh. iii, 1IeC. 2); 

• S_ TIJury, pp. 252-26,. 
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prlCf!J.~vels. But it is not. For Knapp the foreign exchange rate 
move~ in compret~ i,~lation from 1?ric,es. He categ?n~flenles 
ant line of causation lrO!i!Jhluiomeshc moneta.ry Sltuation . .to..ex
~\ Central banks figure in his theory of the whole domestic 
money and credit structure ,only is they accept or force oul.' certan. 
types of currency. 

IV. SUlIKAlI.Y AND APPRAISAL --Knapp's thesis ill invulnerable as a generalization: Money is a 
creatiite of the state. To th«;'!c?!'-~!gn-E!-!!onal powe!-" m<?~~t?!
many owes its b!ing - its having ~ .. }LE-~ its par circulation. 
Those cntics err w110 see iiiCli&rtalism either a fiat theory of pur
chasing power or, at the opposite extreme, a purely legal theory. 
Vali<!i.ty _<?!.JIl()n~yJsJUl ~col\.()D;Ii~qll1L\ity) and itJs_seCl!.re4!l.Qt..onIy 
by law bu_~.also by the~tire monetary admini~gaticliiJof the state. 
Agiin-;-those critics ~st 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 ne~ be led to suspect from the SkJU Theory 
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, chiefly 
account for the acceptance of money. especially those sorts having a 
low intrinsic value. But limit!Ltio~ of. ~upp!y - equally essential to 
the quality of money value - Knapp uU~I~!sn.!'t;S- Par circula

,tion, moreover, results from the'"Ullique pos.tion 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 disco~ a new and vital truth Which helped to 

, a. PI'- --. below. 
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clarify monetary theory or helped solve some perplexing problem of 
monetary policy, he could be f<!rgiven the absolutism of his 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 Theo1'y 
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 disclaim's offering any solu
tion of economic problems,' and no one can legitimately derogate the 
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 chartal 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 infiationistic interpretation - the balance 
turns heavily against a remarkably powerful but distorted work. 

At the time when the Slate T heo1'y 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 which govern ordinary goods on free markets, mone~red fgr 

iitseIf in quasi-automatic fashion. Knappoperformed&5rgna1 service 
: in emphaSTiing tha.iexteD.Sive pow~rs are necessarily exercised by 
i political governments in the constitution of monetary systems. But 
I the state is not an inscrutable Rhadamanthus. A realIy profitable 
state theory of money must reveal how human intelligence can 

r utilize the power of the state for social well-being. 

v. 0mElt CHAlI.TAL TBEolllEs 

Somewhat akin to Knapp's "validity" is the idea of "compensi
biIi.~" put forward by his disciple Kaulla. Money comes Into being- ". 
·-w~~.u~p ceases to be '"aedaiatory" of metallic content 

1 s .... J/ri. 45. pp. 686-687. 
I SI4U TIwwy, pp. 1,49, 53, log, 1441 193, 21S, 291,301. 
I Yet to be ccmaidemI. Cf. pp. 2J~, below. 
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and becomes instead "constitutive" of a demand claim on the state.1 

Somemoney carries Willi It commo!iity 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. "Co~pensibility 
exists only when the note debt of the stat«; stands agamst a corre
sponding quantity of demands by the state which can be uncondi
tionally satisfied by the notes.'" Back of the tax stands ;l quid pro 
qutJ 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 Dfture 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 purchasingpower, the 
fatter does not. n the state actuany stood rea.dy to .. &edeem" 
money in a _tai" a_III of goods or services, it would control tlie 
purchasing power of money, for this would be tantamount to a mul
tiple standard. By subtly identifying such "redemption" with the 
state's receiving money at its fa~ value for taxes, Kaulla secures a 
show of plsusibility. The difference, however, completely vitiates 
his theory. When government accepts money it does not receive it 
for a _tai,. value or purchasing power, but only for a fIOfIIiflal 
worth. It says merely; "Your dollar is worth a dollsr in paying 
taxes." In extremely depreciated currencies, a mi1iary quantity of 
value might still attach to the money simply because no matter what 
its value is, the currency sttll pa~ taxes. This is the mi1iary truth in 
Kaulla's argument. But before we had pursued for long the asymp
tote of infinitesimal values, the entire issue would be entirely reo, 
pudiated by trade, and along with it Kaulla's vaunting "compensa
tion" theory." 

• Rudolph huIIa, IN ~ .. c.w.m., p. 36· 
• Aristotle_intheN~EIAiu:"But""""if ___ to_t.otbin& 

at the -t, money is a IOIt of _ .... tbot _ shall be able to mab our-=!um&e 
at Ulyfu_thDewbeD ___ to be iIlaeod" (F. H. hten, 15th ecI. [Lcmdcm • 
• 11911. p. 1$7). The pledae COIICltpt baa 0100 "- uaod by McDaer. R<a:ber. SchifIIe. 
and Zuc:bJhandI. 
·~p.SS· 
·r .... p.6 •• 
• The ....... orthacIoo cbutIIism of the SI* r~ is of ..,... ~ by the 

-'>em of Kaapp's.....mar at StnssIJaq (d. SIIoodi<.W r .... p. 451). and ill oddi-
lioa bylOldaocatlemi ~taIiws .. HmsGerbor.Gt14 ... SIMI; Paul ~ 
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Certain ot!t~r.l"lrite!'S pav!l aspired to "supplement Knapp's work 
on the eg?!lomic si!iEt~' Amongst these are Rudolph Dalberg, Karl 
Elster, and, most notably, Friedrich Bendixen, directorofthe Ham
burg Hypothekenbank until his death ~o. 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 acapemic, bqt more versatile than his fellows, presents a variety 
of inttosfeWv~ and 'empiri!= arguments against the meta11ists' trac
ing value'ca)o1sation to gold; he may fairly be said to have advanced 
the case over Knapp's dogmatism. Furthermore, Bendixen brings 
under the rubric of the chartal theory not only money in the narrow 
sense but also deposit media, and it must be admitted that state con
trol is even more necessary for the latter than for hand-to-hand 
money. 

Bendixen, Dalberg, and Elster are fond of arguing that !!l0ney ~has 
no value, because moneyili abswilCI. This notion cannot for a mo
Ji'ient b~pheld ill a serious treatment of the problem. J.t) 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.'" 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 . .(~Ordinary and scien
tific usage sanctions differentiation, and not identification of money 
and the accounting uiiiC""If we are merely estimating 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 

Boilrage 'u ei ... tDirls'''''f'lic/rm Tlteorie des Geldu (VJeDDa, 1913); and Kurt Singer, 
DIM Geld aU Zei,/rm Gena, 1920). May futuze students of monetary problema be 
spared my pains in enmining the writings of these pelSOns and the Bendiun ... d 
Liefmann following. 

1 A list of wolks consulted will be found in the general bibliography. 
• One does Dot fall afoul of ontological difficulties in laying down the proposition 

that only physical things can be scarce. Busin ..... are said to pay high rewards for 
"ideas," but they are Dot what the metaphysicist would call ideaa. The economist 
agrees in referring to the same phenomenon as a ule of services, not of thought p...,.,... 
or concepts. 

• Gustav Casael, TIte Theory of Soeidl ~, 1St eeL (Ne .. York, 1924), p. 359. 
• Taylor, ClUJplerl",. Mane" pp. 19-20. 
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need be said concerning the dreary verbiage of those who pile Pelion 
on Ossa trying to prove money to be something abstract. CJrThe 
Bendixen group cannot maintain the chartal theory unless it aban
dons this peculiar idea, for it must not be forgotten that whatever 
infiuence the $tate exercises over the unit of account comes from ac
tion directed toward the physical circulating medium. 

The aspiration of these Willers fo compl~~Ip.e,upon 'the 
economic side, laudable enough in itself, has not been J:ealized .• Ex
cept for the inclusion of bank media under the chartal teeotem, n~ 
of their innovations are fuiRl!~'::&jti!tli:<jry,r"iiia none ~ 
tenable. Bendixen's naivete both i;I. theory and in practical pro
grams, Dalberg's championing of what he unhappily calls the "state 
money system" 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, "Ungelllote Fngea," p. 474-
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ORTHODOX NOMINALISM 

I. Tm: IDEAUSTIC NOMINAUSTS 

PRO:g;SSOll..~~ of Freiburg affords a convenient transition 
from the charfal doctrine, particularly as represented by the Ben

I dixen group, to the larger body of nominalists who do not conceive 
of money as primarily It politicaI.institution. In cOmmon with ell 
iiOmiDalists Liefmann protests against the metallist overemphasis 
upon gold. He resembles Bendixen particularly in extending _t!t~ 
idea of money overba.nkJ;redit, in believing money to be ~gabstract 
e~tit~· apd finally in desiring' to laya,foundation Tor nominalisiiI in 
e~lDomi!:$, particularly iii the. Austrian subjective-valuLth~ry: 
All value determination hiS 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'! In this calculus, money, figuring always 
as outlay, becomes a sort of generaIized cost for each individual, a 
cost of exactly the same character as the disutility of labor. "In

'cqme, not money, buys goods"; the real cost of commodities is'the 
'SaCrifice mvolved in earning income. 

Since Liefmann. regards all economic activity finally sub aspiu 

t 

PSYchic. in.come, mon,ey becomes" an idea, an abstract entity, a uni
ve,rsaI. unit of compu4tion ... • Indeed he mil.intains that "all the 
previous errors of economic theory are conne~ed with the false, too 
concrete, purely materialistic conception of mqney."· But occasion
ally he himseH falls into this rankest of heresI;S, caIling moneY "the 
eternal commodity," "the preeminent exc;haDge commodity," and 

I Robert LiefmanD., UDie Entstehung de. Preises aua subjektiwn Wertschit
zungen," Archif 34, pp. 1-54,406-469; Die GeldNt'fMlwu", im Wdtkrie" tmtl dk B,.. 
,<iIi",,,,.or Fol, ... (Stuttgart, 1918), pp. 48 ft.; and Geld _ Gold (Stuttgart, 1916), 
ch.iv. 

I Iu the discussion of the Bullion Report in the House of Commons, May 6, 18n, 
Canning refelTOd ironically to the doctrine of the opposition, as repIaeDted by Lon! 
CastIereagh, that uthe pound Bterling was nothing tangible; it was a creature of the 
imagination which had DO real emtente, and might vary with the weather." A. An
dRad~, Bislory of 1M BtmIr of En,land (LondoD, 1909), p. '33. 

• Ibid., p. 100. 
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the" most desired of all goods." 1 Perhaps Liefmann's view is formu-
lated best in the Grvndsalu: • 

Money in the 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 ~ut&tion. ••. 
The concept of money in the "real" sense is of r.5ser lIilportance.· 

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: am sosial
psychologische Sludie, Eppicq supports the .onception of money as an 
abstract mathematical magnitude having in itself no value.' 

Although Alfred Lansb'!!Kh, editor of Die Bank, has been called a 
metallist by Wagemaiiii&D.d Liefmann, he betrays more than a super
ficial kinship with the foregoing writers. Lansburgh's ardent defense, 
of the gold standard and his inlplacable hostility to Knapp have mis
led his critics .. Money is for him abstrag .yu;haraqer; it1!;ls--1!:0 
"co2!..~te" val~e.r-r.ikerrermii.riD;1ie mamtains that th~w~_9f 

O~e state extends only t~ ~ll_physica,Lmone~_signs, qc;>t to money 
itself. But Lansburgh's reasoning is unique; no matter what the 
stite does to the number of the money symbols, the quantity of 
money, the aggregate of all rights to 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 fn so far as the state controls the quantity of 
these physical media,' it controls the magnitude of the abslraktu 
R«;hI rep1JSented by each piece. With these corrections, he might 
still adhere to his right t9 define the value of money as the aggregate 

• of goods and services purchasable by money, which of course would 
not then be affected by the number of pieces. But in fact he &ban-

I c.w ... c.w, POl7. · I"'~" v~ (Stuttprt, 1919). II, I;so. 
I KrilisdJe ~ _ N~ _ (D-.Ien, 1917). pp. 

41-4l· 
, Munich. 1911, pp. 83-9a. 
, Alfred Lansbu'1lh. V_ GoIU: BrWjt __ ~ _ ....... SMoa (Redia, 

1911), pp. 44-45 • 
• I .... po~ •• 
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I dons this unnatural attitude, and goes to the opposite extreme, 
equally at variance with common usage. When the state multiplies 

I
I 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 tlle money "crank." 

n. THE MATERIALISTIC NOMINALISTS 

The ablest spokesmen of the nominalist theory avoid both the 
exaggerations of the. chartaIist group and the esoteric te~ets of Lief:' 
~ann.and his kind. Mopey 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 Fv.culty of Law de
"vclops a remarkably crear -and Consistent ontology of money.- Com
mon usage and the laws of all peoples at all times have meant by 
~oney the money things.' "We may define money as those objects 
which are given' and received m exchange; not for what they physi- '. 
cally represent, but for a fraction, the integer, or ~ multiple of an 
idealJUl,it."· Thougli -money is physical, it is expressed in purev' 
number rather than in mass or weight units because the recipient or 
giver of money in exchange thinks only of the number of pieces in
:v;olved. Consequently the metallists 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 or redemption, and mere "paper money" 
miscarries. .• .~ 

It is alone decisive if custom gives and reczeives 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.' 

, lind., pp. 65-67. 
• D .. Geld;" Tileorie MM p,,,,," du """,,,.,. MM .... 14M .. , ... IUcIfll (Till>ingeD, 

1925). • 
• lind., pp. 7, 92. • lind., p. 6. (Italics ~.) 
• lind., pp. 9. 35, 52. • lind., pp. 29-30. 
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If, indeed, the presence of such a claim gives rue to an evaluation 
varying from nominal value, .the, CIOin or note ce&Se$ 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 su»ject to a com
modity evaluation.' The N otgeld issues in the Ruhr during the oCCll" 
pation were true money despite their token eharaeter, and the full
bodied American trade dollar and the Austrian M aria-Theresientaler 
not, because they "'j'I'ere given and reCeived according to their cur
rent 'real' value." t 'What differentiates moJfey from goods is circu
lationJlt.~uiyalence witllThe Wtit"o£ acoounl,'"saysNuSsbatiiii:;:Dut 
JUldOes not with BendiXen and JXehDaiiiiregard the ideal unit as I 
itself money.Ct 

It is othervnse with the W,ithrung, the syStem of money signs rest
ing upon the SIIIIle ideal unit. "That which gives a Wahrung unique
ness and continuity is solely the basic unit. The elements [the 
money signs] of Withrung can change without the Wah"lng as such 
being affected." I Obviously the continuing entity in the W ahrung is 
an abstraction. When there is a change in Withrung the psychologi
cal substratum remsins - 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
stand it by bringiDg it into a conceptual relation to the old unit. • .• I would 
subscribe completely to the doctrine that the ideal unit can cmIy be ezplalned 
biatorically through the rec:ummt CODDection.' 

Tracing back the Withrung historically, we arrive ultimately at its 
inception at a point of time when .. ~ j!ieal~pnit. liberated1tse1f 
from the 19a1, i.e. the co~.::' 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 (V tlrkelwsauffasS1Mtg): but the existence 

Illnll.,p •• OI. 
I lbioi., pp. 11,96,97. 
• In oome lIlOIley systems, Nussbaum oboe"", .. there is no money pi.ce conespond

Inc to the monelalyunit or main denomiDation. I,n .ight.eentlHlentury Eog .... d _ty 
abiIIinp made up the pound sterliDa, but until.8'7 no coin repre .... ted this unit. He 
might have refened also to the Ameriam IIOId dollar and Shanshai beL 

• Nor doe. h. choose to caD hank d.poaita money along with the two write ... men
tioned, preferring to restrict the term to cin:oI&tiDg media which &Ie DOt payable to • 
certain _ .. emI.rand .... fundamentall,ydesipd to pass &am hand to hand with-
out formality. lbioi., pp. 9$-96. .1 •• 1 .. 

• lbioi., p. 46-
• lbioi., p. 490 Nussbaum usesltDapp .. phrue, ..-...-A~. 
, lbioi., p. so. 
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of a new unit depends upon a new name and a new coin, for "with
out an external symbol, the conception of the individuality of money 
cannot in practice subsist." 1 

With reference to the function oUhluit3te, Nussbaum presents a 
q view almost identical with that formulated in this'tOOk 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 

o denied that ~'!!!.-tn<Jf.t!~,-the _stat!LllQ~ecidt; concerning.the 
creation and removal of moneiDecause and inasmuch as the state 
iSfhe actual·sourceofauthori.tY lii -~oney.exc:;hange." I Nussbaum 
cites cases of extra-goveinment money, and calls attention to the 
demonetizing of notes and coins through the operation of Gresham's 
law_8 The 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.4 

If on the one hand Nussbaum takes issue with the sense of the 
S~ Theory that the state is the only pay society, he objects on the 
other hand to a categoric separation of the economic and legal char
,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, hut because law aerves the economic order as a technical instrument, 
and consequently fulfills an econoinic function.' 
• '0 
Money is imaginable without a state, but moner 2S~ can 
scarcely be conceived as anything but a rational institution of gov
ernment.1 Knapp errs, however, in attributing the persistence of the 
Wtthrung'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 AJfred-Amonn of Prag believes that it is necessary to 
separa.te-twe-tmtities categori.~y if we. are to apprehend the basic 
characte: of money: the .!.<!...eal..-pri~JIleasureorjdeal medium of 

1 Loc. ciI. • Ibid., pp. 16-17. (Italics author's.) 
a Ibid., pp. 18, 19. .. Ibid., p. 34-
I Ibid., p. 13. • Ibid., p. 44-
7 The juristic character of Nussbaum's work precludes his giving much attention to 

the natu", of money value. He pbaerves onIy that his sharp twofold division of material 
economic things into goods and money "ought not to be unde .. tood to imply that 
money is withdrawn from the general economic laws of commodity escbange. n 1bi4 .• 
p. 34. (Italics author's.) 
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~e, ~ the concrete medium of rYchange.l Those persons 
who begin by presuppoSing" a commodity for practical purposes 
indefinitely divisible and unlimited in acceptability," I 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 ~ 
are 110 fJUlJII"'7-.!!i ~C!j, buJ.!!Lms of 'fIU!!!!2.,:,"its/ The ulti
mate founaatlon 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 compreltensible in the same sense.'" This 
ideal unit is 1ik.~wise an "ideal medium of exchange" .• beq.use it 
makes possible every exchange leading to the price problem in politi
cal econ9my. 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 wayJ" Such a 
characterization of the ideal unit. it should be noted, represents the 
antipode to Liefmann's Reclm""gsei"heit, 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 e.ntire 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 - in fact that coincidente is the practical 
goal of all WiJhnmgspolilik.· "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 IIIOIIe:Y _its ... • That tIIis coin
cidence is, however, only" generally the case in a certain stage of 

• 06jdI ... ~ti "' ........... Noli.alill , ·r. md ed. (Leipoic, 
'9")' Pt. IV, tho Ii, .... c: Wm ... ProSs, pp. 19&-340-

• IbN., Po 3.... • IbN., Po 3'9· 
• 1""-, Po 311. • Loc. ... 
• IbN., Po 319. ' 1""-, pP. ,380-38., note. 
t IbN., Po 333. • IbN., Po 3'9- (Italics.au.thor's.) 
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historical evolution" I and does not represent a logical iden/ily of the 
price unit and the '!l0ney 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 medium of exchange, and 
prices had to J?e teoomputed to be expressed in money. But this con
dition, in .which pri~s'were expressed in the validity (Geltung) of 
wheat, gradually gave way to one in which people accustomed them
seives to attribute to the money unit itself a "definite and universal 
validity in the individualistic social system.'" This employment of 
"validity" by Amann reminds us inImediately of Knapp. But 
whereas Knapp depicted money as arising only with its coming to 
pass at· a. certain validity regardless of intririsic value, Amonn de
fines money after all as a mere exchange commodity, which may in 
certain instances, indeed normally does, pass.at a certain validity, 
i. e. at the same value as the price unit represents.: . 

The .!!lost complete development of mat.eriali§t;ic nominalissn to be 
found in German monetary literature appeal'll in a book b)'l'l".Qfessor 

I Ernst )Yagem~, director of the Institute for Business Cycle Re-

~
sarch at Berlin.' According to his view, the symbolism of the mer
cantilists, who made money something of a fetish, and the metallism 
of the classical and Austr:ia.n theorists, who identified money and 

e precious metals, are synthesized by nominalism, which regards 
e m~tIlls as colDJll<?9i!ies and mcmey as .a"alue symbol.< Under the 

unpetus 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, is at best an explanation of relative-values, and the use theory 
fails to establish an absolute value for money by its reference to a 
supposed "universal utility.'" Again, the theory of functipnal 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. I 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 L«.ciI. • A", ......... Geldklat. (Berlin, 1923). 
• Ibid., pp. 3, 11-30, 19,t"'194-
• Ibid., pp. 32, 123-129. 141. 

• lbUl., p. 322. 

I lbi4., p. 65 • 
, lbi4., pp. ~, 76. 
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Money has valut, \vagem~ main~s, but the word has another 

connotltionlrom that apPropria.teto commoQities. Of course the 
only way in which money JS_C9nnecWI at,all Wit!l.~oniIiG goeds is 
throutl~j!.S'yal.ue.l EXchange value for commodities and for money 
alike depends on the conjunction of desire anq !jCa.rqtyo But desire 
for money in one individual iSunique"iIi'thiLt' it is finally explained 

, ~lely by a like desire in other individuals. Here is a case 'Of true 
.mutual interdependence of i'eal circularity in causatiOIl, and we are 
involved in no vicious circle of logk 

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

Originally the S9urce of desirability in money may have been actual 
111se value ,as a cOII1Il\odity or'the state's proclamation of legal tender 

power, but now it is s4nply the common agreement in a pay society. , 1 One person accepts mElne),: because others do - a 'ppenomenori of 
, iiiiSUi.SY's;lioTogy:r'theContrastoetweenjhe sort of value attaChfng 

tomonej-aIiauaf which inheres in economic goods Wagemann rep-
resents by drawing up a social balance sheet in which th, totality of 
goods and services, capital and land, constifute assetVl!!ues; and 
money, stocks' and bonds, mortgages, book entry CfaIirui, and the 
like, the liability values.' In this way money becomes one sort of 
claim, if we strip the wor, d of legal meaning ... For nominali~ mone;YJ 
is nothing more than, a value symbol, }1a'!:ing oiiry~ borrowed or ~ 
:fleeted value~nT Just as the private person cannot add togethei ilie 
v8Iues" on the asset and liability sides of his ledger, so for societY 
money qd the other value claims cannot be included in the totality 

~:~kserpi~~-~~~z...~'!~ is a_,!-oDt!1 .. titI for the 

We are now in a ~tion to appreciate Wagema.m[s carefully 
articulated si$itillD.; 1 Money is the bearer_~_tValu~-!m.!ts ~th g!;P-' 
era! and unqualified paying pO~."-' TWO elements COJilbine to 
Corm this nominaliStic definition, the abs~wili 01 w,luj:. and its 
physical embodiment. Although Kliiijip first d«;ve1oped the dogma 
of thnbstril.ct Unit of value, says Wagemann, he erred in making it 

• lW..p. 91. 
I , .... , pp. M-88, ..... I ... 
• , ..... Po ~I. 

• , ..... Po 86-
""".pp.~ . 
• l6i4., Po gs. 
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depend merely on the nominality of debts. Il;uW.yrtil; not juristic 
but economic: as the means of expressing values, and prices, this ab-

, stract Ullit is an economic-psychological concc:pt. "As such it is the 
condensation of mnumerable exChaiige relations, - the epitome of 
manifold value experiences." I Just as the abstract "hour" is reified 
by our many tinte 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 tinle 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 
tinte unit would probably continue in people's minds undisturbed 
and we should say that the earth requires only twelve hours for a 
complete rotation.2 • 

f 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 neve! be paid out."· To haye ya1ue.J!!911~ must 
be scarce. Since the abstract unit cannot be thought of as sometliirig
ecOiiOmi~lly scarce, it is necessary to attach the definition of money 
to the physical bearers of the value unit - coins; bank notes, and 
"even book entries in handwriting, since bank deposits may for good 
reasons be regarded as money.'" The distin~h!ng_e~rmark..of 
~ in contrast with economic goods and services, the asset 
values, is the fact that. it passes at its fa£,~Y!!.lue,.as the equiyalentof 
thevalueuriif.--- - .. -----"1' 

A good may, through special circumstances have attained a high degree of 
general acceptability on the markets (M arklgangigml), but it becomes money 
only when it embodies the value unit, and is given in payment as exactly corre
sponding to the value unit.' 

An interesting and instructive evolution may be traced through 
the course of Pro~SS:?r Schumpeter'~.uJilil:.8tions.· The initial work 
upon equilibrium economics describes money as a 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. • Ibid., pp. 73-74. • Ibid., p. 70-
• Ibid., p. 70; d. p. 86. • Ibid., p. 96 • 
• Cf. Herbert Daring, Die Geldl ......... s';' KMtt, 2nd ed. (G",ifswaJd, '922), pp. 

88, '64, Dotea; J. W. Angell, The Titury of IIIImIaIioMI Pri<u(Cambridge, Ma.achu
aetts, 1926), p. 328, note. 

, Joseph Sch~ter, Dal W ..... tmd tkr SIJIIl'infrq,/l tkr "",,",", .... NiJIit>MI
iikmtomie (LeipDg, 1908), pp .• SHSg. 
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I 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 nominalism appears in the reference to money 
as an A flweisuflg or claim.' 

By the time of publication of the article upon the quantity theory 
~ (I9I7), Schumpeter has come to the conviction that purchasing 

power is independent in its essence from commodity vatui'l" 

Money is by nature not a commodity, even when it accidentally consists of 
valu&!ile-iliiferlal.-:-:-:-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 Bubjective value judgments of persons on markets. [Commodity theorists] 
presuppose definite exchange relations between money and goods ••• the very 
purchasing power whicbt they wish to explain, which is and can be nothing else 
than the reciprocal value of the money prices of the severa1 commodities.' rtt 
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 ci9ef difierentia between money 
and ~ZSchumJl!:ter indicates (~that money has only refiected( 
value; (~that, as Bernoulli and La Place observe, its utility neces-I 
sarily falls with increasing quantity more slowly than any single 
commodity's; {J) that its my-ginal utility depends on the qUaD. tities 
of both money and goods~ that society has no definite "demand" 
for money, since more or less money does not mean more or less 
want-satisfactionj' andJiJ that a demand claim on money dis
charges money functions lust as well as money itself, whereas "one 
cannot ride on a claim to a horse." • 

While not systematically deVeloped, the nominalist viewpoint is 
defended throughout by the progressive Frankfurt banker L. Albert 
Balm, honorary professor in the University of that city.' In his 
~e "Zur Frage des sogenannten 'Vertrauens in die Wihrung'" I 
he says, "Whoever is a quantity theorist must consistently join 

• 1 .... r.-.;, .. ~w....~, Isted' (Leipoig, IgII), p. 76-
• I .... .. Du SoaiaIprodukt .... d die llecbenpieDniae," Ardio 44, pp. 6Js, 644,llOte. 
• 1"', P. 646. • I"', p. 647. 
• lWL, p. 64g-6s0. • I .... P. 6$4. 
• "The moneyud haDkiDc theory of AIhortBalm.COIIIiDcchieB,yfrom~ • 

• till a"';l1 a critic. It is far abo"" the onIiDuy 'DomiDaIist' Iiteratwe in Gennany, in 
acquaintance with fact ud in 1OlIIlOD," _ Melcbior PoI;ti. "Der Sbeit QDl die Staat
Iidao Theorie cIea Geldes," Sdoo. J .... 45. P. 655. note. 

• Ardio SI. pp. a89-~a6; criticioed pp. .67-168, below. 
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, forces with those who deny the applicability of the subjective value 
theory to money. Whoever is a quantity theorisJjs.also by implica
tion a nominalist." 1 He-repeatedly objects to regarding bank notes 
as'adaim to gold. As Wicksell says, all money is credit money, for 

• the thing common t~otes;fiatmOiley,-anametallif:-inoney is 
that they all represent a claim to the goods of the community." To 
explain people's readiness to a!;cept eyen ~~y 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 turn.'" If the foregoing argu
ment moves in a circle, so does the phenomenon, just as the stones in 
an arclt mutually depend on one another . .lkbn~ examinationd. 
"Die Goldpolitik der Bank von Scltweden wahr'end des Krieges'" 
leads him to believe ~llOminaIists' positi<?n substantiated iqj:wo 
r~spect&..h) Chances of gold redemption: do not set the value of 
paper notes. "Since the excltange 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." fv{:z) The nominalist 
holds that the value of gold partly depends on its monetary employ
ment, a fact amply evidenced by the Swedish experience.7 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 tecltnically, defined. 

o The features of P!2!essor Gustav Cl!sseP~ monetary doctrines 
whiclt cltaracterize him unmistakably as a nolIlill4list are as follows: 

)(x) his insistence on the unit of ac<X?unt as o(paramount importance 
with the medium of excltange I. '2) his doctrine of the ~toric(:Qn
tinuity of price systems, closely allied to Knapp's reku"enler All
icliluss:, )'3) the representation of paper money as pure money; (4) 
purcltasmg power determined by scarcity of the material media. 

The -;;';~t. of price is from the start a process of reckoning in abstract units, 
and the abstract unit has always an independent existence, detached in sense 
from the standard commodity. • .• When the use of general mediums of pay-

I Ibid., p. 299. 

• L. Albert Hahn, "Von der Kriegs- zur FriedeDSWtihnmg,., Ardlif1. Btglbd.",sieft 
14,P·13,1f· 

• Ibid., p. 15 If. • Ibid., p .• 8. 
I Sclmo. J/ri. 4', pp. 615~J8. • Ibid., p. 6'5. • L«. ciI. 
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ment is established. it is natural for the older price units to lose their connection 
with the standard goods and gradl'&!ly become purel'y abstract units for estimat
ing values .•• both elements are' actu&!ly indispensable to our existing mone
tary aystem. and it is impossible to determine their relative importance.' 

The legal tender law is the instrument by which coins. varying 
slightly in weight, are made fungible. "This legal 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." I 

One is surprised to encounter in Cassel a very close parallel to 
, Knapp's doctrine of price continuity as the result of the State's re

definition of the monetary unit in terms of the older and superseded 
money/(,eku"etller .tnschluss). I~ .... ,.t ,', rt ~ ~ .. .1 ... ,. ' 

When a definite "legal tender value" is attached to a certain medium of pay
ment- that is to say;owbenit ~laiddown thatobligatioDB to pay in the current 
price units may be discharged ... 0 <M1a;n rooD by aid of a certain medium of 
payment - this must. obviously. in time. bave an influence upon &!I prices. and ' 
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 of the 
price units becomes in time completely dependent upon the value that it as-
cribe~ 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, ~~: 

Pure money. detached from any connection with any kind of material good, 

t$ found in the form of paper notes which are recognized as legal tender. 
The paper ,tandard. quite disconnected from metal currency. ought, theoreti.-

• to .Ile regard~ as the simplest standfrd.' ' 

Emphasis upon the nominality of money also leads him in con-
formity ~th other wrTterS of this school to regard the standardsl 

of various countries as being properly designated mark, pound, or 
o crown standards, in place of the metallistic description of the same 

as paper, gold, silver, or the like. 

Tbe unit of reckoning even here is a purely abstract unit. not a certain weight 
of gold. The primary in the English standard is the reckoning in poonds. ••• 
The gold standard may therefore be conceived as a free standard under which 
the price of gold is heel within certain limits.' " \I 

• Gustav CasaeI, n. r..., ttl Social ~ .. t ecI. (Ne .. York, 19.,.), pp. 348. -
353,lSS· 

• , .... p. lS8. • It.-.. p. 353. (Italics mine.) 
, , .... pp. 360. nL • 1 .... p. 476-
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o Cassel prefers not to give to the phrase "vahIe of money"_a .. CQn-
notation,deeper than p~a!;iPg..pow= "We have, therefore, to 

\ 
defiD.e the value of money as the reciprocal value of the general level 
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." • 

, Knut Wicksell, late professor of economics at Lund, represents a 
~ c~ <l!wgence from the ordin~~minalist do~e in his ac
'f;,ount of the origin of money and in his.ii!!IiloiiOf the monet!!l' 
( iilnction of measuring value. To nominalists generally money arises 
/QiIy when coins begin 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 arid 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 moneji"as1hrme3.sure of values because "any good whatsoever 
may be used as a measure of value; indeed this is no function ... 
whicli'Jirvolvesthe objeCt itselfot·any of its objective phYsical 
powers."· Only one other function bfside that of the medium of elf::".
change is mentioned, - the storing of value, - and to thi~ll 
allows but little impo~ce. Froni-tlieSocial angle not money but 
goods store up value, and private persons do not commonly accumu
late by hoarding.· Wicksell identifies money and media of e~change 
- 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 clwacteristics retire 
more and more into the background during its employment as money; these may 
reappear again, but only wben 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! 

• 11M., p. 423. • 11M., p. 359. 
• Knut Wicksell, V.,lutm,,,, fib., N .,itmaIO~ at4 Grwwlz..,. del JC a.PM/

/Wi,"ilU Oena, 1922), D,31-J,4.. Subsequent page refeJeDteS &Ie to this volume . 
.. Ibid., p. 6. • Loc. riI. • lbitl., pp. 8, 10""'1:1. 
, 11M., p. 20, d. also iMm, Geld.;", "JId GiileTprrisc OeD&, 18g8), p. 300 
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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 difiiculties
attend all of the commodity value principles. Marginal utility for 
money can only mean indirect margipal utiliqr, as derived from thee 
goods money oommands."'But "this marginal utility is on its part 
dire~ependent on the exchange yaIue or purcbasing power of . 
m~, and cannot therefore regulate that purchasing power." 2 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 de nile st-
eal amount ifroney, nor a total supply of the same." I . 

• / Wicksell us espouses the central doctrine of nominalism - its 
y cgnlrasting money with goods, rather than assinillating it to them as I 

do the commodity theorists. Money value is subject to unique laws. 
But his agreement with the nomin8lists does not end here; with 
them he holds that "money value.an~ra.lJ)rk£ leveLlWl 
synonymous, or better, c:OtreIative concepts.'" The value of money 
is moreover not absolute; "in the proper sense of the term, there does 
not mst an illfUlf' tIaltMl of money with which the value of goods in 
themselves maibe compared and measured, as many persons have 
inlagined." I T~~tive value of money depends on its pur~ 
c:.!!.~~er. Finally he opposes the commodity theory, or the 
bullionist wing in particular, re~ "th!l hope of.&I!.ulti!]!.ate ~ 
demptioIl. of.llotes.iJ:u:nCtpl" as an explanatio~_J)f the.value of pure 
fiat issues. because that redeniption belongs to an absolutely uncer
fiiiifuture.' Indeed. even for normal tinles he would prefer with: 
the nominalists to re~all..JDImey, including metallic money,» 
credit money, "since the direct value-forming force always lieS in 
theliel.ierol the recipient that he will be able to obtain for the 
exchange instrument in question a certain quantum of goods.". 

·V ........ pp._I. 
I I .... p. II. 
• I .... pp. II.... (Italics au\hor'a); cf. &Iso p. 16.J. 
·1 .... p.I.¢, 
• I .... pp. 146-147. (Italics autbor's.) 
• I .... pp. I,,, ..,1. • GcUdou, P. 44-
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Except for his lI:J:count of thurigi);l.llf..money and of ~onetary 
~nctions, Wicksell's alignment with the nominalists is complete.' 

The distinctive contrib.!!ti9n of nominalism so far as the constitu
tion of money is concerned is its demonstration that money exists in 
a!l. 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 material 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 the: 
real force which creates money and have rightly appraised the rOle 
of the state. Nussbaum states t\le matter most trenchantly: the 
really decisive factor is whether custom gives and- receives money 
IlCcording 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 
!cceptability as .merely a phenqmenon of mass psychology, as de
~ending merely on a like willingoess 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 custoin' rests on: -government's proclamation of legal 
tender or upon some other basis. 

That the con~~onetary system comes from the per
,istence of. thfiaeal Wt,and itSineanin& to economic individuals, 

1 The position taken by Professor Eugen Philippovicb, c;"",oJ" der tolil;'ellm 
'konomie, 18thed. (Tubingen, 1923), I, 271-275, iseclecti~ but be favors the notion of 
he monetal'y unit or coinage as possessing nominal validity. Prole...,r S. P. A1t:mann 
.f Heidelberg favors an "economic nominalism," as against chartalism and metallism. 
Di4 EnhDieklunf des _ellm VolknDirlsekoft.rlelr, [Leipzig, .goB), voL I, sec. 6, p. 34). 
:n N ali<nuJjiikonomie als _ W;'senlekofl (Leipzig, .goB), pp.lI8-94, Profe"",r Julius 
Wolf of the Tec/mis,. Boclascllule in BerliD gives a somewhat inconsistent account of 
he chantcter of money, but he insists on the peculiarity of its value and the inapplica
,ility of marginal utility and cost theori... Finally mention may be made of Hero 
llooUer, whose Di4 Lelr, ..... Golde (Leipzig, 1925) inclines towanI nominalism of the 
~resent variety. 
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and not from specific physical media whicQ come and go through the 
course of time, has always been a favorite!:ontention of all nominal
ists. Although Amonn limits the idea of money to exchange media, 
he believes that, despite changes of standards an4 price revolutions, 
the gulden continues intact as a psychological entity. The abstract 
notion of the mark, says Wagem~, 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 chartaIiSm, ascribing the .continuity in prices to the state's re
defmitiQn Qf the monetary unit by laying down a, legal tenderj~i!o 
of the new to the old money. Perhaps the phr&l!e "this must ob
vtously, bl"iime, have all illfl_e upon all prices" saves Cassel from 
Knapp's preposterous implication that such a legal tender norm 
actually secures a siIQilar purchasing-power relationship. It is'that 
. very factor which Cassel ordinarily emphasizes, quantJ.'tative limita~ 
tion of supply, which actually determines the exchange value of the 
new money in terms of the old. I On 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, ~elis doubtless right in believing the legal ideJ).tity of 
these coins to be the fact whic)l. secures for ·them the..same. inter
changeability as that of the unit of reckoqiPg 9Jl.the...absUactJ!id~ 
In addition to these contributions to the positive theory of money, 

the materi&lis~.£Jwi:Wnalists have aavanced some very astute criti
cism of £lie Commodity analogy in approaching the problem of value. 
Wagemann, Schumpeter, Cassel, and Wicksell categorically oppoSll 
all attemp.ts to carry over the ~ue CQn~t appropriate to ecoI!~C 
goods tc!'~, ~jecting the !lDPutation olan inner • .!Lbsol!lte, or 
in~pendentv8.lue. The value of moneY' is relative or refiectedj 
purchasing power is the mere inverse of prices. As such it cannot 
be subjected to the margi/lal utility analysis, which runs in a com
plete circle. Both Schumpeter and Wicksell object to the use of 
"demand II in this connection since society has no definite demand 
for a certain amount of money; and the "supply" analogy breaks . 

I Some alight inlllWlce ~ be uerciood upoD pwdIo&iDc power b:y the Iepl \lender 
... tio. Tb .. the quasi~cial conversion nile 'Ii a trillion to one of __ for &... 
~II"'" the marketsomething IaD&ibIe to grasp upon,,,,,d possibIyp ... .ented the 
actual~ ratio from di ... 'l!iDg a few hun~ thousaud _ OD either side of 
this figu .... Butnen here the additionolfact that the R.icbsloonltoduallJ' ...... at 
this figure Iea_ doubt as to how much ... ac:compIisheol mereI,y b:y the reiDteJprela
tion 01 dobla. 
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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. 



CHAPTER IV 

.... THE SUPPLY AND DEMAND THEORY 

WITH the quantity theory group of expositors which we have just 
examined, nominalism attains to its most convincing ~ormulation. 
The commodiit theories, with which we shall be conceqled from now 
on, represent e (fuect 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 j 
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. 
Ml!ne~ is ascribed valuei!J. its QlVIl~absolute value; purchasing 
power IS not the oDly 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. 

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 .§.uppIL a.p.SJ>eD!!Hl!!.!h..eory," I include Helfferich, 
HeynJ and..Q!:yntzeI, who make use of that familiar law Without, 
however, having recourse to marginal utility. This does not separate 
them categorically from the secon,i.,group, ~~...ldl!~ 
theorists such as Mises and Wl§!:1, but it does indicate a significant 
Clillerence of viewPQmt as to the application of the ordinary subjec
tive value analysis to money. The third J!2up stands in sharp con
trast to both supply and demand and margmal 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 .~ lltility" to the two types of 
theory considered in the present chapter and employing the caption 
.. ~ for the third sort of commodity theory. 
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-t-I. KARL !h:LFFE.RICH 
The publication of six editions of Hel.fferich's treatise M ~y from 

its original appearance in 1903 to 1923 indicates the extent of its 
in1Iuence and popularity.' 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. Heifferich adopts a chartal account of the genesis of Jl1oney, 
carefully indicatmg the aoooimal conditions under which the state 
may lose control of the standard." The charge made by a number of 
critics • that he ov~estimates the power of the state doe.s not seem_ 
w.eIUounded. Inconsistently with the nominalist viewpoint, how
ever, he reduces the unit of account to secondary importance • and 
treats monel" as a commodity. Th~.means of Pl'9duction in an in
cltisive sense may be dividedintp three c;lll,Ssesl,Cheans 9f production 
in the' narrow technical sens«;,;'neans of transport, q.nd money. To 
distinguish money from other productive instruments, we must re
fer to its basic functioll, "the facilitation of economic intercourse.'" 
Although this function does'riot inClude the measurement of value, 
but only mediatipg.exchang,c:, PllYlDent, and capital transfer, Helf
ferich insists that mopey is .. an object of value whose worth is sub
i.ect 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 tile process of 
valuation in money is an instance of indi,ect 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 
velocit):, thoug~ that is approximately measured; the hour hand 

1 Karl HellJerich, Money, 2 vols. '(New York, 1927), from the 6th Germon edition. 
I Ibid., pp. 2S't 30-31, 77-78 and Pt. IT, ch. v. A fuller exposition appears in Dill 

Gold, 4th ed. (Leipzig, 1919), bit. D" Pt. n, "Daa Geld in der RechtsordnWI/I," omitted 
in the English versioD. 

I E. g. Rudolf Dalberg, Die EnIt", ..... n' du Golda (Stuttgart, 1916), p. 43 fr.; 
Robert Liefmann, Gdd _ Gold (Stuttgart, 1916), p. 95; Ludwig Mises, T'-rie du 
Golda _ tkr UmlotJj_I, 2nd ed. (MUDich, 19"1), Pt. I, ch. iv, oee. 3; Melchior 
Palyi, filler Sb'eit um die Staatlicbe Theone del Geldes," S, .. , J/ri. 45, p. 543; 
Georg ROmer, Die 1..< ...... W ..... du Golda (Giesseo, 1925), p. 53 • 

• MthIe'J, pp. 318, 322,329. The unit 01 u:count, though Dot an integral part of the 
conception of money, assumes importance as the unifying basis of monetary systems. 
Ibid., pp. 353, 364-365, 383-385· 

I Ibid., pp. 277""2114-
• Ibid., p. 284; d. p. SII. 
, Georg Sin1meI,PItil<Jso,1M du Golda, 4thed. (Leipzig, 19")' ch. iY, 
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measures time, but it does so spatially. Helfferich responds that. 
these cases really involve a common third element, not apparent od 
the surface, such as force against force or motion through space.' 
Simmel"really surrenders his argument that. changes in purchasing: 
power and in the value of goods are merely concomitant variations 
of unlike qlialities, when he sets the total supply of ploney and the 
total supply of goods iii equation. The only basis of this equation is. 
value. ," 

EnqUiring for the' basic principle governing the behavi.o~·of pur
chasing power, some economists have utilized the notion of marginal 

.. utility; but actually "a peculiar obstacle" prevl(llts its application. 
Neither from the angle of the individual nor from the angle of society
can the value of money be determined by muginal utility; for tl}.a:t 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 portlon actually
consuming and a portion excluded; nothing.of the sort occurs with. 
money. 

Helfferich's explanation oinits all refe!'ellce ~o marginal Jl.tiJiI;y. 
Dem8.!!51 rests on the social need {oranob,js:CtP~ifQgping the!;!asjeo 

../ monetary iWic~Ds;rO[ ~ey ~ sel'\l'es forJhe satisf!lction of wants. 
e:cacUyin ,the same way ~ do aUtho!le..other kin~Qt gtl9~S wlrich 
an: in the nature of intermediaries,o.r. ageJ?ts.:' a S~ly or difficulty· 
07 attainmetlt depends upon either cost of producti!>l!.,P.f Jhe!Jlone
tary substance, in the we of open metallic s~lIIIldards. or ,2pon !Ilti-. 
ficial scarcity created by the state, in the case of paper money. III 
view of the latter pOssibility; money may have a definite, valu~ with
out intrinsic value. It is not implied that aU values are not really
functional; but the functions of money qua money ~ ~p~ aIlcL 
distinguishable from the CommOdity uSes of bullion content.- . 

Only one of the various functions'gives nsefOa-reany deliDite and 
determinable detNattd for money. its acting as medium of payD?ent.'" 
Measuring value in money. of i.'Ourse. makes nodeuiii.nd for any
quantity of itj and only slight amounts are need~ for transporting 

• Jf...." "'" 496-_ 
• Ibid., Po 51,. SchumpetercallsB.llIericb .. imputationofcin:ular"'....,.;,.gtothe 

... hjecli .. voIue thtoty a __ Gow6o (" Du Sooialpn>dukt unci die Rechenpleuige, ~ 
A .... 44. Po 646, Dote); iMlt Schumpeter's 0_ criticism d .... DOt appear to dille .. 
.... terially &..m HtIlIerich's. 

• JI...." Po sos· 
• Ibid., "'" S<>S-SQS. • 1 .... Po 45'00 
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value spatially or temporally in the modem economy. Money is de
manded, in fine, to make payment on obligations faIJing due or in 
prospe'ct within a given period, anif the SIU 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-existent. . •. The demand in an economic system for 
money does not call for a specific quantily of pieces of precious metal or paper 
notes, but for a specific volume of purchasing power. For that reason any money 
demand wbatever can be brought into equih'brium with any supply of money by 
way of a corresponding alteration in the exchange relation between money and 
other goods.' 

CondjgoP.S.$?!ernin~ fall naturally into two divisions: 
(&::' thosepertaining to pap~oney (concerning which 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 Helfferich's book is 

( " devoted to the latter SUbfect;~e factors regulating the supply of 
metallic money; they ~rru;e the rate of production of the pre-
cious metals, ,vr'industrial an monetary employments, ~ defini
tive consumption, and (4) international distribution through trade 
balances.' " 

Aside from the application of supply and demand to the value 
problem, Helfferich's theoretical peculiarities 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 ov~tr_ain.s..ihe 
analogy of money with goods to reduce Helfferich's "facilitation of 
economic goods" t!!~ sllfiicienlly definite quantitative terms to allow 
tlte, application of the productivity analysis. This problem will be 
weighed more' carefully in a later chapter. In addition to this mat
ter, his objection to the nominalist view of money as a claim, on the 
ground that Anweisung carries with it the legal connotation of an 
obligation to deliver certain specific goods or services, is disposed of 
by Wagemann.· The nominaIist uses the word metaphorically, not 
in a legal sense. 

To proceed to the main issue concerning the eligibility of supply 

, '[hid,. pp. S32-S33. (ltaIics his,) 
• Under (I) cf. M....,.. pp. 8o-1I4. 4~71. SS'l-S6s: under (2) d. pp·lIs-I46. 481-

488: under {J) d, pp. 488-490: and under (4) d. pp. 208-218. 234-2S7. 471-481. 
I TMorie, 2nd ed., p. 62. 
• Ernst Wagemann. All,.",.; ... Geld/.",. (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 dema!!!Uor 
m~ or tJl.e iitM'si 01 mgPeJr . 
..AI) ~ may refer to the satisfactiojl derived by an individual 
from the last or marginal unit of his money income or wealth. For 
each individual this magnitude, so farp it is not Dler«:iy a matter of 
habit, depends upon th!.e~n$!:Jlie variety and intensity of his 
wants, tJ:I siZe 01 his money income or wealth, uJl the price level. 
In a graphic representation, the y axis signifies uhits of utility, the 
:c 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, sincethe'schedule of diminishing marginal satis
faction for increasing incomes cannot exist until colIJlIlodity prices 
are fixed, it cannot be made the basis of any theory of purcbasing 
power.' . 

(2) From the angle of the state of society, money has utility 
becausejt fl!ciUtates exchangund..therebyJncreaseaeronornTc "Pro.. 
ductivity. But within the broadest limits, exchange is as much 
faCiIitated by&' small numj)er of dollars as by a larger quantity; and 
consequently this utility does not give rise to a demand schedule 
repres~ting specific numbers of dollars wanted as a function of the 
amount of facilitatiOirof 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 
thinking unsuccessfully.' In any event, the present objection re
mains to such a concept of demand. 

W When Hel1ferich says that there exists no demand for a specific 
number·of dollars but rather for a specific volume of purchasing 
power, when furthermore he holds that demand oilers 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,' he is apparently involved with 
the unitW elastic,ity coPsept of the demand fo=loney., When put 

I Wi .... Illd B. M. And ...... seem ...... timos to attempt to do 80, ho_. 
a. pp. 8,5'-86; 114"'116, bolow. 

I a. pp. 109-110, bolow. • a. p. 60, abo .... 
• M oot forth by Alfted NanbolI, 11-,. er.&, ...., C- (London, 19.", 

App. C, pp. 180-084. Illd F. W. TaIlSOig, l'riooI;i".. of ~, 3l'i~. (New yom. 
19,0>, I, IJ4. 
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into graphic form, this demand assumes the shape of a rectangular 
!Jyperbola, the ordinates of which signify quantities of c5iiiriiodities 
maIf"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, Wic.ksell, 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 the;efore 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 ap~ to assume the characteristics of a true demand schedu1e. " 
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 tota1 demand for gold 
from these joint demands. But what we have reaIly arrived at in 
this is a 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 ceteris paribus" - and the employment of more of 
this valuable metal as money 19 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
!qent of dollars here c:manates 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 lose.s much of its meaning from this very fact when applied 
to mere "dollars. Applied to gold bullion as a commodity, however, 
the rectangular liyperbola f,!r 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 
J:1ence the individual, \foes have to "go ~thout" gold minted lip mto. 
dollars, past a certain point, and hence the demand can be assimi
lated to demand for commoditiesin general. ~said again,asa 
precaution, that this application of demand is'possible o.nly because 
it concerns gold in money and nO,t money itself. 

In every significant respect, save for'its merely coupIing a series of 
exchange values with a parallel series of amoimts "demanded," the 
rectangulu: b~bola, concept ~~ ~ li.tru~d!,!,,'!.nd!;Chedu!e, 
suc1laswe conceive o.f with econoll1lC goods arid services.'The 
significant differences may be put under three heads. 

(I) tunou&ry enough, the first difference is suggested by Helf
ferich himself: ffUJrgiMl utiity has no. definable meaning in connec. 
tion with the uDrtary demand tor mone,x:.& Whereas a given value or 
prrc:e upon COiil divides the potential users into the intra-marginal 
portion who actually buy and whose wants are satisfied and the 
extra-nuu;ginal o.r excluded portion, With money no such separation 
is evident. There are no ettI.uded or extra-marginal bUNS~peopie 
who cannot afford to use money. Everyone already uses money, and 
sIloutd its value fall no. one feels himself Inore felicitous because he 

,Bas more coins jing\in& in his pocket. What HellI!:ri~JailU931~ 
I d~ce, bowever. is t!J.a.t ~ marginal u...tilit;y loses its ordinaIyJneauing,' 
so does marginal'demand by the same token. And if the margin dis
appearS,-theSupposed demand-KbedUIe loses its c-same signifi
can<:e, since muginal demand sets value. If, barring the I' pains of 
transition'," it is a matter ct. complete indifference to the economic 
individual how many pieces of money he h8li so long as their ex
change value varies inversely as quantity; if it is true, as HellIerich 
says, that "the resistance of demand both to the restrictive and the 
stimulating influences in the value is almost non-aistent, u then 
marginal demand for dollars must be just as incapable of determining 
the price1eve1 as that marginal utility to which h~ so justIyoobjectS. 

(2) But.thereal, diffic:ulty, lies still deeper, • ~otOn1ldoes, ~rgiMll 
I d~d disappear as a callS&tive .. fo~ ~~ ~~J.ltil!ty 

• He ...... apeak of the -demoDd U for _y ... _y, ud the _ of the 
uituy deIMIICI ocIaeduIe for the -ary ___ t of the -.-lil;y cold ... 
IIOftIoVUCy. " 

• a. pp. 61-60,._ Ta ...... aIoo S01So -The priacipIe of...p..J 1IIiIi1;y is_ 
~N (.,. ciI., mded.{New York, 19.,],1, -sa). III the ~ puapopIa of the third ocIitioaa this .... _ "-__ • . " 
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~~c~, bqUpJL!t~nQmic_!'leaning_ ofE:t~~~_ schedule 9f.1iIlP
J?Osed demand for mon.ey _~ase§ to..h~ DesaJlSe..it~notJn..aIl¥-Way 
derived fromiUliIfty schedule. In what senses has money utility? 
Wehave-iLlreaay pt:iliiied ouithree possible interpretations: the sub

.iective significance of money income, the use of money as a liquid 
-11SSet, and its sociaLJltility in obviating the inconveniences of b~rter. 
Helfferich correctly rejects the first as an explanation of prices, since 
it presupposes them. More9ver, there is no reason for supposing 
that a schedule of the ~ishing marginal significance of money in
come for any particulai person nor for any aggregareof 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 k, 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 rndividuals; but not in the sense that its existence and 
magnitude are independent of the evaluating individuaIs. 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 .,!!!!spent mar
gins as a reserve a ·nst contingencies and inequalities of income and 
ou go.z..: e conventional pomt 0 eparture for English expositors of 

1 For a criticism of exceptions, d. pp. 109-111. below. 
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the quantitY- theory. This mode of approach, which we consider in 
greater detaUin a subsequent chapter,' begins with a utility calculus 
on the part of the economic individual anI! arrives at a 5ajisfirtory 
explan!!:!i.Qn of. the objective value of money. its excellence lying in 
the very fact that it Shows tlie 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 reature of this theory assumes 
particular significance: the utility and demand schedules which it 
employs pertain to real income and 110' to mone:l/. 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 exceptions 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 buy; 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 exception of certain defini
tively sequestrated treasury and bank reserves belongs to someone's 
reserve, the average dollars~ 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 I 
fact to the present question is therefore that Ihis IMory does 110' ill- , 
IIOlM II vlilily or demand schedule/or dollars, i . •. /or 1IIOIIeY. To speak, 
with Marshall,' of "resources· in the form of currency" instead 
merely of IIIOIIeY may appear to be mere academic nicety. One might 
object that it would be equally pointless to insist that the consumer 

I Cf. pp. '89-_ bolow. 
a Mushall. Pigou. and Keynes deu17 state that the s<:hedules lUll in tenDs of ...t 

....Jth or in"""",. Hawtno7 lea ... somethiDg to be desiIed in the _7 of uplicitoess,. 
"hile Cuuwl commits the enor of aating them lUll in tenDs of dollua. For speciDc: 
M_Q!II to tbe&e writers see pp. 189-190> bolo". 

a II.." CnoIiI, .. C_ P. 41;. 
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demands, 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 same thing; iil 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 matt~ of complete indifference so long as their aggregate 
value bears the desired rela~· n to real payments. We are therefOr,e 
compelled to conclude tha e reserve approach to the value of 
money does not, any more an other interpretation of utility of or 
demand for money, ' emanate, ~ a sched~e r1jnning in terms of dol
lars; ":Qlm:!al!dJoqnoney" IS a nonentity.' 

Heifferich's treatment of cash balarlces has several features of real 
exce1Ieilc~: t1I.e realization that we have here the Poinlttiippui of 
p1iichasing p0'fer 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 ofl 
real value.1• Unfortunately he does not conclude that "demand" has 1 
59 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, £ertain diflicultiel! 
inh~ringi!!,!!1~app~~t!~~<!f~s concept to money ought not to be. 
passed qyeI:.Jn~enc::e. 
-' As Wicksell points out,' .th.e §upply of money increases just as 
much 'from more..!apid circulation as from existing.in greater abun- , 
aance ·phYSically. In the equation of exchange, '.M!? is the supply, 
nor merely M. This alone makes the conceptionaf 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. ~Q!..I!,.fi.JJ:e9 pa.per)~ue_o!lor I!, metallic money when free :. 

1 Cf. pp. 160-161, below. 
I He does indeed use GeUlmlotf (need for money) in place of Geld-"!,a,. (demond 

for money) and G.Id.."."""" (provision of money) rather than Ge/dMlfebol (supply of 
money) (d. Karl Helfferich. D .. Geld. 4th 'ed. [Leipzig. 19191. Pt. IV. cho. s. si). But 
his insistence that the value of money is "subject to the sa.me law as is that of all other 
economic objects" proves these distinctions to be verbal omy. 
• • Cf. p. 55. above. 
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coinagll .!! ~uspe!ldedl "ss>pJl"~. ~oneY~'~.l'_indeedQe!lsed~th 
ille-same·~gni1iCl\tion it has ·for a limited naturalreso~, but .no 
a:dditi<inaT'infQ~mattoli:1s -oomreyed-wlii~would not be given by 
"stoclr.". or .. quan~tY.';J!0~ take~e_~~here_ ~-.I:_I'aper_~u~ 
!!!ldergoe!pro~~~ ___ t;i~1!: ~I!-J.JLr!LYI:e to~und~~t~CJ--h 
"supply"? To be set over against demand, eithe, conceptually or 
graplircally, amount supplied must be either a function of price dr 
else absolutely fiXed. Othervn.se stated: to be fitted into a system of 
ordinates Uld absciss3S along with a demand schedule, the supply' 
schedule mus' represent the iii: or amount-supplied magnitudes as 
functions of the 'Y or exchange-value magnitu.des, or else represent" 
as fixed for all values of 'Y. But the patent fact under inflation is that 
~'pplY~QLnQtes is n~Ti:her tixedjlQriL fwiction.of~ achIi.nge.: 
value of.!h~Jssll~. One could indeed draw a curve showing "sup
plreS"Of notes at successive points ~f time as the inflation goes onj 
but this is an his!oricB,Lo..rti!r!eJ!lgies I!Jld_lIo! a_gut;~ypply !I<:i,1~e, 
WIuCli must be timeless. Here again "supply" loses all its usu~._ 
meaning; all_thatit 1!l~I!.~Jli!llp[y qu~ti!Y.,__· • 
-Applie~ to a freely coined metal s~dard,. say ~ld, ," s'Pply of 

. IIWJICY!·?· mvolves the most extraordinary difficulties.· OOVlous11' 
supply' is not fixed hut uuiabl .... If it is'varla'liile, how represent its 
v8iia.ti~ in schedule form? In the first place, to the degree that 
gold production still retains some of its aleatory Il&ture, the supply 
schedule would depart in a whimsical fashion from any discoyerable 
cost of production schedule. Passing over this obstacle by assuining 
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, all represents the offer pf the stock in 
existence (00) at all exchange values up to 6. At that point it be
comes possible to produce new gold, and ~e curve from 6 to C, 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 Il' Il' would 
set the value at III, where new gold would actually be produced. Bu! 
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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 10 a degree characteristic of railways, public 

y 

d-------------~~~--~~---------x QUANTITY OF GOLD 

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 
,,!ould 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 baffles the attempt to represent the supply of 
money as a function of its purchasing power. ,The total" supply" is. " 
neither fixed nor a function of its exchange value, because oftlle 
more or less arbitrary action of ceiilfal banks. It t1~reby bRome 
absolutely impossible to represent the conditions governing th 
quantity of money on a system of ordinates and abscissas, i. e. as 
supply schedule. Finally, the indeterminateness becomes complet 
in view of the fact that international money movem! cer
tainly decisiv~ange 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 quantity of money. All other implications of the
word "supply" lead into inextricable difficulty. "Quantity oft 
money" as against "supply of goods" calls attention to the basic! 
differences noted, in place of grossly ignoring them. 

\ 

The supply and demand theory errs in suggesting that these terms. 
mean the same as they do for economic &QQds.I\It errs furtI!.!:Lin 
impIYl!!g thereby that the value-determination prOceSS1Or goodLis. 

• "Dlesame 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. 

,v. ,....'" 
\ .:r/ n. OrBEl!. ExPoNENTS 01' THE SUPPLY AND 
l'" .(/ DEMAND THEORY 

A survey of German literature must devote at least passing notice
to Otto Ht;p, if only because of the volume of his controversial 
writing and the equally extensive critical comment which it pro
voked.' Heyn is the only- person to whom Knapp expressed in
debtedness; but it is not clear that Heyn accepts a doctrinaire chartaI: 
theory, especially as he rejects the notion of mone~.»IY a claim. 
To serve as.an equiv&reiitm exCh::;:.!e.:!!' :Otf;f!l!1jS.l.p.ossess·! 
an inner or a~~t~e of th..e t of ~lI_~c 

• ForalistofHeyn'spublicatiOllSutilioedhen:_tbeaonemlbibli~. Critic&\.· 
appraisIIs of his work, mostly od_. may be IoIUId at -nous poiDts in tbe writiDas
of A111DaDJl, Bortkiewico, DaIbeIg, Diehl. Geumer. KOISCbqI. Litfmama, 14011, aad.. 
PabL • 



72 GERMAN MONETARY THEORY 

I go~ds. Most ~mmonly.,this value is represented as the resul.L9! 
th!~'E forces---'-~ttl.,..ros:esse coIl,ligeJl~ Utility rests upon 
debt-paying power or pur asmg power; Co~tliness comes (z) from 
the expense of bond issues underlying fiat money, and the costs of 
printing notes and of passing the law legalizing them'0md (2Hiom 
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 dogmati.c metallism in the early 
stages of the controversy, but the bulk of his writing is merely 
polemical and, from a theoretical angle, hopelessly chaotic. 

Profes~rJoseI GJ.;mt2el of the Vienna Hochschulefur Welthandel 

[ 
also .. attempts to deal with money under the concept of absolute ~alue 
subject fo supply and demand conditions. The exchange ratio be
tWeen"two goods may-be"alter~d by anyone of four factors, by 
changes in the supply or demand of either commodity. When the 
value of money itself is involved, the sitl1jltion is in no wise difierent, 
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 "f 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 pH~l 

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

,----.... ' ... Exchange ratio, +-, ------.. 

Value o~ money of __ V_&l_ue_!, ... f.:goods __ ." 
• money and goods <" • 

Demand Supply Demand Supply 
for money of money for goods of goods 

In reality, however, Grunt2el's argumen~ proves to be more nearly 
the direct opposite of what is requisite to support his thesis than 
otherwise. Instead of showing a parallel causal efficiency of these 
four factors, he develops a fairly protracted argument to the ellect 

"that the "demand for money" depends partly on the supply of 
goods,' and that the "supply of money" depends partly on the de

I mand for goods.' How the demand and supply of goods unite to 

1 W m tmd P,riJ (Municlt, 1916), p. '49. 
• Dtr GeldrHrl (Stuttgart, 1919), pp. 42-47. • 11M., 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 1 is to concede 
the whole ,case to the nQminalists and quantity theorists. If the "de
mand for money" is merely a derived demand, the value of money is 
merely a derived value, ILIId not independent or absolute:. And if it 
were trutthat the "supply of money" depends on the demand for 
goods as Gruntze1 says, his case would be still more inconcl.u§i"e. 

With regard to commodities and services I should bedisposed to 
agree with Grimtze1 that ,econQ.!!i.c val,!~ is absolute~er th.a!lj 
relative as many theQ.tiita.ha'\le.mal!!~eiP.\rallres are of course 
always-reiailve,tohUman 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 upod the existence pf others, 1\11 a general 
proposition. a Money, on the other hand, is peculiar j the very exist
ence of its value depends upon !he ability it has to command other 
values. Gruntze1 aff,ords in illustration of the futility of the attempt 
to construct a demand and supply IijIparatu~ for money, and to make 
it independent of'co~odity, price determination. 

m. PosrrIVE OUTcOME OF THE /, SUPPLY AND 
DEMAND" TlQ;:0RIE6 

In the present chapter, two que:tions of major impo~tance have 
been raiseQ.;h) Is the value of money subject to the general law of 
supply an(l""demand? andJIT does money like goods have absolute 
value? Both questions. aq: IPswered negatively. Approaching the 
first problem from thii"angle of the utilitY"ofi'iioney or the demand, 
we distinguish four interpretations: (1) the utility of a unit of money 
income, (2) the social utility of the monetary institution, 6) the 

• I Inone_, GruntaelmakestheqUUltityofs<*!s"decisi",,"of the clemand for 
money, Dot merely "partlyu de.terminative. Ibid.. p. 43. " 

• For _Ie, J. S. Mill, pri.oc;#/U '" PoIiIi<oI &0.0000" ed. by Ashley (London, 
1909), 'IIOl. m, ch. ii, aec. 4, Pp. 4311-440; W. S.Ievon .. rr.. r.....,,,, PoI/IieaI ~ 
(London, 1871), Pp. 81-83; F. A. Walker, JL_, rr..io """ ,....."., (Ne. York, 
1878), PP.lG-13; and F. H. Knight, RisA, U-..., """ Prejl (Boston, 1921), pp. 
6 __ In rr.. V.",.", JL_(N.wYork, 1917),DOlieSonpp. 9 and 14> B.M. Ander

. lOll cites I16hm-Bawerk, 'Carver, Comad, and Da_port. 
• F. M. Taylor, S_ ~ I'ro6Ioc .. B--. rr...r" lnl ed. (Printed pd

... ~ Ann AIbor, Michigan, 1901), po 7. AncIeIIOIl (.,. riI., pp. I .... I~ cIe&..ds the 
concept of absolute value and finds It also with Xnies, HeIlIerich, M_ Mises, and 
W_ with Smi~ Ricanlo, and Marz, and with T. S. ~ J. B. CIaak, David 
1tinIey, L. S. Memam, W. A.. Scott, ~ W. G. L. Taylor. . 
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"unitary demand" or rectangular hyperbola concept, and (4) the 
utility of money reserves against contingencies. Of this number, 
1k.fi£:;t two are eIiminatelU§..!lQt beariE~.on the cI~lltion 01 
price levels. HeMerich's description of deman3, 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 dema.nci.scheduk... 
excepr representing purcliiSing power as varying inversely with 
quan~ In place of revea1iDg how money can be treated 
UiiGeIthe commodity law of supply and demand, it only translates 

. the quantity theory into the l~ngl.!~«LQbl!alrtiqJgll9..m..!try. The 
I 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 ana reduces finally to theJ)!U"eJikil. 
of quan~!!~Hlerich":':Heyn and Gnmtzcl fail completely to vin-
Qicat4Hhe.supPly.and demand apparatus. . 

The idea evolved here from a consideration of the second major 
issue, that whereas roromodjties bll~3tue ~bSQlute SeASe, 

money hl!:s. oiify 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. ~ 
M. Andersgn, for example, defends the absolute quality of all values 
an1 treat~l:.-va1u~~ oLmoneY~cle! N3.ge.neral concept oL~sociai 
val~" maintaining that "the vaiueDf money is tQ be.distinguished \ 
~~m t!te -re~rocal~of1heJ)rlce level,' .0Lthe'p1ll:~ P.D~Qf.. 
~!Y.z-'1'roreSS!ll' ~or, while not expliatly distmgwsh
ing between the relative and a supposed absolute value in money, 
I differentiates variations in the price level resulting from factors at 
I work on the money side from those resulting from factors on the goods 
side, as absolute and relative changes, respectively, inJ.he.va.l.ue..of 
mQney.J 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 Tb. Va/w of MotU'j, p. 388. 

t Clrapw .... MotU'j (Ann Arbor, Ig06), pp. 176-18 •• 
• MotU'j (New York, Ig28), pp. 178-180-
• Cf. pp. 114-116, below. 
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Bradford support their iIpplication that mon.ey has absolute u~ 
~~ i'ilel~usion of mone an . ndoubtedly 
gold, like all 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 magn#ude 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 distinctneS,s, alieady existing with an open gold 
standard, becomes amply.evident when, under inconvertible con· 
ditions, the magnitUde of values attaching to "dollar" and "lump or 
gold" become unequal. But if commodity value·of gold and pur· 
chasing power of a dollar, are conceptually distinct, there i~ nothing 
to prevent our attachi~ lp the forme!; an absolute sense and to the 
latter a relative sernse. 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 virtually 
admits that absolute value attaches rather to gold than to money 
p~ Ie by imputing absolute 'Value to money" so long as Its value is 
tied to that of some economic commodity such as gold." 1 Gruntze!'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 signalizes the essentially unlike character of money and goods 
values. 

The nominalist insists that money has only relative value b~se 
th~~:tem~rmore1it6perly the iitiIi~ atta4iiiiiILG norabso- j 
lute but merer-~~ To this it woUld be altogether natural to 
object that many goods also have derived value, and that money is 
therefore nothing pecu1iar. For pioducers' 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 MDMf, Po 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 
~and, a bag o.t Portland cement, or lubricating oil used by an ocean 
!liner. Although the extent of utilities of the latter sorts depends 

I!upon utilities of the respective products, the existence of these utili
tties 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. ObviouslYl upon the other hand, none 
of the functions discharged by p10ney could be done without its hav
ing value.- its utility would disappear. Se.nior, indeed, said that 
money contrasts with all otbeJ; things in that its utility, and hence 
the demand for it, depends upon its value; lor, one might say, the, 
c¥ef functio~,.otmQney~t@~yl!lu.ablll' Such statements easily 
run into logomacyor paradox, but common sense affirms that money. 
of all things, is useful only because it purchases. ItlP,aJUt; is pUJely 
relative. ' 

While upon the two foregoing isslies tht:~c;~e.!lofJhe~"J!upply 
and demand" theorists do not seem tenable, their work is not with
out fruit. GrWttzeI's chapters serve at least toiQin the issue IIquar!ly 
between nomin3lis~jmd .oommo<i.l1:Lth~.ri~ts. Even Heyn's effuse 
writings have been useful in raising the question as to·whether Ii 
purely quantitative theory of money does Dot-sometimes prove in
adequate because it omits the qualitative factor of confidence.' 
Helfferich makes, the most substantial contributions: a disproof of , 
Simmel's argument that money, as a sort of epiphenomenon, can I 
measure value without itself being valuable; the perception of cer- / 
tain peculiarities in the "demand" for money which prevent the 
direq application o~ marginal utility anal~; and the use of cash 
balances to connect the individual's subjective value judgments 
with price levels. 

, Cf. Ernst WagemaDlI, op. 'fl., p. 126. 



CHAPTER v . ' 
'PIE MARl aNAL ,vfn.lTY 'l$.oRY 

• 
I, l,UDWIG MxSEi'; 

ONE of the most substantipl tieatise~ upon monetarY theory in the 
German literature today is Profes~ Ludwig Mises' .ThebrU des 
Geldes flM del' UmlaufsmiTUl.1. Not only because he is one of the 

(

'efprota&2.nistS.Of the SHbieCtiv. e,~Austria.n value theQIY. ,but 
\0 s'ODeC&Use of ~orts 10 s.etw:e.jua.~on~tm!llwa~poJjC)' duril'g 

e inflation and stlibj!jzatioo pw.iQds, is Mises a significant figure. 
lie.iSiilimpi&cable fee of chartalism and generaJly hostile to 

ourlnalism he JikeWtse lej~t!.-tht:,~taJ.\i&tAoctr.ines. Hisown: 
o ~sts upon /I. syst~atic ap"plicatio~ of marginal utility to 

obey'regarded as a commodity, 
Mises recognizes thediaiculty which h,as led HelfIerich, Schum.

_peter, Taussig, Wagi!mann,'and Wicksell to reject marginal utility 
,in,connection with the determination of price lev~, In his o~ • 
words, "The marginal utilitr of money for a given economic in
dividual , ,. 'haS as.& presupposUiotl & definite exchange value of 
money. , , ," I ~his ~cul~y is not, howe~, insurmountable. 

But this presupposed value is not the same one as that which we have to 
ezplain; it is the exchange value of yesterday; wh_ we ue to explain that of 
today. The objective exchange value of money ezistiDg today on the market is 
formed &om that of yesterdaY,under the iDfIuence of the subjective valuetiona 
of persona in the market, just as that value arose through the play of subjective 
valuations from the exchange value of the day before yesterday, If we continue 
back. in this fashion, we necessarily arrive finally at a point where we no longer 
find in the objective ~1Ulgt 'Yllue'!UlYtbinIlIeside", , till vaI.l!~ .. gh!!.'!biect 
ollfincl utility,'" .. ~.. -; --

~h W; ~. to controvert some of the Worst casuistrY in Knapp's 
SI4I8 T"-"Y, Mises seems to incline toward too !igorous indiyjdual-' 
ism, It is an exaggeration to say that the posiuOiiof thestafe regard
iiigmoney is no different from that of other parties to the market; 

• ReleJeuceo hen "'" to the nt eel. (Munich, 1911) aapt for web imaOftIious os 
_ ill the IIIIl eel. (MUDich. 19"4>. 

• r .... lit eel.. P. 107. (Italics mine.) 
• 1...". p. lOa. (Italics mine.) 
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and to represent the stat~~Ix1!lfiuenc;:ing" the choke-of 
what shall be monex.r-"No doubt Kn~pp envisa.ges...the..~.as..\ 
somethin~ very nearly omnipotc;,ntj Mises in tum makes ~!I:~~ws , 
olthe ma!k~ something very nearly1inmutableaIid sacrosanct. 
1'he truth plainly lies between these extrem.!s: money is ileitherlUi 
mshtuhon of purely arbitrary government nor a "natural" phe- ..... 
nomenon in the eighteenth-century meaning of the word. The 
monetary au!h~Jy_caJLh~"eI..ignoIe_and <;allIl01_a1ways cont,qLtli 
~tan~~s of !!t~~!!et. But ¥.i~s' own fear of anything 
approaching a controlled currency analiis demand dUring the sta
bilization discussion for a return to the rigorous principle of tae 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 llresence of !be 
political factor. in .the .chief instruliient-of dlstribuijQn. --

Mises catet<Jrically rejects the ordinary noininalist or quantity 
• theory idea of moneyas~a: cIaiDi,-the growidsoeing;1or oi£tlifng, 9' thafhe"-aouots-whether pure-paper money has ever existed. This 

reason becomes qufteamusingwhenwerellect-thallieliiiriSi:lf 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 bani!; 
notes or of free coinage for metallic money, as other examples than 
the Rentemnark itself attest.· But, admitting this to be the case 
more generally, 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 trueZeichengeldthat 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,' inJ9!!::.. 
vertible issues do commonly bear some pretty formulary about re-

~-;..~ g~ tO~gih~f ~~-tb..;;b; ~U:te :;;;;;;-;'~t in ~~ ~t in-
duence" the choice of the nchange medium. (Ibid., p. 63.) 

• Ibid., p. 77. 
I Cf. p. 32, above. 
• "" for eumple the!.; in the Yap Islands; cf. p. 24, above, and J. S. Nicholson, A 

Tre.lis .... M...., GIld Ess.y.r OIl M....,." P,oblnru, 3rd ed. (London, ,895), p._ 63. 
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\P~ent. Certainly it is the incoj!vedibjJjty which constitutes fiat V 
) money, ~ not the mere absence of. promjse. Finally the questio~ ~ 

ot"the hiStonciil existence of paper money is beside the point, inas e 
much as the nominalist believes full-bodied metallic coins to be 
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 yalue ribtains,bet:ween (,.) 
the stock of money and the goods repr~d,' or ~ varies co 
in vruue as,!h~oQsi!:E.iix.s. lhis may suggest the nOtion, to be 
founa with Wieser and B. M. Anderson, that money has a real objec-
tive value other than its purchasWoower. n 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 . 

. r Mi~ strictures against nominalism lose their signifriance in view 
~f hfs own ecl££~. Not only does he employ the Anweisung chaI'" 

acterization for fiat money, but he even goes to the length of ~It' 
deposit curren~re abstraction. "HereiiiOiiey 'stiII apPears as al 
medium of excharige;:Dut its employment becomes independent of its 0 
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 01'..credit, act equally upon the price 
lever,and alike have their exchange value in what goods they com
mand; or that gold alOneactS directly upoiipiietiS; tlieinfiuerii£of 

;D&nk credit and other money substitutes being exerted only through 
/ the commodity gold, and their exch&nge value being explained 
, through redemption in that commodity. From the first viewpoint aUt 

money and all credit is a claim; from the second angle all money is a 
commodity, either p. se 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 

l r ....... ud ed., pp •• s ..... $40 O. also nt ed •• p. 87. 
• 1/IiL. p. !'4' • 1/IiL, P. $$. 
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issue. Sometimes money figures as a commodity, sometimes not; thet I 
price level depends now upon the direct utility of gold, but againl\' 
upon purely quantitative moments.' 
Nomin~s~s~ay rightly que~tion. the reasoning underlying Mises' 

refusal'to recognize the measure of valUe function, and his melamst 
-ronceptioB-ef'!ltarnl:aJ:d:g(M:1'9~ aoesliotliiffisetr
relate tnese'iwo 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
p10dity such as gold into the monetary category. Mises argues that 

,/since all value is relative. money cannot measure b,!t ~nIYserve ~a 
• r.~~.,!X)mJ>a!:tSQ!1."· But economic goods possess value in their 

own rIght, and if the value of money is a derived quality, as I have 
V" argued, it nevertheless exists in perfectly deftnm 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 th.ere. fO. re for the 

O. economist, -money is .-!!t.e .. !n.c:asl¥~U1f vall!e_Ra,. excelleme. When, 
I moreover, the .;rQiiiiry citizen uses money physicauy-as an ellch;l.Dge 
I medium, he certainly does nol give" careful attention to weight and 
I fuieness," I even if, as rarel)! occurs, he may chance to have those 

gold coins which Mises regard~ 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 

• Palyi &CCUSeS him of admitting the industrial demand as a determinant of the value 
of gold. but neglecting it entirely in his monetary theory (Melchior Palyi. "UngelOote 
Fragen der Geldtheorie" [Munich. 19251. p, 490). Mises does indeed say. "The ezami
nation of the roots of money value must uclude those causal factors arising from the 
commodity character of the moneystuft .. (TMorie. Isted .• P, 102). But he proceeds to 
qualify this by admitting these factors insofar as theyenter into the monetary situation. 
aud finally concludes, U Aside from this, monetary theory must regard as a datum the 
value of money.tuft arising from the industrial utility" (ibid .• p. 103). The passage is 
nebulous at best. Elsewhere Pa\Yi infers from Mises' tripartite division of economic 
goods that he belie ... money can be distingoished from producers' and consumers' 
goods in that its value is "functional JJ (Melchior Palyi, ".Der Streit am die St&atliche 
Theorie d .. Geld ..... S, .... Jlrb. 45. p. 655). Palyi·. objection to such a ground of dif
ferentiation ill warranted; but I discover DO explicit statement in Mises con.6.rming 
Palyi's inference with certainty • 

• Ibid .• P. 30. • Ibid., p. 5" 
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I unit OfaCCO.Uilt posse~s. Full-bodied meta!!i~_C<lin ~!l0 !ess. a !,I!!nf I 
or tokeD.~ its molletarY ~p1o)i!lenTt1i~money. I 
"'Finally we'"'tum to MisesTattempt to cope with the circularity 

which he admits his predecessOrsln the Aiistria:il value doctrine have 
not escaped. But Mises in tum fails to discover an Ariadne thread 
leading but of the maze. Referring back to a time when moneyovalue " 
resolves itself into commodity value simply !urrenders the attempt 
to explain the determinants of the ptesent value of money. 1 Bortkie
wicz not unjustly calls Mises' uplanation P,iihistorle.' Referring' 
specifically to Mises, B. M. Anderson argues that •• . . 
A historical regressua 'Iri1l not, of cOurse, fit in in any logical manner with a 
synthetic theory which tries to construct an existing situation out of ezis~ -, 
elements •.•• Existing social forces have their history. But, In a given moment,· • 
they are what they are, and what they ..... at a ditIerent tinR adds no ounce of '. 
1Ieight to the po~ they now exert: If a quantitative account of value is c:a1led' 
for - and price theory is essentially concerned with the measurement of values .. 
- we must hring measure and measured into. contemporary halance. The his
torical account is one thing; the cross section analysis is another.' 

The matter could not be more clearly stated; and Mises can oDIy re
spond feebly by accusing Anderson himself of carrying back the • 
valu~ of money to an historic commodity value.· When speaking of 
goods Mises abandons the historical tegression. "No causal relation 
obtains be1Ween the prices of the past and of the present in so fa..- as 
the mutuall!Xchange relations of economic goods (with the exception 
of money) is concerned.'" If money and gOOds are both subjeGt to 
the marginal utility analysis wliy dOes one involve P,ahisrm. iUld. 
the-other noli' I do not belieVe Mises affordS any answer;- ---
--~-. 

n. FluEmuCB WIESElI. 

What Wieser has to oller on the subject of money naturaJly in
terests the economist" just because it is Wieser's." A But it must be 
confessed that \he results of his writing, extending over a period of 
thirty-five ~, ~ in this field disappoin.§lg. On the whole 

I Quite the same aort of _t .. Mises' appous in W. A. Soott's JI.., .. B........,. 6th 0<1. (Ne .. York, 1906). p. ss. 
• Ludwig Bortkiewica, .. Der subjelr.tI", Geldwert." Sd& JIiI6. 44,PP- 179-180-
• B. M. AndenIoD, Fila V ... '" JI.., (Ne .. York, 191,). p. lcos. ute, and P. 106. 

lA_port Uld Alvin S. JoImson .... cited .. oppooiDa the bistoriaalderl:ntioD. 01 va1ae. 
• Misea. .,. al.. mel eeL. pp. 101-101. DOte. 

• F ...... I8t 0<1., P. 118. • Andenoa,.,. col., p .... 
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~ o~ieser seems to agree with the nominalist definition of money, but 
C;;:. / • ~ e does not sympathize with the nominalist identification of value of 

v oney with purchasing power. 
The bullionist theory, he says, is correct in pointing to the pre-

>4 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.' 
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." . 

Regar<li~g.~~ meaningof.moneyvaIue and i~'!=QI)!ll!s;tioJl..;with 
marginal utiIity,.Wieser like Schumpeter seems to have deRarte.d 
fartlier and farther iii each successive publication from the com
modity analogy. In Natural Value, which appeared ongmally in 
I889~1i~yS: 

The exchange value of money is the anticipated use value of the things which 

t 
can he obtained for it. The law, therefore, which obtains for the latter obtains 

o 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 

J of supply and demand ... belong to the world of goods ... and 
o cannot be carried over to money as a mediun of exchange without 

the greatest violence.',· Mon~~. a~~rS9na.l.excl!ang~Y!!.bIe" 
deI!C:!!-~!!pon the volume of one's in~me! the intensity of. QAe's 
wants .... andt)1eJleight..of prices; ~an "economiLyalue," d!;teJ"
mIned by the relation between the total social income. in . .real.Jl.nd 
mOIllL~!.e.!]:!l&.· Apparently we musLnot.identify . "economic 
v~~~~_~~re p_~~~po~r, however; it comes from the 

1 Friedrich Wieser, SotiM Economics'(New York·, 1927), p. 272; a translation by A. 
Ford Hinrichs of Th<orie der ,u.llsclla!l/ic"'" WirlIclla!l, md ed., 1924. 

• Ibid., pp. 276, 278, 244, 246, 251, 274-278. Cf. article "Geld: Theorie des Geldes," 
Hdwb. der SIIJQJs, lV, Gena, 1927), 70<r701. 

• Friedrich Wieser, N_.l Val ... (London, 1893), p. 47, 1<. by Smart. 
• Idem, Do. G.ldfD<rl .. nd sei ... ,uchiclrllic/Jm Vo./htdmmfm (1904) referred to by 

Anderson, Til< Val ... of M /J1fey, pp. 84-.'1s. 
• flDer Geldwert und seine Verlndenmgen," Verei" 132, p. SIS. 
• Ibid., pp. SI6-S18. 
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price ievel, to be sure, but is purged of all elements coming purely 
from the side of commodities.1 Index numbers reveal only whether 
the price expression of goods in money !las-rISen or fallen, but they ., 
te~!abou,!.!!te valueJ!f.mlm.ey,2 which he conceives of as "the 
1Xl.~~bJectivepart o.fj>e!~nlll e~~_u~tions exclu~~s die ~a:t
ance peCUliar to1Ii.eUiQiVIdual .. t 8 lii a paragrap!iWhich promlSes 
to '")hO"lV""the cennection of changes in the eco,omic value of money 
with marginal utility," we discover only tha increased money in
comes raise prices because" according to the arginal principle .•. 
people are forced to higher price concessions." J Bids and offers can 
only be made on the basis of an assumed valte of money, and ex
change would be impossible without reference to the value which 
holds over from an earlier. time.' 

The Social Economics published in Germany in 1914 does not ad
vance much over the doctrine of the Verein monographs. Again 
Wieser unqualifiedly rejects the apparatus of supply and demand for ../ 
money,' and distinguishes variations in the price level which eman-
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 individual prices. In con~ 
nection with price levels, Wieser .mentions maxginal utility but once 
and very vaguely as influential "in the final analysis.'" He still in-
sists that 

[ 

The value of moneyjLII.QUD,.obj~ti"!...~JAI'; ~ ~~ 
the~ .. vaIue.tioDS.IlCmon~y; it ~ th'Lvalue&:l!Q wbiclullpcrsoDaJll'O 
~'. -: More is predicated in the value of money than the mere fact of a 
~ level of prices. . •• All factols which contribute to the determination of 
the general price level in1Iuen£e the valu,e of money. But there are other c:iIcum-l 
stances wbicb...dctermine the atio ~!liduuUb.qf !!l~ex.~nu..a~.1!I,tbe 
p~ l!~ ~ a~.9iJIliIity.o 

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 B andwiirkrbuch article, completed just before the au
thor's death and published in 1927, the ambiguity disappears. 

'llM..p·SIl. 
o Friedrich W ...... "1Jber die Messung der Verlnderungen des Geldwertes," V ..... 

131• P. $44. 
• .. Der Geldwert uod seine V.rind ............. p. SOl. 
• 11M.. p. S'8. 0 11M.. p. 513. • 
• Sori&I &otooMiu. pp. a6s. ISS. , 11M.. pp. 1790 tS3. 086. 1191. 
• 11M.. p. aSS. • 11M.. P. t6S. 
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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 (volkswirtschaftlicher Tauschwert) he now 
separa:tes into tWO categories, the one sub~ve, the other oQj~~, 
~e former an average of marginal utilities of money to all the in
diViduals making up society, the latter being the same for everyone, 
and haviqg no direct connection with wants and income.' 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 
iiCfiiill:ei'ned; '-Both sorts of public-eroriomic 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.8 

The evolution of Wieser's ideas shows clearly how ths...m~ta
physics of money conditions the character of price level analysis • 

../ Had he been able to arrive"earlIer' at a clear notion of objective pub
lic-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 
value 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 exchange value of 
money with the use value of the purchasable goods which persists 
down to the HandwUrterbuch article. Then comes a realization in the 
1904 address of the contrasting character of money and commodity 

I Hdwb. d .. SIoaIs., IV, 69~8. 
I Ibid.,p. 698. I 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 genera.UY, 
take it to be the 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 means limited to Wieser alone. , ' . .,.: I~ 

Like so many others, Wieser seems to feel the necessity of c;Iis
tinguishing the value of money from that of the goods it colIll;D.ands " 
just because movements in price levels may be initillted eitjler 'by 
something that happens to money or by somc;thing that happe,ns to ~ 
goods, services, or other things purchased by money. Bllt ~~ fafts 
do not make an absg!ute value. of money necessary; for if we ~nc:eJve 
money value as wholly relative or derived, prices, being ratios, may 
still be altered by a change in either member. The light fa.lfuig 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. meither event, all the light 
comes from the sun. The purchasing power of money similarly re- \ I . '" 
sponds to change initiated on either side of the equation, but it is a r .' . 
purely derived value. Not only is tjl.e p<l§~a!~C?f iIl,':iJlner'.'-vallle '.:~ 
unn~SS!U'Y, but it leads !9_allsor~Qts;Q!!JqsiOll.. Bound to find this ". 
eluSlve-1>illg all .!'IC'"n,ffi:e metallists seize upon the mere stuff of the \, : 
monetary standard; Mi5eSJlursues monetaly value back. in history " :,.,:. 
to an original commodity value; and Wieser;by what is a more ab- • 
vious error, captures it in the things money buys. When he tellS us 
thatre:e,economt~_(obJec!ive} ~ch~,value,ofJnQney,isJJlILobjeQ:_ 
tive, but a cross sec~~_0~l'S()naL!:yah,II~t,i9nS];e are tempted with 
Amann to dtSllllsSthe whole construction as pule mysticism.l 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~' • , 

The solutioJ;l of the riddle is the faCl. em~, t!t!'~ 
"Wf), dO-not ine~ byJ'!l_r<:luls!ng Power'the command over quanti
ties of utility." a Either the ecoiiOiiiiCexi-liiiDge WIue must be olr 
jedive-;in'which case it is purchasing power and purely relative; or' J 

, Alfled Amonn, "Wieoera Theorie der psellsc:haItlic:hen W'artschart, n A ...... 530 
pp. 6st-6S9-· r. Val ... of M..", P. 87. \" 

I J. M. Keyn ... A r-.. _ M.., (New yom, 1930), I, 96- ; 



86 GERMAN MONETARY THEORY 

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 indepen
dently of 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 implicite a reason for discarding marginal utility. The 
reference to it in Social Economics is indeed casual, and this probably 
bespeaks a gradual attenuation in Wieser's mind of the commodity 
analogy. 

At length in the H andwiirterbuch 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 Economics 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 Vereitt 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 tabula 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 Handworterbuclz, 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 means 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 
dosed economy provisioned with a fixed 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. 

U nfortunatcly Wieser himself misconstrues the distinction he has 
drawn 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 the value of money, the subjec
tive variety not only exists, but in a certain sense is the more im
portant. Purchasing power may be thought of as merely the price of 
money (in goods), whereas the subjective public-economic value is its 
value, 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 purchasing power by standing 
in sharp contrast with it. Monetary theory should recognize its 
chief concern to be the explanation of purchasing 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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m. OTHER MAIl.GlNAL UTILITY THEoll.ISTS 

Professor Bortkiewicz of Berlin elaborates Wieser's idea that mar
ginal utility cannot be found inJ:Iloney':ilsetr;'bufin -the gopds it buys, 
i!icome b~ing divided so as "fo_bring a maximum-How oLl!!iJity.' But 
generally speaking, he reasons pretty much iu..terms of the. conven
tional quantitJl theory;' and as Wagemann says, "Bortkiewlcz him
self Points our the error of anyone's believing that price emanates 
from a comparison with the subjective value of money.'" What 
both he and Wieser have done Is to apply marginal utility to rel!l.jn
~. But the very question in dispute as between nominalists and 
Commodity theorists is whether money values can themselves be sub
jected to fie same laws as commodity values. To hold, therefore, 

../ that marginal utility applies to money only as it applies to goods is to 
roncede the whole argument to the nominalists. 

In RicharJ..Kerscl1agl, legal counsellor for the Austrian National 
Bank, there appears a minor satellite of the Austrian analysis. The 
value of money depends upon scarcity and utility; the latter upon, 
"the goods procurabl~}0l" ,money ..• appearing through prices." , 
The Austrian circqiarity could scarcely be made more obvious. De
spite their utter inconsequentiality, KerschagI's brochures have 
wmmanded considerable attention.' 

IV. APPlI.AISAL OJ! THE MAIl.GlNAL UTIUTY APPROACH 

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 incumberil: 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 forsake the cause: 

'" Schumpeter comes out definitely for nominalism, Mises.resorts to an 
historiCal regression, Wieser finally attenuates marginal utility to "- . _ .... - -

I Ludwig Bortkiewica, IlDer subjektive Geldwert," S,.'",6. 447 p. 161. 
'1t1nt, "Die Ursachen eiDer potenzierIeD Wukung des vermehrteD GddwnIaufa 

auf das Preisniveav," Vern.. 170, pp. 256-2:74-
I Ernst Wagemann, All""'; ... Geldld" (Berm, 1923), p. 60]. 
• Richard Kenchagl, T_ des Geldu _ du GeIdtWUc""fI Uena, 1923), pp. 

9-14; d. also Die LehT. _ Geldo ;" _ Wins,,,,,!, (V1eIID&, Igor) and Die Geld~ 
6'- .... iefII< (MUDich, 1922). 

I Professor Othmar Spann of V_ adopts a concept of the value of money distinct 
from the reciprocal of the &moral price te.d aod still Dot puruy oubjective. CI. his 
T _ _ P,';""sclti<6wl, als GrAdI6f .... l!IlIlIku .. , _ T_, (V1eIID&, 1913)' 
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~. ThaLsh.§d!>w is th;..n!>ti!>ltlhllt.th~giDal.utility of 
lOO_n!!y-S!>meh!>l[ 3PpemDut.QU.I!~!I.l~ qlgQQds,.!!mtit 
"indirectl.Y~es pri~ ~ by determW.ing·specilieprillllll. 
ButFisher dispclses !>f any such pclssibility by referring 00 the fact 
that in a system !>f simultane!>us equati!>ns representing the W!>rking 
out !>f prices under competiti!>n, there-is always "just !>ne 100 jew 
eqwlitms 00 determine the unkn!>wn quantities involved." 1 An 
equati!>n !>f exchange has 00 be added 00 provide f!>r the price level 
unkn!>wn. Wieser is trying 00 lift himself by his bootstraps in at
tempting 00 derive the price level from particular prices, when they 
certainly can ooly appear simultane!>usly. 

The ~ eithe direclllpplicati!>n !>fthe Austria,n !he!>...!.J..00 ../ 
m!>!ley has~.condCfQllet!-by~.H.e!!ierich. Wase!!lllBB, and 
~ick.sell am!>ngst the writers wh!>JDo we b&ve already examined. 
HilSch, wh!> has devoted an entire m!>nograph 00 the matter !>f pur. 
chasing pclwer and marginal utility, condudes that the day cann!>t be 
saved f!>r this line !>f analysis." Other contempcliaries sharing this 
convicti!>n are Englander, H!>luop, Lederer, and Marschak." 

Price levels being given, marginal utility !>f money has real mean- . / 
ingj indeed, a notion COIIespclnding 00 Wieser's subjective public- V 
economic value is indispensable 00 the literature of public ftIiaill:e 
ana to clltiques of distributive systentS. With!>ut S!>me reference 00 - £ 
the magnitudes!>f marginal utility derived typically!>r!>n the aver-5~ ~. 
age from varying amounts !>f money income, it W!>uld be difficult 00 ,"'I'y",,' 
arrive at any definite conclusions regarding. the S!>cial economy!>f 
progressive tuation, tuation of inheritance, equalitarian measl1!e5 
in public disbursements, and communistic and socialistic systems !>I 
distribution. N!> d!>ubt social ~al utility is an elusi~ magni-
tude and assumpti!>ns as tIl its ~!>r lie beyond empiric verifica-
tion. Nevertheless it is an instrument which cannot easily be dis-
pensed with. 

1 \ninI Fisher, rio ~ P_ rf II.." mel. eel (N •• yom, Ig22), ;.'174-
(Italks his.) 

I W'illyHinc:h,~_~_ .......... ~ 
_""~'S"'U..,..,lg28). 

• o.ur EDglAnder, r .... ., v~ (\1"_1930), n, 21; II. W. Holtrop, 
Do ~ _ "" "u (AmstenIam, Ig28), reIettecI to by Jalr.ab ManchaIr., . 
"V~ and KosaeDboduf," ....... 68, p. 387, note 3; Emil Lederer, "ner 
ZiIIt ..... tioDspl'OleSll &Is oentrales Problem cIer 1Ikon0llli0chm n-n.:," ....... s6. pp. 
...... 3;JaIr.ob ManchaIr., "Die V~-." ....... 52, P. 35911. 

Tho exmllUy opinioD -"'" with Hans NeioaeJ:, Der r ......... Golas 0_ 
1928), pp. 41-4.1. 
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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 
value of money in contrast with changes in the value 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 in 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, Edgeworth, and Bowley to 
construct a measure of the "value of money as such." 2 A recent ex
ample of such an undertaking is afforded by Behrens, 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 lack. a 
sufficiently sensitive measuring instruntent."3 As if the difliculty lay 
with index numbers! 

The marginalists have presented no evidence to shake the conclu
I sionarrlved 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 unaltered when only relative prices have changed."· Unless 
the metallists, to whom we now tum, are able to establish the case 
for commodity theories in general, we shall 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. 

1 Near, 0/1. ,iI., p. I. 

I Keynes, T,eatue, I, 70-88. 
I Walter G. Behrens, Dos Geldscbopfu",sFobl.m Gena, I928}, pp ... 8-229, 3". 
• Keynes, 0'. ciI., p. 87. (Italics his.) 
I Elster, d. p. 36, above. . 



CHAPTER VI 

METALLISM 

LIKE any commodity theory of money, metallism or bullionism does 
not dichotomize econoInica\ly valuable things into goods and money 
but completely assimilates the latter to the former. ~sm..» 
unique in foc~ng its.!:~~rices on a mon~ st .• ,whether 
/thrstan¥.~~ialli~. Unlike other commodity theories 

i/ wbicli'&pply the principles of commodity valuation to money, bul
'0' lionism applies these laws to the m~. And of course metal-

lism is antithetical to noIninalism in treating money in any 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 

Ofvalue from the precious metals, either by actually being redeemable 
lIor _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 ia Germany 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 liInits his doctrine to the modem 
capitalistic order; Hildebrand is at once a chartalist and a metallist; 
both Mill and Stepbinger aspire to a synthesis of the noIninalist and 
commodity viewpoints; and Hil£erding surrenders his bullionism 
completely when he comes to fiat money. These aberrations tend to 
confirm the evidence of small numbers that doctrinaire metallism is a 

,. positi2.~~L.di§..cult to maintain. ~thaveiY, 
few~~~OJIllsts a.9Il with ~!;ilillsts. -

I. METALLlSIl WITK ORTHODOX EcoNoMISTS 

Although Professor Karl Diehl is commonly regarded as the stock 
representative of the metallis~e.1 he is noteworthy chiefly as 

• a. Friedrich Bendian. Des 1.~ (Stuttprt, 1917). pp. I~; Rudolf 
DaIbo ... Dit~"~(Stuttprt,l9r6).pp.43-4S;M.Icbio<~"Der 
Stnit .... die Staatlicho Theorie desGeldea, N S""-JIri. 45. P. 657; Emst W .......... 
.... u--. GtUWn (BerIiD., 1913>. p. .a. 
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~
an in" transigeant sUPpo,rter, ,of the g,Ol,d st,andard. Or he,may be said 
to have formulated a fheory of good money, rather than oLJponey 
&!!.nerally. Chartarisrs iii:iifnommalists, he says, ;oUId rerogni~ all 
sorts of money, but the metaIIist. pref~s 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 I 
money ex origine has never existed, and the supposed instances of a 

v "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- I 

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 full 
value in goods. These measures secure only a nominal constancy of 

\ value, however, and the real value rests solely on animplied promise 
pf the state not !o in~iip~y .E:~tes indefini~ely,« }f ~eople ~irust 

:, paper money a gold agIO will appear and pnces will nse despIte any\ 
.. ~g the, state" can do. To!? prevent mistrust, of the m, oney sub,Stitutes1 

~ and keep th~i: issue within IimifS, a go!? ~ll.sis.J.s !lbsolllteIy ne~fsary 
n a competitive order.' 

("'"tn his'rec~nt four-volume opus, The Theory oj Nationa~ Ec~!, 
I." however, DIehl goes 50 far as to concede that Knapp IS nght m 

\r; ~' I maintaining the state as the origin pf money against NussbaUIJl's 
\. <Ii 1 ",?gu~ concept" of mere.!rade_.~ de~~tive,e and. ~hat in a 

) ~ purely monetary economy moneYJita:qglllA.ru.rec::t..oppostli.oa.tQ.AL 
.. ' D 'commoditIes! But despite certain reservations, its "inner exchange} 

value'; depends on the oost of Production of the precious metals,.!!ld 
the necessity of substance value fOf .. money in a competitive or<!e!js 
re&1tirmed;S;- ~ -- --- -----

'. 
1 Karl Diehl, *'Wagemanna' Allgemeine Geldlehre,'" We"- Are". 21, pp. 2-3. 
• Ibid., p. 7-8. 
I Ithm. Ober Frog ... des Goldwuens find w Val""Hl1iJIr<nd th. K';', .. "nd _II th. 

K';',. crena. 1918). pp. 72-73. A similar belief is e",n:8IIed by the metallist G. H. 
Kimmen:I in Geld: Ei ... g."""'''' Sltuli< (Berlin. 1921). pp. 35-"40. 

• tJber Praters des Geldwesen.s, th. vi, sec. I; ide"" "UD8er Geldwesen nach clem 
Kriege." Jlrb.filr N. EJoS. 107. pp. 721 fI. 

I Ober Frog ... des Gold ..... "'. p. 9; itkm. "BeDdiftDS 'WlihruDgspolitik,·" B ..... 
• em 16, pp. 6-13, sec. 3~ 

I Itkm, Tlres",Iis"" NaWM]olmsomio, m crena. 1927), 260-262. 
, Ibid., p .• 67. 
I Ibid., pp. 268-278. 
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One of the first persons to rally to tJvl- defense. of metallism, so

severely attacked by Knapp, was Profess~r,Walter Lotz'of Munich. 
For him money cannot be a co claim" bSfli*:e, lI,S HeIJertch said, !!tat 

l\
word ,~lies.",Dillii"i to spe~J:<!!!ps, w ereas moneL carries unC:iff
ferentiate'iI purchasin&J2P~er.l Lotz betrays no sympath.x~.th.Jh,e
noiDihay~ea::th.if in the modem-economyJ!io!i£y is ~valuated, 
quaiititatively rather than qualitatively, 1. e. that it passes chiefly' 
b~~tg~ht.1 

\ 

Only something which as a bearer of use value and ""change valu~ can be 
a measure of value. . •. Go, ld, and not the nominal unit of value is today the • 
national vRIue measure .••• We remain metsllists in the cases of metallic freely .. 
coined standards, and we refrain from so deDning money that, for the sake of • 
abnormal cases we have to characterize the normal cases q~te inad!'CIuately.· 

Knapp errs in believing that the readiness of the state to accept its. 
notes at face value accounts for their ability to circulate; mlmey 
circulates only because of its commodity value, and eveir'Wi"Ui a 
pape1"'!faiiaa.rd;thepieaouSiiietaT1iiiS not been, displaced as the 
Illtimate measure of value.' Indeed, Lotz not only approves of a. 
similar doctrine with Laughlin, but alsb belie~ ~th him that the 
value of fiat money varies directly YAt;!l_ tJ.1~.PI'2Sp~,cts of ultixJ:!.a!£ and 
definitlfTeaemption::'""LOtz "id1ieres to a notion of some sort of immi .... 
nent"'m"'l'bsOrute value of moQS,Y as distinguished f/:Om pu\-chasmg, . - .- ~-.- - --.--.--... 
pow~. 

-""A peculiar crossing of breeds appears with Richard Hil~d; 
who main~s that full tpeig~ beiongsJ<ttjle.,!Sry ~_<!.n~, but~ 
that the sta~ can d~signate ~'lVE-at~VS!' i'!il-weight $9~Jt wishes_a!:!, 
standar<\ 1D0n.e)CLike other metallists, Hildebrand discovers the . 

> 
o~ of money in coinage, and reduCes the unit of computation to a. 
mereweight unit.' Unlike the other metallists, he will adinit the 
existS!,lce of money onlywith sIaM t:'Qinl'ogS, and he ~ so far in his 
insistence uPon the"chara:i:teriStiCof full weight as to deny that coins. • 

• 
, Walter Lota, DGr P.~W (Berlin, 1920). p. 13. note ;," G. F.ltn_"eue Geld-

th.ori .... Sdoo. JIri. 30. P. UIS. 

• Sdoo. J .... lO, p ... 08. 
• IlH4., pp. 11181 US111141~ " 
• a. Wagem&DIl • .1." __ GtI4ldN, ltfeIriDg to Lota's utic\e "Geld." in the 

W".."",.. .. y~ pp. 99O"Wl. ' 
• Sdoo. JIri. lo, pp. "lO, 1139· 
• a. s. P. AltmaDn. "Zur d.utlChen GeldleIue de. XIX JahrInmd.rts" in DW 
~ ........... Y~1dn .., XIX J........", Palp60 /fir 
S......u .. (Leipoig, l908), ...... I, ...,. 6, pp. a8, so. , 

• Rk:Iwd Hild.brand, 0 ... w_ .. Gcw..'O ..... 2914>. pp. 10, 1.5. 
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I 
falling below least current weight are any longer money.l SI!hsidW'y 
c~~, of course, be ~ermed money, sj!l:~jlDwes.it&ability 
to function as a means of payment ~Zahlungsmittet) sole~ 
bemgkgal tenOe"r up to'iIeitain amount.' In the case of redeemable 
bank notes the kiilsliip with money becomes even more remote; they 
are not even Zahlungsmittel, 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 clainls "upon a certain amount by weight of minted metal." • 
.- Fullness of ~~.K~~nd not fullness of valy~js what dis~hes 

p ~ r~al""iii.~9 fro~ _m~n.euub%tilutes, ~Hil~rand; and since 
,f-e'fJery com lias a higher value than its btillion 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 difference 
in principl~11-e.t"\'Veel!~o!leys with free and those ~lim1fejfCQin
~g.e:r-Consequent1y when thesta"te-defules-the monetary unit by 
proclaiming the necessary minimum weight of a certain kind of coin 
and endowing it with legal tender power, the st_~t!:._makes it the 
monetary standard. In the case of France, i'Or"'example, silver has 
been The starldard 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 bimetalIic 
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 muclt 
gold, and it will only become standard in France when the franc is 
similarly redefined.6 

Richard Kerscltagl says of Hildebrand's doctrine that Knapp's 
state theory" represents in comparison an almost economic theory 
of money." r In a bimetalIic 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 

• Ibid., pp ....... 3. • Ibid., pp. 26-27. 
I Ibid., p. 45. • Ibid., p. 40. 
• Ibid., pp. 33-34. 
• Ibid., pp. '9-39. Hildebrand's book was published in '9'4. 
, uVberblick Uber das Schrifttum des GeldwegeDS von 1914 bis 1920." Zucll./lir 

Volm. _ Sorialp. N. F., ',p. 127. 
I Even upon this he is mistaken, since the French coinage act of ,503, although it 

named only silver explicitly, contained no provision which would preclude the we of 
gold in liquidating obligations. Cf. H. P. Willis,..t HiMry of 'ilelAlm AI otIdtIry UIriDfI 
(Chicago, 190'), p. 8, and W. A. Shaw, Hislory of C""'''''lI (London, '895), 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 fact did not come until 1816. 
~r Qutdoing the cbartaJi.~ts in the matter of legal definitiOJl,\' 

Hil ebrand inconsistently fties to the opposite extreme by J.iJW1ing 
the idea of money to fUll-weIght coj,ns. The error here is not so much 
tEeetiiiiiiiation of ninety per cent of the media which determine 
prices, as the purely captious mterpretation of what constitutes full 
weight. It means only that the coin contains no less metal than its 
legal definition requires, not that the bullion content equals face 
value. On the basis of such a definition, Hildebrand can maintain 
that the limited coinage silver in France aftlll" 1873 is as much fuU 
weigh' as the freely coined gold; and that, by the phrasing ofihe 
coinage law of 1803, silver is the standard money I 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" administrative practice," and secondly by abusing the 'l,.... 
notion of full weight. The theory embodies both chartalist and ' 
metallist elements only by virtue of a misconstruction ol~a~. ,'/ 

Another member of the German metallist group is Professor 
Bruno Moll of the University of Leipzig, whose Die lAgik des 7:ilJes 
p~e opposing theories of the nature of money in terms of a 
Kantian antinomy. ". An.-!ntr.m~.Yal!lel~ money cannot cir
culat~!!l~; and ·~trinslcally valueleSS' 
money must circulate endlessll!'~santhe antjffiPmF::--'Thls oon':-'" 
tradiction between the metallist the&s and the nominalist antithesis 
gives rise to what Moll calls the "problem"tlf the end" which he 
hopes to solve by his own synthesizing theory. 

The nominalist ot£l~!llJheery really does not answer the "prob
lem olllie end ,) for its represents money. circulating endlessly with 
no fin&! se!t,1ementbu~ ~lllLliiiiiiliiiite senes of quasi-redemptions in 
t1ie-~ds ana'Services it bUI!!-- ilien~J:'9lhirorysa"tisf~£~~· 
spoken ofDy ~.ipp. But acco~, "the certainty of the ., 
indiviauiir oI1ieing able' to pass on money rests finally on confidence -l IN LoriA .w GdcIu, and ed. (Munich, 1921), p. 17. In the Kantian metapb,yaic on 
.... tin~ "'prooenls two alternative propooitiont contradictiDg one .... other .... d yet 
involving no locica1 fallacy. Cf.ll. M. WenJey,lC...,...., .. p~--. 
(Edinbuqb, 1910), p. 103 1£. 
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- conscious, haIf-CClII,scioUS-Of. quite- unconscious - that the final 
possessoroCthe--~oney, who could not pass it further, 'Will receive 
something of value." 1 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 the 
logical catin& stands'metallic money or metal with the possibility of a 
direct satisfaction for the possessor." 2 Metallists err, however, in 
holding that the concept of money demands a quantum of precious 
metalS', beqtuse other economic goods or even services could serve 
for ultimate redemption." 

, • The metallists will have to revise their orthodox belief, 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 prohlem of the end leads to a reconciliation of nominalism and metal-

Iism.' 

\ . This resort to metaphysicS with Moll is pure mysticism but little 
fb'ort of ludicrous. As Palyi observes, the thesis contains only the 
Iniliary truth that po 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 pret~nded synthesis, Moll 
arrays himself with the D!etallists, 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 

v' would rely upon what he calls "an unconscious confidence" in ulti
mate redemption I This is bullionism at its worst. As Greidanus 
trenchantly observes with respect to Moll's "ul~te satisfaction," 
HThe history of the Last five thousand years gives me the tirtn and ,. 

111M., p. 62. 
• 11M., pp. 33""34. Cf. also MoD'. Die modencm G.ltIJ~ un4 die PD/iIi! tin 

Reklubau (Stuttgart, 1917), pp. 24--27. 
• Lori/l, p. 43; MDIkrtte Ge/dlM.twim, p', 25. 
, Logii, p. 96. • • 
I Melchior Palyi, "Molls cLogik deB GeIdel,'" A,.,1m 42, p. 984. 
• Rudolf Dalberg, Die Enalr_ du Geldu, md ed. (Stuttgart, 19.6), pp. 43-45; 

Herbert D5ring, Die GeltlJlturierJ leU K""pt, ~Dd ed. (Greifswald, 19")' p. 32; L. 
Albert Hahn, "Von der Krieg&- zur Friedenswllmmg," A"· ... , &,IJtJsv""lIeft 14, p. 
18; Robert Liefmann, Geld un4 Gold (Stuttgart, 1916), th. Y, .. c. 3; and Melchior Paly;, 
"Der Streit um die StaatIiche Theon. de. Golde.," Su... JIrb. 4$, p. 657, note. 
~ . 
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deliberate conviction that the money that I readily accept today will 
one day be valueless." 1 The'tendenCy of "bad" :Qloney to persist in 
circulation, particularly puring 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 Step:~~ professor in 
the DeldsCM TechniscM Hochschule at Brunn. s Wert und Geld< 
also represents an attempt at efI«~_C;.!:l!!\tirit a....compronilie betwe~,!i 
nominalism and metaIfism, an attempt whicli results again only in a 
;ery-extreme 'sort'" of"me18.llism. Like Moll's Logik des Geldes, this 
treatise is shot through with incomprehensi!>I.!O_JIl~ticism. What, for 
example, 'Slioiild -one -unilerstlind- fromthe following passage? "As 
object and subject, only when taken together, give ris(j to a theory of 
money, so society and 'stuff', only when'taken ttgether, result in 
money .•• the common product of '~tu.1l' and actuality.'" The 
chartal doctrine, Stephinger believes, etr~ iD. thinking legal tender, 
power necessary to the very existence of money, but it ,l'ightly 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 ../ 
OD the indispensabilitY;Qf some commodity or other (irgend ein Stojf) ) 
as the ultimate standard. As a matter of fact, money consists in a 
stuff wbich 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 Stwhing& to three 
practical conclusions. In the ~ pla~ce, "If money 15 to be genuine, 1 
stui-and cettifiea.'te must coind'de." • ndly, the <l-egree of coina- 'L 
dence of stuff and certificate also i,ndi tes the degree of "goodness .. 
of the money.' In this connection Stephinger attempts to use the 
marginal utility analysis to show a direct relation between -sUe of 
redemption reserves and '\he 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 nQms are fungible, 
.:,The value of all the moneys in a system sinks t9'~at of the cheap-
est covering or of the cheapest money stuff." '.As a third deduction, 3, 
Stephinger believes thA a paper standard is impossible.- The mere 

1 Tjudlll Greiclan .... T. V_" 11_ (LondOll, 1\132), p. 88-
• w ... """ Gtw (TUbinaeD. 1918), p. 169. • 
• 1 .... P. If a. • 1 .... Po 192. 
• 1 .... P. 1940 • 1 .... Po In. 
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catalog of these cardinal points in Stephinger'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 Eu!~~~, both of whom repres~Uhe. VfeWiidPpte!IJ>y 
StS?Q:iiigc:r iIiat. the yalue oj paper.!I!()!!eLY~.u!!rectly wi!1Uhe 
size of reserves for actual or eventual r~on. Braun demanded 
a reauction in tlie outstancliD.g ciirufation 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 "tb&.. 
higher the gold reserves are. just llIUllIIchJ>£tter is the qllaIityJlf-2!!!.. 
nores.Hz 

-tlrpositive results the outcome of t~e~g~sis a!!n~n,. 
\ ,Doubtless they ~erci~~iiJt.ifir~~~y~ce ~~ains!..~~Lxtre~ts 

Jamong the nODllmilists as Liefmann ananlS ronower~ wno-aitlT
gl!ther deny "value" to money and who, by idenill-yfug money with 
the abstract unit of account, disregard entirely the influence of com
modity content upon the scarcity and hence the purchasing power of 

.. ~oney. MetaIIism also counteracts the extreme sort of chartaIism 
" which implies tltat 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 metaIlists shed very little light'. The 
hypothesis advanced by Stephinger, Braun, and Eulenburg, tltat 

'III' ) irredeemable money paper takes its value from the relative size of 
the - inaccessible - gold reserves cannot be supported by the 
facts. After 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 19l2; 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.· There seems to be no reason for supposing tltat 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 tum 
in the chapter on the inflation literature - pertains to probability 
of redemption and its connection with priCe levels under a paper 
regime. 

1 WiedereinfaMung tIn Goltlwitl",mg (Berlin: 1920), p. '4. 
• Das Geltl im Kneg. "lid Deulschlands jina".ie/Ie RfUlunl (Leipzig, 1915), pp. 26-'7. 
• Die Reic/Jsbank, 19o1-I!)2S (Berlin, 1926), Pt. J, pp. ~; Pt. II, p. 35. 
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~
Diebl's championing of gold-cost-of-production explanation of 

rices seems today fairly outmoded. Some tendency for a mutual 
adjustment of marginal cost of production and value of gold cer
tairiiy exists; but even Cassel, who correlates 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 Birck. when he 
says: -

The contention that the cost of production of gold determines its value is t 
quite 88 wrong 88 is the statement that it is the value of gold 88 a good which 
determines its market value, i. e. its purchasing power. The in1luence of both 
factors is only indirect, inasmuch 88 they may have in1luence upon the ezi!lting 
supply of gold, and through this again upon the supply of money, the .total of. ., 
which, in relation to the demands of the tumover, will again decide the level of 
prices.1 

II. THE SOCIALIST DoCTRINE 

The admission on the part of 'several commodity theorists that a 
pure sigo money would be possible under socialism2 might lead one to 
expect a nominalist theory 'Of money with socialist writers. But 
actually they have adhered trsditionally to metallism, a fact which 
warrants inclusion in me present Chapter of the most eminent nec
Marxian monetary theorist, despite his lack. of conformity to the 
traattiett- hi eet'tldli re'Spects. Rudolph Hilierding, minister of 
finance in the first Stressemann cabinet in 1923,iii'eSents an Waus- ' 
tive elaborstion of the socialistic theory in Das FinafJskapilal. 

All true exchan~ values are determined by the relative amoun~ 
of sOciallyii~abOF1iine1hV01vea m melr piOductioo,S/lYS 
lIiIferamg:r1ii the presentelmlomic Mitt, liowever, the conditions 
fol.'"Jlftlductive e1Iiciency are quite unequal between individuals be
cause of the expropriation of one part of society by another; and in 
consequence actual ~~~~~()~der competition represent, not 
an eql1~!iOll.()~u';S, bU~L~~Y m ~fSTI~Ucti01!:. 
BOOi.use caPital IS 11le decISIve matter, labor no longer equ&lS1&liOr 
~rn.IUl&e;;-;OU~1Ll! a_~!ain ~untjf_~pn~ 
the same rste. --_ .. -

• taurUs V. Birdt, rr.. r....., of Jlar,- Vol_ (London, 19")' p. I"". 
• Cf. Ludwia M ..... r .... <lor Gcldo$ ....... UWIl<wj"""', Illd .... (MWlidr, 

1904), pp. .S .... $4; Diehl. P. 91, abo ... ; and Geoq a_r, 1M lAIIn _ W_ <lor 
G-. Mdo IC_" ..... ~ (GIessen, 19.5>, P. 48-

• DaoF~ (V_1917), pp. M. 
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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. "f "G~Igjs not money by nature but only in consequence of a definite 
i social structure; but money is by nature gold." 2 Far from originat

ing money, the state only sanctions what is already a fait (J(;comPli; 
and coi.J!age merely certifies ,the weight of pieces, so that paYmel!!J§ 
te~1n~J~y_simplified from weighing to counting. -- --' 

Since the valUeSofgoodS'a.nd or-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: "thatthe quantity of circulating me
dium is determined by the price suln 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."1 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 or 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, ~.state 
may supplant gold. with paper money possessing ,Q>l!lpuIsor.Ylegai 
tender power;" without causing any depreciatiQn; indeed suc.h a ,sub
stitutioQ.,is both eConomical and reasoIl!lple.' But there must IieiL 
concurrent' circulation of" gold, or at least the possibility of an in-

" and-out-fiow 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 Ibid., p. 12. • 1bi1l., p. 13. 
o Ibid., pp. 15-16. • Ibid., p. 45. 
I Ibid., pp. 17-18, p. 46, note. • Ibid., p. 46. 
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In connection with pure paper and limited coinage metallic stand~ 
i.' ards, Hilferding makes an entirely different use of socially p.ecessary 

circulation value. For freely coined gold it determines 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> I 
seems to Hilferding an unnecessary indirection: these m~ 
th;1!:.valull5-£t:om,g<loliulirect.)y, that is to say, direct!IJrom-the 
socially necessary circulation value. As the histories 01 Austria, the' 
Na1ferlands~anarndiadem~rate, 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, banlu!:!9.~Y1ake&lts-va1u.Jrom ggW 
and "cannot be d.el!~ty (as inconvertible state 
paper) b~lil~gh .!!:..Q.r.1:.ilJtPOlYD, pf mnvertjbjJjty." a 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 !Qgve thiuninimum," q~
'jUsyng it~ automv.ticaIly.to..n.eed.· 

Since the socialist takes labor as the sole 501It:l'e of J1!!ue, to be con- / 
sistent he must explain th'S-Va.lue of money on the basis of socially V 
necessary labor costs in producing gold. The refutation of the labor 
cost theory, which need not be reviewed here, has carried with it the ..J 
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 appe~_tbl\t because of the small amount of annual gold 
producti~trvely to stock, quanti~~her than msts of 
prodlll;Yo.Iu1etermin,s: its valne 'hilS fact disposes not only of the 
laliiir cost theory of price levels (even if it were valid elsewhere), and ." 
the Marxian belief that the quantity of circulating gold depends on 
its value instead of the converse,' but also the preposterous idea of a 

1 lbi4.. p. 19. • IML. pp. _ 
• IML. p. 51. • IML. pp. so. S4-
• !tad. Muz, C.,." tr. by M ....... lAd AftiiDg (Londcm, 1887),1, 97""99-
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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 gold! 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 e~ch commodity sepa-

V rately, and hence of all commodities in the aggregate, must not be 
affected by mere quantities 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 automatically 
secure the equation of qu;:ntity orCiri:Ula,tilig:jQIgjQ]b.en~of 
tiiide:JUia"&'l"flie-gamut of errorruns-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, 
Hilferding takes a step in the right direction, but it involves him in 
serious inconsistencies and does not house well with the dogmatic 
meta1Iism 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 Marxian. Monetary Theory,' 
Hilferding'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 itself than does Hilferding's 
short circuiting of causation to goods directly. But even for free 
standards Hilferding's innovation does not result in a quantity 
theory pure and simple. While explicitly making these monlD's 
"wholly independent of the value of gold," and while putting for
ward a principle coincident with the formula M = r;, he continu
ally adheres to the old concept of a socially necessary circulation 
value. Free standards depreciate or appreciate according as the 
quantity of pieces rises above or falls below this norm as something 
already given.' 

I Herbert Bloch, Die JldI'SSdM Geldllleorie Oena, 1926), pp. 107, III, 11+ 
• CotiW. '. p. 'Q4. • P;"""'kotiW. pp. 13-'9' 
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Aside from these @lidcu~es are others scarcely less significant. 
Hilf~ apparently a ()p. s the vie~int of the third volume of 
Das apital that com~~~rices cli~e.E0m the "true" values. 
established by reTa-five labor tinie,is described mvorUiii.eOne:t""iUld 
y~ e~iili!ill~-;liew~~e-m'"(j~eri~ita~~V 
values because Qjjts emb'Oai:eiflabor time. Hilferding falters upon 
the concept of velocityorafCiiTauon: sometimes it appears as IIll> 

indepen'Oeiif"Qetermmant of Ie 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 metallist 
doctrine has 2ained nothing by the adherence of socialists:r-:-

___ -:.:,.:..::t. ~~ 

I Cf. Manden Bober'. ozceI)ent treatise. Karl Mon'.lnkrlr""'w.. of Elk,.", (Cam-
bridge. M ...... chu .. tts, '927), p. no. 

• F1 ...... ka'ilal. p. '5. 
I For comments on other socialist writers in Germany, consult Bloch, 01. ciI.,Ia.snm, 

and D6rios, .,. cil., pp. 47'-57. H •. LangeIUtlr.e's T_c/tballk uII4 Sc/rwtnulgei4 ah W., __ 
• .., ..... ,...,. WwckaJ' Uena. ,g.8), p",sents summaries and criticisms of ",oont.. 
socialist schemes for a "disappearios money" and the like. 
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~HAPTER VII . 

V' 
CONCLUSIONS AS TO THE NATURE OF MONEY 

~ ITS VALUE • 

WHAT is money? Notwithst;mding the Socratic flavor of Walker's 
dictum "Money is that money does," 1 it indicates how the question 
must be answered: What fJm.c9ons as money, is money. But what 
are the functions of molleJ'? Fortunafely 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 bow few it must,peri 0 

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 me~~~f_ex~~e, O~~&.!al~es in.pl~e 
and time, of hoardink- stonng value!!. providin&-Jj.gl!)!lst CWl@
genoes,of l;;ding,-tran~ferring capibJI, ofpailD~ebtsl!nd taxe.s, 
~All these""canoe lir()ught under some such neutral phrase as 

I) lem~JiEg~~,!C!,-~e~g,_op~o~s, ~ mediating ~x~~e.· ·By 
stressmg temporal sequence agam, 'one may" disIiilgwsh between the 
measure of val!les and the standard of <l,ebts oJ: deferwipa)'Wents, 
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
~ . .YIealth, an~ ~_fonn;-regardless of whether these represent 
peculiarly monetary functions or not. The supposed function of 
money as a re~or,uedit has significance technically, bilt dis
appears in a general theory of the genus money. Finally money as a 
medium for intematiQ!!al"p'~ents is an instance of transferring 

dlUe -----vue. 
&:. , . On the other hand commodity theorists, by describing money as 

l • merely the most widely accepted mediUm of exch,ange, deprive it of 
. J distinctiveness as the urutoCv31ue;. and'idealistic nominalists, by l.{ _.-
l 1 F. A. Walker, AI...", Trade'/J"ilrullMfry (Ne .. York, .878), p. •• , 

• PenonalJy I should prefer B. M..AndenJOo'. phrase "bearer of OptiODB"" the 
most neutral expression; but "medium of exchange" has the advantage of common 
acceptaDce, and if ...,·thiDJt of exchaDge as covering the mere eocbaDge of owoenbip of 
DIOoey, it doe. oot iPvalve tho idea of a pill 1'- fIM/, which would limit its generality. 
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describing money as merely the abstract unit of value, deprive it 0; / .r,~" 
physical embodiment and scarcity. We arrive, therefore, at the con- \,1 ,r If 
cept of the materialistic nominalists who ittsist on the necessity of \ l..~:::l 
both elements.1 Theqefinition of money as exCIitige media circulat- \ ' 
ing"lt"i:"par or D.ominal value has the advantage of embodying the 
two irreducible functions,· and departing but little from common 
usage. When money 1s described as ex~ange media passing in' 
trade generally, or possessing gener:J 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 tnie that "the 
unit of money is all money," a 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." , -

<\r . The Ge~ent from its inception wtth Kn,. 
Y/and t1iiO\ighout a)l its variants has P30rmed the signal seIVlce of 
I' guarant~i!lg.!he~ptual uniqu~of l!l.2ney, and this particu-

lar outcome is bemglakeri up into the body of English monetary 
theory. Robertson's adherence to the idea appears in the passage J 

just quoted; Lehle!dt says that "MQnet is essen!i~y~'~easl!re and 
therefo~i!lwlJl~ concept of a .llQlU'; • :tIawtfeyeipresses t1ie~ 
sametli:lief;' and ~eynes~ph'iStiiS tile fact that "M2~rQPer 

I \in the full sc:n_~!I9_~s1 ol)ly.in.rn~tion to a Money-of-AcCOUl!t.'" 

I GOOds and Iponey are not the same thing; the dichotomy arises from 
the measure of value. , The practical signifieance of this bit of meta
physics lies in its affording an objective criterion for separating the 
universe of valuable things into those helonging 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. PI'- 44-58. abo.... •• 
• CI •• amonpt othe ... Siegfried Budge, Gnao4atico ................ N......,.,..,..". 

0...., 19'5>'P. 50, and F. M. '1\yIOI.C .. jOIfn ... JI-, (ADnAtbor.Michi&an.I9Q6). -
p. _ The only persons I have-encounwed who atllempt to teduce the functions of

, elldwlge medium and value measwe to one &Ie HeUkrich (d. pp.-6o, 60, above) and 
the Japan ... Jtiicbito Soda, G.W ... w", (TllbiDaen. 1909). ell. ~ t It 

• Alsander Del Mar, n. S ..... ., JI..., (N .... Yod:, '896). p."99-
• D. H. Robertsoll. JI-. aded. (No"YorI<, 11019). I'- to • 
• R. A. Lebfeldt. JI-, (London. '906), I'- 8. , .. 
, R.. G. Hewtrey, c--, ... CNIIiI, srd ed. ~ '930). Po S-
• J. M. Keynes, A 1'NoIUo ... JI_ (N .... Yod:, 1930), r. ".. • " , 

, ' 
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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 tlJIr
chasing power, can be relegated to the liinbo of historical curiosities; 

'. and a second idea, peculiar to Kaulla, that the state's acceptance of 
, \ )money at face value gives it a c~xchange value, can be rejected 

as scarcely less fantashqil. Knapp and his followers, Singer, Ben
, - ) dixen, Dalberg, ~ter, mamtain the third or cha[tal tbegrem 
'" tliir'money owes its existence to the state. Although less easy to 

substmfiiife from the histonca:I angIe, this proposition holds good as 
'a generalization today, if the necessary qualifications are not neg
lected. Custom and not formal political action accounts for the 

Vmoney of cOntemporarY primitive peoE,les. Even in capitalistic so
cieties the public chooses its own standard when the state leaves the 
definition ambiguous, as under 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. Q:dinariIy, ,.however, the state; 
dominates the scene. ' 
-Sti;a;ngely eno'ugh, the next of kin to the charta! theorists are not 

'German writers but those En.&.~ ,ec:9A.QD1ists 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, th,.ey!1evertheless make_the,di.s-
,t 0 c!Jar,ging.Q!.debti. the factor which co~.trolsthe.Hnit. gf .value. ~-

r ey'shows the influence of chartalism in ~ng: 
l \'f To treat the money of account as the unit for the calculation of prius is to do 

it less than justice. It is primarily the umt for the «Iadation of dd!1!, and its -
use in the calculation of prices merely follows from the fact that the quotation of 
a price is a proposal for the creation of a debt. • .• Mo~ is the means estal>- ..
lisbed by law (or custom) for the pa~..!.<>!.@9~.· 

Robertson and Lehfeldt S without dwelling on the subject as much 
, as Hawtrey, acceprfbis id~, and~s se~_cline in this 

(]\ direction despite hlsiiieiltion of prices 3.l!.d pur~.IDg~ong 
,lVlth debts.' This view makeSan aavance over Knapp in admitting 
that custom' may _~tnplement or supplant ,the_Jitat~J!!,.cr.~ating 
m~, b~Sl' ~,nfuses the origin of money witb its functionl' 

• 0,. <iI., p. 212. (Italics his.) 
• Robertson, 01. cU., p. 4; Lehfeldt, tI,. ,iI" pp. 8, 100. 

I 01. ""J I, 1-2. 



CONCLUSIONS 107 
ClU!s~rves""a _distorted view~f the functions. No doubt money is 
contro e(1'l)y-what1:lie state makes It;.a:af tender or custom a valid. 
tender, but the origin of an jnstitution does not give its definition. 
On the other hand, to regard the payment of debts as the function o:r\ "t. 
money is awkward and artificial. Bendixen humorously remarks, \' 
"Whetl Knapp buys an apple, he tak~fennig out of his purst; 
and says, 'This piece has a validity of ten pfennig, and since the 
vegetable woman demand~ ten pfennig, I'll pay my debt with it.' 
What soulless business I " 1 To put cash transactions, the use IlL 
money in unspent balances, in one-sided transfers involving DO quid 
~ and te like. mto the debt solution category is Procrustean.· 

The fifth t eory of the relation of the state lo money does not 
make the""CoiiCept of debt payment pivotal. It admits that the Kr) 
money of debts mnt!Q!.s the unit of accoupt, that ih this way the (.;J.-

~
state or mass psychology creates P1QnQ'. On its abstract side money] 
is the measure of all values, not merelJl' of debl;.sj on its physicaTsiae, 

I m~eiAj5 Qf1Iam;fu;'rin~es, whether for an ecpnomiq 
eqwvalent or not, whether payment is immediate or postponed; 
This theory correctly separates the ideas of the origin of money from 
its liinctlons and identifies money" by its twOiD.dispenSaore-Char
a~. In..Germany tbis lbeory is represented hf Among, Cas
~l, Hahn, Nussbaum, Schum~and Wa~Wann, as'we have 
seen, amt15Y N~d ROsCh, yet to be considered.' I~~" ~ 
significance is thn:Sfgld. In th¥t place it offers the economist a \' ) 
conception of mone~ as the basis_of the s..!Uire price structure in place: (fA _ 
of a mere debnni'i"t; a:nd~}tle vehicle gf value in .,the'wbole iiW'b- . 
a"iiism of production arjddistribution in {?lace of a medium limited" 
to csintracts. To the laytnan it affords a precise formulation orthe (J) 
idea of money which he probably' already holds. To the monetary 
ailtliorlty orthodox IiOminIillSDi-gives, besides the criterion of what 
co.ns~t~ m?ner., a th~ry of the relation o~ the state ~ _th~!..in( (' ) 
Stit~ mdica~ the~~_l[::"and miDi'!'alJ)9@ganes 01 cur-

renT~:!t significance of the "metaphysical" discussions, how-
ever, does not lie in definition or in delineation of the r&e of political 

1 Friedrich Bendizen, Dw w ..... u. c.u.., 4th ed. (MUDidI, 1906), P. SI, DOIa. 
• B. Y. And ........ T_ VIII .. " JI-, (New York, 1917), p. 434, note. 
• Cf. pp. 44-S40 s6-ss. abo"". Bona Neisoer, IJ. T_ .. c.u.. cr ..... 

1915), pp. 4Ch!7i C&rI Rosch, /{~ ... W~ cr ..... 1917), 
P. I~. 
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~
. \,/ authority, but in the value problem. (This problem resolves itself 

'\ , ,/" into two portions, the senses in whicli money has. value, and the 
~ / fashion after which the' value dete~ation process works) }.:IQney 

/ has value in four important senses: ~urc)1asing lX?wer, significance 
as the }I~31ili 'or 1i!.ci:l~e~ fheJitility to the economic individ
ual of, money ieserveJ, and th~ility or the' monetaiy mechanism t.o 
SOCiety. Itois 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. 

I) PULchasing,po~er, 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. Whilethe 
. commonest usage designates this as the value of money, it is in a se9se 
n!'ta-"~\l~J!.t.allbutApricc: - thu>ri~_ot~oney ;go~~s:OIn 
order to command· a certain amount of purchasing power, the in
dividual must deliver an equal purc;hasing power in marketable goods 
or servJces. In·this sense the v~of)nO)ley is uniform to all parties 
uROn-.!hJUIIarket. ' 

Contrasting sharply ,with this is the subje~ve sign,ifi_C!ng: .QLa 
'f. \ V!l1~Qlleyinc:om~_or wealth, depen_di!lgr~iiSiD.agnitud~ ,with 
,/ ea~ perSOn.!Ip<>n ,three, yari,ables: ~variety and intensity of his 

wants, th~ze of his money income or wealth in money terms, and 
,)he pricespf what he buys. HereJ.he quid ~quo,is.IlOD'IIaJJy saqi-

'Q fi_c~: marginal disupIity purchases marginal u~ty. Whether meas
ured by psychic income or by the pain cost of earoing, 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 Ii 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, since monel figures in this 
connection only in the abstract function of measuring value. 

A third value lies in th,!U!.tility of sto~ o~el!!and.de-
(')) ~~ held by individuals...in order toemp!oy _money in function -

buy!ng cOnsUmers' goods, m~g Iq~s and invc:sting; re}>aying 
aebJs, 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 

• Here again it might he possible to extend the list of val .... in the same way .. func
tion. have heen multiplied; but #1'- Jllcu.ri/oIetro mUG """ -Uipli<aItd<J """" 

J Figuratively but not literally, since th. real If'id", unit is always money. 
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outlay proceeded wit,b clocklike regularity they could only coin9de 
perfectly in a world where people "lay waste their powers" by de
wting.all their time to "gett?ng and spending," i. e. where pa.yment 
proceeded continuously and by infinitesimeJs. Whatever the purpose .;' 

• to which money may eventuWy be put, more or less of it must be held v 
inrea.diness. The Bowof utilities from the un~d~d money balance' 
appears to the producer iJl<ll'rectly as a plus in quantity. of product y 

ascribable to his possessip.g a perfectly liquid asset and to the cob:; . 
sumer directly as a plus in satisfactions in the form of convenience 

. and immunity from surprise. ThiS plus forms a 9istinctive utility 
Bow f~p.~y asids!.rom purch~~1)y].e _:~ ~ 
facrtl!l!t!oldin~!!!!.spent ~~_E1!.olve~th~foregoing of an ~ _ 
equal amouifOfconsumptive ~dJture or interest bearing invest:: 
ment. Since this implicit cost exceeds the productive activity by 
WliiCh the purchasing power was originally earned, the individual 
DlIlst be receiving something more . .It i!f legitimate to express this . 
uni<lue !Blue all a capital~um; that is, t<!.lll.v1<k~t.l1.e53.lu~or the 
monetary -sernC'eoy the interest rtt«;. because interest actually 
measures the niagDitude of the sem-ce; and .because caUsatiOll actu-
ally proceeds here f.rom· s1!rvice or productivity to capital value. 
But the quantitative result of capitalizing the unspent margin is 
simply p~asing power. To preserve the undeniably separate 
character of thewTue-ofmonetary senia.s, I therefore pJffer to en--
visage this third type, a peculiarly mon,etary "value, as a Bow of 
utility equal to interest rather than as a principal sum. 

J I A To society money has a foUrth value, conceptually distinct from 
jy.e three already enumerated - the .§Q9~a,Uignif!~~oney II:S 

an instrument of production. Wherein does this value consist? By 
w'li:i[ is ifiiieasured? ls it the difference between the national divi
dend in a bart,er and in a monetary economy? Such a construCOtiOIl, 
appears as far back as David Kinl-!y,' and is announced with the air 
of discovery by the lat~k in English on the Fl!l!oso'phy_of 
m~l" According to. Greidanus' "yi~the!try,'" the~ 
m~er _equ~! '<:!IPitaliAti.~eadditional profits which ,m,2ney ... 

• B. Y. ADde ...... ooys, "'!'be -7 functions are pedormod ••• aot by bepine 
aoJd ••• but bypossingitQll~("'CIl..P.4S~. Butwbile theoctofezpendituJe_ 
IIIriI7 _ditiOIlII the holding of ....... e7 .. a "1iDal ......... it .......... the 110" of 
aenicea for "hk:h we 1Ia~ 10 J>07 by forelQiDg <oIISWIIptiOll or intelest. MediatiDg 
oochan&e and storiDa ftl .. are IecipnJcal ospecb of the __ functioa. 

• II.., (New VOlt, 1->. cb. 'fill. 
• Tjon\lIa Gmdaa.., n. V_ t( II.., (LoDdoa. 193')' cbs. ,..;; and niii. 
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-en!"bles the trader to reaHze or .the additional..utiIity it affords the 
c.2!!sumer. But the quantity of profit or utility, by this analysis, 

'" ~quals not me.rely interest on unexpended balances but the differ
~nce in total productivity made by money as a sum of all units begin
·ning with the first.' Such a procedure cannot be countenanced by any 
'Coherent system 01 imputation, which must proceed from the func
tional and not from the historical angle. Were the produ·ctivity of 
-each economic institution to be judged by the effect of its complete 
removal.- what would be the effect of taking away our railway' net
work, our police and courts, or our system of weights and measures 
.as parallel cases - the social' product would be completely ex-

I hausted several times over. Not presence or absence rompletely, but 
the little more, the little less, determin_es value. The former or gen
-eric value, what it means to have such a thing as ~, does nOt re-

./ veal effective economic importance, for that inevitably attaches to 
one unit more or less.1f ' 

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 ~ 
wealth, as representing the social significance of monty.' People 
rctUalIy do set this vaIue upon money, it is urged, and 'an~ure 
from "actual v,u!1es '~. caSts one into a ...!1!!!E2.-of JI~eculating abQut 
what Ii real" valu.~!L. woula be uihe£w~re ~Qt l'IC®,LthJ:)!:JIJ;.e. And 
)'~samesi:hool of opinion refuses to set down stocks. b9Ads, 
mortgages, and th~.!!gJYit'Jl'ilie ·<real" assets because this 
would pe_§~b~ countjll,g. By the same to.B!!.m~~J!st be 
.elimiIiated so2~tis onlyJ,'ep~K!ltJl~ "People" do indeed 
treat theIr mOl~ey holdings as real wealth; but it is the institution of 
private property whiCh expla1iiSiJie"fic'tion. From the soglll. angle 
private propert~ disappears and money has value only to the dg:ree 
t~am:::::-t@{es a elJ!!Dd ~..Qur reiIJ reSQWs. Aiiifso the meas~e 
o~es lromthe so~IILin~!iJution of mOlley_is.lh~p~unlty 
costs involved'm Its main,tenance, If the circulating medium were 
full-bodied metallic money exclusively, purchasing power and social 

../ value woiild coincra.e:-It the only money were a pure fidu~e 
such as the Rentenmark, the opportunity costs for individuals owning 
money and for society would diverge by the difference between 
nominal interest loss on the whole sum and printing costs. Most 

• op. cil., pp. 323-34'" 
• M. A. Copeland, "Some Prob1emsin the Theoryo! NationaiIncome," J.P. B. 40, 

PP"-S" 
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monetary s~tems \ie between these extremes. The social yahiiiOf 
~ pmp!!nt. t9 a capitalization of the reai loss of interest on .", 
"U.easury and bank reserVes, the-wear and loss of coins and notes, and " 
such bank operating expenses as fjill within the limits of maintaining'" 
the circulating medium -!:osts of encashment, clearing, and a share 
of the overhead. Society, it is 'true, cannot even off ineguali~iD. 
receipts and outlays by means of money, nor through it provide 
aga1ii.st contingencies. llui society Can enable individuals to do so 
btnfaintaining. the monetary mechanjsm. Consequently, the social 
u ty 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 !iL~d, 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 .J 
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 yalUes, satiety may add to the total of goods pur: ./ 
chasable for money (total purchaSing power) the total of goods and 
capitalized servites 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 
pri~t~"'proIJe!!Y which ire~ titles as wealth, the individual may .,. 
adlhlie "Blueo! his unspent margin to his other property. From the 
subjec~ &J!gle, conveniently restricted in this connection to the in- " 
dividuai;tliesignificance of wealth in money terms is a composite of 
its significance in consumption, in unspent margins, and in produC-: 
tive investment. Consequently 'ii conclude:,JI1 for society the 
purchasing power and social value 0 money are additive; Cartor the 
separate individual the purchasing power of his money h'Oidings and 
the market value of his commodity possessions are additive; (.}) the 
subjective value of a unit of .wealth in money terms inclUCf.is the 
significance to the individua). of unexpended money balances;Jt) " 
the purchasing power of all the money in individual balances cannot 
be added to give its social value. 

Identifying and measuring these four values of money has less 
significance for monetary theory than their causal relation. Pur-l' 
chasing power will be found to-stand both first and last in the ca~ ------- . 
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of cauSation, though this paradox dissolves upon scrutiny. B. M. 
Anderson repeats a venerable truth when he says, "M2.~~-

~
~.Il ~_mo~«:y'_~, n)r, by_ vi=tu~ olhavm,', g, yalu.e.-:-:-. Iili.the.lIaluu,L 

G m.o.neY._!':.hi~~ake~possIl:!le.tll~~O!'k!" 1 But this does not 
into the mere tautology that the value of money determines'the 

value of mon6Y. What is meant by purchasing 'powe~ as the neces
sary prerequisite of allmonefai)HnHCtiOiiins nothing else than 

J 
'Knapp'!! "validity." To serve as money a given object must be 

. generallyacceptea as the medium of exchange and valuation. It 
must possess valuableness but not a specific purchasing,power. Next 
in logical order co:e5th.e valueofiiioney [0 lin individuaJ'maintain-
ing a cash balance. Weighing the relative attractiveness of incre
ments devoted t{) consumption, to productive investment, and to 
holding money, he settles upon a division which equa.Iize's marginal 
satisfactions in all modes 'of u1:ilizing wealth. Since this calculation 
runs in real terms, it does not presuppose an established purchasing 
power. On the contrary, with the quanti!.LoLmolley J!l)dJ:redit 

I given, this s!!hleE!i'y~~.!i~eimps~~ 
v' Usyalu,e In.,~~change, so, far, as causatIon proceeds from the mone

" tary member. Ve~cilY_ y!!,ries. inversely with the unspent margin, 
purchasing power directly. Purchasing power once established, the 

, Ias't1iii:ltllilJle causiil'Seiies 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' nor derives from it. If a government succeeded 
in bringing about a close approximation to a pure credit economy. 

Auantity of money, size of balances, and purchasing power would, 
-I cekNs paribus, be unchanged. But the principle of oppgrt~lIIjtJ' 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

I able, and carries us one step closer to Utopia, where opportunity 

lOp. ,ii., p. 76. (Italics his.) Similar statements ..... to be found in T. N. Carver, 
"The Concept of aD Economic Quantity," Q. J. E. 21, p. 437. T. Greidanus, 01. cit." 
p. ISO, and all writers holding that the demand for mon.y is a demand for so much 
value. 

• To be qualifi.d to the d._ that inCIHSing the quantity of real resoun:e ....... 
bodied in mon.y as opportunity cost goods decreases the goods available for pun:haJe. 
with money. 
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costs and economic vall1es di~appear.That th~ soCial value of money 
represents something quite separate from purchasing power is not ./ 
unnatural, in view of the fact that exchimge \s as muCh facilitated by 
a small as by a large' quantity of money.1 • 

Enquiry into senses of the value of money fails to reveal a sin'gIe N 
instance of absolute value. Unlike economic goods and services, I 0 I. .N 
which possess value in their own right,' mouey.bas.meaning solely,as -" luI.1 vr 

o a rfJrriesentative. Superficia1ly the value of money to the individua,l IV' ~ ~ 
hoi g bataJi'ces for the flow of utilities emanating therefrom, or to,..J.. ~ 
society maintaining the monetary instrument as a produt:tive factor, 
appears to exist independently,'as a vl!!,m: of !P-~::LP!Ul:. Notwith-
standing, this is mere appearance. Conside~ the matter firstJrom tile 
viewpoi~dual. This is the more important aspect from 
a pragm~gle, since $,e "<iuestion, 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 individu;U fiioney Ie-

9I!fVes and not of social value., Can' the monetary member of the 
purchasing power ratio be regarded as /he value of money, an inde-
pendent entity? By no means. Individuals h!!~o~e;Lonly b~a'fSe 
it has exc:!tan~ value, w~ereas theYwoilliI dfsITe shoes ey~s 
\II~re f~..&!l.Qds. Moreover, the pa,rties to the market find that.the 

, ~of the utilities coming frolJ1 monllf varies directly with its ex- "'" 
change value, whereas this ilfnot 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. >I 

Balances in the a~gate represent a certain proportion III real Ie- " 

sources but not of them. Consequently the nominalist contention ' 
that money functions as a ticket, that purchasing pflWer is the recip
rocal of prices and nothing more, prevaiIs against such attempts as 
Gruntzel's' to make of it an- independent entity. Against the, 
uniqueness of u'loney it might be argued that since all values are ' 

1 a. Ludwig Mise .. r ...... GtI4u _ tW U-"",/S'IIOi#cI, md eel. (MUDich, 
191..>, p. 113· , 

• Thelmputaticm of absolute value to commodities and services does not deny that 
the ...., of each value depends on other competine values, nor that value uists on4' 
.. a relation of object and valuing subject. • 

• The latter distinction be ........ weak with such objects of invidious distinction .. 
diamonds, ellpODsi ... motor can, and the like; but it ia insufficient to break do .... the 
catqory of money for which "demand" ia 1IDi~ and nniqueIy dependent OIl ' 

udIan&e value. 
• a. pp. 71-'13, abo .... 
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worked out coincidentally as illustrated by a system of simultaneous 
equations such as Wieser's, no value can be known untiJ all the otbers 
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 priM 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 mO!l.et~s, while less signifi
cant, is equany certain. Society, it is true, undergoes certain real 
costs in supporting the institution of money; hut 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 tebns, no argu
ment is needed to show its relative character. 

Catef:Jrizing the values of mQp~r ~s certain "practical aspects." 
It woul seem to be a practical matter, in the tif.!t place, that a 
theory of prices should know quite unambiguously what value of 
money it deals with. f do not believe this is always the case; i,ndeed, 
the only outstanding Americap. work upon the nature of monetary 
value falls into conftlsion. Does B. M. Anderson mean by The Value 
of ~ey its pm:chasing power? Anderson·wOuld certaiil1y 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 reciprocal of the price level, an exchange 
ratio.' But whlle Anderson has offered a very searching criticis.m of 

.J the quantity theory, the real animus of the work proves to be that 
the value of money is not purchasing power but "psychological 
signiliCiiilce." • 

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

I Tire Va"" OJ Money, p. 388. 
'lA<.<iI. 
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of options function, and Anderson once ventures to call this "~_ 
'ilynamic function of money pal' tJCceUence." 1 Ordinarily, however, 
thisaoes not seem to "be the vaLue of money, but rather one reason 
amongst several for money's possessing a "differe.ntial yalye." O..ut' 
might be Wieser's" subjective public economic value," whicb I have 
called'tne SUbjet;tive SlgIiiJicance of money mcome or wealth in mone
tary terms. Anderson points out his a&reement with Wieser's con-" 
cept before the lafter had distinguished the subjective and objective
variants j I but since Social Value, we -are told, does flOe mean market 
ratios of excbange, Ande);son IS attempting to use a sense of the value 
of money to expiain prices whicb Wieser himself did not conceive 'is 
capable of causing purchasing-power.' l'robably Anderson's com
parison of his theory with Wieser's was an aberration; the general 
tenor of Anderson's wo~k makes I'M value of money to be its signifi
cance as a socially productivldactor, and for this reason I have 
adopted the term "social value" to designate this idea. Expatiating
quite justly upon the""Crnfe""rence between 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 /he value of money. 

Purcb!Sin~ po'!!,er Anderson be1ieyes "included" iu..Sncie! vlIlue, 
"mark~t ratios bemg ratios belweep social vine:; '" In other words, -
one mell!bef Of a ratiO"" includes" the ratio I This bit of legerdemain 
simply causes purcbasing power to evane!lce. It disappears into the 
ipisfatuw of Anderson's Social Value~ whicb "includes" not only 
purcbasing power but all other conceivable values of money in -the 
nebulous state. Unlc:ss Anderson's treatise does not pretend in -the 
least to offer an explanation of prices, it will have to recognize thi.t 
Social Value, being ostensibly some sort of psycbological 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 whicb can serve as the Cause of purcbasing power. The pre.. - -

• 16il., p. ¢ (Italics his.) 
, 16il., P. 14- Capitallettem .... uoocl hereafter to distiuguish Anderson's Social 

Value f ...... mine. 
• Cf. pp: 1la-83, abo.... • 16il., p. lI9- (Italics mine.) 
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ceding pages have demonstrat~d tha1the subjective value of money 
income depends upon prices, and tliat the value to society of the 
money mechanism differs quantitatively from the individual cash 
balance valuel Only the ratter 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 theref~re 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 fecling magnitude. Despite -'all the fanfare eoncerning 
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 di~ct from purchaslhg 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 argnment. 

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

In other words the ~alue of gold comes from a composite demand in 
the arts and the monetary employment. This the essence of the posi
tive theory! 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 ~~n affords an unusual example of mistaken opposi-
y" tion to the quantity theory arising from this confusion, he is by no 

means alone. As Ha.II!~eisser c.>bserves, such marginalists as Mta
lion and Mises object to the quantity theory's correlating the value 
of money inversely with amount, on the grounds that doubling a 
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 

1 Ibid., p. 591. 
• Dcr Tawclrr«rl du Geldu aena, 1928), p. 14; d. A. AftoliOD, I.es crUu "nodiquu 

de ,.",FotludNn (paris, 1913), D, 217, 297; and Mise., TIIurie, 2nd ed., pp. 122 if. 
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• imagining tha~ with one individual's income doubled, the quantity 

theory supposes that purchasing power would be affected at all, or 
that it predicts 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,! 
did not until late in his career succeed in divorcing the subjective 
and objective elements of money value, and who was never able t9 
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 positi9npf judging the quantity theory as 
an explanation of purchasing pbwer,pure and simple. 

A peculiar by-product of the misapprehension of monet 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 objecti\Te 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 e~ge 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 _ if purchasing power were con
ceived of as a ratio between a supposed absolute value of money &JI.d . 
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 In monetary policy. Consider the 

• Cf. PI'- 8I~7, abo_ 
• Cf. P. 00. 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 "~al" 
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 the 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 bebavior. H 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 neutralllalue of 
money, per se. 

H the misco~tion of inner objective value bas to be abandoned 
in the theOr;Of internal prlC'eievels,1fiiiiisrhe surrendered in theory 

r . + of exchange rates. The atavistic view that mint-par represents some 
'l) 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, 

~ l
as in the domestic situation, purchasing power and that alone reveals 

• 0 the objective exchange value of money.! 
I \ • While certain extremists in the German nominali§t movement err 

in denying value to money in any sense, and while the majority 
make the mistake of denying 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, contributes an mfellectuauy satiSfymg explanation of the 
subjective determinants of velocity; but ilie Fisher "V" simply 
takes up the same phenomenon as it appears on ilie market. It is 

, This does Dot signify the acceptance of the theory of purchasing PO"'" parity, aDd 
is in DO way connected with it. Cf. pp. 264-268, below. 

I UNot the command oYer quantities of utility," in Keynes words (01. ca, I, g6). 
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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 prices from that angle, it need 
Imve no concern with a "real" value calculus. , 

).1 The chartalists 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 de/ermined 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.l Marginal utility involves ~~~¥.....!.~en al'~~ed to 
roJley. anc! IHsappears B'~~dihg liiie between satrslfea. anti. un-

timed wants. Deprived of the marginal utility background, the 
"demand" fo~ money as a ttcfaDlWlar ~rbola representing the 
totil money wod tIS !lrt6ne ceases-to be' cOmparable with ordinary 
demand schedules and becomes ol,l1y an excessively simplified graph , •• 
of the functional relation bet. w€en. money and prices., If, on th~ 
other hanhh demand be conceived as individuals' need for C8S1i bal 
ices, it been showntllatihet:lWi'gaemanded lS not reany uruts I"" 
o money but units of purchasing power. Th!: notion of supji!y'Wilh ~ ~ 
reference to money beeomes JiOpereSSl.y 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. 1!~ adverts to 
one in particular.' If the "supply and demancrriir money were ) 
really analogous to that of goods, only 111M specific quantity would 
"clear the market," i. e. set demand and supply in equilibrium. 
Ordinarily 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 underlying schedules. Applying this reasoning to money would 
justify Gtly amount of inflationary increase in the circulating me-
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dium, since with money, given time enough, any quantity will set 
the market in equilibrium. Bankers could 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."l!rving FisherJ?2ints out a fllrtI!e..tJ>i.tt:lJJl,,;,.!!!!!, cong;~ 
of demand gives, m a sense, precisely opposite results when applied to 
money 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 prices." 1 fro avoid am~i~~y the_~p'p\y.an~ 

Y. . categories should be alianaoned in the sphere of money. f 
e .' • .meJ:it..i.tt~tiPl1. The so

e '~o,p.~ry" resolves itself into a platitude on the one 
bane!,. 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 function!t emanate in an exchange 
value. For these reasons it has not received separate treatment in 
this study.' We have noted the eqor of the "yield theory" of Grei
danus and Kinley. a 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 I'art devoted to inflation phenomena 
will reveal the necessity of recourse to this idea in certain circum-. 
stances. But there are two reasons why this theory cannot supplant 
a quan!itative approach to the general problem of price levels: first, 
that many cases where confidence plays an important rale can with
out error be treated under the rubri<; of quantity; and secondly, 
that the remaining cases are so rare that we may say de minimis non 
curat k:D. 

_ -' The net outcome of this study of the nature of money is a vindica-
,Y' tioll.2!E~~l!!i§m.j~p!)r~.!wo in1.ta.n~--,- Money has vaJue 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-

1 Tire P",charing P_ of M..." 2nd. ed. (New York, 1923), p. ISo. (Italics hio.) 
, In contrast with Herbert DOring, 1M GcldllJeorim nil K""", mded. (Greifswald, 

1922), pp. 36--85· 
• Cf. pp. J~Uo, above. 
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chasing power. But generally sneiIk.iPz. money is a token and not a 
commodity, in idea, in. the oonstitiiiioIiOTIts'ViUiie;aiiir"rii the proc
ess by wliich its value is established. rn addition to the numerous 
practical inferences already drawn in the foregoing pages, we should 
perceive that one result of this philosophy is undoubtedly.a lessening 
of the theoretical significance of gold.I';[he older tendency 10wlU'li a, 
virtual identification of money with fue standard metal had an ad
verse efiect upon monetary policy, Gold .reserves of central banks, 
instead of being,. means to an end, were guarded with mercantilistic 
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 lIS against cash in domestic transactions would stay 0 
the progress of mark depreciation through the mere increase' in the 
Reichsbank's gold chest. At, best the apotheosis of gold te'8.ded 
seriously to draw attention away from the necessity of intelligent1y~ 
directed control over domestic price levels and exchange rates. The ~ o.-~, , 
theory of controlled currency had to await the development of a • 
more m'bdern explanaLon 01 mOne¥! . ~ttempts to discredit nominal~ ~., 
ism by denying that fiat moneY ever existed save as a diseased cur-
renci fall short of the goal. Even dise¥ed currencies belong to the 
theory olmoney; and fiat money has not always been pathological, 
as the RmtI81t.ma,k attests.1 Fortunately, however, the case does not 
tum on abnormalities, for nominalism would call attention to the 
l~ fiat ele,eent in all contemporary moiiet'sysfems'wlllCllrrumea" 
gold a quantititiVefy an([lo~i'cliiuite factor. As Hawtrey. 
observes: ' ...... ' . .,. ....... --~ ... - ... :-..-.-> 

The tlieory that money behaves like a commodity has the attracti_ of a I 
paradoz which completes a genemlization. B\lt it melts away under anaJysis 
except as applied to metallic money. &ltd is undeniably a commodity. But 

. gold itseU so long as it is heiug used as money, is subject to all the laws which 

.~ go'lel1l the value of money. A gold coin is itself a ticket.' 

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

1 Because the RIttI_, .... ~able for~ .. orlond _rtp&es,one 
might imagine it was Dot. purely fiat money. But Balm has pointed out that, with the 
marbt rate of inte .... t much .boft the SlO yielded by the Bri4f" the R--.n would 
haft bad to depreciate. great deal before this ... dempticm would haft paid (L. Albert 
HaIm,GtU_lrrodil, N_FeI", 'rubiDpD., 1929,P.IO). Grabamconectlyboldsthe 
actual value of the _b to haft been "due entirely to rigid timitatioD of isoae" 
(Flank D. Graham, -.'" Pri<a, _ ".,..,.,.,. iJo B~ co-,. 
'_'9II.J,IPrincetoD, I~ol.p. II, ute). . 

• 0,. c;,.,p. log. . 
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turned very largely away from the commodity approach of a gen
eration ago. In America the development has been less pronounced; 
but whereas the older standard works 1 without exception practically 

.. identified money ~d gold, at the present Laughlin almost alone 
represents this school of .thought. In England, Ca~ adheres...
to the commodity theory,' w?ileiiEr::' Keynes, fe eld,t.,and 
Robert n ave clear! re udiate 1. . 

t remains to draw a fin hif;rence froni the nominal character of 
money and its value. The m~taphysics of money affords to the 
theory of price levels its point of departure. The representati~ 
value of money, the money-offer for goods and services in its totality, 
eqUa!'S"lIle""goods and services offer for money 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 could 
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 ~tatement, while ceasing to be a contra
dictio termini, becomes, to emplox a phrase of the English philoso- j 
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" e~tio~~t eXfchanll.e r: 
follows with apodeictical certainty from the very con 0 money 
the task of economists lies in perfecting the theory of prices upo 
that basis. The next Part of this book traces the progress of recent 
German monetary literature in this direction. 

I J. T. Holdsworth, M...., and Banking, 4th ed. (New York, 1923) p. 70; David 
Kinley, M...., (New York, 1904), p. ;39; W. A. Scott, M...., and Banking, 5th ed. 
(New York, 1916), p. 64; Horace White, M...., and Banki"g, 5th ed. (BostoD, 1914); 
p.2S· 

I Edwin Camum, Money, 5th ed. (LoDdoD, 1926), p. 25. 
a ct., p. lOS, above. 
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CHAPTER VIII 

THE QUANTITY THEORY: TRANSACTIONS APPROACH 

QuANTITY theory explanations of purchasing power may be divided 
into sig'iiifican-t groups on a number of bases. Some writers, as for 
example Fl§h~r~seek to establish a correlation and causal connection 
between m~ in the narrow sense and prices; others, such as ~aw
trey, think of hand-to-hand currency as a mere satellite, credit as
suming the chief role. Certain theorists -- and this includesrne vast 
majority of German writers - who follow Wicksell quite closely, 
attribute price level variations to changes in bank rat" either abso
lutely or relatively to natural rate, whereas others, sceptical of the 
dominance of discount policy, adhere conservatively to quantity of 
money and credit. Again, in some quarters" the" value offfioiiey'iS 
trea:tcaas 1CiiiiTtary phenomenon, against which in other quarters it 
is maintaineG1liaTsBfciilliridices alone have meaning. 

The discussion of price level determination in the present Part is 
devoted primarily to the formalities of theoretical statement, most 
of the moot questions as to direction of causation and other realistic 
issues being put over to subsequent Parts upon inflation and business 

.' cycle phenomena. With this limitation for the present, I find the 
most significant contrast between quantity theorists to be none of 
those just mentioned but that which obtains between the period and;', 
point of time viewpoints, Monetary literature in America has char- ' 
iiCteristicaIly; though not exclusively, been oriented upon the period 
approach; in England and on the Continent, upon the cross-section 
basis. Nothing prevents the problem's being solved through either 
channel; but in the present interchange of ideas, the implications of 
either mode of analysis are often imperfectly understood by pro
ponents of the other. While trenching upon a variety of topics in the 
following chapters, I shall adopt the transactions cash-balance con- ' 
trast as a basis for classification of theories, attempting to resolve 
some of the real and apparent contradictions which prevail between 
the two methods of exposition. 

The prevalence of the cash balance or point of time analysis on 
the Continent is revealed by the fact that only three significant 
writers in the German literature follow the model of Irving Fisher. 
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~ abides by this scheme throughout, Cassel states the al
ternative approach without utilizing it extensi~nd Marshak, 
the third person referred to, has recently abandoned theilenod 
equation for cash balances. 

I. SCHUMPETER'S INCOME THEORY 

Professor Schumpeter's formulation of the quantity theory ap
pears mainly in a notable article contributed to the Archiv fur Sozial
wissenschaft in 1918.1 Its distinctive features may be analyzed under 
four topics: (Y'the limitation ~uation of exchange to con
sumers' real and money incomes~ the peculiar description of M 
in the equation; (~ the concept of monetary "efficiency"; ~ 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 Marshallian 
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 superior claim toward determining "the" value of money. 

In dynamic 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- I 

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-

• Josepb Scbumpeter, "Dos Sozialprodukt und die Rocbenpfennige," A.rc" 440 
pp. 627-715· 

I Ibid., p. 675. ._ 
• Ludwig Mise., TIwwie du Geldu w tkr U"""-/ltIIiIIeI, 2nd eel. (MUDicb, 1924), 

P·253· 
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covery of a Buried City" brilliantly vindicated the importance of 
speculative transactions in pUrchasing-power behavior.' More re
cently Palyi has ascribed the approximate constancy of the general r 
price index in the United States from X921 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 speculation." The League study of the 
current depression ~s to security and c6mmodity speculatioQ 
eighty-six per cent of tIn: credit expansion in the United States in the 
thirteen months following May -x, 1927.1 Professor Schumpeter's 
own theoll. of economic innovation stanas as excellent evidence of v 
the cap&aty of monetary devetdpmenbt in the sphere of production-

\ to determine the course of consumer purchasing power. Save fOr the 
possibility that a Cost of living index 5er1ICS 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. 
equatioQ falls short not only as a disjoined member of what should ...". 
be a complete system; but also as-& self-consistent whole, as we slmll 
presentlyapprellend. But historically Schumpeter's article achieVl;S 
distinction (~or i~ inSistence upon a specilic, as against a meaning
lessly general, conception of purchasing power, and~ 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 turn to the detailed construction of Sch\!ID~ter's egyation to 
discover that the definitions given to both M and V are subject to 
devastating objections. Apparently he agrees with Turgot that ' 
.. Every C01!U!l~<!!t)' is money; ' ••• reciprocally, all money is essen
ti&lll merch~dise,'" though this conflicts directly with SChum
peter's present nominalist position as outlined in Part 1.1 In the' 

• rlw Val", tI/ JI~ (Ne .. Yolk, '917), th. m. 
• Melchior Palyi, k Die ZahlUJl8Sbilu>a de, V. S: '"'" Amerib als Gliubigerland," 

V .... 17., pp. 168-.'1. 
• C-.. ..... P ...... tI/,. W ... W &..oooit; Do,...,.,.. Series of Leque of NatioDa 

PublicatiOllS, II. Economic and FiDanciall93l. II. A. .,. Official No.: A. II. 1931 
II. A. (Geneva, SwilRrlond, and a-, M ..... th .... tts, 1931), po 12,. 

• A. R. 1. Tu'80t, rlw p..-u.. ... DisfrihJIiooo 1/ ..."... (1710), ed. by W. J. 
Ashley (Ne" York, ISgS), po 36. 

• O. pp. 5<>-51, abo .... 
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present inst~ce, h~ud~~ lID_det: __ ll1o_n.ey_ not only s~dar4 and 
subsidiary coins, bank notes, deposits, and checks passing by further 
endorsement, but aIso suga!, t~Il' .e~c.! w1!~~ ~rvs.JlS medja of 
exchan~, and eve~o<t~,:gJ:ffit and mere verbal promises_to pay.1 

( If the conceptof'money is to mean anYthhig;i£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." 2 

'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 normally 
admit as money: standard and subsidiary currency, bank notes, de
posits, checks themselves 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 literally nothing left. Only 
cir~ating money, he says, mtS-l>e a~tted to the equation; and 
this means1:11e :eliinina~o!l.£! hoards, ~ reserves behind credit 
iSsUe5,1~rrunemployed funds awaiting expenditure," and (4.) "the 
actual reserves of banks and individuals." 4 Now the exclusions 

1 Archi. 44, pp. 655-661. 
• Melchior Palyi, "Ungeltiste Fragen der Geldtheorie," (Munich, 1925), p. 4B4-
• B. M. Anderson (o~. <iI., p. 1 70) would admit book credit to the monetary member; 

but F. W. Taussig in his Pri"';~1u of Eamomics, 3rd ed. (New York, '922), r, 4.6, and 
Irving Fisher in TIIo PfW,/Jaring Puwer of MOMy, .nded. (New York, 1922), pp. 370-
37I, argue correctly that, though it may have a temporary effect in espanding or con
tracting, it has no ultimate effect, being only a temporary means of avoiding the UJe of 
money_ The same may be said of installment sales aDd verbal promises to pay. 

It might be questioned whether bank deposits are scan:e and valuable, on the ground 
that they are notphyllica1. Although the mere paper-and-ink basis of bank deposits may 
seem rather tenuous, it is no more so than the basis of bank notes, which take their 
scan:ity, not from the limitation of bits of paper, but from the figures imprinkd upon 
them.. The mere ide4 of money is not scarce, but these concrete forms of money, IOme
times erroneously called "ideal," are reallyacarce. Figul'Uentered in a paa-book are 
concrete things, not abstract concepts. 

• Arc •• 44, p. 666. 
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under (2) and (4) would seem sufficient to account lbr the entire' 

, monetary stock of the country, so that nothing remains as cir<;\tlating 
money. Item (2) is legitimately a deduction from the total. of pur
chasing power; it i.s regularly abstracted from the total money stoCk 
of the United States by the Director of the Mint to avoid double 
counting,' and for the same reason such writeJ'S as Fisher, Hawtrey, 
and Keynes do not include bank reserves in their 'Iquations." This" 
leaves (I), (:V, and the second part of (4) as ,circulating money. 
Some writers would abstrsct (I), hoards, on the ground that they are 
definitively w},thdIawn from circulation; others 'prefer to include 
these funds, because they may at any time come into active employ
ment and because ~r magnitude is not statistically apprehensible. 
The choice is largely a matter of taste. Furtllermore if item'(2) be 
given the specific meaning of U contingency reserves" .9ver and 
above ordinary operating funds, their velocity i& 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 lunds, 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 subtrsction. 

In addition to describing the quantity of money appropriate to his 
income equation as the residual aiter certain subtrsctions, Schum
peter also proceeds to a threefold di~(>n of the entire ~ 
stOci. into the sphe..n:~~f .. ~ .. "~and reserves",!!l:! 
$p1taI:" I' "Grantirig tha"! the bound8.ry ~e between these quanti
ties varies, ~~llevertheless elimin~tesJh,ueamdaDd tblni, whatever' 
their momentary magnitude. to'arrive at cOII$Umers' income. We 
should not understand that S"cliiiDipeiei'S"cirCUlation sphere" , 
coincides with what Keynes calls the "Income-deposits," i. e. con
sumers' as against producers' or savers' haIances.' It is rather the 
total of Keynes' ·,·Income-deposits,:~~,!~qiiiSi~t[e. 
tnno{,l'of active biIances hel!lJI1:.COnsumers and bI producers in_a 
somewhat narrow sens.e of, the ~~ ex~@!n..8:!n.~~~,bank~ -"'------ .-.. ---~.'. " 

1 B.I., A-' ~,." ~ lit DVadw ~ lit lIiot1 '92'1 (WashiDgtoD. D. c. '927)'. 
p. loa. 

a IrW>c Fisher •• riI.. pp. 50-S3. ,60; ll. G. Ha_7. "-_ em;" yd ed. 
(Land .... '930). p. 45; J. M. Keynes, A Tnul .. 11-., Rof_ (New YOIt, '1111). 
pp.8~ , 

• A ..... 44, pp. 666-667. 
• J. M. Keynes, A T ......... 11-, (New York, 1930), I. 35. 144-..a. 
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speculators, but incIurung 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 descriptiGn 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 
in9uding within quantity of money not only currency but also de-

.../ POSl§' he is not obliged to defend an approximate fixity of the bank 
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 presuI!E?ses some fixitY.m.!~tl!!.~l.~,~
seIY.~~d deposits. Fipally, while he admits that central banks may 
absorb gOid"Mthout extending loans, he remarks that "this is a 
mere side issue.'" But his quantity theory does not require this 
postulate. ' 

Monetary efficiency is defined formally as the number of times a / I unit of money • enters into consumers' incomes on the average dur
'" ing "the production period to which the sum of incomes relates." 

(1 Quant[!x of IllOJIey m~.!ip~d by elfi~ or total moneY,income 

~ 
e~s the price index for consumers' goods_multiplied b¥ the 

, vo ume of soCial pr2!!uct. What Schumpeter obviously desires to ~ 
ac1iieve by the concept of efficie!l9'..~IL~eIQcity_suitable to !II1 

~ 'e~ation of con§JU!l~p!l.eund .re.a! incom~s. Mathematically 

J I 
however, efficiency, or what has been called circuit flow or circuit 

. velocity, is the quotient of person-turnover divided by the niiiii'6er 
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-

I A.rclri. 44, p. 675. ' Ibid., p. 691 fl. 
, Ibid., p. 699. 
• Ibid., p. 671. To avoid the complicating difference between the "coin-transfer" 

and "penon-turnover" notions of velocity, we shall interpret Schumpeter as DJeaniDg 
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 consumeD only. 
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sumers' magnitudes; he escapes by taking the completed circuit itself 
as the unit of velocity. These co~ht may he 
reviewed under three headings. 

(1) The first involves two cases in which Schumpeter reasons to
ward a rise in J!,rices from in;:;:;;;a "velgcity." In neither case does 
heemploy his own term "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 effect must be assumed as being produced thereby. In 
the Mt case, prices are forced u ward b '
der~tion, when eo e ose confidence in money; 1 in th~nd, 
m~ held at shorter intery san ~nces nse proportionally to 
thegreater frequencY of settlements.! Smce m these cases nothiiig 
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. VelQcity increases, it should be noted and 
Schumpeter explicitly calls attention to the fact, despite the coil
s~ of the annual turngyer of good-Ii. 

-(2) ~ in the rejected Fisher sense, Schumpeter says else
where, IS 'not a distinguishable element in the value of mone~ but 
IlUflSSJ equals thai [the turnover rate] of goodS "; it !laS II absoUteIy 
I\O~ do" with _~on!!.t17thefljciencV"-The o~on fortlUs 
ponit-bliiiiF"cXiiiUamction Wl e Ideas of the preceding paragraph 
is an illustration involving & change in number of monetary turn
overs previous to consumer income. The proliferation of firms, he 
believes, from a single integrated eoncern to ninety-nine separate 
businesses for the same productive process would not effect mone.. 
tary efficiency. Though person-turnover wo,uld apparently be in
creased (I) according to his view of th~case'f'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."f 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 efficien~tands 
u~n its own feet and assumes independent sigpifiQLD~ jn deter 
~ Where, as under paragraph (I), person-turnover 

I 1 .... P. 68J. Dote 44. 
• 1"', P. 668. (Italics mine.) 

• 16M.. P. 668-66g. 
11"',p.67L 
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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 [Umlaulsgeschwindigkeit, not Effisiensl ••• are 
not independent causes of changes in the price level, since they - or Irom ...,. 
standpoint it is better to say "in solar as /hey" - 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 fOc a time I thought 
the only one possible. It is not inconsistent with ~chumpeter's posi
tion that efficiency represents an "almost_constantlactor~_in_his 
quantity theorY.-lts effect on the abSolute height of prices would 
then lie asa more or less fixed multiplier of quantity, since, one and 
the same money unit ... can become a part of [consumers'] money 
income artd expenditure several times in a period in which the pro
ductive process is completed." I Besides, Schumpeter mentions the 
statistical difliculties ~ apprehending the magnitude of velocity." 
The relevartce 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 intprisoned 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 Schumpeter sometimes comes out with the 
tonclusion that efficien~_is __ always and inevitaply !IJUal k!...1.. An 

1 11ml., p. 685 . 
• 1tkm, T".",.. tier fJlirlscho/llid .... EnMciHmI, 3m eel. (Munich, 1931), P.1O, note 

52. (Italics mine.) 
• A. W. Marget, "The Relation between the Velocity of Circulation of Money and 

the • Velocity of Circulation of Goods,'" J. P. E. 40, pp. 48&-491. 
• A.rc"," 44, p. 671. (Italics mine.) 
• 11ml., p. 673. 
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efficiency of I, of course, simply causes it to disappe~ both ~ a 
determinant of the absolute level of prices ·and as a factor in price 
variation. The fourth item involves reasoning wjJ.ich would make 
efficiency absolutely invariable whether or not it equals I. 

Commenting upon ):he case already mentioned under point (2), 
involving a' change from complete integration to ninety-nine sepa
rate steps, Schl!lllpeter holds not only that in both cases efficiency is 
the same, but also "ist ubrigens die EJfiziens ••• gleich ems." 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 specislized and divided to dilferent 
degree would, according to this Ethe person-turnover concept of velocity], pos
sess dilferent velocities of money, So much might be granted, but mdy i .. 1M 
NIM $_ 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 thai 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 efficien!=Ij!. 
always I in Schum~r'seq'!!ltiqn. It is fIIlUSsarily unitY"beCau~ 
~JI,::!.\wlovera.&re eIiiiihiated 'by the circuit flow. definition of 
VelOc:UI, and because the periodiakeii for theequa:tion-is-defin~ as 
£he len~liiciihiCtivl::~ Ii ls-ai~-;S-unitY-beCause 
cliii~~~I'SO~-turnovers~_deniedany influence u~n~~cy, . 
andDec&use, if the leiigtIl of. the productive period~ges, __ th~ 
period of the' equiition- is aulOmatIcalll~d,j!!Sted_~~n~ly. 
U}5mfllie DaSiS'or 't1iiSeVidenee directiy from Schumpeter's pages 
and the deductive necessity for an efficiency equal to I, it is imp0s
sible to agree with Marget that Schuinpeter clearly avoids that com-

• 16&. p. 67.. (Italics mine.) 
• 16&, p. 6740 • 1M. ciI. (Italics mine.) 
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plete or "crude" identification of goods and money rate of turnover 
which N eisser ascribes to him.! 

A fourth indication to the same effect bas 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." 2 Whether 
much or little money circulates, the economic distance which 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 basten the" conversion of money into 
goods, but for them alSo "the circuit flow of the econofnic system 
brings both-goods and money ... no more quickly than before.'" 

How may SGh~eter'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 conditiorls are 
fulfilled: (I) when contillgency 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 h8bits, does 
change slowly or only under great pressure. Despite this element of 
truth, Schun1peter's statement errs seriously in its implication of 
constant velocity, in hQlding 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 ~es inhering in the idea of efficiency as eguaI to 1 may 
now be appraised. In the ~t place, since, as Schumpeter hinIself o~ 
serves, a unit of money may enter incomes several times on the aver
age during a given productive period, pri~ will have to be wri11en 

1 Hans Neisser, J)e, Tousc","" du Geldu crena, 1928), p. 29. 
I ArcJnJ 44, p. 683) note 44. • Ibid., p. 684, Dote 44-
• Loc. eiI. • Cf. pp. '34-236, belo". 
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as a !"mUon of money times effici$1lCY, i. e. PT does not equal tha.t 
ma.gmtude. With this correction, it is also allowable to define the 
period for the equation as the "productive period" whatever vma" 
tion it ma.y undergo, provided the magnitudes involved in an the 
symbols are appropriately adjusted. Here the convention of writing -
efficiency as I in the initial equation,l ma.y have the fatal propenSity 
to make it appear as a constanl. But in rewriting ~atiO!i, tpe 
following variables will have to be "'bOriIe1iiIi1id. Industrial 
differentiAtton remammg the same, if person-turnover changes as a ' 
function of the period of production, eflidency also changes in the' 
same direction. This point is not especially involved in Schum~ 

. peter's quantity and may be put over to ~ later connection.~ In
dustrial differentiation and productive period remaining the same, if 
person-turnover changes, efficiency again vmes in like direction: 
(3Vroductive period and person-turnover remaining 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 COII- ../ 

stam efficiency, whether or not this may be ascribed to an a.ssumption 
of Mnitary efficiency in an initial equation. The character of his 
erroneous deduction cOncerning velocity in extreme infiation has al
ready been demonstrated. Industrial differentiation presents an 
unusua.lly complex problem, the solution of which is postponed until 
the final chapter of this Part, so tha.t we ma.y have at our disposal the 
logical apparatus of cash balances. At the present juncture we pause 
long enough to indica.te the main points in the answer and its appli-' 
ca.tion to Schumpeter's equation. 

Exhaustive proof will later be offered tha.t the "velocity" which 
remains constant with an increase of difEerent!l!,tion is not effici~ 
(i. e. arcuit velocity) but person-turnover. What actua.lly tran
spires in terms of the FiS'6:er equation 15 a rise of T which produces a 
fa.ll in P, MV remaining unaffected •. Maihema.ticaJly, it !i:S'IieeD' 
~ before, emcienc~ is the quotient of person-turnover 'vided 
bLthe number of stages I!l roduction a which s must be ex-
cliiIiigea a~st money. What therefore must transpire m um- ./ 
peTer's equation, contrary to his belief, is a decline in efficiency, pro
ducing a fa.ll in P equal to the fa.ll given by Fisher's formula.. T in
Schumpeter's equation, since it refers to social product or con-

I A practice adopted also iD. H. Robertooa, B ...... P~" .... Pri<o lAoI 
(LoDdOll, 1916), P. 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.1 Having in mind the Fisher V, he gives the correct feason; 
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 be
cause, with T constant, V (efficiency) declines. 

When we come to examine the effect of differentiation upon the 
producers' goods equation which should complement Schumpeter's 
income equat,ion, we discover the fons et origo of all his embarrass
ment. Circuit veloci!y, being an average velocity through both pro
ducers' and consumers' spheres, is the same for both; accocding to 
the conception of circuit velocity there is iUl all-inclusive monetary 
wheel, and its velocity on the one side is the same as the other. But 
T in the producers' equatioJ? increases in rough proportion to the 
further differentiation. If in this equation T increases and V de
creas~s (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 cqnsumers 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 same fall of prices in production and 
consumption, we must know how much a dollar counts in .each 
sphere when multiplied by the velocity distinctive to that sphere. 
When this inform.a.tion is supplied and utilized,\w6have completely I abandoned the notioD.of an all-=iuclusive crcuitve19atyapplied to 

\ ~.:uii:1ilsJ;Ye."q~tity .9T:;n9neY~'1'~ucirS-hold a distinctive 
. portion of the stock, and their peculiar circumstances give to that 

portion a distinctive velocity. For consumers, likewise. 

• J. P. E. 40, p. 501. 
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~he.Ji~s;~lop!X50nc;«;pt, hailed as a colltribution to monetary 
science, thus proves to be a pitfall. Without elaborating the theme, 
1,Ceynes lends autliorlty JO the viewpoint developed here: 

The relationship between the total annwiJ. receipts of income-receivers and I 
the average .tock of money held for all purposes is a hybrid conception having 
no particular significance. . . • It is as though ••• we were to divide the passen
ger-miles travelled in an hour by passengers in trams hy the aggregate number of 
passengers in trams'and trainS and to call the result a ".velocity." I 

But its consequence is worse than· a lai!k of any ",particular signifi
cance" when it leads Schumpeter, in the case of industrial differen
tiation, to l'!:ason to "price neutrality" by a direct reversal of causa
tion between the commodity and monetary members of the equation. 
Ii general, however, Schump;ter accepts the orthodox representa

tion of caus!:.8.!lA~ffect. HiS·:.fift-;:ttt--dOlimirrom-th. e DisJ..~C. equatIon" 
m:restliat changes in the .J9.oo..Yalu.e._oL{l!l!ljn.<!iYiQI.l_~l..g()Qd, ob. 
tained bY_!I!~~~rJc~ ~J,:Jlni~,_~y qu~t.itr, ~o.!..ilir_~t1y 
~e sum of allJY,c;h.:t!i!l.es.1 This tru't!i'serves to refute certain 
popular beners:;::-that the high I?rice of foodstuffs during the block.': j 
ade of Germany caused all prices to a(h'ance, or that a rise of wages 
is capsble, in and of Uself, of raising the general price level.' The, 
word "directly" in Schumpeter's "first dOgD\&" 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 l 

' American wheat Increases, and Induces a gold flow Into the Ullited 
States, the sum total of monetary values here will be augmented. 

• All prices and money incomes tend to rise; and this transpires '&S .the . 
COIIse~e of what has happened solely to wheat.' 

:-' The '~d principle holds. that causation ~.!-n~,from left 
. '~,~ht irt tire ~tion.1 But "if prices do not ~_~ually," as for 
, e'xample1l:ie Ji>rlces Of1·con.sumers'T and producers' goods, thl:..Price / 
, '·therebY cease! to be merely nominal"; '..IIlIiao. it..bl:tomes necessary: v 
. tp !iipitthe quan.§j]!~ry~to a Validity outside ~tionperiods. 

F?t su~persons)S ~derson arid NogarO;' it. ~quiilificatioii. i' Of this 

.... t 11(. Xi:yn«t, A ~ ... 11-, (Ne .. YOIt, '930), II. 14-25· 
tAr ...... p. 6760 ' ':'. ~ 
• Cf. '?ish ... 010,</1 •• pp. I7HSo, for a similar application. 
~Cf. F: W.'TaWiSitl.Priari".. tJf ~. 3ni ed. (Ne .. YOIt, '9") ... 497· 
I ArcAio 44. p;681. , 
, l6ittl., P. 687_ .. ." 
, B, M. And.non • ..,. dI.. cb. It. IlertIand Nopro, 11 __ 11-, SlfII-I 

(Land"". '917). 'po ';9. . ~.:. ' . 
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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 Keyne~ 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 
specialized equations, e.g. with Keynes, for output as a whole, new. 
investment goods, foreign trade, the industrial and financial circula
tions, etc.' 

The thjzd principle from the basic equation concerns ~ first W 
current"Production, a~ secondly, the relation between gold s,lgtks 
ilid 'prices. /I Even from the viewpoint of the strictest quantity 

eory, one must bold thatJnot only does the quantity of gold money 
determine prices, but just as truly prices determine the quantity of 
gold money." "'1 Far from being a vicious circle in reasOning, this is 
actual mutuality in causation, says Schumpeter. How substantial a 
limitation fllls 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 

\I position; but apparently he wonld expect the long-time variations 
of prices to correlate with gold stock, short-term changes with vol
ume of credit.' 

S~umI!eter has done pioneer work from the angle of German 
theory In refuting the 6an:t<iIig SChool theorem that credit is en~ell. 
~aaptirig lisen automatic.lly to the""iieeds 01 trade:" rom 
any angle his work is notable in the field of business cycle analysis, 
his elaboration of the Wicksellian doctrine of the bank rate and its 

v' connection with the driving force of economic innovation. For the 
present, it must suffice 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, accordin30 to Schumpeter's own 
representation, through entrepreneur expenditure and entrepreneur 
motivation. If this is the case, as indeed it seems to be, a quantity . 

1 Keynes, 01. ci4:, I, 136-137, 162, and ch. D. 
• Arc ... 44. p. 697 . 
• ct. pp. '42-'44. below. • A,c1oio 44. pp. 699-'/'4. 



QUANTITY THEORY 139 

theory running altogether in terms of consumers' real and money in.-I 
comes omits the most important facts in a dynamic society.' So 
much may be·· said without prejudice to a definition of purchasirig 
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. 

""""II. CASSEL'S ANALYSIS 011' Ceteris Paribus 

. All the propositions made by the quantity theQ1Y carry with them 
th~ qualifying phrase "other things equal." But, says Cassel, 

~ 
It must be clear from the first that an increase in money may aIso~ 
~ the "~tors.:' especliillY on the VeJOCltv 01 ~lation of 
mo~d on the ie1atiOilliehveen bank money anil Cash, and per aps alSo op 
~ total si'les of oommgd!t'G§.. 1 he reservation of celMis ~aribu.s is here quite 
m&.2!!issible.1 

, -. -

Consequently the quantity theory and its corollaries are mepl 
hypotheses; they He beyond a priori demonstration. 

Th'iS'&ttitude does not seem to me defensible. (I) As Amonn 
says, the quantity theory is not open to objection merely if "other 
things" in the equation postulated may change, but only if they mu.d . 
do so.' The method- of concomitant variation, the logical device 
most commonly employed in economics, correctly neglects all factors. 
save those which necessarily vary together. This is an unavoidable 
characteristic of all reasoning, which by its very nature is abstract, 
i. 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 c&nnot take account of forces temporarily 
"impounded in ceteris 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 t~(I) that purely de- ~ 
ductive reasoning is not sufficient to discover whaJ forCes opera.-ti,.ve 

1 GUlla" Cassel, TIN T....., tf Social s-y, and ed. (London, 1932), n. 459. 
ct ..... F~ T....,"';" &-icr (New York, 1925), pp. 11811. 

I Allied AmoIm. "CUoelsSyslemderthecfttiscbeD NationalllkoDomie.N 
....... 5'. 

P.M"· 
I IrviDc Fisher. TIN ~ p_ tf M-. and. eel. (New York, Ig .. ). 

pp. 5S-71· 
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upon the value of money cannot be put into ceteris paribus bec;ause 
tlie:(hecessarily vary with 'the quantity of moneyw) that purely 
deauctive reasoning is not a sufficient guide in appraising how uni
v!;rsally apPlicable is the' final form 01 UtequantiWtheory and Yrhen 
it musf1£qulilijied. With both Of these propositions' I should cer
tainIyagree:JD. 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 prl)Of is responsible for Palyi's comment that 
"as to the question, what is cause and what effect, summary statis
tics decide nothing.""And Amonn complains that, after all, Cas-

.... / seI's study shows the correlation of certain series, but not the causal 
connection." ' • ' 

According to Cassel" the current pr8ctice of defining M as "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.· Whil. e P is said to be a function of M, it appears that 
v , M is also to a degree a function of P. This difficulty - of finding a 

I 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 lui variatiomfin "paying 
capiiclty"-or V, attached to' theW-hole money stock.4 ••.. . ... , 

~'The difficulty to which caSSei draws 'attention is real, and one to 
which little attention has been paid. It is a part of the question 
wh~!l!~A£'jnJhLFisJ:1!:.r equation pears. a ~e(L!e!lltion to.M~ 
~sJ1~r, It is well to note, a~es (I) tJ;lat "there is, thea, a relation of 
convenience and customDetweentlle deposit balance of the average 
man or corporation and the stock of money kept in pocket or till. 

\ This fact ... means that by convenience a more or less rough ratio 
is fixed between M and 14'." !;(2) Deposits bear a fixed proportion 

, to bank reserves. ,y) "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· diagrammatically. According to 

, .. Uogelilste Fragen" p. 488. 
• T/reqry, II, 452. 
• 01. <iI., p. 5" 

j Arc_ 52, p. 332 fl. 
• Ibid., p. 453. 
'lM.<iI. 
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Fisher, relations A, B, a.nd C all tend to fixity in the long run. What 
Fisher wishes to establish, however, fop purposes of his quantity 
theory, is the fixity of relation A. Now if argument (r) is valid, rela;; 
tion A is fixed, a.nd the point is,proven. But relation A would also be 
fixed if relations B a.nd C were, alsO fixed. The former is a direct proof 
of fixity betwllen M a.nd M', the latter. a.n indirect proof. Having 
both proofs together would be a.n embarrrls des richessBS, as Anderson 
believes,1 if the indirect proof were established indep61tdently of the 
direct. But Fisher deduoes the fixitY pf ratio C from the fixity of A 
a.nd B, as appears clearlY,in step (3) abdve. Sinoe this is true, the 
fixity of B and C shows nothing as to the fixity of M a.nd M'. The 

"\' ;f 
C,,/B, , 

,.. 
, M •• MONEY IN CIRCULATION' • 

M • BAN" DEPOSITS 

"" • BAN" 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 corporate depositors is by no mea.ns 
all of M '," I then Fisher's ~t argument, even if it is right, will not 
prllfNl M a.nd M' proportional. • 

Most of the criticism against Fisher has been directed against his 
.../maintena.noe of a fixed reserve:.cIeposit ratio. That is doubtless a 

crucial question; but from the a.ngle of the reasoning Fisher himself 
employs, it would be natural to question firs, the direct argument. 
~ I), a.nd nat the purely arithmetic way of arriving at relation C. 
Cassel holds that the ratio of circulating money (M) to bank reserves 

/ ( .. ), relation C, depends Ott"" price kNl; he calls attention to a vari
, able which is troublesome to Fisher's theory that prices depend ulti
mately upon circulating money (as against credit). 

To cope with this matter, CassI:!~ro~!O_~cllldeunde.LM the 
"'~~~of;m..2lley, whetherTt, circulates or noi, and to.attach to 

I B. 11:. And ......... ciI., p. 17$. • lw.. pp. 173-17+ 
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M, so defined, a Lwhich signifie e "av~rage amount of pill!lJlents 
effected in the peti!>d by eaCh unit of the to u ." 1 

But this affords no solution. If it is impossible to assume M (circu
lafiiig money) as an independent variable, because of the reaction of 
prices upon that quantity, it is equally impossible 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 diminution 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 UPM the pur
chasing power of money.-, Cassel's view is especially plausible if the 

r alternative uses of gold are regarded as a case of composite demand; 
Marshall analyzes the market situation for gold in exactly these 
terms.s 

I Tire.". n. 453. • Ibid .• p. 453. 
• Alfred Marshall. M .... ,., Cre4i1. MUl Com .... ce(London. 1923)' AppendiJ: C. pp. 

282-284. 'The accompanying diagram dift'ers somewhat from Manhall's, 8.D.d is perhaps 
easier to comprehendj but it makes no 

Y changes in the basic propositions. Let the 
, axis represent the exchange value of & 
unit of gold ill terms of some standard 
commodity, say wheat, and the s am 
the quantities of stocks of gold. Let the 

p rectangular hyperbola tid' represent the 
monetary "demand" for gold; and DD' 
the total demand for gold. got h:y adding 
to tid' the quantity of gold which at each 

.I------!r------. level of exchange value of "price" of gold 
would he demanded in the arts. If now 

the total gold stock he assumed as OB. and BT the oller of this lied stock at all p0s
sible prices. the supply and demand for gold will equate at N. giving to gold a value 
per unit of BN. PM will then indicate the quantity going into the curreney and MN 
the quantity absorhed 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 demand or amount demanded by each separately) depends 
on the appearance of the particular price or exchange-value equat..r 
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 "&ttention1:o rilles of supply and demand; but 
here II the demand curves represent the-$Iocks 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, sujJicient time hap. 
ing be.". aUowed /fir the n~sary adjustments"1o be made." 1 Where '8. 
commodity, such as leather, is continually produced and consuured, 
market price effectively distributes the good between the yarlous
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 jlllIlual increment of new 
gold which can be diverted into the more attractive employment is ~ 
relatively very smaIl- in the neighborhood of, three ReI" ~t accord
ing to Cassel's own estimate. The melting down of gold plate anctthe 
conversion of coin into articles directly useful in industry and trade 
form another avenue by which the value of gold could infiuence the 
distribution of thltgold 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 chlinge in tastes regarding" 
the commodity employments. The former cause makes scarcely any 
difference in the II consumption" of gold in the arts, he believes; 
because the cost of gold bullion is by no means the only cost involved 
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 in use for the arts may be tegUded u pmctic:alJ,y lost &om the mooe
tt.ry supply •. ;. In the main, the use of the pnocious metals in the arts pes its 

I I"', p. las. (Italica mine.) 
• F. W. Taussi&. '"""lie tf s--icr, 3Jd e<L (New Yom, 1912), r, _ 
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own way, leaving for the monetary supply the annual accruing surplus of pro
duction over and above the independent industrial consumption.' 

!!-~y expresses the same opinion regarding cyclical fluctuations in 
pnces.· 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 quaIified 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 

v one factor in the equation to another by defining M as the whole 
supply of gold in whatever employment.' 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 caus3:rVafi
ableappears'm'-thedeteImination of the general price level- the 
terms upon which banks advance funds.' Cassel is precluded from 

y relating this force to the quantity of bank reserves, or even to the 
total stock 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 converting velocity into a 
spoliarium for the entire quantity theory, a place for disposing of 
inconvenient elements? One after the other, three quaIifications 

J 
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 • 

• 
, 11M., p. 241 • 
• hut Wic:ksell, V",lutm, ... IIIw Na&..aIDu..o..iI "'" GnuwlIop 4u JlIII'p.M

".."..i/JU, voL II, "Geld und KJedit" Uena, 1922), p. J4O. 
• TJwJr" D,454- • Ibid., P. 4SS. 
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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 the 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 f 
and check payments.1 On the other hand, we find Keynes objecting 
to the Fisher equation for its failure to provide separate symbols forf J 

cash, savings deposits (both in his sense of the terms), and over- u..,,'
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 U cash-facilities." Neither writer questions the sepa-
rateness of velocity and quantity of credit. Cassel's agglomeration 
of the two is~n to three objeqiQns, one method~~gica:r;another 
{lragmati.S! an another analytic!!l. ~ethodologi~ ~$tion (j) • 
ieIerStOthe fact that, in his formal statement of1lie'qintn'f:ity theory, . 
the quantity involved is gold bullion; whereas, in the study of price 
series from 1800-1910, the factor which controls bol" shorl 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 
'IIIanti'Y theory in such form that the universally valid factor con-
trolling prices appears not as a quantity but a rate (V).~ ~; I~r;::;. 
matic objestion is that the data to which. the equation app L7 
diVlded in its original form into volume of credit and velocity; there ' 
would seem to be no purpose in merging two empirically distinct 
entities . .fj6ally, from the anal].!i.cal angle, both in cyclical varia- . -
tions and in war-time inflation. velocity takes on a causal significance ~ '3. ) 
separate from 41uantity.' 

Although Cassel presents his theory in terms of volume of pay
./ ments through a given period, he &Iso takes cognizance of the alter

native form based upon cash balances at a point of time. R desig-

• M. A. Copeland, • Monel', Tmde, ad Priceo - A Telt of Causal l'rimoc7," 
O. J. B., 43, P. 649. 

• :r..om., r, ..,6. • , 
• a. J. w. ADaeII. rAt 1'.., rf 1-""-' PriAO (Cambridge, Maadwaetu, 

1916), P. 180. Puta m ad IV beIo .. lIeU the oubjec:t at oomeloqth. 
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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 = 1; this 

equation is identical with Fisher's." But Keynes believes there are 

I m
·rcumstances which may cause a ~ivergence between the" h.. 

ances nce- ve. aru - ransac nce~~ 
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.' 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, 

.,./?y restricting gold production, checks its own further advance, and a 
falling price level, mutatis mutandis, its own decline. 

Concerning Cassel's objection that marginal costs can~ 
ani)!: when the general price level is already determined, Pal~: 
"The same argument would be valid against his own and every 
modern 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 does not dispose of Cassel's point. 
Of course the price determining process does not commonly p~ 

1 Cassel, op. w., p. 457. • Op. w., I, 237-239. 
• Ibid., p. 238. 
, D. H. Robertson, U A Note on the Theory of Money," &tIJU1PIIkIJ 41, pp. 245-

247· 
I TIwIry, D, 479. • If Ungel6ste FmgeD," p. 502. 
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from a tabula rasa, as the theoretical explanation often pictures; it is, 
rather, a painful and halting corrective process from continually 
disturbed equilibria. That fact is generally reco~d. Whether 
viewed as a process starting with no price yet worked out or as a cor" 
rective action; thll determination otprice by marginal cost means the 
same Ino price Can persist under competition which does not coincide

1 with lhe eqiiilibrium point upon the schedules of cost and aemand. 
In,..tbis sense marginal rod js the "guse" of price." But when for· 
long periods price does not tend to coincide With costs of any of the v' 
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. Go!!!J!; 
mu£!l more nearly mmpll.!"able to land than whGjLt. Its value rests 
primarily uUin demand. Whatever production goes on may be at an 
actu81loss Trom the aleatory int\:rest) or earn a quasi-rent. ;But, it 
may be objected, given a sufficiently long period, we mayassimi1ate 
gold more and more to wheat and say that marginal cost is the cause 
of value. This exp1anation, wliich denies the causal efficacy of mar~ 
ginal cost in the short run,' and affirms it for the long run, appila.rs 
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 much stronger iIl
crease in the media 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 concerning 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 determinants 
of purchasing power, Cassel tries to discover if the history of prices 
shows a corre1ation with the chaDges 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. Piaou. s....,. ;" A~tliool ~ (London. 192.v. pp. 196-197. F. W. 
TallSlig (.,. dI.. wi. 1. ch. 19. pp. 1$9-160 especially) ~ much less sl!ess "pon 
the e8kacy of ...... • 0,. dI.. n. 16g. 
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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"
are plotted against the Jevons-Sauerbeck curve of prices, a close 
conformity is observedj;.nd 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." I 
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.'" If bank rate, 
"regarded as being representative of the whole policy of banks," 4 

stands at a lower level than true interest, prices must advance; if 
i higher, they must fall. The elaboration of this theorem introduces 
) Cassel's analysis of business cycles. 

-\ m. MARSCHAK'S TREATMENT OF VELOCITY 

The model set by Schumpl)ter in approaching purchasing ~welf 
thjougn· q>lls~er.. ina;>me !IDd circuit veloCity-iS, iidoptedliy-:Dr. 
Jakob Marschak of Heidelberg: -The inCome ap.proach, he believes, 
has-the ad~tage of greater theoretiCal unity, although.~rithmeti
calryTtgives-thesame solution asFis~r's: To convert an inclusive 
transactions equation intO the Schumpeter type, divide both mem-

I lIM., pp. 473~74. 
• Ibid., p. 501. 

• Ibid., p. 495. 
• lbid_, p. 495-
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bers by the "order index" of production, i. e. by the number of steps 
through which ~oney and goods pass from beginning to end of com
modity'manufacture and distribution.1 

The "order· index " figures prominently in a later connection; but 
in the early article introducing the idea, it appears merely as one of 
several reasons why a "!;!?}lstancy of velocity cannot legj.tjmately he 
postulated by the quant!.tYtheory. In addition velocit~ ~_~tt 
alIecteamrealytlii(iUgl~..Y!ri~ua:ptity of money, the cliB.!
~,treictlon dell.e!l!ling.y.PQ!Lh!m..P~9j>le ~sponI:U.9. price 
level ~~s, wlieilierbr rlI:tio~~y' ~scounting prob~ble_~~nds ()X: 
b:Yaahenilg to the mercanillist illuslOn of value constancy. Not 
oiiIymay'qiiiiiiITtyalIect'VeloClty, but other magilltiides m the equ,
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 trades as, for example, when an 

\.-' advance in the former causes" an abstention from certain purchases 
and therefore a reduction in volume of trade." I 

In fine, since neither V nor T may be assumed constant, the equa-
'- tion of exchange indicates merely the direction in wbich 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.' 
M~'s concept of !~N elas~among. t the van. 'ous factors 

in ~equa~to me su~nOr fO'Ci:tl!go~tions'of 
causation and to dieiiiore rigorous reqUirement th&i;io ShowCa.usa
tion trom. one point to another, other factorS musti:ema:in ..... eqiial .. 
in"'th~sense of absolutely fixlld. But certain lUDctiOn&l relationships 
dwel£iijiOi iii1Jlls article are spurious, at any rate 011' the basis which 
Marscha.k assigns. What connection actually emts between saving, 
~ SII. and velocity of circulation? Or again, why cannot additional 
purchasing power come upon the market without being "drawn out" 

• aD. Verb ..... ich-. .. Ardio so. p..MO-
• Hii-. P. lS4-
• I .... p. lSS. , ,.... pp. lS$-,uIL 
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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 through the "order index" 
of production? 

It is this last topic to which Marshak, stimulated by the work of 
Holtrop and Marget,· devotes an article on "National Wealth and 
the Dem.and for Balances." 2 ¥a~ prefaces the controversial 
portion of this article by an eJlillailation of Holtrop's classification of 

"- velocity theorie.tin~19onetary" and :'am~," and by a brief 
explanation of the determinants of cash bmilces. 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 influence, not an exhaustive 
determinant).' As for the determinants of margins. Holtrop gave 
five.: (~discontinuoUs tying-up and continuous release of resources, 
~ the converse,.t.3) seasonal production,o(4) seasonal sales, ari~(S) 
size of firms. For this list Ma*k substitl!.tes:.(I) temporal dis
continuity in income and outgOJ2) unlike magnitudes of alternating 
income and outgo, and!j unpredictability of the same.' The emen
dl!.tion is all to the gooa, 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 Ike determinants, sans phrase. 

Replacing his previous "order index" by Holtrop's equivalent 
"coefficient of differentiation,'iMarschak continues to maintain the 
doctrine that, so far as the Fider 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 pro esses 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 minimum" set 

I M. W. Holtrop, De tmtIoots ... Ihei4 .... 1leI geld (Amsterdam, 19.8); A. W. ~t, 
Dt. cil. 

S Jakob Marschak, "Volksvermogen und Kassenbedarf," A,d';' 68, pp. 385-410. 
I M. W. Holtrop, "Theories of the Velocity of Circu1ation of Money iII Earlier 

Economic Literature," Ee. low" EctmOfllU Hislory Series, voL I, DO. 4, pp. 502-524-
00 p. S09 &monetary or nOD-monetary theories are described as affirming an influence 
from V to the rapidity of circulation of goods; on p. 521 they"", described as affirming 
the .... rae oIder of causation. With Msrschak I adopt the second iotelpretation • 

• Ibid., p. 387. 
I Ibid., p. 403, first new sentence. 
• Ibid., p. 398. 
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by the rapidity ~f bank clearings, points to the fact that, under this 
condition, any separation of processes into distinct entrepreneurial 
units increases proportionally the total of cash balances. According 
to Marschak's own study of deposit velocity in Germany,! the tech-
nical minimum is not reached in commodity,exchange, but only in-
purely finahcial transactions, so that Neisser's point has .only ·a 

" 

limited validity. A thi1-d qualificatiQn to the parallel movement of 
V and T unde~ difi!;rentiation is original with Marschak.. The inde- .... 
pendent entrepreneur, trusting other people less than he would be .... 
inclined to trust himself were he supplier and demander throughout ..... 

• the process, maintains a higher contingency reserve. Except -for t 
these three circumstances, changes in integration and difierentiation l 
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 bearin&: upon thjs magnjtude." With
out"fulL!.dilg the distinction very explicit, he treats quite difierentIy 
the effects produced by difierentiation 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 pie;.' 
ceding paragrapli, mus' affect velocity parallel to the effect upon 
turnover of commodities: it'inust be price neutral. Duration of pro
duction, on the other hand, does flO' have to affect velocity and in 
the cases where it does,thl! effect may be in either direction, depend-' 
ing upon circumstances.' Whereas the coefficient of difierentiab.'on 
is written into both sides of the equation,- duration of produl:tion 
appears only upon the commodity side. -"The coefficient of pro
duction is price neutraL" Marschak writes, himself italicizing' the 
verb;' but with duration of production, the~ct upon velocity is 
not the product of direct function81 relationship but of a "causal, 
effiCIency upon lIOtlipnenomena on the par!.of,AJlW;.d.'" For ex
amp1e;'"bustn8s prospenty may accelerate monetary velocity and 

j Juob MarschaIr. ODd Emil Lederer, "GriSssenordn_ de. deutschen Geldsya
lema," A ...... 67; referred 10 in the ......... t article, Po 395, note u. 

• Ardio 68, PPO 3900 399-400. . 
• Marachak's ut~nnces on this di.fferente are rather Delphic. In one passage he' , • ~ • 

objects 10 Marget's imputing the price neutlality ide. to the doctrine of the ooellicieDt' 
of difierentiation ODd says that .... duration and <WIerentiatiOll _ a&ct ftIocity,not 
__ (ibM., Po 4<i9). EIse"he ... Ilia CODvictiOll __ to he in the cIirection indicated 
ahow.. 

- 16M., p. 399. 
• 16M., Po 398- ' • I6M., Po 405· 
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at 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, Marschak caIIs attention to the studies of Burgess 
and Snyder in the United States and of Oskar Anderson in Bulgaria, 
which seem to indicate a paraJIel movement of V and T during the 
cycle. On the other hand, Marschak. cites the finding of Bortkiewicz 
concerning these factors in the German inflation, 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-
fluence upon price levels in its own right.' . 

Marschak.'s fundamental e~es in not applying to the coefli
/' 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 influences the person-turnover of 
money, it is an incidental and special connection, in no wise inhering 
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 faJI in this magnitude approximately.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 be shown by the Fisberine equation, where T increases pro
portionaJIy to differentiation and MV remains unaffected. 

Commenting upon Marschak'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 
stiJI necessary to Jlrt1l1e 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 differentiation perxnit the owners of cash balances to reduce 

1 Ibid., pp. 412-416. 
• Upon the IUpposition, .. previously, thaI the 1iDanci&l cin:ulation io neglected. 
I 0. pp. '97-199, belo". 
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the proportion :which their money holdings bear to their total money 
outlays, he asks.1 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 luger money balances, others must hold less. Nothing 
can be proven with regard to the behavior of velocity by looking to
ward fIIOfIeY balances. The other member of the ratio mentioned by 
Marget is equally unilluminating. Total fIIOfIeY outlays are the com
ponent ot' 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 determining 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 ~ values. 

I J. P. 8. 40. Po 501. 



CHAPTER IX 

THE QUANTITY THEORY: CASH BALANCE APPROACH I . 
TBE common formulation of the quantity theory in German eco
nomic literature runs in terms of balances maintained at a given 
~J~Lt!me, ratll~than.in~femiiQfmQnetaiy-wooty·thrQu.g1fa 
gIven period. "AS the chief representatives of the cash balance ap
proach I take Wicksell, Helfferich, Mises, Hahn, and Neisser. It 
is not proposed, 1iliWever, tOIiiiiit theeia.mtJ:mfion ortlieiFTreat
ments of the quantity theory narrowly to the character of balances, 
but to include other features whenever they are significant. 

1. WICKSEU'S lNTEREST-DIUElIENTIAL TBEolI.Y 

The quantity ~eory, according to Wicksell, Q>.1lJr14Sts....with-all 
o.Qt~m ;iS5e.lt!n,g a strictly proportional relation betwee~y, 
taken in the sense of CUrrency, anJ!.pnces. When is tllls precise pro
portionality realized? In Geldzins und~preise, the fol!~lt!;(>!!
ditions are enumerated as necessary ¥reserves must be maintained 
bypriVate persons, and not bylianks as they are today';~ velocity 
must rema.iJy constant, though in fact it varies~ transactions 
effected by SQins and ~s must bear a fixed proportion to those 
carried through by credit, whereas the boundary is actually" quite 
flexible'V4) rates of circuIIltir.lg to ho~4~it!n-.!!lleY and of gold in 
the arts to monetary gold must be fiXed, though here agaiii" both 
viiy.1 The liStOIqualliicatiODS 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 pradjQr 
slgnificance of the theory, - ,Etough Wicksell does not concede t~, 

but to disprove the theory It w:~Ul31 be necessary to demonstrate 
that Its 10gIcar structure is untenable or that factors under ceterjs 

y remam consta t quaiitity"varies:-

1 Knut Wicksell. G.Id,m. turd GtiWFris. Uena. 11198). pp. 34-35. 
• Idem. YDI'lurmfm _ NlIJioMlik~ .U ..... 19")' voL n, "Geld UDd 

Xredit," pp. 162-165. 
• 11M •• p. 165. 
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On the side of money, the chief determinants of the price leveVare 
~tity and veloaty, the'ormer bemg practiCally IdentifieawIDi 'l:J.""c..~ 

, staDaard gold currency, the latter being made to depend upon in- ' 
dividual unspent bala.nces and upon the volume of cre~t created by 'J oJ..o~ 
the banking system. ~endence of gold pro?uctiQ.!LUpolLthe· 
value of mone~ w~Ei!LC9D$titut~a,.S!!rlous Ijmitation ~pon the..~rec-· 
tion of causation in the quantity theory if the annual mcrement were 
not so smaIf&Tricooii-of ilie-ioi8fioldstock.1 Vel~~"on the other 
hand, cannot be so easilX diJ;w..§CIl of. In a system of cash tranuc::-1 y~o 
l'ions, -the ouWde limit is set by the pli,ySiciil possibilities of trans- ~ 
portation and exchange. Iile p~cisel~vel.<!epends UPOI!. the size. of ;:; '; 
b'idiVldu81 reserves.' Since_every piece. of money restswithiI! som.e-. ~ _ N,' 
one's iiidividuaJ reserve, the total absolute_magnit~d~"9f.reserves \s I"" ,., .. 
"simpljr identical with the totaJ money sto~()f.tll.~~un4Y.JJ The 
,Jalivt size, i. e. the ratio of reserves to the year's transactions, 
depends upon how much must be kept to even off inequalities in 
receipts and expenditures, to provide against contingencies, to allow 
accumulation previous to investment, etc. Iil~Jll~L~ economy, <it .1,\"""41 
this "n~[QLmOlleX:is "an a1mQ&t.Im~an.geM?!~.J!la.illitu.de.JJ· 

Even in a retauVeJ.Y primitive credit system, rapidity Of etfcula
tion, Though somewhat elastic, still offers enough resistance "to 
iIIOw"the deductions of the quantity theory-to appea£as ~eiiiillY 
substantiated."l' But the advanced organization orCfedit~vail-
ing today alm?Stlroiiij>letely'ieinoves- thelimits'tove!ocity X'(I) ., 
the employment 6rlru!2m m~u-money, and (2) the ceri '-
tion of lenging operations in the banks. Every extenSion cifllleiF 
Clientele enab15 the banks to reduce reserves and thus to accelerate 
velocity.' This"ca~!~ __ ~a)J)omizing" pro_sois furthered also when- !" 
e~ banks reduce their len,ding rat~Mo;vf~eD~tUmlo~ciquilibn~ 
l~l,=t. - -- " ... 

II, other things zemaining the same, the leadiDg banks of the world were to 7 
~wer their rate of. interest.say:~eper centlieIowlts oidiiWy level. and keep it " 
'so ror some ~ye&ri. then the prices of an-cOmmodities would rise and rise without' •• 
a'iiY~~hatever.· -' . • ... 

• GtJ4aW. pp. 06-30; V---. u. 1611, · v---. U. 14-IS. 
I GoIAiaf. pp. 4S-SS. 
• I .... pp. ss-s6-
• I .... pp. $6-73. 
• ' ...... n..lDJlu ..... of the Rate of In_ OIl Pri<:ea," Be. J_. I,. P. 113; </. 

c.u.;"" pp. 9l'"I1~ . 



GERMAN MONETARY THEORY 

I . '1;t is this picture of the Rrice level as a. function"QUb~..PQSitiy.e.and. 

I negative .marg@,Jletvv~"enJ>ank and ep.atural rate which German 
iiionetary theory haswiined out in great detail in the contemporary 

, \ literature on business cycles. ~_el;1pj)JA.tipn of ~ theorem - not 
its discovery, since it may be found with Thornton and RiC4rdo
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 

I set by Wicksell, a iiUiii.bt;io(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 deterininant 
'of V i!l_the equation, a gold econoniiihiiUl~vice. Against this prac
tice"the tiiree:~~...Q!lSQf'11ieIoregoing chapter may be urged,;)! 
fuses into one concept empirically separate quantities, bank de,POsi~' 
and'bank clearings;~obliterates the,distinct causal effectiveness 0 

velocity;.jl,l1.d ~t puts the quantity theory into a form in whic4 th • 
chief qu~tity (bank credit.) appears as a qualification. Treating 
credit as a factor increasing the effectiveness of the existing gofd sup
ply would seem a good deal akin to regarding automobiles as devices 
by which the existing stock of horse-drawn conveyances is ~e 
more effective. 
, These o!!.lections take on especial significance with Wir.bell. In 

• the first plac~ formal statement of credit 85 a rote (f) has led to 
, \ J misunderstandiiig, For example, Grei!!a~.1!lL,li3YS that; admitting 

( the interest-differential as the determinant of price level fHJrUltions, 
~~-rg!£iio answer atiill to'thequestiOn'! wilY'prices are at a given 
absolute leveI.l An answer, is "provided in Wicksell's theory - total 
gOl(J si;;d'iii'ultiplied 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 quantity of credit and then 
reinterpret the latter as something enhancing the virtual 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 independenlly of credit volume, 'from a misunder
standing similar to Greidanus'. Certain passages seem to confirm 

1 Tjardua GreidaDus, TIte Va/tuJ of J[."." (London, 193')' pp. 8""3. 
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Keynes' readingj 1 and Wi~ll frequ.~!1~omits explicit ~e~\!.oll of 
quarttity ~~t in dis~g~c:lfc&. :vJ'-r,i~tto_ns. But this may, be 
aScnbahle, not to depreciating its influence, but t<)\conceiving it 
paradoxically not as '" quantity, ~..J!...xatc-attached19.J:iSh.. ... . 

Another difficulty with the mergin/t of quantity of g~«ML'l!ij.ll ( '1\ 

~~ is tAa~..i!i}D.P.~ri\s the.raison ll'itre of t!!L~sb bl!JJ!..I!I;!:..AIl:' v 
proach, itS conneqingprice l~el~~!:h sU!>jective"y~ue. As K~ynes 
says, this me,thod 9f analysis' . 

fumishes us with at clue to the maDner in which th: causation of the price-milk
ing process is related to human decisions. • •• For it makes apparent in what r 
way harmony is established between the separate sets of decisions made by the! 
body of depositors on the one side and the body of bankers on the other.. I· 

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 criticisni made of Cassel for the same procedure: 
that v~ci!~.is..&IlJmportan!Jndependent~use o(price behavior. 
But it indicates an especially striking shortcoming in a cash balance .' 
analysis, whiCh should trace causa~on to its subjective origins. . 

'. Nevertheless Wicksell's theo~ of balances has its Pl.eritori9'!S 
aspects. From a statisti£ifailgl~ it seems better to adopt.hispra~fe " 
0t::Ettin~ ~mQlleitsave that d~tively withdrawn fromclrCula- '" ( \ ) 
tion I,Il Dank and Treasury reserves) ~t~~pe.~~J>aiance.$. and aver-
aging velocities, rather than to attempt a separation bttt:!Vee!l.JPl-
spebt wowng bal&Ji~ and hoards, ~e extent of which is unknown. 
WlclSelr alSci-gtves the-chiet determinants of the size of balances ' 
quite~d he is in advance of-cert8.iiioontemPolary writers I j. ) 
in re&liiiiig that the calculus must run in real and not monetary< 
terms.' Furthermore, although he does'not work out the weighing • 
of iiIDities got from money balances against other oompeting 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 exeessive teal balances ~ brought into, " 
et}wlTh~ ~~ stl)dOfmo~iJ)Vpel!Wn&.r~~ted ,,\ ") 

l ct. pp. 3QS-304. below. 
• J. M. Keyn.,,, z--.. .. JI..,(NewYork,l930) ..... S. 
• a. pp. 189-190. below. 

, • The full titl"of the 1911 puhlicalioa.ls V-,"-'" N ...... 'it=-" .. 
GrIooo&ce" JI..,;...lIriui,..· • 
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velocity, and ri!!,!gllIices, ~a1ances are sufficiently- de
Ecta.t~~ the proper mtio to tran5jiCH~ruQ~pect.!lqripg 
a~od,l" 

American students of money and banking may note with interest 
that the principle 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.· The un
merited neglect which Wicksell has sufiered in American and English 
economics until recently is indicated by his remaining unrecognized 
by Phillips and others in connection with the cre~sion 
principle.' . 

wecome finally to an innovation made upon the theory of Geld
sins und Giiterpreise appearing as early as the first Swedish edition of 
the Vorlesungen in 1906. Wicks~ts the restatement in an 
article in the Economic Journal the following year,' and refers to it a 
number of times in the German edition of the lectures in 1922. He J/ explains how formerly he had agreed with Ricardo that an ~f 
g~~!;.U>rig:5jDdirectly, ~serves and baRk rates, 

On thinking more precisely, however, I arrived at the view that one must lay 
chief emphasis on the surplus demand for goods on the side of the gold ptoducing 

"countries, a demand' which, if there exists no correspondingly great Deed for the 
new gold on the part of other countries, must necessarily lead to a prioe rise, and 
indeed directly, so that the rate of interest is perhaps undisturbed, or conceivahly 
moves in the opposite direction.6 

T.!~,~~~e.n~s_of_ the quantit>:!heo,ry, he explains later, have~2!!.Y! 
capitaIized .!>_!UlilC1!l!~!lOmen3,O£nsing commodit}' p~ces _~!te_lld~~, 
by nsii:igQiscount rates, and vice _sa. Sometimes-this anoiiiary (re
cently Called the'" WsOD PiradoxWby Keynes 0) may be explained 
by the relative, behavior 0 n d bank rates and the volume'of 
crediCbut 'e;;en' with gold productiO'n itSelf parto{ the contradiction 
may be resolved. 

In fine it is inIaginahle that the price rise proceeding from the increased 
~mand.forgooda appears even before the arrival 9f .the gold pa)'lnellt. fo~~ 

I YorkS'unten, 11., 6.,....,.1, 162, 182. 
I C. A. Phillips, B .... C,edil (New York, '920). 
• GeHhins, p. 102; Vorksu",,,,, II, liS . 
.. Ee. JIIW. 17. pp. 213-220. 

• V.,Iuu"g.", n, ziii. (Italics Wic:beIl' •. ) • Keyueo, .,. <il., n, ,g3-208. 
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1
9oods shipped out, - conceivably much before, since the preparations for pro
~speciKIIy in the extractive industries, demand masses of capital and 
labor, that is, of commodities to be paid for only in the future by th. e newly p. ro
duced gold. ~ capital may be partly created throuKb rraJ aaYl!>g;'" ••• but it 
might also be got by drawing upon bank credit. In the meantime tha!. requisj-

} 

tion .0n.b8.Dlr..s re. di. · .. t mak. eo. ·PQ~bl!'.!'.l!rice:'~e o. ~ .even Primar. ..ily cauSes. it, &n.d 
£lie discoun,t rate tenda rather t!' r.ise. than to fall. !h!'.l!>creasing gold .st~ 
WOuld then oper.,~ as a .oiCof rachet behind the Prigu!)"QY~YMtiDgjts 
go"mg b&clt, , •• ~t!'er ~ its,9.~~on.l 

I offer this lengthy quotati&n 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 somewl;iat 
even if it were not multiplied several fold as a basis for baDk 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 cr~t expansion supplies the impelling force upon prices 
after the fashion described by Angell and Palyi?' It is even imagin~ 
able that the innovation regarding gold movements goes beloW' the 
matter of sequences into fundamental causes, that Wickse\l adum- . 
brates Keynes' theory ooncerning 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 ~eIra §.!lal.ysis per
tains, i~.iA..mle,.io. the limited casuf a gold producing !X)untry and 
the co..un.t!Y~'li!l&Aew..!P.O!letary gold; it is offered as an exp1ana~ 
tion of the peculiar circumstance in the "70s and '80s when decIiniIig 
gold production and falling 'commodity prices attended abundant 
credit and low interest rates.' Nothing precludes its application} 
however, to the ordinary CIIse 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 al 
stage in the proceSs of reaching equilibrium in both commodity abd; 
capital spheres., In advanced inflation, this phenomenon under thel 
captions of a "flight of capital" arid the "se1Iing out" of the country j 
attains dramatic prominence. 

, V",,-, Il, 18),-188. (Italics W"acboIl'a.) 
• J. W.AnaeU. r ... r-,oJ 1~Pri<u(Cambridge,Massadlusetts, 1906), 

c:h. zvi; Melchior Palyi. n Das Zahl~eic:h hoi eiDaeitigoal WertiIbOItra_,n ArdiI$6. pp. 301-338-
• Keyn .... ~ ciI.. I. 316-
, V",,-, rr, 188. 
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.AI. HELFFERICH AND UNITARY D~ FOR MONEY 

Karl HeI1Ierich presents a cash balance theory running for the 
most part in familiar terms. With Wicksell and Cassel ~ regards 
the social demand.for money as the "sum total~f th~mQ!lellt.o~ks 
required py the individual householdS. arid ccincerns of a coun~," 
and with them he excludes hoards from the toU!l Qf PlQney (lffecting 
~ces.l Like th;se~riters;lHelffench niakes the quantity theory 
tumupon purchasing-powe/variations with the amount of hand-to
hand currency, and bank credit figures only as a "casIi-economizing" 
device, increasing the effective velocity of cash/ Hence, describing 
theJllctors governil1g.demaDd.forl'eser:ye mQJley, he enumerates not 
onrYT~the-v·oliime of payments in prospect during the given period, 

..};1') the degree of coincidence in receipts and disbursements, ang13) 
their frequency, but alsQA) "the intensity of exploitation of money 
by the banking system" andJS) "the actual use of credit instru
ments as exchange media." I 

HeI1Ierich 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 
"tIieaise6T'1ii:oife}'1lmlttld·olfe~fi(Y'i'esista1fCe -':. to changes inQ\if:. 
chaslngpower. me peculiar oombiDationofa cash batance theory 

",arid· 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. 

I I Nevertheles.lUhlLM.~h!!:!!i~._model is correct. To have any 
j meaning in price level determination, ca5ii tiaIaiiees must be made 

/

1 separate from the mere quantity of money existing within the coun
try. But the ~;gjl.m.",~~l(l. does not distinguish the. two. 
The specific volume of purchasing power desired by the individual 

I Karl HeJjferich, M...., (New York, '927), pp. '5',46,. 
I Ibid., pp. 455, 461. 
I Ibid., p. 533; d. the chapter OD "The SuppJyand Demand Theory," above. 
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'does not vary with changes in quantity-of money, it is true, and this 
J fact is embodied ia the unltsry curve. What determines the specific. 

volume which the individiiiiI i'leClaes to hold? To answer this ques
tion, to allow the psychological make-up of the economic subject to 
enter the process; it is p.ecessary to depart from the rectangular 
hyperbola and employ a concept of demand which does offer re
sistance to variations in supply and exchange value. 'Sarong as the 
c8lCiitus runs in terms of dollars, "'Y 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 calcwus 
runs in real value, the elasticity of demand ~ not be unitarY (save 
by an improbable accident) and the conditions of equilibrium may 
be demonstrated. What the owner of reserve fun~s desires is to 
maintaia a certaia quan~ty of real value or to carry through appro
priate changes if circumstances alter; the dollar-and-cents content is 
a matter of indifference. Consequently the Marshallian analysis, , 
beside avoiding the circularity of monetsry terms, proves to be the . 
more realistic. 

Hel1Ierich'll ststement of the equation of goods and money in the 
terminology of cash bBlances 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 jg 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 stoc;k of money or the psy
chological substratum of velocity, causation then passes in reverse 
order t6 that of the quantity theory; but the reserve calculus may 
still be employed to show the competing ~al utilities pi money. 
in reserve, consumption, and investment, and the results of this cal
culus upon velocity. More often than not,\Hel1Ierich believes, "the 
influence of money, both On the movement of prices as well as the '('" 
lIuctuations of discount rates, takes a secondary place as pompared 
with the effect produced by general economic eonditions and move- . 
ments." 1 The lIuctuations of the trade cycle manifest themselves in' 
changes in'the demand for money, not the supply; prices causally ../. 
eondition changes in the quantity oj money, DOt eonversely.2 ]Ii is 
one of the few German writers of standing to deny that infiation 

I I .... pp. s6&-s69- "/ .... p. $93. 
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caused the War and post-war boomjng of.pFilles. American students 
"llfitlS€d to the tam oalance analysis may therefore note the error of 
identifying it with quantity theory postulates of causation. 

III. MISES' CASH BALANCE ANALYSIS 

As with Schumpeter, Cassel, and Wicksell, price level variations 
are correlated with the margins bet~ bank and natural interest 
rates by ProfessorLlIdwig Mises of Vienna.' As with the otherS1llls 
~~ also forms the crurol Mises' e"Plana~o~f business~. 
But Mlses articUlates the propoSition more successfully than Cassel 
or Wicksell into the framework of the quantity theory through..!!£:.. 
fining quantity, not as gold bullion or coin, but inclusi~,as _mo~y 
ptuSThelJinlavjsmtltet, 1. e. m~titute'Siii an::::in=s,1liDk. 
cre!fuJ!."-l!l&. the mosnm.E~!!.~.!!p Consequently when he defends 
tIie quantity theory against the criticism of its ceteris paribus quali-

\II fication by saying "The hypothesis. ; . is the self-evident addendum 
of every scientific doctrine •.. ," 3 his answer may not only be 
granted fOrIlJal validity Dut his theory may be conceded greater 
realism, since an additional variable impounded by the gold quan
tity theory in "other things equal" is eIiminated, - the ratio of gold 
to the credit superstructure. Since the latter magnitude is the com
pletely dominating element in purclIasing power, Mise~ce 

j
seems to me clea~rior;l!!Qst ~lOdem versions of tile quant!ty 
theory, such as Ifiiwtr&,s, K,2!'es LaO~rtson's, SimPly iden
tify "money" WI cr~ t for purposes of priceIeveI aOalysis. '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 e:JC 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 ot the 
size of balances to be independent of volume of money, if 'velocity 
may be demonstrated to be either a real independent variable or a 
variable depenqent upon factors on the goods side of the equation? 

../ Even if velocity varies from circumstances peculiar to itself, a quan-

1 TIIebrle tlu Celdu WIll tlu UmIouf_l, md ed. (MwUch, ';'4), pp. 347-374-
I Ibid., p. 133. 
I Ibid., p. 110. • Ibid., p. 130. 
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tity theory m~y yet be maintained, following Hayek's practice, by 
defining quantity as MV, i. e. as the "effective" quantity.l If ve
locity varies from -causes produced on the goods side of the equation, . ., 
the quantity theory is invalidated. The subsequent analysis of iD
fiation 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 fiowof causation from ./ 
money and credit toward prices, Mises' cash balance approlLch 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; and the complete circularity of this reasoning has already 
been dwelt upon.' In othe»- respeots, the treatment of balanceS is 
excellent. It is" not always understood that, from the theor~tical 
viewpoint of cash balances, no matter whether for statistical reasons 
it is or is not advisable to separate off hoards from circulating money, 
aU money belongs within the UIIspent margins, excluding such defini
tively sequestrated sums as bank reserves and Treasury backing for 
potes. Mises sayS: 

All money, regardless of whether it rests in reserves ••• or whether it cir- \ 
culates, i. e. changes its owner ezactly at the moment of observation, discharges 
the monetary function in ezactly the same way,. Since a piece of mon, ey given iii 
exchaDge passes over directly from the disposition of one party in the contract 
to the other, and since no. time period may he discovered during which ezactly 
it [the piece) is in motion, we see that all money rests in a cash reserve ~e 
~er. The social money stOCk of an econOJiiiCiimf IS iiie;um of m.: 
divldual money stocks. There is no such thing, eveq,temporarily, as circulatiDg , 
money which dQeS 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 weigltilllf marginal~
tie1L!l~,sition of wealth ~t consumption 
&n~against inyestment , ei~tly bX_the ~~E.reneu.r-mhis 
own business or bl the consumer m interest bearing securities o! 
accounts.-

In-its traditional form, Mises asserts repeatedly, the quantity 
theorr}s "too mechanical"; , ana apparently his cash balance analy- , 

I F. A. ir..,y.t, "RdioctioDa OIl the PUle 'IhOOl7 of ..... ., of Mr. J .... 1:.,.. ... " 
l!<-'" 3.5, PPO -_5· 

I a. PI>- .. , ,60-,6" abo .... 
a r~PO"8. 
• lWtL., po. liS- • DiL. pp. 109. III-III. ~ao" ,.,... 



'GERMAN MQNETARY THEORY 

sis is motivated by p. desire to extend the marginal. utility_theory to 
price level determination. It does indeed establish a connection be
~ween purchasmg 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 auri sacra james, he discovers certain oEi~c
tions to the proportional varia!iq!L9Lp.tices, postulated by_the 
'~e-c.hanl§':~qu~ntjty'. 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. Dot!blingthe latter would not,neces
sarily produce an exactly inverSe decline in margiIlal....utilityj the 
utility cUrve for real wealthheid in monetary form icight have any 
imaginable elasticity. Doubling the krone reserves, on the other 

J 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. In1Iation and deflation, 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; , but its error is 
clearly the same. The ,El1L!ginal_utility calculus, which can only be 
applied to money without logical circularity by utilizing real units of 
value, is..transk,~d.lO..pume;)!. Jlllits, and the improbability of strict 
proportionality in the first instance is ascribed to the latter. . 

A number of German writers seem to have difficulty 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 ~l!otalwan.<;Qllgswni:-In both editions of his 
main treatise 8 and in an article in the Arcmv,' he r~e.fts th~~'me
chanlca.t'~ quantity theory for the Bubjectiyo'aIue-aaa!ysis _in ex
pkinin~_a_sup~~_d te~~~~cy, inherent in the very nature of indirect 

1 Ibid., p. 123. 
• Ibid., pp. 123-124. 
• ThMrie des G</du """ tier Um""'fnniJkl, 1St ed. (MUDich, 1912), pp. '70-,83; 

:md ed. (Munich, '924), pp. '35-'47. 
fo U Die allgemeine Teuenmg im Lichte der theoretischm NationaJakonomie:' 

A,c"," 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 content until the seller has moderated his 
charge. But in a monetary economy, the. buyer may pay the exorbi
ta~e under ilie conviction that he will be able to l'ea!llllihWs 
by demanding a correspondiIigly .hijih pnce for his own products. 
The origmiil 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 dect." 1 A common occasion for the in
ceptionof such.a vi~s sDiral of prices is monopoly. But, he adds, 
"it would be quite wrong to deduce from these facts a complete 
shifting of all prite advances. • . . Confotmably therewith, one· 
would have to attribute the rise in commodity prices to t,he futile 
eliorts 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' oWl!. 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 inust 
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 iJiecbief ?J?Onent in Ggnnan;y of the ClUQ.D

tity theory explanation Of war-~e prices, thia!irchasing-power 
the&§' of exch~, and {lie bliiik discount exp tiOtiOfDuslness 
cycl~ -

.... IV. CONTRASTS BETWEEN MONEY'AN]) CREon 
DlIAWN BY HAEN 

Mises' practice of basing the price !evel directly upon bank credit, 
rather than indirectly upon gold is adopted by L. Albert Hahn.' 
Tliere are other SiiDiIanbes: tlielf ch.!!"pio!!!ng of th~!rrbasing

I T""",, .nd ed., ,. I .... 
'I .... ,. 146. 
• L. Albert HaI!Il"Von derl:riep- .... Fried ... swiIu:wJg," A...w.. ~ 

14. pp. 50-64. ~ .. ~ (FraDkfort, 19,..)' 
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power pari!.¥. doctrine and their common adv~cacy:_oLthe_ moneta,ry 
tl:ieoryoT.!>!I§!!l~SScy9e.~. But their diametrically opposite views on 
credifpolicy have provoked mutual animosity, Mises representing 

. the very conservative ppinion, Hahn the idea that "credit produces 
goods out of no~g. '!. The latter's contributiollS'to penodica:J"and 
pilmphlet literature during the past fifteen years have 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 
asp.ects. -.-
. '9t' first is an atte~pted ro.pproc~bet!,\,ee~fl!~J?ankingand_. 

qu"anthy.§£!!ools. Whenever a cllanged demand for money proceeds 
v froin a secular trend in mode of payment, the banking theory that 

quantity responds automatically .10 need is justified.1 It is valid 
...... again for seasonal 'variations in the use of money in comparison to 

credit. On the other hand, whet an increase of money accompanies 
.. an increase in credit and prices, the quantity theory gives the real 

line of causation. But it is necessil.ry 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 encasl:iment, and since "e:very 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 rise, even though it follow chronologically."· . 

Hahn's attempt at reconciliation between the quantity theory and 
the old banking theory or its modern'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. y'oIu!I'e o! 
credit_determine~ Prices, though the "needs of trade~' govern the 

v proportion oLtotai purchasin)-p<>Wer 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 in1Iation period. The Bradbury notes figure 

I ltkm, "ZurTheoriedes Geldm&rktes," ArcAio 5', pp. -89-321; Yo/ksuMIs,lt4J1li<IN 
TlIuric du B""""'edils, 3rd ed. (Tllbingm, '930), pp. 83"93. 

I ArdJi. 5', p. 309. (Italics Hahn's); d. aIao Krie,nJIilIJrrm" pp. 44-45. 
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quantitatively as mere satellites of the really impelling force, bank 
credit; but the expansion of credit, chronologically precedent to the 
appeuance of the notes, would have collapsed without "the knowl~ 
edge, on the part of somebOdy, that they couldoe created if nece&. 
sary .... " 1 ... . 

Another contrast between money and credit is the '1!IlJilcS-~~ 
u~1! UDSl!btmar~~a1ill!i§Lt~):r.?§.~,proaUCeder.;no~&
ments of mt~ filo not recall ever having seen t1ie ~uDJect men
tioned in English .. Following tile example set by Marshall, English 
and American treatments have represented interest as the oppor- • 
tunit)'! Cost of monetary reserVes; ~alances would then vary in~rsely -/ 
(though of course not proportionlilly) 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 attentio'l to the fact that when interest is 
allowed, an advance in the rate retards veloatytupon deposit bal
ances; I and the practice appears to be rather common in Germany.' 
Inasmuch as the rate paid on customers' balances is US\lally a fixed/ 
margin below bank rate, an advaflce in that rate would be doubly 
effective upon the price level, first in penalizing bOrrowing from the 
banks, and secondly in encquraging the maintenance of large deposit 
balances. Where interest is not allowed on balances the advance in 
bank rate will work partly against itseIi; as Keynes sal'S> "stringent ... 
conditions of credit . ~ . tend to increase vefciCity."" ~ 

The size Of'iiDs~1it margillli ~as, amongst other ,things, ~n 
the owner's spendiIlg 1ialiits; whether regular or spasmodic, upon his v 
sensiti'!fDe~.rlsk, upon:obiec;U~ fac.ts su~.u.the frequency and 
de~!L~~incidence en l)&y-~d settiement4ys, and u~ 
o.l real pymen1Sto be made. ne multiplicity of these factors must 
restrict th-e-i6fepI&yedDyinterest, 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 re1lex effect upon balances is positive or inverse. 

A third aspect of the money-credit contrast dwelt upon by Hahn is -/ 
the rel~_ YlLriabilj~~es, his main concern in the article 

• • Do B. Robertooll, JI-. lit ed. (New Yolk. 1912). P. 113. (Italics his.) • f 
• L Albort Balm, uZur ...... d .. _tea ·vertmu .... ia die WihND&'" 

...... s •• p.~. 
• P. Banett Wbale, J_ SIo<A B.....,;" c-.- (LoadOD. 1930). pp. 37"'311. 178, 

.us. 338. I 

• E._.,ciI..n,46. 
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entitled "The Problem of so-called 'Confidence in the Standard.''' 
He believes that ~nce, taken by the meta1Iists as a non-quanti-

0; 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 s40w much larger amplitude than varia
tions under the interestJactot. Moreover, since the fear of deprecia-

".. tion strikes holders of cash and .l;redit balances equally, the 'two 
velocities move in the same direction in inflation. Now money and 
credit have each a theoreticaI 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; t consequently, we may expect the 'greatly 
accelerated velocity of credit iii extreme inflation to be attended by 
a much smaller acceleration in cash. If 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 sinlplified 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 mu~t vary 
about proPortionally with M'V' (and 'ILlso 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 knowledge of his work have, by a case 
of sinlultanequs 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 Arc,,", 52, pp. 303, 306. . 
I This seems to be a reasonable supposition on the basis of figures sbowing rea1ized 

velocities of money and aedit under ordinary conditions. But Hahn's "proof" is 
that the quasi-interest in the form. of utility .flow from a cash margin "is greater than 
interest upon deposits!' Of course in this event, the cash margin would be reduced 
only tardily, a. he believes (ibid., p. 306). F_ly disposable income, however, will 
certainly be apportioned between cash and aedit reaerv .. so as to give eqwI aatis
factions at the margin. Hahn'. conclusiOD, but DOt his supporting argument, may 
be accepted. 

• F. D. Graham, &Cllan,e, Prius, Gild P,adudi<m ill B'''''''"j/QIitm: c.r-"1, 
190 .... 1903 (Princeton, 1930), p. '05. 
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quite similar to Hahn'S.1 In Part m, this subject will be more ex
haustively treated. 

~. N~R'S lNNpvATIONS IN VELOCITY THEORY 

Further progress in the analysis of velocity may be credited to Jl!. 
H~r of Kiel.1 His slivisiQP..d.s~sb balances illto "b~ev' 
reserves" al!.!L"o~tiDgjynds'~ s.trik.es into an original enquiry. 
A ~ traditional dignity has been acquired by the divi~f 
mo~o hoards and circulating part; many writers have 
separated the subjeruVeTromtbe olijectiveoeterminants of unspent 
margins; still others have "made profitable employment of traders' 
as agairlst consumers' balances. Neisser's dichotomy does not p~ 
ciselytP&f8.llel any of these. Balance reserves are held for the sole v 
purpose of meeting contingencies, by producers as well as by Con
sumers. Subjective elements, such as the individual's sensitiveneSs, 
t9 risk, the competing utilities of money in consumption, and invest- ... 
ment, opinion as to proba.bie price level developments, and objective"" 
fa.cts, such as the interest obtainable in investment,. combine to de
termine how la.rge these reserves shall be.' Opera~ a.re held 
for the purpose of meeting the regularly recurring inequalities be- ./ 
tween income and expenditure. For everyOIfe they a.re objectively / 
determined: for consumers by wa.ge, salary, and divided periods, for-' 
producers by the turnover period. The Ca.mbridge school err0-
neously makes the whole unspent margin a. function of interest, 
whereas operating funds cannot be affected by the cost of main
taining them.' If a given person, for exa.mple, 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 hi.; monthly expenditures. . 

:.:e::~:~~::=::~~!::t,0~~ .. 
ance reserve, ~~«t~t,il)n QLyeloti~ugh .. "flight intlueal 
values:reaches ... ..!iefiuiteJim.it. Without a shortening of payment 
iiitervals, the fu!ll~" isrell,~e!!!V"h~J)al~!&~e:xhaus.ted.· 
The usefulness of Neisser's innovation may be apprehended in con-

I A. C. Piaou. &..". No A,~ &ooooooks (Lond ..... 1923>. p. 194-
l Hans Noisoer. Dot r ............ Gddu 0_ 1928). 
• llIiII.. pp. I&-_ " 
• 1-. "Der Kreislauf des Geld ... • WrlI. A ..... 33. po 390-
• r.........." pp. 1&-190 d. also pp. _6, ..... w. 
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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, veloc.!!x acceleration 
is limited by -the extent of balan~1'.Y§. as yet !Incxhausted. 

-I StniStics of the minimum amounts reached by individual deposit 
accounts during each month, for example, would indicate how far re
moved is the "maximum velocity'1 referred to by Hahn, or Gra
ham's "ceiling" velocity.' Another application of Neisser's distinc-

v tion pertains to Robertson's '~g." Th$~9l11.enOn 
~ by the foregoing reasoning, alsoJimited to balance resrPles.' 

I 
~educe~ to summary terms, the doctrine of Neisser's bo~k so far 

as It pertams to"@OClty follows. Balance reserves do not ClrClilate, 
. and may be set down at a velocity of zero. Operating funds Ila.ve a 

velocity which is detemlined by income and business-turriover 
periods. Ave,!!&;..ye!ocjt), fur aJl .money therefore appears ~e 
res'!!!-<t (11 the velocity of operating funds and (]) the proportion 
which operating funds bear to· the balance reserves. This doctrine 
Neisser niodifies considerably in his later paper devoted exclusively 
to velocity: Balance reserves, having a zero velocity, fall into ceteris 
paribus, and the discqssion pertains primarily to operating funds. 
Rapidity of cirQllation is now said to dePl!nd upon ~average dura
tion of payment periods in the income sph~verage "technical 
duration" of payments in the business sphere, and ~ .. 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 terms requires explanation. 

The distinction which Neisser makes between income and hllsWess 
~~s 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' ~- ..../ 
ances but also to that portion of producers' balances wbiC1i&reheid 
t.rtray for the factors of production, that is, for rent, interest, and 
wage incomes. Adopting Marxian temlinology, Neisser calls these 
the .. ~a~," the entrepreneuriaI outlays on variable capital." 
The o£lier"'element of producers' balances is the amount held to -I Cf. p. 168, above, and 224, below. 

I Cf. pp. 364"365. below. 
I Ibid .• p. 363. 

I WeU. Ar"'- 33. pp. 385. 403. 
• Ibid., p. 371 and Dote 2. 
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meet "C~ts," that is, entrepreneurial outlays. for constant 
capital, or the expense of "machines, auxiliary goods, and raw ma
terials." 1 It is apparent, therefoie, that while Neisser's "velocity of 

,income payments" coincides 'With Keynes' "velocity of income de
posits," since the former 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 producel'$' 
balances both for jaclors applied currently and for materials, ma
chinery, etc. 

Keynes' distinction is adapted to a contrast of producers' and con
sumers'~s and outl~ys during the course of a cycle, whereas 
Neisser's is germane to struc.turaJ or secular changes in the relative' 
importance of net incoD?-e payments as against payments for con~ 
stant capital in the sense indicated. The two es of e to 
which Neisser applies his apparatus of veloClties are "spurious 
capital intensivation," the process of industniildllierentiation, and 
(2}.Jgenuine capital intensivation," or what economists generally' 
would call an increase in the capitalistic method of production. His. 
treatment of the fiist subject seems to me tq be a brilliant piece of 
analysis. Before these subjects mal be studied, however, it is 
necessary to return for a moment to examine and to amead some-
what~.:_ . 
Vel~ m th~com~here is made to depend upon thll infre

quency ~ervalS, just as in the earlier treatment of th~ 
Tawclnusrl. 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 busin"ess payments is scarcely 
warranted. This particular velocity, it is argued, depends solely 
upon the .. technical duration II 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, 

'lAc.N. 1heambiguityofthe"_tantcapital" _isne.JVdeuod up. n 
might be interest charges, but in fact it -... ... thor to lefor to depnc:iation on III&

cbinmy IIld the dinct ou~ on cost goods, or what Mar.. c:olled the "used-upN ..... 
• tant capital. a, N, Bober, KM JI..t. ',.,."..,....1/ Bm.., (Cambridge, lola&
acbusetta. 1937). P. ~Io. 

• ltiII., pp. .J67'"~68, &14-
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I receipt and outlay follow as fast as they can be effectuated under the 
existing clearing technique.1 

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 immediate payment. I 

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" aoes 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 quaJify 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 
It 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 It technical duration," but not con
ditioned by its validity. . 

We tum 1l0W to average velocity ove~ both income and business 
spheres, a magnitude which involves Neisser's concept of capital 
intensity; Whatever its deeper implication from a theoretical angle, 

1 It must Dot be forgutten that business payments exclude income payments, which 
are in their nature periodic and necessitate considerable balance holding. 

S Ibid., p. 374; d. also p. 403. 
• For Germany this would mean something closer to 12.5-X3.5 pmIOD tumoven 

1M DmHIm than to 250-290, the estimated velocities in the income and financial 
spheres respectively. Cf. Jakob Marschak and Emil Lederer, "GrllsBeDordnunl!"D des 
deutschen Ge1dsystems," "rebiD 67. pp. 385-402. 



QUA.NTITY THEORY (CONTlNllED) 173 , 

1 
capital intensity is from an arithmetical angle nothing more than 
the relative weight to be assigned each velocity in constructing· an 
average.' Granting the desirability of striking such an average for 
purposes of an all-in~usive. equation of exchange, the questi,on 
a,p,ses as to whether Neisser actually presents tile right magnitudes 
for weighting velocitid. Capi~ty boy formal definition is 
the ratio of costs per unit of .butput expended upon "machines, ~. 

, raw materials, and auxiliary goods U to per unit outlays upon pure 
incomes -wages, int~rest, dividends; rents. 'It ~therefo~, a ra?o 
of payments. ~e Fisher !m!Lof reasoning, ealing wiilimoney 
~and quanffiiesofmoney lieta,il:"1s an anomaly to weight 
velocities by paymenls, .whic!l.-~~~t ?!. ni~~ei~~.lts I 
~:-"Ili.ewly-adIlllSSl.1:)le Weighting ba.sJ.s, m 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 SaDIe, 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 Neisser's, which runs in terms of real balances, there is noth
ing c;ontradictory 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) oli C-pay- • 
ments, but only capital intensity as a weighting factor between the 
two fields.' . • I 

The fallacy that industrial differentiation automatically increaseS. J 
velocity so as to leave prices unchanged Neisser had attacked effec
tively with thll concepts developed in ~ Der Tausc1rWer' des Geldes •. 
Pro1iferation 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.' So far as balance reserves' 
are concerned,-thereserves against contingencies,-therewould,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, but upon the side of com
modities. Commodity turnover increases parallel with differentia- ./ 

I lWi., p. 4qs. 
·r ........... pp.ao-tl. 



I74 GERMAN MONETARY THEORY 

tion, prices decline inveISely, and the diminution of velocity merely 
intensifies this result. 

The Kreislauf article iIi the Archiv draws some finer distinctions, 
and it is here, in addition to the earlier separation of contingency 
and operating reserves, that ~es some net co'l1J;ibutions 
tQ the cash balance aPIlz;oach. Unfortunately these distinctions are 
less elaborated than parts of the analysis which seem to be erroneous. 
But he points out quite clearly that differentiation is ;utended by. 
yY' constant velocity in the person-turnover sense;...xtJ decreased 
velocity in the circuit-flow sense, an~) 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, Neisser 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 Xl. Neisser's conclusions as to person-turnover, circuit 
velocity, and increased real balances supply the level 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 production, "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 stages of greater magnitude." I 
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 consumeIS' 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 

• w.u. Arch. 33, pp. 380, 385· 
I Ibid., p. 378. (Last it&lics mine.) 
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confusion, especia.lly as his contention is fundamentally correct. The
application of additional capital tends toward a lowering of price 
levels, not only through the laxgex volume of consumable product, 
but also through the laxger volume of fur:ed and working capital 
goods. Assuming unchanged rates of depreciation upon the former 
and an unchanged numbex 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 enlaxged product. A policy of price 
stabilization therefore theoretica.lly requires a sufficient increase in 
the monetary ciltulation to compensate both these effects.' 

I Neisser'. distinction between balance reserves and operating funds appealS also 
under the captions of ,,"" and ..... ehl. Rlkkl.,. with Oskar Engllinder, TIte"". dor 
V olA.swimckajl, vol. n, .. Geld und Kapital" (Vienna, 1930). I bave not succeeded in 
compassing Englll.nder'. expository style, which, German students bave assured me, 
very nearly lies beyond their own complChension. EngUi.nder tleato a large variety 
of upects of the quantity theory in wbat appealS to be a very thorough fashion. 

The difficulties of a mathematical tleatment in a foreign tongue prevent my utilizing 
Karl Schlesinger'. T"."". dol G.ld- tmtl Kf'ItlWimckajl (Munich, 1914), which 
appealS to me we1l worth the attention of mathematical economists. 

Of entirely dilIerent calibre are Karl Kirmaier, Di4 ~Ite"". Uena, 192.). 
and Paul Schult2-Xlesow, OM K .. mokaUu"" Ei .. Pro/)"'" dor G.ldlIteorUJ, dor BaM
,.lilill, ,,104 dor KrodilllNorM Uena, 1925). Neither bas any claim to attention. 
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CHAPTER X 

TIlE OPPOSITION TO TIlE QUANTITY TIlEORY 

MONETARY theo,!Y has ~f late been considerably infl~~ the so
callea "mc.~Ul;1eory~-9f P~UI01v.t;r. It has been propa
gated in "France by Albert At!l!Jion, in the Netherlands by Verrijn 
~~t,' and in Germany and Austria by i substantial following. 
Both B0ha-Ba.werk and Schumpeter lend their &'Uthority to the 
school, but its recognized leaaer-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 the~ words:/,The 
height ort'lie 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." "I The funda
m~tal i~as are three, tklIt purchasing power relates to money 

• applied to consumers""goods,.tl}lrt it is the result of a quantitative 
equation; ~ that the quanta are flows and not stocks. All three 
components appeared with Wieser as early as 1909,' and acmrding 
to Schumpeter it was Wieser who was amongst the first in Germany 
to recast the quantity theory in terms of rates.· In the Social &0-
_us, written as a part of the Cdundriss tkr SosialiiktmOtnik in 
1914, Wieser sets forth the equation of money and real income as 
the logical counterpart to the equation ·of supply and demand for 
natural values through the mechanism 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 called the 

1 A summary of the views of Afta1ion and Stuart may be found in Tjanlus Grei
dan ... , TIte ValulJDj M01U") (London, 193')' ch. xi. 

I Friedrich Wieser, "Geld: Theorie des Geldes," HM. du SIMb., 4th eeL, vol. IV 
Oena, 19'7), p. 6911. 

• Idem, "Der GeIdwert und seine Veriindenmgen," Veras 132, p. 516 fl. 
• Joseph Schumpeter, UDaa SoziaIprodukt uno! die Rechenpfennige," A"M. 44, 

pp. 6.H3o. 
• Friedrich Wieser, SociGl E~ (New York, 19'7), pp. 254-258. 
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• mechanical) view of pri~ level determination, against an historical 
explanation or other variants of a non-quantitativ& character, is 
reinforced by his concern to de~e accurately just what payments 
shall be included in the equation. Here we encounter.a dual divisiOli • 
into "price P!~_ts~. ang"paym~ts b'y"~ent," the former 
arising from the surrender of natural values, i. e. from productive 
acts, the latter from mere transfers of value! claims so acquired.' In
come obtained frolJl price payments may be called "orj~; 
'ZeWnue got from assigDment, such as loans, insurance, guts, and 
taxes, constitutes "derived" income. The second type of income 
does not influ~ the exchange value of money, he says. Whether 
acceptable or not, this classification surely rests upon a quantitative 
analysis of purchasing POWtl"l" and besides being accounted·a suP-. 
porter of the quantity theory by others, I Wieser himself expresses 
the belief that "much as th~ 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 elem:ents in his writing conspicuously at variance 
with this viewpoint. In Part I it has 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 SocioJ &0-
_ics 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 ~
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 ppon barter, he says, the producer includes ../ 
in the money· ClOSt of his wares only a fractiOll of the total costs of 
prod'lction. With the flood of precious metal from the New w~ord' 

domestic agriculture comes more .... d more \lIlder the c!ivWon of labor, and is 
imbued with the spirit of the money economy. All these facts contribute 
increase the outlay of money which the farmer should seek to """'vel in the . 
of his goods. Hence there is an increase in the seJIing price which he must ask . 
Older to meet his zeckODing.' . 

11 .... pp.IS ..... S3, t64; S4w6. _w.., IV, 600; V ...... Ill, po. srs~ 
I E.1.S.P.AltmaDJl,Dic~" __ V~ .. XIX 

J __ (Loipois, r9Q8). wi. r ..... 6, p. 48; Frita MochIup, Dio ~ 
(Halbontadt, r9's)' P. no; Schumpeter. of. oiI... pp. 6t8-6Jo. 

, s.rioI &-Ia. P. 087. • Cf. pp.1r-87. abo .... 
, s.rioI &-Ia. p. 063· , !"L. p. a88. 
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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 e&use of 

/ 

changes in the value of money. . . . Money always takes its velocity from 
goods.' ... Notes paid out in discountiog are subject to a law which has been 
called after its discoverer Fullarton's Law.'. .. The amount of unsecured 
balances ... fluctuates as elastically with the monetary requirements of trade 
as the amount of unsecured notes.' 

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 "the 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. Nat the source but the employment of funds de-
cides their relc,vancy. . . -

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 I If the ratio of income balances to the remainder were con
stant, this would be true, but the contingency is scarcely 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. 

1 Verri1l 132. p. SUj d. HM. der SItJaIs., IV, 706. 
I Social Ec"""""'" p. 145. 
I Ibid., p. 146 . 
• ct.]. M. Keyn .. , A TrelJlis .... M...., (New York, ;930), I, 35-49. 
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With respect to one element of "derived" income, Wieser directly 

contradicts himseH by holding that the increasing burden of taxation " 
provides a continuous force toward raising the level 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 less significant) proceeding from an in
creased money work in tax payments and disbursements, it does no' 
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;· that the force driving prices upward was the influx of gold 
and silver from America; t ed, he might have added, this fact was 
shown clearly in 1568 in Jean Bodin's Response aux Paradoxes de 
M aleslroil. Even Mises, whose unorthodoxy upon the historical 
trend of prices we have observed, and B. M. Anderson, implacable 
foe of the quantity theory, fi.nd Wieser's analysis wanting.' What 
the inclusion of the rural districts in monetary exchange accom
plished, they say, was merely an equalization 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 bis penonalloss. when one of the contracting parties errs and surrenders 
• greater value in the one form than he receives in the other. The equation of 
values in the total. however. is not alfected by this error. for what he overpaid 
becomes the pin of the other party to the contract.' 

The supposed price raising efficacy of tuation 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 fro)Jl commodity turnover, and it 

, Sorial.s-.iu. p. 1119. 
• "w.....,. 'Thoorie d ... psoUscbaftlich ... W"1lIBchaft,'" A .... 53. P. 663. 
• Ludwig Miaos, r_ .. Golda _ .. V'*-!.-J. md <d. (MUDlch, 19"4), 

pp. 1.59""'<13. B. ·M. """"'-. rAt VaIw" 11..-, (N- yom. 1917). p. go. · S....,~. P. 1$6. . 
• Adolf ~ z", r_ .. S~ 0 ..... 1926). p. 94> BOte. 
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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 sentimc:nt expressed by many members of the Austrian value 
school against a "mechanical" quantity theory is seconded by Pro
fessor Liefmann of Freiburg. Because this theory dispenses with a 
utility calculus on the part of economic individuals, i.t can "com
pute but not explain" the course of prices.' 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 
~ys, . that the change of onli' price were always accompanied by 
an.opposite change ,in other prices (I), the state could lower the 
prices' of most goods by artificially raising the prices of a few.' 
Liefmann's own theory of price levels is exhausted by the epigram
matic Pfonouncement 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 
v'the old banking school tenet that banI{ notes and deposits, if based 

upon firsl-diiS$ ffimmercal paper; aut~maticaJly conform to "the 
needs of trade." This idea became known to every German through 
the lively campaign of pamphleteering for" classical money" carri~d 
on ·dq.ring the War and inflation periods by Bendixen, supported by 
Dalberg, Elster, and Singer.' The propaganda was not successful; 
indeed, it is coinmonlyobserved 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 Fullarton continued to 
be accepted outright by Eulenburg, Gruntzel, Miksch, Mildschuh, 

I Robert Liefmanil, Die GekJ_"",,,, 1m W.Ukri<,. ImII dio Bueil'ptJ' 'Iv", 
Fol,,,,, (Stuttgart, 1918), pp. '3, 64. . 

• Itkm, C.1d UM Cold (Stuttgart, 19[6), pp. SCHS4. 
, 1 Rudolf Dalberg, Die E_, des Geldes, .nd ed. (Berlin, 1919), pp. '7-'9; 
Richanl Kmchagl, Die I.elv. ""'" Geld ... des WiNe,",,!1 (V1<IlII&, 19")' 

• Propaganda for this scheme will be found thxoughout all tbe publicatiolll men
tioned in tbe bibliosrapby under tbese namea. 
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l'hilippovich, and Sdiultze-Kiesow; and in somew~t modifiec:! form 
by others.1 . ' • 

Quite difierent in ,character is the opposition, to 'the quantity 
theory by those who prefer an institutional ,or historical explanation, V 
of price level behavior to the cross~section or a:n:dytkiI Vl~wpoint. ' 
Both Wieser and Mises verge upon tbi~ attitude at timeS; but a mol'!l 
thoroughg<iIiig:"eJqionent is ~e§§9r 'Otbma~BJ?ll ,of Vienna. 
Spann' adopts the banking s 001 theorem: an elieves that the 
quanti~y of money is the result of the, turnover and ,?rices of com_V' 
modities.· But he says also that velocity determin~ quantity of 
money, in that the maximum V at times of,greatest activity ill pay- ...., 
ments set's the M requisite ,to, perform the given money servi'ces. 
Apparently causation progresses from PT to-the V's aqd thence' to 
M' and M. It is odd, if this is Spann's conviction, that lie should 
advance reasons for believing that in~ease~ iIf the supply of money 
and credit will not advance prices proportionally.· '" 
Sp~:Q.pplie.~~e his,~~£8Lt~que f~.w~i he cOnceives .. 

paranoXlcaJ: feature o1'Current econOJDlC orgamzation, that the pl'9~
ress of ~~erial welfare is attended, by ~ve~1; riSi~~jlri~.' 
The oi:iIy perSoll'lltho ha,s assayeQiSOTutiol1 oTthis ri~dle 18 Wieser, 
but his explanation cannot be appli«;d to the contemporary sitUail:on 
when the sphe~ of money economy is not beiI1g appreciably exr 
tended. Into a satisfa~ctOry theory, the following f~.ct§_must..be 
6.t~d: On The anii1ian!! II: riety Ilflorcej tend to.mi~J:iI:es: the • 
law of diminishing retu, 5;'monopolies, and .the.(X)sts of social 
legislation,. the military establishment, and the' public debt.yS'et 
against these are. forces working toWard loWer prices: ~chnil:lLl dis
cowries, th!! increaSing diVlSiQinit1a~and Cartel economies m. 
marketing. What needs to be explained is how the obvious pre-./ 
ponderance of the second set of forc«;S can at the slune time be ac- • 
companied by rising priceS.' r • 

The solution is simple. Suppose for a moment tJlat baiter pre- • 
va.itr.1t";ffi1ain goods come to be produced more cheaPfy their , .. 

I References to the ,.dtings of these penoDI ue to be found in other amnectioDs in 
the proIODt volume. • '. . .' 

• Othmar Spun, "Bomerkungen ... FIsh ... GeIdleh!e," S .... IIri. 41. pp. IS70-
IS71. _ 

• I~. p. 1573, 'I.., r ........ ~ all GnoMlaco _ snu..c ... T....,.. 
(V ...... a. Igl.u. pp. 1-10. ' .' 

• I~. pp. 10-08. " 
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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 industry 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 th'e1iismfrcal ItppLOach in emphllsizing evolution rather than 
runc~ps; If diHers m asSUmillg Wlmt m1ght be called--
a mSjunctive vi~ Both regard causatli>n as runnmg prepo1iQer
.ately from th€"""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 represen
tative; 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. Eggegscbwyler, 
who has made a sys.!gnatic attempt at refll tatiea ;)i ilshC1!:'~
tit~.· A nuinber of his objections relate to specific aspects of 
the equation of exchange: that no time period can be conceived dur- 'V 

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 

1 Ibid., p. 32. • Ibid., pp. 4'-45. 
I S. P. Altmann, "Irving Fish.,., 'Die Xaufluaft des Geld .. ,'" J",6.!ik N. ,.. S. 

112, p. 469; Heinrich K6nig, Die B</uli,"", deT KflIU!"'a/l du Geldu (BomJ, 1922), 
pp.6611. . 

• "'Die Kaufkraft des Gddes,' Em Versuch mit untaugliche:n Mitteln," d,," 36, 
pp. 213-233, 548-576. 
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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. 

I Capital accumulation, density of population, increasing material prosperity 
and industrializ8.tion through the further division of labor, technical and scien
tific progress, invention, 1arge-sc:ale production ••• are virtually eliminated by 
making them Bu}lorclinate to the five allegedly" direcI; II causes.' 

These influences operated directly upon prices, not by way of the 
equationj 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 ~on has been 
notable for vigor or clarity. The in~ry, for example, pre
sents a higbly ambiguous complexion. An historical acco,JUlt of 
monetary theory written by Mildschuh for the authoritative Hand,. 
wiirlerbt4l;h divides the analysis into two major groups, qU<iatity 
theories and income theories, the latter holding that money a pts 
itse1TtO neea Wlthout functioning as an independent cause of price 
level changes.- But ¥sser and Hansen denr:at there is an~ 
tradicti~ween the.Jl!o.' Tlie stlIlittt>n isearly that it depends 
upOiiWhose ~e<!~e are concerned witl!., ~
to~ equations-of.aclwtgej his adheren~ 
~ty of velocity'llDd bank credit conflicts with all quantity 
theories, except one which correlates prices simply with sto&k of cur- ~ 
reney. 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 affect prices, it is nearer the truth ../ 
that not incomes but expenditures determine prices, as Hahn pro-
tests.· . 

, lbiL. p. s6o. 
I W"dibald Mi1dachuh. "Geschicht1icbe EDtwickluD& do< GoIdtheorie," B .... ... 

SIaab •• 4th ed .• wi. IV crena, '9'7). p. 7'8. 
I Han, N ....... Der r ............ c.u.. crena, '928). p. II; F. B. Guver and 

A. H. Hansoa. Prioodlla " ~ (Boston. '9.8). pp. 366-367-
• L Albert Balm, y~ r ...... ~. 1st ed. ('I'IlbiDcea. 

1910). P. 149. 
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Schumpeter undoubtedly succeeds in uniting the income and 
qUlll!.fity~theories. What value haStlleam81gamation?-lhavepre
viousIy~expresS'ed 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.1 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 Mars~~!I£q1ljl!brium t!teoEl,of value, in contrast 
with the Austrian, makes cost as, !nipo~antJls utmW. so that there 
is no apology for vieWing values in the productive sphere as, derived 
fto~,S,j;,o.l;liwriptiye:' Foi~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 incom~eory has seI"Y..ed some good purposes. 
As an emanation fro~e subjective value - thOOryl! liiisofrset a 

I I \ tendency to make the value determination of money an impersonal 
/.;.J,,' 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 

i",) 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-

I E. g. Friedrich Beodinn, W iJIwtIngsto1ilill "lid Ge/dJluorie im Lk1fk du Well
hiegu, 2nd ed. (Munich, 1919), p. lSI; Oskat Englllnder, Titeorie tier V.u....;mcM/l 
(Vienna, 1930), n, 39-40j Greidanua, 0'. ciI., p. 126; Neisser, ",. riI'J pp. 12-13. 

I ]. S. Mill, Prine;tlu of P.lilkal &"""",y, ed. by Ashley (London, 1909), 
P·439. 
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weighing of diminishing returns by improvement, since physical 
volume of production would 'b' 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 siae 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 

THE 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 specific 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 OP EXCHANGE: GENERAL CONSIDERATIONS 

A. The Adequacy oj Quantitative 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 ~lu~ or multifarious fOLJ1WL11!itative expr'!SSion. 
This reflects a . on upo'tvalue theory in general which goes beyond 
the horizon 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-cIassicai analysi..s !!!!<! .!!I!-his
~~!l'li1Jl1iol!u:-orpsY<;1\010g!C31 appriiii:CliiiiYldJi~shed 
by the f~~ recognition by critics of the quantity theory of 
thevaiiOus senses of value of money, and the limitation of equations 
of exchange to the purchasing power sense;Ja'f 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 qiiirted and realized prices. The equation of exchange neces
sarily pertains to the latter, but the former may be the "moving 
cause "; !Jf reaJization that the equation, like all generalizations, de
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 an~ cYcles. 

B. The Period and Field Included 

Because purchases and payments fall apart chronologically, the 
equation musriiiclude a period long enough to make uncompleted 
transactions a relatively small portion of the total; otherwise 

ol"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 volume of business does not have to be declining. HI W 

~Ii"" s ,~~ 
C. The Number of Equations ~ ~~('J'''''':;'''~t . 

If but one equation is to be constructed, a c;Qn~er inco~ K""1,v-
f9rmula will probably serve more purposes than any other. But it is ~ -
only in extreme inllation 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 I 
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. 

n. EQUATIONS ~ ExCHANGE: SPECIFIC MAGNITUDES 

A. Quafllily of M IIfWY 

If the oonclusions of Part I concerning the nature of money are 
valid • .¥ and K' m'ght tQ be !jmited to physical !7!fbllnge media 
whi~ ciiCuIate as equivalent to the ideal unit of acco!St. This cri~ 
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terion excludes on the one hand miscellaneous commodities, stocks, 
bonds, and bills of exchange, because their ppces vary, and on the 
other, verbal promises and book credits, because they lack a quanti
tatively limited substratum. For a different reason, bank reserves 
and treasury redep1ption funds are excluded; though they H 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
tional 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'1han the ailment. 
It wouldiorce 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 H cash econo
mizing" device by Cassel, Belfferich, and Wicksell does not enjoy 
the favor of such progressive writers as Balm, Marschak, and Neis
ser. Besides misplacing the emphasis, the older practice allows 
statistically distinct variables to go to waste. Data upon volume of 
bank deposits and rate of clearingis 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 differential rates between V and V', already intimated 
by Balm, will be amply attested in the cyclic3.I and inlIation analysis. 

C. T,ade 

Parallel to the resolution of Wicksellian V into its component ele
ments, the hybric;l quantity T should be separated into separate 
parts. Eggenschwyler, WaIre de Bordes, and Marget distinguish be
tween volume of production and rate of commodity turnover, and 

I Cf. pp. :40'-144, above. 
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there seems to be no insurmountable statistical obstacle to their 
separate determinatiop.; In the problem of industrial ciliIerentiation,· . 
duration of production, and velocity, the resolution of these ideas is-
indispensable. ' 

Whatever the type of equation may'be, 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 
"total 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 vol11!ne and price are indistinguishable, may be intro
duced into the equation, following Pl'Ofessor Copeland's suggestion. 
by some such distinctive symbol as R in the right hand member.l 

m. TBE CASH BALANCE ~QUATION 

A. Mock 0/ SIa/8me1I' 

The foregoing comments are equally applicable to peri.od-of-time 
and poinl:-of-time equations. The comparative novelty of the latter 
approach in our own country may recommend special treatment: i 

First, it is observed, the introduction of cash balances 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 p. se nothing more than a bare equa
tion, which such writers as HelffWch, quite opposed to the quantity 
theory, are also at liberty to employ. Whatever the direction of 
cause and effect, the following principles prevail. 

In the employment of cash balances, the theoretiClll ports anita- _ "" 
"'III is the recognition of the necessity of a teal vallUl ,alcul~. The V. 
logical circle involveCl in the direct application of Austrian subjec-
tive value theory to money units has already been dwelt upon at • 
length.' Alternatively the difIiculty may be stated thus: dollar bal
ances in the aggregate simply coincide with total monetary stock; if . 
M and V are to exist each in its own right, the ~ of balances has tOo 
mean something separate from money content. This has been recog-

• Cf. Po 145. aho_ 
ICf. pp. II, 160-161, I~ aho_ 
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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 urtits; 3 and by Keynes, who speaks of 
"consumption units.'" Very explicit emphasis upon the reoJ value 
calculation is found with the German protagonists of cash balance 
reasoning - with HelfIerich, Neisser, and Wicksell,& and also with 
the mathematical theorist Karl Schlesinger.' On the other hand, 

E
awtrey, who has done a great deal toward making the cash balance 

o eVise a useful instrument, especially in cycle analysis, continues to 
sist upon a 2!!ect money calculus! Cannan puts the demand for 

eserves into terms of pounds, and convicts hintself 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 mqney utility approach,- 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 difliculty inherent in the situation.1O 
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 of Balances 

Holtrop, who has traced the histories of transaction and cash bal
ance equations, the "motion" and "rest" theories in his apt ter
minology, discovers the second theory as far back as Lock.e.u But he 
does not relate the origin of the threefold utility calculus which is 

• AHred Marshall, Mtmey, Crtdil, and C_ce (London, '923), p. 44. 
• A. C. Pigou, Essay • ... A",itd &onomics (London, '923), p. '76. 
• R. A. Lehfeldt, Mtmey (London, 1926), p. 99. (Italics mine.) 
• J. M. Keynes, A Tr,," 1m MondGry Ref_ (New York, 19>1), pp. 83-86· 
I Cf. pp. 160, 157, 173, above. 
I TI7<orie de.- Geld- tmd KrtdilwirlsclJafl (Munich, '914), p. 97. 
, R. G. Hawtrey, C_ency and Crtdil, 2nd eel. (London, 1923), p. 4"; 3rd eel. 

(London, 1930), pp. 39""40-
• Edwin Cannan, Mtmey, Sth eel. (London, 1926), pp. 72-73. 
• A. W. Marget, "Leon Wa1ras and the 'Cash-Balance' Approach to the Problem of 

the Value of Money," I. P. B. 39, p. 599, note. 
• Tjardus Greidanus, Tire Val ... of Mtmey (London, '932). 
11 M. W. Holtrop, "Theori .. of the Velocity of Circulation of Money in Earlier 

Economic Literature,1J Be. low., Et:lmtmti& Bi.skIry Seria, voL iv, DO. I, p. SOIJ. 
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current today. The individual is represented as weighing marginalr 
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 mone 
reserve. Through its adoption by Marshall, Pigou, Keynes, an 
Mises, this has become an accepted principle.1 In tlJ,e main thi 
s.~ems to me a fruitful theoretical device, although it requires one 
very important amendment. 

The amendment consists simply in .IIubstituting for the traditional 
calculus based upon a certain unit of "real wealth or income': a 
calculus based upon a '"l:ertain '!-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 tbI: 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." t Greater elasticity and greater realism maL-be achieved 
for the cash bal8:iicerormil1a by the' ~~este<nhahge. The ar -
mentmay~eSUm~eillleTo owing propositions: (I t 
a Cii.lCiiIUs temlS 0 ts of real wealth does not n give 
the same result as real income;.La) that neither real wealth nor in
come are directly germane to ute· balance calculu~) that the con
ventional statement does not provide a satisfactory solution of the 
problem of industrial differentiation and velocity; and X4) that it is, 
unless amended in the proposed fashion, incompa"t!:ble 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 absolulll temlS: 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 relaliw, 
i. e. balances are supposed to be determined upon as a fraction of in-

1 Marshall,.,. <11., Po 4$; Pi&ou, .,. <11.. II- .80; Z:.,...., .,. <11.. PI'- 8$4; Mioes, 
p,'IIl.above. 

I fi&ou. .,. <11.. pp. .76-.77 • ...,.u.~ from Q. J. B.. Noftlllber. '9'" 
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come or wealth, ordinarily denoted as i.I Every change in produc
tive efficiency, however, alters .the ratio of wealth and income, and 
consequently calculations in wealth Of' income do not give consistent 
results after the change in economic efficiency." 

(2) Relatively this difficulty is uninIportant 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 theotists. themselves, thl:..luupo~ fQ~ ~hich anyone holdS.. 
m9neYJ!!~ (I~ co'¥'er regularly recurring inequalities of income and 
outlay, which are greater (a) the more infrequent and (b) the less 
coincident the payments;'8.Ild (-'> to provide a reserve against irregu
lar and unpredictable payments. Not wealth ("resources") nOr"in
come, but tr~ion:;-~ts is wha~!I!~g!Sh balan!:&p.g.yides 
for" Statistics ga ere y ISliertOr'stii'clents at Yale University do 
indeed show that .. the amount of money kept on hand !>r..tP.!..!'!£!l, 
though lar~!"!lJ~M~~ tlla:D 1Tiilltepton band by-the. POOr. .i.s 
sma1I~flela!.i~t;Ir..t9.. the exp~!!cJ.i~re.JJ a On the other hand, it would 
nor seem improbable that certain situations would reveal the wealth
ier consumer, the wealthier firm, holding proportionally larger bal
ances, simply because they can 1Dore easily· afford them. Stated 
accurately, the situation is thist the elasticity of the demand for re
serves in the form of money is k function in some rather iII-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 transacti0:J. 

Let. it be said again, however, that the Cambridge ysis and 
that of the majority of the German writers cannot be inIpugned so 
far as it insists upon a real oolue 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 100 bushels of wheat. Our 

I For references, d. p. 191, Dote I, above. 
I Noted by Jakob Mancbak in his article upon "VoJksvamllgeD ODd Kuoeabo-

darf," .A.rdDe 68, pp. 385-41"0. ' 
• Irving Fisher, Til< P",d<ui.., p,.,., of Ji"'"Y, md ..t. (New Yolk, 1922), p. 381. 
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particular balance-holder then deci,des to hold the equivalent of 8 
bushels to cover inequalities of pa~ents 1LIld to provide for con
tingencies if his net income is, say, 20 bushels, the first amount being 
the result of his" considering the alternatives of consumption and 
productive investment. With lhe $_ transactionS but with a real' 
income of 30 bushels, he might hold 9 in the form of money, with 40 
bushels income, 10, etc. in the familiar negatively inclined demand 
function. But at the same time with his tiel income~, the demand 
for real balances will vary directly (though iiot:-' proportionally) 
with changes in the total amount of real ~ues to be transferred. 
Consequently- in my representation of thE! balance calculus, the de
mand schedlili: does fIOl take on the configuration of a rectangular 

, hyperbola as it does in Pigou's statement, as an example of 'the con. 
ventional procedure.1 This signifies at once' absolute real bal-
ances vary with total transactions; and ndly, that the ratio of 
real balances to real transactions does vary (incomes remaining 
the same) with variations in the latter. The first half of this state
ment reiterates the finding of Part I that ~~, even 
when traced back to its most ultimale'origin in the ballll;!ce calculus 
of the individual, essentially,~ The ~cond 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 consistency of cash bal-
ance and transactions formulae. , • 

One individual's demand, as just described, equates with a 1>upply 
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 .. 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 stadt is equated 
to real balances. The prOt;ess by which equilibrium arrives has been 
described in an earlier chapter.' At a given level of Pril;eS, anyone 
who possesses more dollaIs than he desires..to hold under the three
fold real ~ue calcu1&tion will spend more rapidly; the acceleratiOB 
of velocity forces up prices until the stoq of dollars bears the correct • 

• P!soll.'" al.. p. In. at the top of the_ 
I a. pp. ...... 140 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,l 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 Keynes 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 ~d 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, bear upon' the size of the first portion of balances 
only, the genuine contingehcy 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 inlplicit 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. ' 

• Cf. Holtrop. Ee. J ..... , &moomic Bist<Jry Seriu, voL IV, DO. I, p. 513. 
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IV. CAUSE AND EFFECT 

A. General Obseroations 

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 TIl 
and IV offer some definite conclusions on particular phases of the 
problem. I do not conce,al a predilection toward regarding quantity 
theory causation as more basic and more general than the opposite, 
but this conviction has no claint 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, fld their critics may be lessened by the 
following considerations. \JIl.) Quantity and velocity of money and 
credit are sometimes a cause, sometimes an effect. The progress of 
prices during moderate in1I.ation and the breaking of boom periods ., 
seem to reveal the former, while hyper-in1I.ation and the period of 
extreme cYclical depression' and beginning recovery reveal the latter. 
(~The monetary anel real members of the equation often seem to 
interact upon one another 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 mos'tOnlie course of re
covery and retesslon outSide the extremes just remarked upon? If 
so, I see no reason why one force could not for a time preponderate. 
giving way then to the other; PT, for example, could advance under 
a seasonal upswing, while MV, according to a conception which we. 
shall encounter with Machlup,' responding first as effect, becomes 
a cause of eycIical advance by its inelasticity against the seasonal 
downswing of PT. ~ Even where prices and trade assume chrono
logical priority, money volume and velocity supply their "essential 
condition ";. 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.' {"f) Some critics of the quantity theory apparently take the 

.' peculiar position that money cannot be a true cause because it is a. 
mere to- in a game in which human decisions present the rea1. 

I a. pp. 379-380. 391. below. 
I a. D. H. Robertscm. II.." 1st 011. (New Yodt. Ig22). Po 113. 
I 1", B.n.c P.u., ....... PricJI z-l (l,oadOD, 1926). Po •• 
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causes. This is quite explicit in Liefmann's writings,
' 

and the his
torical, institutional, and psychological schools often give such an 
impression. Value is of course something felt 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. aPer se money is no more an appendage til prices than the com
modi&es priced. 

~. True Functional Dependence of Quantity of Money 
upon Prices 

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. 

(1) The division between money in circulation and money in bank 
reserves depends upon the price level. Under the caption of the "in
ternal drain,'1 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 apJ?!:ar as a 
1J m~a!~IIi~..s>LgtcUt..wi~~~usal signi1jc.~.et 1ilEIigIa.ii"d and 

~enca, 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 
qualification upon the ceteris Jwilnu 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 i{ 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. 180, above. 
I Cf. pp. J6J, 165, above. 

I Hawtrey,.,. <iI., md ed., pp ...... 3 " IMm.. 
• Cf. pp. 14J-144, above. 
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conform to variations in marginal cost, 'Since" the adjuSbnent 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 pt%ces are 
real, they do not count setjously against !he 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 broadsense 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 
earlier 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 Spurious Case oj Reuersea CallS~ 

The case is a change in the number of hands through which a com
modity passes in the course of plOduction before it reaches the ulti
mate consumer. To simplify the exposition we shall deal only with 
increases, allowing the word '~dilferentiation" to signify additional' • 
turnovers of commodities against money either becauSll of the sepa- t 

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.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," I is a rGlio of money 
spent to ;money held, it should be noted. If we enquire into the de- . 
terminants of velocity in this sense, we find them classified as follows: 

(I) Habits of the individual. • ~ 
(a) As to thrift and hoarding. 
(6) As to book credit. 
(c) As to the use of checks. 

(2) Systems of payment in the community. 
(a) As to frequency of receipts and disbursements. 

l AppIoDmately, that is; I shoIlnotclwell upon /mqiI>abIe 1OCOIlCIuy""""";
• IrviIlI Fisher, Tilt ,..,... p_ Ii JI_ mel od. (N- York, 19")' pp. 

sso-3$3· 
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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 tninsportation.1 

Difierentiation affects none of these determinants, and so person 
turnover velocity cannot 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 equa~ons for producers and consumers cannot change the 
result, since velocity in separate economic spheres is shown to be 
unaffected by difierentiation by the argument applied to velocity 
generically. 

Upon the basis of the conventional cash balance analysis, however, 
we seem to obtain a difierent result. To provide for, let us say, twice 
as many payments, the producers will need to hold nearly • twice as 
large balances. We assume that "when, ceteris pa,ibus, 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-I 
cline of prices, - an increase in transactions and a decline in velocity! 
This paradoxical conclusion is prevented, however, in the accepted 
cash balance formula by the phrase ceteris paribus, which precludes 
any variation in T. But though the pa~dox is thus solved, we find 
no answer to the question as to what d<Jes happen to balances and 
velocity when T d<Jes change . 

.,J The amendment which I have offered to the cash balance formula 
solves the difliculty. People maintain balances, not in proportion to 
their wealth or resources primarily, but primarily to meet payments. 

I lbi4., p. 79. 
I Cf. pp. 130-137, 148-153, 182, above. 
• R. H. Lounsbury, "Velocity Concepts and Prices," Q. J. E. 46, p . .s. 
• It would be twice if we neglected the portion of bo.1ances held for contingoncieo. 
• Cf. ·Pigou, -t. <iI., p. 177. I have suited his sentence to my cue by aubotituting 

"twice 88 much" for "half as much," and "halved" for "doubled." The idea is Dot 
thereby affected. 
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When differentiation sets additional ex~ges hito the productive 
series, it does not affect the volume of real wealth (except. secon
darily); but it does increase the volume of real wealth to be exchanged. 
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. 1 Differentiation gives no grounds for supposing this prOPor7 
lion 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 sufficient 
clarity. . • 
.,..;rhe cash balance approach is thus shown to be only apparently ill 
conflict with the Fisher velocity analysis. With Schumpeter's con
cept of "~cy," the circuit velocity oj monehit is otherwise. A 
real and. irremediable cotillict WIth both the other ""Jines 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 
me maei Of IAplttiey at ihbfiEy dt5i1atiw a .ariable 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 !rom &eientific 
di urse. -

I Cf. pp. IlII- r~. abo ... 
• Cf. Po r,n. abo ... 
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THE Two APPRbACHES TO THE QuANTITY Tm:ORY 
.~ 

IWhen correctly apprehended, the transactions and the cash bal
ance deVlces"areaTtogetllef'Compalitl:j 1 lie "'cas1ibata:ilcelO~ 
haS me supen6ii., UI reveanDg tlie s~jective llasi& 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 ut.iIitY calculations in order to avoid 
l ciJ;CU!arity. The transaction equation, on the other hand, makes no 

pretense in this direction, and it is correspondingly relieved of the 
necessity of a discourse in real value. 

It has been said that "the unspent margi.R 0!£.Q.!l!~ a/IectiUlr,ices 
only by being spent." 1 TlIis is nowise the case. Wereno money 

jspent, the p. rice level would be zero. ; were no money everretained in 
reserves, the price level would be infinity. The actual position of the 
price level at some ~e magtlitude is as much explained by people's 
not spend.ing as by e~~ndii1g. 't is, in other words, the ra.!l.2.g.f 
~~~plQjng. and. this is asserted by both tra.n;actions an~. 
bl!!,imce theones.. .. 

1 ]. W. Angell. Tlte T"-1oflIllmlalWMIP ..... (Cambridge,M .... chusetts. 1926), 
p.l8+. 
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PRICE ~VELS, AND ,FOREIGN EXCHANGE 
UND,l:R INFLATIO~ 



CHAPTER XII 

TYPES OF THEORY AS TO PRICE LE~ 
AND EXCHANGES 

'I'REORETICAL discussions very often reveal in good Hegelian style a 
thesis. an antithesis. and a synthesis; and the vast literature upon 
ause and effect under progressing inflation. in Germany as else
where. fits fairly well into the scheme. The infiation th~!Y' that -.l
a.usation runs from pric,s to the rate of Mange, meets with catc:.. 
goJiU:~i~ on tk~~ of the balance of paSients theqry. which "E: 
w~Zhei treAUh~ange as an indepelieni phenome'iiOiiOr . 
ascribe to the balance Qr rate of exChange cau5al eJfectiveiim"11pl>n - . 
pnces. the tl11rd school:tr '!Jfu!iun seeks to elleaii8.leacompromlse "lA. 
~tting bOili lines _ ca\latiwl. or by ttac1hg mte-marana- ex
ternal aepreciation alike to a common cause. These differences 
amongst the three major groups. as wen as the subdivisions into 
which each falls. require a preliminary explanation before the de-
tailed analysis can begin. ....... 

The infiation theory tak~:e two types of formulation: purchas- ..J.... 
ing power-pari~ ex equilibrium. Under the former. JLr 
ausation IS represen d as pass!hg m straightforward fashion from 
quantity and velocity of m~ney to domestic price level and rate of 
exchange. This theory has two versions. absolute and comparative. 
and these will be examined in connection WiiliC:8Ssel. iii" either ver-' 
sion it diverges from the other main type of 'iiiBiiliOit theory which 
Pigou christened !'exchange equilibrium" in his article describing I~ 
it.' Whereas purchasing poWEr p&ri~ts upon indices of general. 
prices and allows only for causation from prices to rate. the exchange 
equilihrium 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 inflation theory because. with
out denying that the adverse balance of payments may contribute 

1 A. C. Pisou, "The Foreign EIchangos," Q. J. It. November. Ig22. nprintal ill 
&s.,. ill A,Il_ ~ (London, 19..u, pp. 1$6-173. Sevenal Getman wrilms 
(d. pp. 131-134. below) and J. M. lI:eyn ... A TrooIiso .. JI.., (New YOlk, 1930). 
I, 73, persist ill r:aIIin& tbB pun:basiDa-po_ puit;y despite th.1ar:t that the latter term 
Wlivenall7 demotes the CuoeI theory. and despite Pisou's ~ 
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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 pexus is unilateral,' though the Pigou analysis generally 
does emphasize the same line of causation as Cassel's under inflation. 

To the b~J;Ulf.pa~nts ... ,theQry belong th!~. species which I 
propose to call the '~!~" the "independent," IlI!.d the "ca!,~~ 
for want of greater pliiIOlogical eiegaiiee'7'''l'roponents of the truistic 
version might, 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 s~d, i. e. by the bal-

vance of payments. They &fIirm neither that causation passes from, 
balance to prices nor conversely; indeed, not even that the rate is 
quite independent of prices. According to the intplication 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 inflation 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 intport shows 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-

I This terminology is adopted'hom J. W. Angell. TIJe T""", oj 1~ Pricu 
(Cambridge, M .... dIlIJetts. 1926). p. 57. without any implication here that Ricardo'. 
theory .... Docaoarily UDilateraL • 
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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 wi!). 
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 involve4, gold 
may flow from the importing country to the exporting, with the re
sult that the general price level of the former will decline somewhat, 
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 envisaged for a capital movement. If the importing 
country, the one which comes to demand a foreign commodity more 
heavily, happens to have a fiat paper standard, the adjustment is 
still done more by the gradual fall m 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 turn 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 samficed on much less favorable 
terms, the lIOlume of goods in general o~ered against money within 
the country would decreaSe and result in a general upward move
ment of prices. By appropriate variations, the same type of reason
ing applies to capital movements. 

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 depreciatioJl,by way of occasioning, prompting, or 
even forcing the monetary authority to further inflation. There 
does not seem to be an appropriate catchword by which to designate 
this ideaj but it must be kept quite distinct from the veritable bal
ance of payments construction. 

Finally, there appears during "hyper-inflation" another phe
nomenon which can be descn'bed as "direct action." When the 
flight from a depreciating currency setS in, an early phase is the 
abandonment of the domestic pricing unit in favor of & 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 hoth 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 archetypes, 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 

THE recognized leader of the infiation school of theory not only in 
Germany but universally is Gust~el. 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 shall find it profitable to see just what weight he 
assigned to the alternative balance doctrine, and to note his views 
upon the peculiarities of the German inflation history. 

As promulgated originally, the Cassel thesis stated merely that 
'1the .. equilibrium rate" ..represented the quotient of two countries' 

geneii1imce levels, and these in turn depended upon the quantity 6f 
circulating medhim.l Calculated equilibrium rates based upon gen
eral price indices. for important belligerent and neutral nations to' 
1916 showed a very close conformity to the actually recorded move
ments of exchange. In Germany's Puwer of ResistallC6, appearing the 
same year, Cassel strove to offset the popular tendency to ascribe 
the falling mark quotations-to speculation and an unfavorable bal
ance of payments, and to e§tablish the fact of inflation statistically. 
The insufficiency of the adverse balance explanation, he said, be
comes clearly evident when it is borne in mind that all other coun
tries have suffered currency depreciation, though they could not all ' 
have had unfavorable balances of payments.- If domestic price 
levels have risen less rapidly than the swelling volume of notes, it is 
because of hoarding.' In 1918 he gave to his theoretical equilibrium 
rate the name of "PUrchaSinct:ewer parity," t and accounted for the 
persistence of swediSh 9 abOVe'this calculated parity by 
reference to the severe obstacles put upOn her importation, remark· 

I Gustav CasoeI. "Th. Pn:oent SituatiOll of the Foreign ~ .. Be. J_. 06, 
pp. 60-6$. 319"'303. 

• 1 .... ~. p_ of ~ (N- YOlk. 1916). Po $4-
• 1 .... "The DopndatiOll of Gold." Be. J_. 17. PP- 3$"'3$1. 
• 1 .... "AhnormalDeviatiOllainln_tiODOl~" Be.J_. 18.PP-4I,t-

41S· 
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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 Theoretische Sozialokonomie retaining the doc
trine without mtlch change. In the body of the text, written before 
the War, it is unqualifiedly stated thatJdefinitive change's in the 
rate of. exchange can occur only if there !!as been a dislocatioit'of th9 
general price level of one country relatively to that' of another.;r 
Purchasing-power parity represents the norm to which the actual 

v rate'must return Mter each deviation. If the balance of payments is 
unfavorable an4foreign rates tum against a country, it will adjust 
the adverse balance by changing the time of payment - prolonging 

" bills, discounting pills not yet due, and floating formal loans - and 
by increasing exports and diminishing imports.2 An appendiX added 
at the time of publication gives the relationship of theintemal 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'" in D.(!~mber....]:~, when this excha.iigenooa at oWyOne
thirilOf purChasing-power parity in terms of the Swedish krone, 
Cassel advances as reasons for the undervaluation three factors: the 

"" sale of mark notes atsub~t'iarconre5s1ons in regai'ctlo price, ~r
man limitations upon commodity exporting, a~ 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 would bave bougbt in 1913, and 
that £'.43 are required to buy in England what £1 wouidbave bougbtin 1913.' 

I Idem, TheorelisclJeNalioMIOkmiomie Isted. (Leipaig,1918),p. W. (Itslics min .. ) 
• Ibid., pp. 443-44+ • Without menticmiDg oth ... ; d. ibi4., p. 568. 
• Be. J out". '9, pp. 492-496. 
• Idem, TIJe World', 11-, p,~ (Londoo, 1921), pp. 13-102. 
• Ibid., p. 37. 
t ]. M. Keyn .. , A T,ad ... 11-.", Ref_ (New York, 1921), p. 99. 
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All subsequent treatments embrace this comparative version of the 
normal rate.1 In his next substantial volume, Money and Foreign 
'&cchange after I9I4,/cassel remarks that though "there is no need 
whatever to presuppt;sfih80£ the parity rate of exchange corresponds 
to the quotient of absolute price levels," the United States Tarift 
Commission's report of,depreciated exchange shows that the two 

. methods give negligibly divergent results.~ in any event the calcu
lated normal rate "presents a solution of 'the exchange problem in 
only a first and quite rough approximation."· TIn"!; appI'OJrlmateness 
does not, as might be supposed, CXlncede' anything to the balance of 
payments theorem. easseI clUdes Keynes for his adherence to 'the 
"old idea" of explain4J,g the fall of exchange by' reference to a sui' 
posed excess of' supply JJver demand, whereas Keynes himself admiis 
that there is continuoUs equilibriUIll.-between sale and purchase.' 
The real source of trouble is the artificial creation of fresh ~iuchasing 

I R!lwer, which llroceeds to raise prig:s a.nd tjje fOreign eicl1a:ges abOut 
proportionally, the increase in hand-to-hand currency being a conse-, 
quenC! 01 t!ie'lnovement: .. In this new form the Quantity Theory is " 
unassailable." I Attempts on the part of officialdom to discredit this 
explanation of the situation liy exaggerating the influence 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 b~ •. 
greater than if they had been at home.' Deviations of mark quota
tions belo~.power .parity are tODe laicL to th~ SOJ!lbina· 
tio~~~_spec;ialcircu~.:;~8.!l~: 7ctions upon exports such as 

I Pigou distinguish .. the older and newenemions as the porili .. and the _,....,. 
,..,. (&I0)0I ;" A~~W ~ [London, '9.33, pp •• 64-.65); and thereby IwI&s 
.. distresaing c:ompIication. Asid. Yom the fact that "absolute" would ha ... mad ... 
better contlUt with "_ti.e." on. wonders how two mutually OttIusive defin>. 
tions of parity can be "Puts" of any doctrine. CUseI does indeed penist in usiDg the 
10000ula that the .... te 01 0ICIianp is estt.blished by the ,,_ti ... pwchasing power of 
the cuneo.cies of both countries:1 tithe ratio between the intemal. purchasing powers" 
and "th ..... tio of thnt.lu. of money in And B." CI., ~vdy, TIN _14'. ll_ 
,." Pro6_, Po.s6; ll.., CIIOIIP....,. ~ .p..,pr4 (New York, '9'3), Po .8S; 
nd TIN T-, fI/ Soriel~, lit ed. (New York,l9o.U, Po 487 • ..w of th ... _ 
be interpnted as the absolute .... tio of price le¥eIs, but they _ not. But as late as the 
"""'-'oIaI n ... ,.w. ioo ~ (New York, '9Os), Po '47, h ...... the phrase "in. 
diIect pIOpoItion to the .... erallevel of prices," which _ be the ahooIute fonD. 

• Pp. 160-.60. • ~, Po 139. 
• lti4., Po '84; d.lteynes, ll-, RIif_ PP)93"9$. 
• ~. Po 19- • I .... pp. $8,p. 
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absolute prohib~n, licenses, export rationing, and duties, in the 
first place; s~dly, the tendency of international valuations to in
elude the expected fall of currency at home; ¢rdly, at least as a 
short time influence, bear speculation; and$nally and most signifi
cantly, the selling out of the country's balances and currency to ob
tain funds abryad, a practice induced by fear and by the necessity of 
reparation payments.1 Exporting marks is a form of borrowing; and 
being done on ruino!1s terms because of the risk. to the foreigner, it 
forces'dpm the mark rate sharply.2 Regarding the. "flight of capi

..E!.:' Cassel gave expression to a quite similar view two years later. a 
In a real sense, he explain~/capital is exported only when a country 
bas a net export balance c;'£'goods and takes payment in securities or 
other obligations, a condition quite opposite to Germany's following 
the Warl 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 pr~Mjictea, or "1ilducing..a>n
tiiiUeifiDfliltion wiiliiii. the country." • 

Since i1ie variOUS Euro~ 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 ledure"under the Harris Foundation in 
Chicago was largely devoted to proving that international caEital 
movements do not affect parity,' though th~t rakiiuglifbLrather 
slig1itIy moved by discovery of new resources or rlldij:al reyoluJions 
iii production andtransJ?Qrtation.T Distortion of actual rates from 
par comes as a consequence of continuing inflation or deflation, of 

V hindrances to international trade, or of capital movements; but 

1 Ibid., pp. 146-ISS. 
• Ibid., p. 44. 
, Idem, Dos Slabilisierungsprobkm (Leipzig, 1926), pp. S~; the preface to the 

Swedish edition was signed in October, 1924-
• Ibid., p. 39. 
o The fint English translation of Cassel'. systematic.~ appeared in 1924 without 

adding anything to previous publication. Cf. Tile Titeory oj S.ci4l e.c-y ISt eeL 
(New York, 1924), pp. 496-_ 63S-637· 

• Idem, "International Trade, Capital Movements, and .Excha.nga," Harris FfIII~ 
dol;'" Ledlwu: p.,rign 1_ (Chicago, 1928), pp. 3-33. 

, Ibid., p. '4-
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these distortions are "small and quite temporary." 1 In the recent 
second edition of The Theory of SocUU EcOflOm'Y, Cassel points ou~ 
explicitly that the new mode of calculating parity,. "by multiplyin 
the old purchasing-power parity by the ratio of the changes in the in
ternal purchasing power of the currencies,"· does not take 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; purchasin,g paritI gives a "first rough calcula1!lolf" for 
the new equilibrium portion.'(To insfst, as some people have; that 
this equilibrium rate should be determined exclusively upon export 

I and import prices is an errol'. , Were all export prices in country B 
doubled, its exchange would not fall to half, "as a much smaller f1ill 
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 tht9rem has 
become obsolete through refinements introduced by Cassel in "the 
score of years since p~ wrote in the pre-war version of XileordiSche 
Sosiallikorwmu thatphe equilibrium rate can change "9nly if" there 
has been a dislocation of internal price levels through infIation.l It is' 
now conceded that purchasin" power parity only "roughly lIP" 
proxima!.es the true nor!ilif there haye been changes l!L the suD
stantive terms o(@j!e. 'By recasting the theory into its~ 
tive version, by which'one-sided obstacles existing iff the base year are elimliiiUed, Cassel overcomes one important source of distortion I 
but even this, he recognizes, does not prevent distortion from this 
source siISU the base year.' In the quadrennium from 1928 to the 
appearance of the revistld 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" economically. Furthermore cognizance 
was also taken of the non-mechanical factors in infiation: the tend
ency of traders to discount future note issues and intema1 priCe ad
vances into the present rate of exchange, and also of the temporal 
primacy of exchange movements over domestic prices in certain 
instances. 

• I"", P. .,. 
·1 ..... p.6J6, 
• I ..... pp. 66H6,J. 

• (LoIldOll •• gs2). p. 660. 
·1 ..... p.66 •• 
• Pointod out by Pi&ou ill.,.>. Bsso,t. p. .$6. 
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With these emendations and cOncessions, the difference .between 
Casselians and balance theorists tends ~ be softened, the division 
persisting in di'l't;Igent judgments as·to the relative importance of 
monetary and other factors. But upon one very significant theoreti
cal poin~ Cassel remains adamantine: equilibrium rests upon general 
internal prices. This largely undoes "Wliatever1nfiueJice haS'neen 
g?a~ges in the substantive course of trade and to capital 
movements, since these !actors 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. 

1 

If export prices-"are doubled/ Cassel"thinks that, by asstlming all 
other prices unchanged, the "country's exchange rate will nol fall to 
one-half because of the cushioning effect of "latent export possibili-

I 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 "laten~ 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 previo~ 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 ad,ditional 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
modities, 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, ana the general price level would advance 
in exactly inverse proportion. But '!;iDce no basic alterations in 
the terms of trade have been introduced, and since therefore ex
port prices would move in exact conformi~ with the general 
price level, Cassel fails to show that, general price levels govern 
equilibrium. 

. I Presumably by in11ation, aince the next paragaaph pro ...... to consider the problem 
"apart from c:banga in the value of money." (T-'-1, ond eeL, p. 66J). 

I Ibid., p. 662. 
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Cassel's mode of arguing against the balance of paymentstheori .". 
increases the impression t4at 'his allowing for other than moneta!}" 
factors is a mere formality. One might expel;t ~t.IJ emphasize the 
relative unimportance of the factors embodied.in the theery; but in~ _ 
stead he attacks its lqgic. All countries, he sa),!!, ca.np.ot have had un~ J 
favorable ba.lances, and yet they all suffered currency' depreciation 
in the War. But there is !lothing in this platitllde to prevent a favor
able ba.lance for the United States partly compensating for ~ur own 
inllation, nor the adverse German ba.la.nce aggravating the flill of the 
mark a.lrea.dy induced by inflation there. • 

Cass'el's extraordinary position on the expottation of marks and 
the attending movement o£.ca.pita.l raises some complica.ted issues. 
Though related, the two phenomena are sufficiently distinct to ie- \ 
quire sepa.ra.te ana.lysis. First it must be determined whether Cassel 
is right in accounting the sa.le of German currency abroad as in~ 
variably adverse to the foreign quotation. More commonly it bas 
been held, on the contrary, that the ~gness of foreign countries to 
absw~ paper money relieved by so much the pressure of Ge,rman 
demand for foreign exchange bills and by so much buoyed up the 
mark exchange. 'Ijiis view is fundamentally correct; but, being 
stated in these rigorously simplified terms, it does not cover the 
,whole field. oWnen marks can be used to make payment abroad, the 
amount involved appears on the credit side of German)l"S ba.lance; 
and beside, their withdrawa.l from circulation tends somewhat to 
lower prices, including those of exports. Hence there exists a double 

,# reason for an enhancement in the externa.l value. If marks flow back 
to Germany, the reverse condition is engendered. But this does not 
signify .that currency exportation invariably brings about a rise in 
marks, re-importation a fall, beca.use the nbvs sic s/afllibtu assumed 
by the opponents of Cassel's idea may be lacking. Indeed they are 
likely to be. The foreign purcha.ser observes a flood of paper about' 
him, a persisting inflationary policy in'Germany; he discounts his . 
forebojings into present ta:ms and next time offers less. In other 
wordi{iJ the underlying psychology- remained the same, vending 
marks would a.lways improve the rate by relieving the exchange mar
ket of an equa.l offer of Berlin balances or an equa.l demand for New 
York ba.lances; but the process itself may fina.lly reduce the foreign
ers' schedule of demand for ml\fks, or increase the sellers eiffer, and 
'so tum exchange downward even as exportation proceeds. Stated 
absolutely, Cassel's proposition ca.nnot 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 inflation 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 constitutes borrowing 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 shonld 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 01 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 6r.st 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 be larger relatively to aports than would 
be the case ifno sales of currency took pl&re." Cf. F. D. Graham, &d14nt1.,pri<u tut4 
Produdiort ... Byp.,..;,.jIoIiqn: C""",ny, r9Qo-r9Q3 (Princeton, 1930), p. 28. Later be 
takes as a warrantable assumption that "a 1ind amount of foreign e:z:change was UD

conditionally required by the Germans," and concludes, "the sale of currency was. 
bullish factor on its ezchange valueu (ibid., p. 54). Furthermore, he says, itia "not the 
8I\Ie, 'l'I" sale, but the _" upon which buY"'" and sellers are re2dy to act which de
termines the rate (ibid., p. 28). As a matter of fact, the sale of a country's currency 
always maintained its a<ItuJj ""change rate "'" the IIypol/teli<.1 level hod such sal .. been 
impossible, although progressively more adverse buyers' or aellen' terms may move the 
a<ItuJj rate continuously ~d. If these adverse terms are a secondarY product of 
mark aportation itself, the fall will probably persist long enough to eliminate the po&
aibility of vending the money at all; i. e. the actual rate, as in the case of Germany, falls 
eventually to the hypothetical level as a limit. Whether the country's foreign OJ:change 
requirement is fized, as in the case of reparations, or a function of the rate, as in the 
case of imports, makes no difference in direction but only in degree of the movemenL 
Were all requirements fixed, a';"" foreign dOD1&Dd for mark notes would simply raise 
the German .. change rate to a greater e:rteot over wbat it would bave been in default 
of such a dOD1&Dd, than if, with the fall of foreign .. changes, Germans were to inaease 
their importation. 
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port. Even Graham, who agrees with Cassel in decrying the populu 
identification of the two sorts of "fiight," does not hold that the 
practice of buying foreign exchange was not an out1low of capital, 
but only that it was insignificant.' 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." 
IIi January, 1922, Six 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 fiight 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.. A similu situation prevailed in Russia from 1921 to the 
stabilization during 1923.. It will probably never be known how 
great a proportion of the paper money muketed 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 fiight 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 aIises from a frantic 
scramble to put values outside the path of "hyper-inflation." 

Even more P?gmatic than Cassel is Ludwi Mi who never onte 
depaIts frompe strict unil~ th!Z!?ry at intema 'onal money 
movements re re use an not con uence 0 e ance of 
payments.'I' e fact that- descnption e no fa. ge 
rate'ilms allnost exactly parallel to Pigou's cannot be other th8.n ac-

• ~. ctl.. pp. 50-51. 
I 'I1lt statistics 01 ch. z to "hich he..re.. (ihi4.. pp. 51. 5'. note) pertain to _I 

haIuI .... ill German bub or other ... obliptions 01 foIeigD. ... and thwore do not -......... .. 
I Walter Euck .... 1[ ...... B~ _ ....... GoI4,...",.. 0"",1923). 

ch.iii. 
• J. ftIl Wabf de BOld ... :r. AtISIriGa er- (London. 19.4>. p. Ig •• for both. 
I :r.l'rocaI ttl l~ ill "'-. 1914-19" (New Yodt. 1929). pp. ......... 5. 
I S. S.1ta_eII ... baum,R..m..C......,_B.....,.'9l4-'g:l4 (LondOll.19's)' 

p.86. 
, :r ....... GcUu .. ., Uotlot{...." 1st ed. (,MQIIiCh. 1911); p. 164-
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cidental. That rate,'he saySj 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 eXt:hange rate and back to domestic price level, signifies. 
anything of the sort with Mises. The balance of payments theory he 

v:ejects completely because it overlooks the dependence of foreign 
trade 1,lpon prices. An offshoot of this school puts forward the prop
osition thu a country with unessential exports but dependent upon 
foreigners for raw p1aterials may experience a cop.tinuous 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 qf ~rmany, MiSlO~vi~sJ:he 
export of mark currency as sub~tituting for1Omm~frexp<lr1:!i and 
consequently ~helping to -mamtain her-exchange quotations. He 
takes a Position-opposite' toC8.ssel's -agamiri Iil'yill'i-considerable 
weigl!.('"!ipi>!i1liCJiig,1it' or£ilpital~!ullsastrojlS :drcuins"'1ance, in
terpreting the "se~9Y.t.:.Q! ~rmanI.as_~cal?ital expo~ro
~.t 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 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 cobsequence of the individual's feeling 
of uncertainty in war time; 6 the latter, through a reduced demand 

, lbitl., p. 234. 
t pp. 243-245, below. 
• Ludwig Mises, "Die geldtheoretische Seited .. Slabilisierungsproblema," Verei. 

164, Part II (Munich, 1923), p. 23; d, T"","" pp. 234-236 • 
• TJreort., p. ISg. 
• Ed_, NaI;"", SIIIoI, .. 1Id Wirlscka" (Vi-, 1919), pp. 123-127. 
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for money ,.ttending the use of foreign money an'd exchange bills, the' 
reduction of German territory, and the poverty of the nation.1 

Fina\ly Mises offers as the cause of the "shortage of money,". the 

J fact that prices rise, not in conformity with actual but rather with 
expected note issues.~ • .. 

In ge)leral Mises is notewortby only for his peCuliarly doctrinaire 
disposition; but his version of the capital export is novel and illum
inating. His concern is not witll a possible increase i'n Germany's 
lending position thrOugh a flight into foreign balances, with its tend- • 
ency to 'depreas ~ge, but rather with the ~dus of German 
property and its resuk upon her economic producti;ty. The matter 
has two aspects, both of them deleterious. lp. th~t place the ex-
port bonus'caused German goods to be sold upon ruinOUSIterms, and 
in this way .. certa4J. amount of capital, in the sense merely of wealth, 
was "exported," or ,Perhaps better, simply gi~ away. Graham 
argUes convincingly ill· this connection that discriminatory prices 
against foreigners enforced by the central goveII\Dlent 'were alto
gether reasonable inasmu.ch as a larger physical volume of exports at 
the low prices naturally preVJ.iling would have Produ.ced a smalrvol
ume of foreign exchange.- N/D.other aspect of the Sc/rleuderu;porl was 
that necessary capital goods began to be removM from the country. 
Williams says that "entire factories were dismantled and the ma
chinery sold abroad because ~e 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 
lending 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 reducini the country's ~roductive and export 
capacity. . . 

Almost as early as either Cassel or Mises, Karl Schlesinggr and 
Alfred Lanshu_~began to .clJampioll the parity thegry. Schles::
inger's pamphlet • puts the Theorem in the original or absolute form 
by which .. ~t.i!!ds at the quotient of the foreis!t awl 
domestic general price leve1s." -UnTeSiliOmiwiiigii"fromaoroad &re ---=-,-;....---

~ ~""" t'~3; writt... iIl~ ... U&I7I913. 

• Graham, .,. al... P. 187. , ~ •. • . , 
• J. H. WiI1iamo, "0.- Fonip. Tndo and the lI..,.tioa "-~D Q.I. & 

~p..sa. . -. 
• 1M V--. .. c.u..ca .. Litp (V_ 1916). 
·r .... p,I6. . 
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J 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 infIa.,!ilwur1c3Dcing have been some
what attenua!ed by four circumsta~s;~rsions into co;n;modity 
stocks, ,9!verslOn of production from investment goods.,papital im
port, a~'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 exclusively by the-monetary 
structure of particular countries.'" In explanation of the 70 per 
cent gold agio prevailing 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 ~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 
t1ie second work to which we direct attention Pohle makes a concilia
tory move toward balance of paymc;,nts 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 balance has been adverse, although 

I Ibid., p. '3. 
I II Die Politik der Reichsbank und die Reichsschatzan'ftisungen oach dem. Kriege," 

V ...... • 66, p. 47. (Italics author's.) Cf. also DN Krie"lummdeekfl", tuJd w. Que/1m 
(Berlin, '9' 5), pp. 70-7" 

a PoliJii, pp. 20-2'3 . 
• Ludwig Pohle, DdS P,oIJkrrI lIN VtJiula,.E_", (Dreoden, '9'9). 
• Ibid., pp. 8-'4-
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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 V" 
price advances at the' beginning of the War; but despite suc1loffset-
ting factors as ~oarding of notes, the decline pf 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.l " 

A year later Pohle concedes that the German foreif! balance has 
bee'!.!!ecidedly Ilnf~rable. This situation he explams on the fol
lowing grounds: (I).Jthe chronic pressure which proceeds naturally 
from the 'eXiStence of large quantities of German paper money 
abroad"; (i) 'payment of obligations ipcurred for imports obtained 
during the 'iJrar, particularly from Sweden; (~Warenhunger follow
ing the War blockadeo.(4) the smallness of credit extensions to Ger
many; ~ 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 eventually dis-

/ appear, and concludes "that in the long run the position of the 
exchange is regulated by ih~ domestic value of the money ill. 
question, or ..• that, beside the balance of payments theory, the 
infiation theory is also valid, that only together do they give the 
whole truth."· • 

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 le¥ as the oontrol
ling factors finally. It need hardly be said thatfthe parity school 
reoognizes, as it naturally must, that the day-to-day balance of pay-
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ments controls quotationsl A real concession is made the foreign 
trade ~chool 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 Gelll1li.ny has 
carried on so lively a cam~~.IgI!J~r .. the infJeYiop tbMQ~~ L. Albert 
H~who enjoys, beSiOe a wide audience with professional banking 
ardes, an attentive hearing amongst academic economists. Hahn 
argues that the ~XP~~!eI!!_~ i-'!.t\yQ.pl!..rticulars.' Yn11ie'"' 

-jirSf place', the Term" balance of payments" is meaniflgless for coun
tries on dislocated standards; payments always balance, sin'te gold 
:flows are in the nature of the case precluded. Demand and supply 

, for bills may chapge and the rate be affected, but that is not a case of 
dislurbed equilibrium in total payments but only in particular items. 
\jj( the second place, the theory neglects the influence of price levels 
upon the exchange rate. TIiis influence the inflation theory of Ri
Cardo erects into the sole determinant. Here again, since payments 
always balance, 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 RJ.9IJ"dian.theory.is ftawless soJar as ilgoes; 
but it negle~Js altogecller,the d~an<ljoI,and Jiup~Uillls ot~!; 
c1iiirigenot arising fr9J:U .tl)(;J~alan<;t:... qf trade, such as speculative 
Ilperafionsind 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 can demand for their foreign bills, and the maximum premium 
which ·importers can afford to pay, is measured by the di:flecence 
between the prices of their goods within the country and abroad. 
Now the rate of exchange will establish itseH at a premium which is 
the average of all these price di:flerences, since the "balance of trade" 
means that exports equal imports in value. All goods more expensive 
in the country than without, relatively to this rate of exchange, can
not be imported but may be exported .. Since importation causes 

j Prices of imports to fall within the receiving country and exportation 
. causes export prices to rise, the prices of all commodities tend to the 

, "Handdsbilanz, ZahJlIJI8SbiJaoa, Valula, GUtelpreise" A,dJio..s, pp. 596-6140 
• /bWl., p. 600. 



THE I'NFUTioN 'THEORY 221 
, ~'., 

level set by the rate pf exchange. This PJocess1IIay be rep~ted 
thus (Formula. I): ( '. • 

. ~~___ {Balance of trade 
Commodity prices '"- %ate of ox ......... _ ,----'--+ Pric:es ' 

'The net effect is 'to equalize prices within the country, but n.ot t.o 
change thltgenerallevel,l If we enquire into the ma.rket situation for 

, foreign bills outside the tra.de balance, we find on ea.ch side a series of 
bid and offer prices" according to the urgency of the sellers' desire't.o 
sell and the buyers' desire to buy," I ,Whatever be the reasons for 
these bids and .offers, the foreign rate will, as in the former situation, 
establish itself at the average premium bid atld offered. "Causation 
runs thus (Formulf :P:): ' , "-

Height of bids} , •.• ; • 
~ for - I8te of CiIdumge'''''''--+ ~ of paymeots 

Combining the twO foregoing formulas into a complete s~tement~ 
we find the following situation: a > , 

Prices of commoditi.. } {~of trade 
Height of bids and offers - rate of exchange c--+ Prices of commoditit;l 
for aciIanga Balance of paymeots 

As against the strictly inflation theory situation in Formula 1, the 
final solution allows for an eJJect of the rate of exchange .on the gen
eral inland price level. 

If the domestic price average is, for example. 20% higher than. foreign 
country's. still. if the foreign %ate comes from other items in the balance of pay<- , 
ments to stand at '30% [of par]. the domestic price average would assume per- . 
manently a positiOJl 30% above the foreign country's level.' 

But since a passive balance .of trade is imaginable only if compen
sated for by some other item, it is afways thll consequence 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 cau~,of divergence between ~~ and.~al ~tes 

111M.. pP. 6ot-6at. • 1I>i4.. P. 60s. 
'11M..p.Ci07. The matter Is put in substantiolly tbesomefonain V~ 

Ii<M r ......... B .......... mel ed. ('nIbinseo. '914>. pp. .6 .... 171. 
• A ..... 48. p. 608. • .' 
, I .... "Statiocb. """ dynamiocbe WecbeIbroe," AJdio 49. pp. 76'-77IJ. 
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of exchange in the German experience. In reality, though HJkp still 
recognizes the existence of factors outside of price levels, he comes 
virtually to purchasing power p.!!!J:y. Supposedly independent fac-

"""\ors are the'!meIVl!s contttmed by the domestic value of money. Thus 
the fiighf from the mark and the bearish speculation in 1922 are. an 

" expression of the abnormal creation of purchasing power.1- Hahn be
V lieves that deviations of dynamic rates from the stade rate may be 

explained in terms of a domestic capital movement towardor,away 
from the exchange market; but since without further inflation the 
prices of other things ar~ affected inversely as the prices of foreign 
bills upon quantity theory reasoning, int!:IDai movementS of pur-
1:hasing power can affectneitjler the average price level nor the-static 
rate of exchange.' Whether' an upward shift in the general domestic 
price level comes from iaJlation or from a bad harvest does not mat-

I
ter. •• DesPit,e 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." I A statistical analysis of specific 
exchange. fluctuations seems to Hahn to confirm the proposition. 

In his writings upon the purely domestic situation, Hahn never 
tires of reiterating the rale played by conjidtnce, not as it Pertains to 
gold redemption and acts directly, for he is a staunch nomin~t, but 
as it pertains to estimates of the future course of pnces 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 suffered in the preceding eight years of inflation, a fact ascrib
able largely to greatly increased velocity of circulation. In the third 
period, froql. early 1923 until. the stabilization, confidence disap
peared completely and velocity reached its highest level. Because 

-.r-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 acceleration of velocity with credit prior to the in
crease of velocity with money." 

Hahn's misapprehension of the nature of the balance of payments 
./ predestines him from the outset to error upon the non-monetary fac-

1 Ibid., p. 765. • Ibid., p. 771. • Ibid., p. 765. (ItaJico mine.) 
• Itkm, Geld "lid g,ldil, NeIIIJ Fol,. (Ttlbingen, 1929), ch. ii. 
I Idem, "Zur Frage des SOgen&DDteD 'Vertrauens in die Wihnmg,IJ' Arc .. 52, 

p. 306. Cf. p. 168, n. 2, above. ' 
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to.rs iit. exchange depreciatio.n. Elementary as the f~ct is, it must be 
pointed o.ut that the balance o.f payments has precisely the same 
meaning under dislo.cated as under metallic standards, that every 
sale must be met by an equal value in payment, so that contip.uo.usly, 
fro.m day to. day, values o.r evidences o.f values sent o.ut equal tho.se 
received. Barring exceptio.ns extraneo.us to., the theory o.f exchange, 
such as defaults, ~e balance Idways o.btains; and if, acco.rding to. 
Hahn's belief, that fact deprives the total balance o.f causal signifi
cance with paper standards, it must do. so in every case. But the 
truistic character o.f the balance do.es no.t prevent changes in the 
underlying terms o.f trade from mo.ving the equilibrium point, as the 
argument in the introductio.n to. this Part and again in criticism of 
Cassel demo.nstrated. A tho.roughgoing research into. a country's 
exchange situatio.n must certainly, as Hahn maintains, enquire into. 
particular items; but that is o.nly to. discover ho.w they affect the to.tal. 

As a result o.f his purely sophistic o.bjectio.n to. the balance theo.ry, ~ 
Hahn's endeavo.r to include no.n-mo.netary causes o.f exchange mo.ve
ments comes to. naught. The o.riginal statement o.f the theory ex
plicitly allo.ws fo.r a portio.n o.f the supply and demand o.n the ex
change market coming from items no.t dependent directly upon price 
levels; indeed it sets fo.rth ~ possibility o.f a shift in the do.mestic 
price level in consequence o.f a mo.vement in the static rate: 'But the 
later Ar,mv article categorically affirms that the only determinant o.f 
that rate is relative internal price le~s, the strictit unilateral posi
tio.n. In comparison with this fatal inadequacy, o.ther defects, such 
as making average instead o.f marginal bid and o.ffer prices deter
minative o.f the rate, sink into. relative insignificance. 

Hahn represents a strong traditio.n in accounting fo.r discrepancies .!' 
between price level series and no.te issue !;eries o.n the basis o.f re
tarded o.r accelerated velo.city; his effo.rts must have counted heavily 
toward securing to the quantity theory that almost universal accept
ance which it enjo.yed during the inflation. It seems entirely prob
able, moreover, that credit velocity should be more mo.bile than the 
rapidity of cash circulation, just as he suggests. Adopting the same 
idea, Pigou attacks the anomalo.us phenomenon o.f a "money sho.rt
age" develo.ping precisely at the time when inflatio.n was most, 
flagrant. 

The ezpIanation probably is that it is easier to cut down the proportion of 
one's resourtes that one keeps in balances than the proportion that one keeps in 
actual currency for wap payments and retail ~ ••• 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 shortage.' 

Hahn is also responsible for a concept of hypothetical maxima of 
velocitJI: for curre~ and credit which resembles the concept ora: 
"ceilin?'1OiiiOnetary turnov~ employed recently by Graham.! In 
other respelis 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 011 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 H~ 
last two divisions in the history of German inflation conform with 
distinctive periods according to the latest researches, he erred widely 
as...!o !h~-'::k.eak.ingjQiut.:' Not 1922 bu~t..h:midst ot 1912-n;:arJcs 
tlie oeginning ebb of German connaence and the upswing of mone-
tarjvelocity.·-------- - .,' ------, ~ 

dOe 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 ooc
t'imaue msposition than either Cassel or Mises. In the monograph 
under consideration he offerS first a penetrating criticism of the bal
ance of paymebts tlioory,"i"Systeniatic 'defense or-the"lnflation 
theory ~d Iastly'asomewhat amended ana ampllileaverslon -of the 
liffer as'1iis own positive theoretical contribution. -
-The balance---moorytak:es as itSpaiiiT'oTaeparture the decline of 

German exports to the following proportions of the 1913 total: 1919, 
23 per cent; 1929, 50 per cent; 1921, 36 per cent; 19220 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 and discriminatory tariffs enforced by the 
Allies, the shrinkage of German interest receipts, and the .. flight of 
capital.'" To make up the deficit in her payments balance Germany 

1 Essays, p. 196, note. 
I Syper""j/oIiIm, pp. 104 If. 
• Cf. Graham, ~. cit., p. '03. 
• Krilir,," Bekadhl",.,.._ deulrellelS Gckl,..Dbkfro a-, 1923). 
I This n!sum6 is Dot encumbered by page references, since it follows Eucken'. weU.

organized ""POSition in straightforward fuhicm. 



THE INFLATION THEORY 

exported marks, a process accentuated by the French E,oberungs
politik. With the ensuing decline of mark exchange the prices of 
imports advanced, and with them the general domestic price level. 
When the nel:essity 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-retum for national bonds. A schematic repres~llta
tio~ tbe ballllil 8' p~tli tb'ClQ' of the causaI seguence IS as 
fO-nows: 

Passive balance of paymODls ../ 
l 

Outllow of paper mOlley 
l 

Advance in the price of foreign ezchaDge 
, l ' 

ltise ofWDmodity prices in Germany 
l l ' 

, • ;Deficit in the budget Heavy cIiscollllting of commercial paper 

') ( 
InSation 

This construction may now be appraised first as, to its ~t.Y 
to the facts of the case and -=ondly as to theoretJ yerisjl!!i!j1!lde. 
FOr 1922 the official esti&te placed a value of 4 illiOli marks upon 
exports and 6 billion marks upon imperts, estimates being made in 
gold marks by converting paper Ill&$; 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 ",aM considerably 
smaller than it is supposed to be. In addition to the visible iniports, 
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 invislDle exports account: the' 
sale of German real estate and securities, and services rendered for
eign travellers. The whole situation in 1922 is re1lected in a practicalvi' 
cessation of export Of marks, and an influx of foreign currency. 
Hence a more accurate statistical surveyis disastrous to the balance 
of payments theory; the very year showing the strongest deprecia
tion of the mark I was characterized by an active balance. 

On its theoretical side the balance of pa~themy mffemfmm 
two~: th~ef that the passive balance "has to be met" by 

• Writttll in th. midcIle of 19l5. before the &ul dobode. , 
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the export of mark currency, ~ the ascription of the unfavorable 
balance of payments to the passive Wirtschaftsbilan:. 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 billiop 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 

J' lay in excessive supplies of necessaries and thus discourages produc
tive investment. Efficiency diminishes also, from the impossibility 
of close calculation with a repidly 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 
bal~ce of payments nor the Wirtschaftsbilan: gives the final causes 
of rising prices. . 

According to the analysis~resented by classical emnnmists, 
caus~n eroceeds along theIW10wing lipes: 

Deficit in the budget 
caused by the burdens 
of the treaty of peac\ (TOO low discount rate 

InBation 

~ 
Rise in the prices of commodities 

~ 
Fall of mark exchange 

I Against this reasoning four maj!lt.objections have been raised, but 
they can be shown to be invalid. . o In th~t place, it is said, mone1!.~E~esi~tio!l sau~ the defi
cit in the budget, not conversely. The Statisches Reichsaml always 
ascnbes 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 froin 98 to 190.6 billion marks. The budget 
failed to balance because of 'UIlemployment relief, cheap sale of the 
necessities of lifel soldiers' relief, and advances to industries. Of 
course the inflation theory does not deny that the tremendous in
crease of note issue in the neit period (a 30 per cen,!: increase by NQ
vember, 1921) had a reflex effect upon the budget. 

f:'.~ Against the belief of the inflation ~ tho!!. a toO Ipw djsoonnt 
V rate causes artificial creation of pufC!iii.sjWnower, 'the familiar bank

iiig 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 refu.te 
such a contention. J.!! rebuttal the banking theorists..saL 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 
themselves.l But such bills, even today (1923), do not form an ap- , 
preciable amount of the circulating medium, and only those ofth,e 
very best firms could ever function in this way. Besides, the quan
tity of these credit 'media. is conditioned upon the amount of aCtual 
money through the necessity of redemption at maturity. . 
~ Manx miters S8. ta dimonsbatl that infiation does not cause tbe 
~s~t £rices, by emphasizing the lack of parallel between the two 

mo ements. Dunng the earlier period, when the note issue curve 
ouamps the price curve, Eucken says, not only was the temtory ... 
covered by mark circulation greatlt 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. . 

f1i, Balance of payments writers insist t exchange rates are IlIl1 ~ 
\Ytermin y nce e , but by demand and sYPP4' conditions for 

billS. upp y and demand dO mileed set this price along WIth an 
Gtti"ers; nevertheless inflation affects the prices of foreign bills both ... 

• Such an argument is ind .... ad ...... ced by most writen with a peDchant toward the 
old bankiDI thOOlyi an aampIe is Bertrand N_ JI .... JI-., S,.
(LoDdoa, 1917), pp. 117-118. 
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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 th~ .. Q!..1!u.rdlasing.PQ'!YeL1!arity i!.. 
ri.,ght." 
- The following diagram shows how the various C!!:!!~. of thlt..Ger

,man infla~on~re_~uall~n~ctel.! according to EuckeJ1.:1iIMlal»sis. 

Lost war Artificial depression 

" of ~ the discount rate 

Deficit in the bUdget~ ( 

Inflation. 

( ~ 
(Exchan~ market) (Commodity market) . 

~ ~ 
Price rise of exchange bills Rise of commodity prices 

Further demand ~or 1 
foreign exchange as Rise of foreign bill prices. 
an investment 

~ 
Rise in the price of 
bills and commodities 
, ~ ~ 
Reflex effect upon the State's 
budget and demands for credlt 
by private individuals 

~ 
Further in1Iation and price llivances. 

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 serVes 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 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 mai-

., ket was sufficient to ruin the mark exchange rate, it was not suffi
cient, even with what new marks ~uld 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 wen: Geiman 

- investors to secure foreign bills of exchange. 
Eucken's general theoretical position is not nearly 1;8' uncompro

misingly that of the inflation school as his unvarying opposition to 
the balance explanation would indicate. Not only does he admit' &, 

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 Rucken falls short of effectuating a syri.- ..,. 
thesis between the opposing theOries, if that}>e. his real purpose, by, 
failing to consider even once any ch8.nge 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 I922 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!ga.iDst Bonn's erroaeeusJumlication that ~rts deeend 
upo~.n~" and showing that they are a function of pnce, ~ 
~ the purchasing parity tlleSiS too far. Even during the period 
oftemporary exchange stabilization from February to April, I923, 

which he thought attended by a favorable rate for Germany, the im
port excess continued tkspiIe 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 

I Graham, .,. ciI., Po 14-

• Graham,.,. ciI., pp. 161-'6,s. 
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the trade balance !!lus1.he~la.inedJrom "conditions other tbap tile 
mrect mechanical effect of depreciation." 1 

'FiiiiiIlJ,"EiiCkeildoes give a convincing answer to the bilince 
~ when they argue from tbe-Q9fll'l!eationof the mark. to 
budgetary deficits ratherihan conyersely. 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 deht. This logic reo 
sembles the argument that the (supposedly) favorable foreign trade 
halance of 1922, when the mark depreciated rapidly; proves that an 
unfavorable halance 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.2 

Later, howeve~ shrinkage of revenue through the vanishing'of the 
mark's.domestic value chiefly accounts for fiscal embarrasslflents and 
further infiati2n.8' ~en ~ts this, but ins~ts u~n ,?,~ngjt..a 
"reflex effect," a temf to which no one would object smce It IIr not to 
be-rtJ:ought 1:"hat the-origin.al budgetary deficits arose from monetary 
causes. 

This completes a survey of the substantive development of the 
parity doctrine, but a hrief reference to other adherents will show 
the magnitude of its following and the diversity in mode of state

.ment. Fritz MachluR, the author of an excellent study Olt the gold
exchange stalldard, helieves that the halance of payments theory is a 
mere truism.' Even if the prices of exported and intported goods 

..". clianged relatively to others, if only the average price level were un
. affected, 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.Angell, Tile Theory of IttkmalionaiPrius (Cambridge, Massachusetts, 1926), 
P·449· 

• Beside the causes which Eucken mentions for the erlrsordiruuy size of public 
""Penditure, it msy be noted that this period coincides with the first important cos! 
deliveries to the Entente. Cf. Julius Hirsch, DU tkulsclre WIJIrrm,sj,o,< Uena, 1924), 
pp. H. 

I According to theollicisl report, 1&:1 .. 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 mouths of 1923-
'924. United States Senate, Commission of Gold and Silver Inquiry, Foreign Currency 
and Eochange Investigation, serial 9, vol. I, E"'~ C""etoe1 IJIId FiMnu (Washing
ton, 1925), p. 393 • 

• DU GDld~~, (Halberstadt, 1925), pp. 118-139-
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prices in the calculations of exporters and importers. A country can- """ 
not experience a continuous depreciation of exchange by reason of, 
"inability to export" even if this is combined with an "infiexil?le 
demand for-1lecessities." A heavy demand for these imports forces ..., 
up foreign ratesj b~t the rising rates make certain other goods pro
duced within the country cheaper for foreigners, so that the lesulting 
export pays for the imported necessities. Machlup admits, however, 
that cOfItinuous inflation may result in a persistently unfavorable 
~eJ because me new meOme continuouSlY adVanCes the prices of 
lDlJ!2I.tS. 

With Rudolf Dalberg there can be seen the gradual metamorphosis. 
through whiCh the lay opinion passed during the period of infiation.' 
In 1916 he gives as the "true caw;e of the discount" upon the marK 

.., abroad the passiveb.ess of the balance of trade. Three years later • he. 
~ says that in so far as the depreciation of the mark could not be ex- ' 

plained from a scarcity of goods, it is due to credit inflation. He sets. 
forth the purc;basjD& power thPQ!L but remarks that the formula.,!!; 

...,. "unimportant in the :r,lanation of the rate of exchange during ~~ 
War."J1) It applies 0 y to goods actually entering into export ane! 
iDiPortj~) exchanges are artificially regulated~) capital move
ments are of great importance{(4) speculation plays an important 
~le.· A still later publication states the parity doctrine without' 

... qualification and makes no reference to the scarcity of goods.' An
other Casselian, Professor Hero Moeller of Erlangen, sa,I!! that parity. 
theory must be mOdilfed in view of costs of transportation, tariffs, 
interest loss during Sliipment, authontarian interference in theTree 
~f ~dS, and the facnnatsome goodS do not enter into 
foreign trade J!lI.' . 

That it is logically possible to support the purchasing power 
proposition wi~out subscribing to the quantity theory, as Georg 
Kem&1y believes,' may well lie questioned. Kem~~ects the 
q=ty theory because there exists no direct ana m cal con
n on betw~ iiOteiiisUes iiid ~s, and yet mSlDtains tJi~e. 
relative pnce levels of two countries determine the rate of exCii&iige. 

I Rudolf Dalbeq, 1M ~ .. GoWa (Stuttgut, 19(6), pp.lG, S4-
• I_1M &0-..," GcIas, and ed. (Berlin, 1919), pp. ...,. 
I 1""-, PI>- 91-9 •• 
I ltl ... F~ ... W ........... (Berlin. 19:10). pp. 56-57. 
• 1M Ldn _ Gda (Leipaig, 19.5>, I>- 195. 
I 1M ~ WocbIAoone """ Me U~ .. ........... , .. WirisU0jb60-

......... (&soD. l\lll). 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-

- ;:~ ,!!::~p:~~china ~~~::::~:; ~:~~=f/;'~ 
price level ahd 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.2 

-The popular pamphleteer, Richard Kerschagl, adopts the parity 
~~qfu: uncritically, ~ he admi~iJi!-tapassive .. £alanc~ of 
payments !!l~rul...t.2 th.u.uuU.pWi'tmlUlew no1l:a. tQ..g).11et..1hc. 
d€licit.· Mention may also be made of Franz Haber as a follower 
oTCassel.< , 

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 nominal; it bespeaks, rather, an un
fortunate lack. of comprehension that th.! ~asseJ J!.IldJ?igQqJ!tegrems 
diffe~tegorically. This shortcoming appears to greater or lesser 
aegiee with'N'eisser, Dobler, Koranyi, and Miiller. . 

I 
T~.e essence of purc:l.'a~. -power p. !I!ity., says D!:J.Ians ~L.S!!C;r of 

the KierIiismute, !.s !hat equilibrium exists.~ w1!~n a certain quan-
tity OL.PlltiOD.a.lJ:u.r.r.ency, translated through the rate of exchange, 
caiibuy the_same quantity oIcommodjfies as withintheCauntry."· 
These words are almost exactly Pig~u's, and the resemblance extends 

./ to lhTIiiiflleTIdeathii 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 n~11.~l!P9rta.hIe 
goods and ~~s.!Jrd~s to exchange; wheth~ the p~~!~vel or the ex-

lrbi4., pp. 991f. 
I Ibid., p. 119. 

• T"",," du Geldu tmd tin Geldwirlsc""fI crena, 1923), pp. 19'"27. 
• C/. Frauz Haber, Unlersuclum,,,, _ lrrlllmN ""'"""" Geld_bum., crena, 

1926), p. 31. 
• Der T .... ,"'"" du Geldu crena, 1928), p. 99. 
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change is causal; and, finallJJ,. the iDfiuence of invisible it~. Tr;;:;;;
PortatiOii'COsts, tariffs-;-ind peculiarit1es 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 sUQUact 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...tg 
rate with two real exception§, fjlst, if a rise in foreign rates induces 
tbeSpeCUIative hoarillDg of anotller country's money, the latter's ex
ehange will be directly raised; ~esides, through a reduction of its 
own circulating medium, its price levef will be reduced with an en':.. 
suing improvement in its trade balance~ndly, the total volume 
of the inflating country's money may be extended in effect if risiIi~ 
foreign rates lead to the employment of foreign bills as circulating 
media. BU~~ suwm modjfiC/ltion oLtlu:..illflatiPIl thew:y...iliat 
advancing orelgn exchanges prompt further inflation, g!oIlDP1..be 
adiiiitted as a Ii truIy econoDiic cOnnection, ineVitablx inheCit in 
mark~lIDomena." I TlleDJiai cirCiiiiiStaDce to'bet8.ken un eIQie ../ 
ruonc of the theory is the mO~,ent 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 I 
real cause of a pOssible urifavorable balance is the reduction of cash 
balances by the agricultural class, which forces an: outflow of gold.' 

There can be no question but that Neisser finds two real ex~p
tions to the parity line of causation, in tliiieif"ects of thlLs~ve 
lloiidiDg of foreign money and its use m arculation; 8.1!d..he.is.right 
iii,hlSbeIrJ1liafnOteiSsue p,:OmPi4bl..!..d~rse rI1t~.9:oes nO.tcon
stitute whatordin~ as economic effect and cause. Further
more, lie'realizes the impropnetyOr geDeiiliirtem§rice indices as 
the basfs Of fO.!ateeq~um, ani!!~~alfy restricts the voI
um~<I!.money ~~tive ~n!!t.o funds.~Ui liuymg luid-selling 
the good§. 91 fQ~~-ae. !!!.t as with so many other parity writ
ers, this proves to be a merely slalislical matter: the index is made 
more aCcurate~Dut nR emp),~sJ~~gi~Iitli!C.Urid~Il'!nL~l>mcaldel!land or C9J!l~~~§i.!\.1lLtj2!!. as _ causall)'~~ve upon 

lllil/..pp.Z .......... 
• 16i4.. pp. 106-1011. 

• 16i4.. p. lOS. 
t DiL. pp. 118-111 .. 
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equilibrium, and capital transfers are dismissed in a cavalier fashion 
armoperative. . -----

A more sophisticated version than Neisser's appears in a doctoral 
dissertation by Fritz Dobler.' 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 fifo fOreign 
commerce and rel~~iirurectIy t~~fher pnces thrQ.!)gh the gen
eral fact of value interdepeiideiiCe.1 Consequently the wholesale in
dIces commonly employed give an "extraordinarily rough" meaSUre 
of purchasing-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 

..;0 the lead taken by the foreign value of the mark in its downward 
career on the basis of purchasing-power concentration 011 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. Mter all, tile basic trouble was 
inflation. "Had the quantity of money not increased, it woUld be 
~ble for the enhanced rates to persist." 

Karl Korami's "modified purchasing-power p~" • runs 
in S'ii'bstantially the same Cha.unel ~ tIugo Miill!:}:'s Wechselku,s und 
Guterpreise.& Much mthe vein of Hahn, these writers lay primary 
emphasis on the buyers' and sellers' psychology on the exchange mar
ket-If commodities are arranged in an array accoromg to 1JieiFex-

port or import price differentials, equilibriu.!ll '!ill_ ~JOIlll~ as the 
ratio of price of the marginal pair. r As in Hahn's case, these "tIleo
ries" get little beyond the eleme~tary: idea tha.! exchaJ]Kej~.3-pIice 
governed by supply-ana'deiiiind, 3.!ld that bi!I~and off~rj!jje~!!.d-on 
thereIilt!oiiOfpnces afliOiile ~(:L~d. 

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 infIati~m .. The discussion began 

• Krilische UnJersuc/tun, ... I.., The"';' det KauP.,aflpariliJlen (TUbingen, 1928). 
I: Ibid., pp. 21, 23, 42. 
, Ibid., p. 52. 
fo UZahlungsbilanz, Kaufluaft, und Wechselkune," Well, A,,,/I. 26, pp. 260-292. 
I Jena, 1926. 
• WcU. Arc'" :a6, p. 287; Wedselkwl, ch. Y. 
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with Bortkiewicz's paper before the Verein JUr Sosialpolitik,l attack
ing the conventional notion that prices rose faster in Germany than 
the multiplication of fiat money because velocity increased. B,ortije
wicz did not deny -that velocity could spontaneously increase bra 
~sion of unsplmt margins into hoards of goods; but this he held 
to be causally unimportant in the current situation. If velocity in7 
creased because consumers paid out their incomes immediately to 
escape depreciation, producers w9uld 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 directlv, a "shortage of money" 
!2~owat' and to get around the difficulty, employers made the wage 
m erv S shOrter.- VelOCIty mcrease,9., not as a cause of the dispropor
tiOnate rise of prices, but as a consequence .• Some ume later E;~ 
attempted to reconcile Bortkiewicz's argument with the commOlily 
held Schwarupelerlheorie,8 according to which causation runs from 
velo.~jty to mices. 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 a general reduction of un
spent margins and a riss in the "effectiveness" ot'money.' Two years 
later, and again in 1931, Neisser came to the fore to condemn 
Eucken's captious distinctioii""lletween velocity and effectiveness. 
Bortkiewicz made no mistake in maintaining that velocity 'could 
only be increasell 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 infla.tion.' But Bort
kiewicz missed a more important connection: through oonsumers' 
"/light into real values," entrepreneurs came into possession of im
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 Ludq BortkiowiCli. "Die U_chen emer potaWertm Wukung des oermehrten 
Geldumlaufs auf du Preisaiveau" V .... 170. pp. -$6-174. 

• rIM .• pp. 164->66. 
• So called after a _e which resem.bles "drop-th.,.handkerchiel." 
• Walter Eucl:. .... "Die U_chen der potaWertm WultUDll des vennehrten Geldum

\auls auf du Preisaiveau." I .... fiir N. tr S. 115. pp. 189-309. 
• Hans N ........ "Dor Kreislauf des Geld ..... W.u. A .... -'3. Po 3\100 a. r ..... 

-'PP·lo-ll. 
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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 curve. On the other 
hand, price quotations may advance on their OWIPiinpetU5 and com-

J 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. Pric~ and velocity react upon one another 
'~~y. - .---



CHAPTER XIV 

. B~CE 'OF PAYMENTS THEORIES 

L TRUISTIC 'limOlUES 

CERTAIN writers during the War and the subsequent monetary chaos 
seem to have believed a mere-reference to the la'!..0~ppIYJI,~!l4e- ' 
m~uflident ~ain -tIieaegw.ol];1ie iiiark.2~d markets. 
~teworthy examples of this shallow thinlSDg appear Wl~ap'p's 
closest followers. Even in 1920 K;mlla could say only that the.J2!!ce 
of fo~x~~e~~~up.p1.Y.~_~~lJ!!1lld fo!.!?.i!ls • .!I!i.d 
tliiitthese intiim relll . .QlI.the ba.!~~oi.I?!I-XlD-ents.l This self-evi .. 
delifpropoSitioii'is brought forward by D~ I as giving the "true 
cause of the discount" on marks, as against foreign distrust of Ger
many"s future. According to ~ a the falling rate on.J.be .marke! ill 
sbp~llSequ~.a....um..d~J;D.;mifaD.cnypru:u.itu.!l:t!OI~.!or 
bills, Germany's balance of payments has been upfavora~Je because 

-1ir the discouragement to production following the inauguration of 
the government's Wirlschajlspolu,k, the sale of German securities 
held abroad because of German taxation of earnings at the source, 
and the flight of Germany capital.' Elster does indeed take issue 
with the purchasing-power parity expltii&tion,' but he merely insists 
that the inftu~~ ~ runs througJi the follow
inL~u..ence: I prices, trade and payment relauons-;<Iimaiid and 
supply for meaSts of payment, exchange rate.'fl He fails to say uPQn 
what 'prices ]l~..hasesJhe ~ and why"'iiiView of such a 
theory he has any objection to the parity doctrine. If Elster leaves 
usWiDrDothiiig but an empty formlil&l'Y abOut supply and demand, 
the same is true of B~, who denies any direct influence of 
prices upon the exchange,' becau~_ the lm~rteraoes not buy a bill 
and'll1e1rtOOi abOUt lO see wliiiflie can bUl, but purchases it to pay __ --'--r--=-- -- _0'. _______ _ 

• Rudolph Kau1Ia, 1M c.-da,... .. Go,.,.". (Stuttprt, 1920), pp. 84-gs. 
• Rudolf Dalberg, 1M B"""-I" GoUu (SlIItlprt, 1916), pp. 04-40. 
• ltarI Elster, 1M ~N"" LidIo., W~ aa>a, 19.'), 
• 16M., pp. 9'"'l. 
• 1M S"," .. Gow.. 0..... '9'0), pp. Ml'"ll4; "z..r '11leorie des !'.uita_ 
~ ~ JIri./fIr N." S. 116, P. 4.8-

• 1M ...... v.,.~ ...... .l:riqo (Stutlplt, 19l9), p. ag. 
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a debt.1 But Bendixen does not mean to preclude the influence of 
cOiiffiiodity pnces. "Thepnc;;-relation of hls own and the foreign 
country do not interest him in general, but only the prices of his 
particular goods." 2 This may legitimately be interpreted as an in
sistence that excl1ange rates depend upon the pxi<:ej.of traded &pods, 
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.a 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 totality of items outside the balance of trade, in which case it 
must of course come to equilibrium when and if the trade balance 
becomes neutral. Graham 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.' 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, the daily quotation 
of a country's exchange moves downward, that is in itself an unfavor-

1 Friedrich Bendixen, Wahrungspolilil< ... .., GeldlilMrie ;", Lit"" du WelJkriegu, 
2nd ed. (Munich, 1919), p. 170. 

I Loc.riI. 
I E. g. Karl Koranyi, uZahlungsbi1am:, Kaufkraft, und Wechselkurse.n WeU. AreA. 

26, p. 262; Fritz Dobler, Krilis,/U UnleTnuirungen .w TiIMrie "' K""P.!!!/lpariIIJIe .. 
(TUbingen, 1928), pp. 18-19. 

, F. D. Grabam, Euhange, Pmu, """ Protludioft ill Hy#<,-injloliml: GmroMoy, 
Z92lrI9Z3 (Princeton, 1'930), pp. 24, 143, Dote IS. 

t Gustav Cassel, Money and Foreign Euhange a/Ier 1914 (New York, 1923). 
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able balance of payments. The total markef situation turns against 
the country in making her paYments.' Any tyrQ in the supply and ../ 
demand reasoning apprehends that, even if the two sides of the mar-
ket were continuously in equilibrium by virtue of the promptness of 
the traders' respodse, it would be perfectly legitimate to ascribe the 
fall of the rate to an excess of supply over demand. Equilibrium. 
obtains at the new price; the excess would have existed had price 
remained at its old level. Furthermore, a declining rate is equally 
unfavorable whether the mQvement 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 descen'ding rate alone. 

The truistic theory thus stands upon solid ground. But as an ex- ( 
planation of what really happens it is an.empty formula. 

II. 'I'm: BALANCE 01' PAYKENTS AS- AN INDEPENDENT 

Pm:NOJlENON 

Without maintaining that the rate of exchange determines the 
domestic price level, certain writers seek to explain the bebavior of 
~1IIi/hou,I reference to the domestic P\l~g power of money. 
Because of the imdeniable iDfiuence of ~p's doctrine upon the 
~urrent of German thought a decade ago, we begin with it, remarking 
in passing that the original version set forth iB. the Slate 7'JJBoQ..ia 
IC)OS remained qmte un&i£t>¥-<l b~e "ventSOl the War, through all 
su1iSequ_~editi6iiJ1m:!!l~e ourth J.!iIfIASt in &923. 

On the surface Kna~e seems to be little o!ore than the 
tIJiism of supply and dem~4masquera~er a very preteptjous 
ca,eon. . -. 

In order to give to the psychological view a name which suggests to the mind 
the sum total of mercantile relatiOll8, we may ... y that the interva\utary eI<- , 

cbanp between two countries is upIained~. This wont indicates 
that we.." referring to the fizing of a price for the valuta money of one country 
on the total liabilities and by the moods and feeIiD&s on which the settlement of 

_ piic:e iI based. All this is GlI1IjI1eSSed in the proposition: "The intt'yal"~ 
~ is a pantopo\ic: phenomen01l. "' • 

• a. J. """ Wabt de Bold ... TIIo AIISIriaa C- (LondOll, l~ pp. 1~194-
• G. F. E-. TIIo.sw. TIIo.7" II.., (LoodGII. l~. P. 0.0. (Italics his.) 
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~MJP apparently took a childish delight in this sonorous phrase, 
which per se signifies only that th~ lab Dfexchange fluctuates. with 
the supply anct4emaIld for bills. Qf. ~~c!!~ng\La.rj~in.&lrQlU-b.oth..'o.m-
mercial_an.t!.~p~~!Ltiye actiyi,ty. ' .. 
"'"Furtlier study of Knapp indicates that behind this innocuous ex-

• terior there lies a .)1i.rtual..denia1.pLa,ny...effect...of. price leYeis...llpon 
rates of exchange. The doctrine assumes the form of an argument 
thiCtllemarket ratio between gold and silver bullion is determined 

J by the rate of exchange between gold-and-silver standarq coun!ries.1 

To demonstrate this ~ assumes two cont~ting ~es. lIvt'Ile first 
instance all.countries are o~.a gole;! ~taI\d!l:r~, .. !IO that silve~ has its 
price determined just as tin or lead. Ip-the second instance ~tg!!ln
t~e!> are. ()n go.Id, and one country alone has. a Jlilveut!l:I!!lard, the use 
of silver in the arts·beiD.~ effectively forbidden. The price of silver in 
the gold countries depenCls on the rate of exchange iD the silver coun-

-./ tries, and mutatis mutandis for the price of silver. H now we turn 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 metals arising from 
the bullion trade itseH 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 ~e some dejinile trade transac
tions which qepress the pound." I 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 

1 Ibid., pp. 23$. 237. 240, 24J, 252, 257. 268; "Erliutenmgeu zur Staatlichen Theorie 
d .. Geld ..... Sa.m. Jhrb. 30, p. 16<}6. 

• S,,,,. TJuq,y. p. 23S. 
I Ibid .• p. 240. (Italics mine.) 
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latter, he says: "This valuta p.gio is a phenomeno~ of international ", 
business and has tl()thinA to do with the domestic agio appearing as a 
consequence of Gresham's law." 1 Finally he declares that to trace 
the line of causation from the excl1ange ratio of the two precious ' 
metals as it is affected by "purely industrial reasons" to rates of 
foreign excl1ange- between gold and silver cotpltries is a_ "heresy, 
whicl1 perhaps will be scarcely conceivable in future times." The 
arcl1-heretic, as Bonar observes, was of course Ricardo.· 

Even when the coll!llil:llinYQ~!!.~,::~.!he S8.!!!.~et:a.llli:..stand- / 
ard, tile qu~tit{theory idea ~at_JJJ.!L~ution of money in !!Ile 
dl~j!l.g~a§.~an!>th~~re.~.§tJI,bJ.ish.es. parity is "vulgar 
igno~ce." Suppose that poli~g causes ODe country to dis
posiOf its holdings of another country's securities; then the balance 
of payments is permanen!l'Y altered and "the counterbalancing ex
port of home currency to the foreign currency would then become 
cl1ronic." a There can be "no thought of automatic regulation" of 
international gold and commodity flows; conscious intervention by""" 
the central bank, involving, according to Knapp, heavy costs, 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 conditions governing the indus
trial production of gold and silver affect excl1ange rates is tanta
mount to precisely this.' It is quite impossible tit apologize for 
Knapp's position either upon the basis of any generalized theory of 
foreign excl1ange rates or upon the basis of peculiar circumstances 
to whicl1 he had reference. Concerning Nogara's similar explana
tiOD of the decline of silver e&eha.nges~ter I873, AngeII says: "The 
objection ... is that the n~t excess of payments due from the silver~ 
standard countries to the gold-standard countries was in all like.: 
Iihood not big enough except for brief periods, to be a sufficient 
explanation in itself alone of the fall iq the gold value of silver,' 
HeIft'''.!icl1 also concludes his exhaustive criti~ of Kna~!iQC;tIine 
by emp~<!I!.S!ri.l!!1~rs, q,uite aside ----.. -'" -----.---.~"--,--.-.. :.---

'ltil.,p. 117. • . 
• J. 1Ionu, .. ~ .. Themy of Money,- Be. J_. 31, pp. 39"47. 
• SIa/o 1''-7, pp. .5.,....59. 
• Ed";" camw., "State Themy of Money," s-..a.. J4, P. lIS; R. G. Hawtrey, 

"Th. State Themy of Money,- &.1_. 3S, P. SSt; Melchior PaI,yi,"De! Streit lUll 

die Staatliche Theori. cIes GeId .. ,-S-.I ... 45, p.~. 
• J. w. AD&eIl, r. no., tll--'" Pri<u, P. 41" (Italics his.) 
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from the balance of indebte.Jip.ess.1 A.:!imiIar jud~nt based upon 
aD examination of the same episode is ~!i~dby awtreYi I while 
Taussig, guarding against the one-sided Knapp=Nogaro view, be
~ that "room will remain fo~differe'lces of opiI!ion" as_to lioW 
Iafllie !lh!!~_~~m.e!id b~~~ue.tQ.~y ~!le.~f~~.iorc«;s~er:: 
diiiiidising transactions~VlSlble items, and ~ price of silver in 

) 

gold." 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 still more significant that Kn.app really admits b~e 
postern gate th~.Qrthod9Uheory.2f al!tOma;!!.c.Z~~~1Sm 
wliiC1i1i~f<!.f!11erly ejectE;!I. Recalling his California gold illustra-

-I ti~ that the inlmediate 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. J 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 "em
dromic" regulation, the cenbaI b~, 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 

. ,. Karl Helfferich, M01Wj (New York, 1927), p. <43" 
• R. G. HawtIey, C_"..., tm4 C,etJiI, 3M eeL (London, 1930), p. 390-
• F. W. Taussig, IfflmooJiorwl T,04< (New York, 1927), p. 373. 
• S_ TMory, p. '40. (Ilalia mine.) 
• Walter Lob, "G. F. Knapp" neue Geldtheorie," Sc/rm./",b. 30, p. 12<43; Melchior 

Paiy;, Sc/rm. Jlrb. 30, p. 558. 
• Cannan, l!.amomiuJ 14, p. 114-
, Ludwig Mises, "ne Foroign Ezchange Policy of the Auatro-Hungarian Bank," 

Be. low. 19, pp. 201-211. 
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stabi1izing 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 a moment with Wieser, who like Knapp, 
probably because of advancing years, did not'"irttempt any occasional 
w~n the contemporary situl!:tion. Wlaet does not lieJong 
espeCially to ihe group under consideration, but an issue of present 
significance is raised by a section of SocioJ Economics devoted to 
"Obstacles to the Equalization of Costs in World Economy."· Hei 
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 prh:eS 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, 
underQ to answer Wieser in a section entitled" The Alleged Local 
Differences in the Objective Exchange Value of Money," • in which 
he sou,&l}t.to prove that "The exchange relation obtaining between 
goods and money is everywhere the same." 6 What appear to be " 
differences in pnce for the same commodity r he says, are really dif
ferent prices for commodities which differ because of their plac, 
~ Before the War the cost of living was commonly suppo~o 
be higher in Austria than in Ge~i 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 

• ltDapp'a most sycophu,tic folio ..... Kurt Singer. repn>dua:s his vi ... without 
alIenation. U th ........ ta ... unfavorable demuad .. d supply condition for. c:ounlly's 
achanp, he says, the country II is impotent apinst. amtinuous deterioration of that 
ftiation. if il does not sucxeed in aoatina • loan abtood ... d heoce e8ec:tuatina not 
....my ... equatina but. -.01 the balance of paymeo1s situation. In this ~ 
• fnIo stuadanl is in no wise dill ..... t bom • specie standanl" (0... GoW all ZeicMa 
U .... 19101. II- 49)· ' 

I Fnedrich W ..... , S...., s-..;., (Now YOlk, 1917). PI'- 44J-+44o 
I Ibid.. II- 455. 
• Ludq Misos, r ..... AI Gclu. ..... U..,.,...,;"u, 1st ell. (M1IIIkh, 1912), 

PI'- 15 .... 60. 
I I .... pp. 159-160. 
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that the value of money was lower there than in Genpany. "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 con4!§wllof subjective 
ancro6fe<:!!!e"y_alue, despite the explicitness of the section title;-fi" 
illustrates once more the importance of mon~!a,!Y!I1etap.!tysics. Let 
us grant that, if the laborer voluntarily 2 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 tiel 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 

J labor, we should expect unequal money wages between countries, and 
the same would be true of commodity prices. Mi~il.uUmal.!y.J.9 
show that objective values are "everywher~Jh~_same." 

The coilteiitioills-a:--work of supererogation if Mi~~Jt 
nlJ.<:t!s§.~ry.-to the cl::ssical doctrin~ reg~rding the infIll~nct! of plices 
upon exchange rates:-If no differentiation were possible between 
pure1y-domesUc commodities and those actually or potentially figur
ing in international trade, he would be 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 ;Bow from prices to rates of exchange. The Gordian knot is cut 
by separating goods into those purely domestic and those poten
tially or actually involved in international trade. The former betray 
only a faint and roundabout tendency to fetch everywhere the same 
price; their influence upon theoexchanges 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 

1 Ibid., p. 159. 
• Of course no equality of utility 110 ... can be assumod if the laborer rem&ina on his 

native heath from habit or ignorancel 
• Cf. F. W. Taussig, Princit/u of &<morIJics, 3rd eel. (New York, 1912), vol. I, th. 

DZV; I_ionaI Trade (New York, 1927), th. ix. Under extreme in1Iation !his argu
ment ~ emendation. 
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domestic ~d international goods. But in the present context the 
relevant fact is that the persisting differences in dnrnestic.pur~g 
power which wieser emphasizes..dQ not justify the notion that..ex. 
~ge rates are pot determined by p1"ice$. " 

ming now to the special literature of the Vi ar and post-War 
years, we find another ex&n;Iple of the second typeortla:taJlc,e oTiiay
mentsttlieory in the Archiv article on "~tj.<?n" 2Y Ptofessor Franz 
Eu~of the University of LeiPZIg.1 The author devotes the 
1ilsi: portion of his study to exp~.!~~u~pping of !!~te ~~s 
by the domestic price level. Thc...JIbenpmena, he beli.!.-ves, rests 
primarilyupo~an in~,se.d.!!.ne~ for mo..w:y. Altliough the Wider 
spnere 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, whea the rise is less than that of note issue 
figures.1 Beside inereasect '~I!eed.~'tb.e '~inq;~es,s:' with whichV' 
additional money permeates the price system is~'ppogd_t.o 
show how there can be "no direct connection and no parallel be
tween theriSeoI1he Prtii"leVJ"" aiiiIlli.eqiiilitit:fO£ paper money!' I 
Eiitenoifrg' Clinsiliersalso the depi:eciation of' mark exchi.nge;· deny-
ing that the domestic price situation bears upon it, and ascribing it .r' 
to Germany's diminished productivity, the authoritarian restriction 
of her exports, the shrinkage in her interest receipts from' abroad, 
and her increased demand for foreign products.' , .. 

A more able eJql9neIlt9ftAe.iP...depe».dence of excb8Dgeu.Il.d.prlce 
~vels from one another it·p.!!!t\:~iehl~ovements in the exter
nal and internal values of a depreciateamoney 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 ttact 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 parallel. 
case.' The prinlary disturbance is a pasSive trade balance which can- ..." 

• Frau Eul ... beq, "In8atioQ,N Ardio 405, pp. 4rr-s17. 
• [tiL, pp. 490"496-
• [tiL, P. $10. • [tiL, pp: 515-519-, !tad DiebI, O. "'- _ GcIlIoooaor _., V_ ...... _ 1["""_ ..... "-1[...,. a ..... 1918). 
'ItiL,ch.L 



GERMA.N MONETA.RY THEORY 

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, 1917, 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 determin~ excbapge ~es. Su~ an hypothesis f~s 
waccount for the pr~Gennap hills at tbe..yerv outset of the 
~espite incr~iJS.s~ot~e, or the 50 per cent discount on 
~~_~wi.tzedand in 0irlJitilt7' when t~~ anilGemian 
pnce levels were app~ ~e. UlMouSIy iiilIafiOii1iTays 
oruy a secondary part, and even then the German situation differs 
both quantitatively and quaIi.tatively from a real Papiergeldwirt
scha!t.! COmpare the quantity of paper notes of various sorts cur
rently circulating-approximately 17 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 ReichskassenscMim are not covered in gold, 
but the DarlehnkassenscMim are covered to 23 per cent, and the 
Reichsbanknoten to 35 per cent, a marked contrast with the assignat 
situation. Neverth:eless there prevails a popular distrust of paper 
money; this accounts for a substantial part of the domestic depre
ciation and for the fact fhat prices rise more than proportionally to 
the volume of paper issues. 
Die~osis of the situation may be summarized in these 

propoSltions:~the fall of the mark abroad and at home until the 
end of 1917 is primarily ascrihable to the unfavorable balance of 
payments~) the increase of paper money is too moderate to ac
count for either aspect of depreciation, though inflation does ·operate 
directly, in a minor way, to depress the mark exchange and domestic 
purchasing poweGfi) both aspects of the declining value of the mark 
are explicable to a considerable degree on the basis of lack of oonfi
dence, which to a metallist of Diehl's sort means confidence ill ulti
mate redemption. in gold. 

Looking back a decade later at this same period, Diehl can repeat 
I Ibid., cb. Y •. 
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in his fll4gnum opus on economic theory the verdict of his early 
monograph.1 For the years between the end of the War and stabi
,lization, the rales of unfavorable balance 0,£ payments and in1Iation 
are reversed so that the latter becomes the dominant factar, with 
adverse speculation in marks accentuating the difficulty. But here, 
as before, domestic price levels do n.ot be~r_~<;.tly upon mark e<t
ch~each aspect of the depreciation rests independently upon 
common causes.1 

Some such view as Diehl's inheres in th!-brochure on Mark Ex
change by ~ peckerath of Bonn University, though its ap
pearance two y later pr06aJ)Jy accounts for a greater emphasis 
on inflation.·, Like Diehl, he treats exchange rates and domestic 
purchasing power as causally distinct; unlike Diehl, he traces the' 
decline of the 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 pa~ents,
and on the other in budgetary deficits for the government, or, in 
other words, exchange depreciation and inflation.· 

In explanation of the relatively low external value of the marJt, 
Beckerath olters a number of factors qUite commonly found in other 
writers~e magnitude of mark note holdings abroad coupled with 
distrust of the future of the German state, ~ great increase in im
portation into Germany after the removal of the Allies' blockade,.,$lle 
import of l\l%\lries through the "hole in the West" when the occupy
ing armies removed German tari1i'barriers, ~ finally the B.ight Of 
capital. But when he says that the B.ight of capital may take on the 
form of ",porling mark notes, securities, and commodities, some-" 
thing is sadly amiss. Perhaps he means to view exportation iIi the 
last fomlS as deleterious to mark exchange when the proceeds are 
allowed to remain abroad. 

The official apology for inflation involved as a suppressed major 
premise that exchange rates are a thing divorced from prices. Not 
until 1920 did the Verwalhmlsberidll of the Reichsbank admit that 
inflation existed, and not until 1921, that in1Iation was the cause 
of high domestic pri~ I In 1918 it ascribed the fall of mark valuta 

I r ....... NoIi ... ,. __ ;" m 0 ..... 19'7). 3~383. 
• I .... pp. 383-405. 
• HOlbert Beck .... tIt, 1M JI crhoI"'" 0 ..... 19oo). 
·1 .... pp. .... 31• 

• A1fnd LaDsbu .... : "DiePQlitit d«Reicbsbullr.UIId clieRekbsacIIa_weisaDaea 
II&th dem Kriqe," V ...... t66 (.Mwdcb, 1924l. pp. 4S-S+ 
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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 fucreasing 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 lias to be borrowed from abroad to rover 
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 
political obstacles 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 OF PAYlmNTS Tm:ORIES 

!h"'£"!!!'~,I'l': which tr~gll1_sa,Y9n.J!:!)m.l;lallglce_Q~ents 
t}lr()ugh . .!!l~..9f~!=hange 10 CQmmOlI~.j)rices,,,n~$ue-re
ceives its most carefnl articulation from ~ writing as 
technical adviser to the Sosialisierungskummisswn m its hearings on 
stabilization in March, 1922.' While the theoretical analysis is sub-

t ct, the ezcellent refutations by Han, Neisser, D ... TQMlc""'" des Geldu Oena, 
1928), pp. n8-121, and Fritz Machiup, Dio GoldkemuHt/Jrw"f (HalbeIIItadt, 1925), pp. 
u8-128. 

a Cf. pp. 2sr, 252, 284 below. 
• y ... hondlu", tIer Sotiali.rieru",Sltomm;I$;OII lib. IUFaJi<nuf'.,cn, m (Berlin, 

19U), 3-16 and ~rim. Bonn's theory is stated in more convenient form in his bro
chure Dio Shlbiliri .... "" tIer M.,lt (Berlin, r922) issued also in EogJisb tranalation the 
same yeat by the First National Bsnk of Chicaao. • 
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'~rdinated to the practical problem of rehabilitating ,the mark, Bonq 
presents a classical exalIlPle of the t1!i!d type of ball!.ll&eoipa.)aJleJlts 

, iIieOry. His explanation concerns GeIlJl8.llY's unfavorable balance, 
. the1ailure of the automatic equilibrating process to function, 'lUld '" 
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 unfav.!lEable. Although certain invisible • 
exports, such as services tendered 'foreign travellers in Germany and 
the Allied commissions and atm9 of occupation, serve to mitig;l.te 
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 with01lt 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 Get
man trade; countries enjoying a high exchange rate in Germany are 
passing through A business depression which makes it diflicult for 
them to purchase, even though prices are Ai 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 hills of exchange rise in value "the difficulty of 
purchasing raw materials is increased in like proportion," a aggra
vated by the fact that a rise of foreign rates in Germaay stimulates 
rather than dampens the demand for bills, since every one fears A 

still further advance. Exports am 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"', pp. as-,so. 
, Ibid., p. 32. 
'01"', p. 3+ 
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~ !'Ome of the imports wanted in Germany are goods which have to be imported 
regardless of cost .. If, therefore, imports fall off seriously it will become more 
difficult 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 ~culty of paying for our imports.' ' 

Another set of cumulatively bearish in1Iuences 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 has 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 o£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 Germany is from the boundaries toward the interior, the whole ec:o
nomic life of the country is aflected 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 of inflation affectuate a sort of synthesis with the 
balance of payments theory by taking cognizance of factors streSsed 
by Bonn: the unfavorable trade and capital movements, the br~
down of equilibrating forces, and the lead taken by foreign exchange 
movements. But they avoid his unfortunate tendency toward· con
sidering the balance items as something given absolutely, 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 necessary," as having to be got 
"regardless of cost," that Germany could in all events procure them 
through the channels of foreign trade by suffering her exchange to 

1 M.J. Bonn, "Th. Fall in German Ezchanse," Q. J. It. 31, P. 126; Slabilullli<m, 
P·4', 

• Sl<JbiluGlitnt, p. 47. 
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fall sufficiently and by exporting a large enough quantity of.:mark • 
noteS. But even if the amount of iInports were an absolute quantum .; 
independent of price, it is a complete non-:sJquilur that a low enough 
rate of exchange on Germany will inevitably 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 that 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 ~e quotation would be sufficient to 
make the total mark offer equal the total dollar ojIer, 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 o~cape~ default~r_borrowing, 
it also shows these to be the only reSort lii'the ~e 
export of currency does not make up the balance. On this score se";:. 
era! German writers took care to caution the treasury officials and 
such theorists as Bonn I that the ciontinuance of the unfavorable bal
ance on the.basis 01 printing and selling paper money, instead of 
being something assured, depended who)ly 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 
1922, was the continuance of inflation, which Bonn will have only as 
a COfISeqtm1C4 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 diminution of imports. 

1 D. H. Robertscm,ILMI1. rat ed. (N ... Yort,' 19")' pp. 130"111. understatoa the 
thoontical poaoibilit:y .. hOD he oaya that equilibrium is reoched onb- provided that at 
some 10 ..... price «tho on ... of dolWs ... u1timatel7 williDc 110 put with them 
for utopoo." .N. price would produce equilibrium in the c:aso iii ..... aho_ 

l Cf. Beck_th. Die IL~ p. II. 
l L. A1hert Hahn. H HandelsbilaDa, 7.ahhmpbiIans, Valuta, Goterpreiso," A .... 48. 

p.15oo); Machlup, Die ~. pp. 11!-1l8; Ludq Mioes, "Die aeldth_ 
retischesatod .. ~" V .... 164, P.1l. 
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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.' Measured by weight, a more reliable index than the available 
figures on value, "not a single class of exports shows any visible 
downward trend"; 2 and the preponderating movement of imports 
was downward. Even the subdivision of the latter which embr,aces 
"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 moveytent of the trade balance went its way in
dependently-of prices; fOl'Jit is only through the differential between 
external and internal values of the mark that the "export bonus" 
developed Zd caused the upward trend of exports and, the falling off 
of imports., ' 

On the 0 er hand, if Bonn's one-sided emphasis on tb&..baJa.na: of 
pa~~ts as the cause of the mark) doWllward carec:~ bQth a!.. h.,eme 
and in other'countriesmust be abandoned, the facts to which he re
fei'S fnlry'be 'given their proper significance. Although itl "end ex
ports and imports responded to the export bonus relation of prices 
and exchange, they failed to do so sufficiently, as the German trade 
balance 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 inlmse 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 By;u-i"iWiotJ, ch. viii. • Ibid" p. '24. 
• Ibid., ch. m. 4 Ibitl., pp. 211)-220. 

• And also by Liefmann; d. pp. 261-262, below. 
• Notwithstanding his admission of interaction between belance of paymento and 

prices, Graham traces the whole matter pretty much to the monetary factor. His pr&
occupation with """""' elaslkiliu of aports and imports ....... to lead him to ander
estimate the force of ,,,,,,,,td WnosUy of reciprocal demand and the JaI tenna of inter
national trade, a nOD-monetary factor. 
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While.H~oes not present as complete a treatment of the 
inflation phenomena as does BODD, his infiuence in propagating the 
balance of payments tpeory seems to have been greater, possibly be
cause of his position first as Secretary of the Treasury, and later &If 

Home Secretary and representative of the Chancellor in the man
.sement of the Reichsbank. Helfferich appears to ,be a bilateral .. 
theorist in ~s s>lanat!~~x.shan~s; he ~emi1'siSoiie
Sl'deirthe "ola:.!Dy.!~l!!:i<.'n" whlch explains the world iils
ti'ifiUlion of precious metals on thebasis 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 t~ the infinitely more '"serious disturbances in cfr~ .,., 
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, all taken together permit of no natural eco
nomic reaction. 
Accor~ to the English classical economists, says He1fferich, 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 He1fferich gave par
ticular attention reveals it. His earlier study of dislocated exchanges.' 
'Pertained te Russia, which had been under a regime of inconvertible 
paper notes from 1876 down to the year of He1fferich's publication.~ 
An eu.mination 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." t Unproductive consumption and the withdrawal of millions 

• 11..-" pp. 473-481. I lbill.. P. 481. 
• Kar!. HollIericb, "AllISODbancioi unci Valut .. tI ...... tuqe.N s ... JIri. II. PI'

~5S-4a8. 
tnil.,p. $93. 
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of unproductive workers accounted for rising prices and the falling 
exchange. Although the inctm~ertihility 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 Gennany any "in1lation" 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 smaUer 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. Heifierich does indeed seem to admit 
that the increase in note issue had a tendency to aggravate the up-

J 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, which was developed 
by the race between prices and wages, a phenomenon ascribable to 
the decline of workers' morale-and their stronger strategic position, 
combined 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 
mme to dominate the domestic price level. Heifierich advarices as 
reasons for this view the twenty-three-fold increase in note circula
tion in the twenty months following the 8.cceptance of the London 
ultimatum, attended by a rise of domestic prices by 226 times, of 
the prices of imports by 353 times, and of the dollar rate by 346 
times; the chronological precedence of exchange rate fluctuations; 

, 1/M., p. 595. • 111itl., pp. 'JI, 594-595· 
• 1/M., pp. 59)'-598. • L«. <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 thai the causes of the price and exchange 
upheaval lie chiefly on the monetary side, "not, however, in the 
quantitative variations in the circulation, which is so frequently re-: 
garded as the only conc;eivable cause of alterations in the exchange 
relations between money and goods, but in the rise of the rate~ of' 
exchange."# This does not deny that a monetary organization 
which haJ 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 Helfferich 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 gf the fa~ . 
inflation thrg"LWout the War To argue that \his is evidenced by a 
smilIer price rise in Germany than in any of the belligerents or in ~ 
neutral countries I ia of course completely inconclusive, since prices 
in Germany rose to 2J7 in the period 1913-18. Helfferich 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," '-and that sundry forces increased the
need for money. To the degree that he succeeds in apologizing' for 
the note increase of the Reichsbank,1 he fails to account for the price 
rise; and to the degree that he ascribes the price advance to a scar
city of commodities he must per &, fail to justify all)' 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 rapproc'--' between balance of payments and inflation 
theorists may be indicated by Helfferich's admission of the increase J 
of note issue in the post-War years as a "necessary condition" of the 

• 16M •• pp. sg8-6oa. 
• 16i4.. p. 6Q,J. 
• Acc:ordinc to the ~ ~. ind •• tor wholesale prices for Gamany. 

prices stood. in 1918 at 117 on a bueon 1913. the English ~l.s indezat IISi the 
official indices or France, Netherlands, Swed .... and J_ at 339. 393. 3J9, and 146; 
and B'--. ind .. for the UDited States at q. Cf. HeI«erich • .,. AI., P. SfO. 

• 1". .• p. 591. 
I "The war administratiaD. for instance, with v_Owaallor ReIlIerich hoIdins 

the Treuo..,. portfolio, had looked with a much too fri..,dJ,y eye aD io8atiODaly 
politi ..... - GIabam. .,. AI.. P. 10. • 
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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 the "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 

• op. ciJ., p. 116. 



CHAPTER XV 

SYNTHESIZING VIEWS OF CAUSATION UNDER INFLATION 

WRITERS desaibing 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" infiuence of conjidence; 
or in the second place by a strictly bilateral theory. Sometimes both 
modes are combined. 

Dr. Melchjor Palyi, economist f3:the Dresdener Bank, has given 
clear articulation to the belief that e course of foreign exchanges 
under the recent inflation experi ces is not explicable upon any 
purely mechanical basis: that confidence plays an important, if not 
decisive, rOlfl. The quantity theory expl*anation in terms of purchas- '" 
ing parity At the hands of Cassel betrays several serious errors. 
Ha~~ J!)JI.intains, for one thing, !ha.;.n~t!l1~Y. com
modities bu~~as we1l.musUe Jm:lu.ckd III 8.Il)'..l:9JM;epLof 

.iIli ~qui1i§"EBu&te; I and 'l'a~ssit rightly ~t~l!.!~_~!.~clusi91.LC~f 
purely aomestic commodities. e latter collSlderation stamps as 
pure dilettantisiniin CalCUlations of exchange parity based on gen
eral price indices. It is Dot to be denied that there prevails .. a tend
ency toward the determination of exchange rates through price 
level differences" i and relative quanta of money are especially im
portant factors. I But as Malthus and Mill demonstrated, there are 
other forces not CODDected .with price levels, arising from capital 
transfers, state interference, and Btlffgt8Sf101, which atIect the bal- J 

ance of payments. W.Jl~.Ltherefore, ~~s~~~dity.bf 
his theory to situations in which the ~r'fall in I1rices lmaatIected 
all Cb!lliiiOlJiti6iii1i1i:e-degree; he "takes T~the theory any prac
tl'eat1l'pp1ie'a1iility:ll'_· The Painstaking Iesearches Of Subercir.seawr: 

-~PaIyI, "U~ FnseD cIer GoIdtheorie" (M1IIIich, 19'5>' p. ~. 
• , .... pp. sos-SQ6. 
• , .... p. s..,. • 1 .... p. sos. note. 

J 
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Ilnd Nogaro on less recent disturbances of exchanges, and of Walre dJ 
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, !Ceynes, and Ha...hn have to COi1-" 
certl!' mat factors are involved in the aetemunAfi2tLof the p~ce lesel 
w}iCh a~ena on psy~~ciiTphenomena n~t co~r.~~!J)~t.h!:J:.w!a
tion of exCIil!;!!ge. Pal£1;epoItS as tile conclUSIOn of the W iih,ungsen
quete instituted in 1924 Y the Verein fiil' Sozialpolitik that changes 
~ quantity and rapidity of drcuJation_ 0i~~nD'3re insUffiClent,"Ut 
'ttiemseIves, to ~xp~ the consequences of inflation upon The pril;e 
structure and the eX~.!lges. "One has, on the other hand, to 
recognizellle uripOi.1aDce of confidence, that is, the pro~ects of the 
re.d!:mption...oLloW-yaluc mooeys (practfcaii.y, in gold)." .-- e
lieves "that such apparently 'ideological' causes can be 0 every 
greatest importance." 8 Somewhat inconsistently wi. the fore
going viewpoint, however, he said at the same meeting of the Verein • 
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 p,esent quantity of money, butTather upon 
"the quantity of money to be expected as probable within the dis
cernible future." 6 

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 ,~.1f:pn. Until the 
end of 1918, when the mark had lostOnly aoout 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. 509. 
I [tkm, Referat, Vern,. 170, p. 254. 
I Ibid., p. 255. 
• The V"",,!fIr S .. WpoliHJr devo~ its convention at Stuttgart in 1924 entirely 

to the subject of monet&ly theory and policy. The proceedings appear as vol. 170 in its 
publications: V .. ll<urdhm, ... _ die ,,",".rue_!RId 6'_~'''' S. des 
W4ltn<",.probkou. 

If Ibid., p. 321. 
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quantities of exports and imports. By dte 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 tIillionth parts of a cent deprive the gold redemption theory 
of its last vestige of meaning. 

Primary emphasis u£On the psychol0t;cal moments can be fo~d 
~th several ~er wnters. The wen- own Austrian economist 
PhiliPR2vich says in the Grundriss 1 that popular appraisal of the 
fUture course of infiation figures equally with the balance of pay
ments in the constitution of exchange rates. Another Viennese, 
Friedrich G~, appeals to speculation to account for the pre
ce~of rising prices over note issue; and lays at its door joint 
accountability for external depieciation, along with the panicky 
fiight of capital and the denuding of the country of goods.- The.2 
siti\Jefless of dislocated exchanges in war to the news of military suc
cesses and reverses IS Shown 1)y Ernst Makai.· Similarly Alexander 
~e idea that under"i""5&iIIY depreciated fiat regime 
speciitation dominates the scene completely.' He objects to the 
pa.i'It'1tIl;<>aVa because it does not allow for disturbances to pl!.r arising 
from caPlt ows, and becau~es purely domestic pdces.in 
its mdex. Pl'Olessor 1U1iuiWoR of Berlin attributes the mark decline 
a:tter-ttre revOlIltiOli to iiiiIIition and the unfavorable payments bal
ance; but during the War and the months of revolution he regards 
S"mmlUlg~ lInd U,~ 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 infiation until the close of the War; only subsequently did 
psychologiCll.l factors gain ascendancy. In a contemporary brochure, 
ProfesSOr LotiOl Munich lays the trouble to the disa~g trust 
in ultiDiate @Iemption of the pa.per..!§§lles and to tliC unfaymabTe 
1lliliiiiCe of payments. Were it not for suc;h obstacles as reparation 

• EuaonPbilippovich,GnIMrW"~O""""'18thed.(TiIbiDgaa.19·.u. 
P·297· 

t V_ Gol4e..,., .. c.w.-,. ad ed. (MUDicb. 1922). pp. 49. sa, 68. 
t W~ .... ......,.. RII<kidI eMf 0sIcrrcidHl..,.,.. (Stutl3Ut. 1917). 

pp. 3 .... ,!g· 

• .. ZurThooried .. Wechsolku ...... WaILArd.o6,pp.."l'""S9;d.p.14I.~. • V.,.,...,., _ .. ~ (Stutl3Ut. 1910). pp. 35'-38. 
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payments, the artificial restriction of export, and maximum price 
laws, the export bonus would be self corrective. Lou 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.1 

Amongst the strictly bilater.alJ1!~~, as defined in the introduc
tion to this Part, is~Ernst Wagemann. As between internal 
prices and exchanges Wagemann believes sometimes one, sometimes 

-.I' the other may initiate change, according to particular 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 

.I 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 reuition 
to it:~'ASTortbe generai domestic' price leuel, the tendency is to move 

./ -untll "with a given exchange rate ... no more can be bought at 
home than abroad." 4 

The necessary counterpart to this proposition would seem to be 
that the rate uf exchange tends to adjust itself until "for the value 
unit. as much goods can be bought at home as abroad.'" But the re
action of prices on exchange operates within narrow limits because 
the greater part of commodities on the domestic markets do not 
move at ;ill 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 
J finger upon several sensitive spots in the parity argument, especially 

one dwelt upon by Robertson and Graham. Any fixed charge upon 

1 Waller Lola, D .. P4twfekl (Berlin, 1920), pp. 1&-28. 
• Allf"""'" Geldlelrt (Berlin, 1923), p. 335. 
• Ibid., pp. 331-33,1. ' Ibid., p. 336. 
• LD<. oiL • 11M., p. 338. 
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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 stillllufIers 
under dislocated exchange, a second adverse moment appears. In 
connection with Bonn we have already noted the possibility tIlat as 
reparations are paid, to employ Robertson's words, "the more ihe 
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 Ii. given debt in dollars." 1 This situation, portrayed 
by Wagemann and Robertson while inflation was still under way in 
Germany, has recently been termed uself-infi~Ilt!u:y" by Gra-; 
ham.- Undoubtedly the phenomenon goes far toward explaining the 
greater depreciation of the mark abroad than within Germany. 
Profe~~fmann complains tha!-C~jprnpQS.lti0I!1!~gtects 

the ~<!L~ . .l)it~Ltf!ID.~ficiai interf~Iel!ce .yrit!l.foreign 
trade.ancUhe ~changes; and the iiifiuence of judgments .!I!!.to ~e 
mllita.O' .. political, and econoriiiEeondition·of the country. There 
is,-therefore, no -necessity that the· rate of excliiiDie should stand at " 
the reciprocal of domestic price levels expressed in index numbers, 
which are at best unreliable measures of domestic purcha.siag power.' 
Liefmann glves the causes of the low rate of German exchange in the 
followmgorder: - _ .- .. _--

, (I) The scarcity of raw materials in Gennany. 
"(0) The pnosence of a CODSiderahle body of postponed obligations on Ger-

many held by foreigners. 
., (3) Limitations on iIIf~l$ • 
..-(4) InIIation. 
""(5) Impossibility of securing aedit advances from abIOad. 
..,(6) Speculation. espec:ialJy UDfawrahle to Gennany be<:uaa.oh... 

(II) Underestimates of Germany's economic and 6Dancial ftlSistance. 
(6) FIencb and German proP8/!&nda in neutral countries. , 
(e) Lack of confidence in Gennany inspired by the additions to the 

number of her enemies. 
__ ...;.(4).:.. Machinations of the enemy in 6ais .. operations on the maxk.. . 

• D. H. Robertscm. M.." lit ed. (New Yodt. 1911). P. 146-
• F. ]). Graham. &daoop. Pri<a • ..., -.-.. .. B".,..jIJIiM: ~ 

'~/IoIJ (Printeton,'\130).pp.I~6-I* r..onIortobavethis_itisnotn~ 
that ell German sal .. be quoted in terms of lII&Ib""d ell Amoricaa sa1esill doUan,uill 
GnIwn'a Cue n. PI>- '39'"'4'. bv.t on4' that they be _derate17 .... 

• Robert Liefmann. Dio ~ .. W..".,.,. ...... ~ .... 
Fo/pa (StI1ttprt, 19.8). PI>- 1N". 
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v (7) Payments demanded in, advancre by foreign exporters and made by 
Germany. ' 

... (8) Dumping of German exchange in neutral markets by Austria as a 
result of the latter's importations of luxuries. . 

(9) Non-economic causes: the adverse influence of the polltical and mill-
." 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 imports 
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 2 and by Williams; 8 and WainS de Bordes has found the same 
to be true of Austria.' The strict parity theorist holds 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 (1918). 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 th~ 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 Reichswi,tschafts---• Gustav CaaseI, M...." MIll P",eip Esc/ran,. afl# '914 (N .... York, 1923), p. 165. 

I Cf. pp. 249-252, above. 
I J. H. Williams, "German Foreign Trade and the Reparation Payments," Q. I. E. 

36, pp. 488 fl. 
• J. van Wain! d. Bonl .. , rite .tfU/rian Crtntm (London, 192.), p. 183. 
I Veredhm,_lte",; d. Williams, Q. I. E. 36, pp. 497""498. 
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ministmlfm, disco~rs the following CA!!~~: lIbtavorable trade and 
payments balai'"ceS;Jli?aecline of the Ger:tnan economy,Jh1l.ation, 
l$e mistaken credit policy of the Reicbsbaclr., and th~ght from the 
mark in the form of purchasing foreign bills and forei&n currency. 1 

The author believes the last factor chie1l.y 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 N1ahmal dltI'lrY. A 
noteworthy point in his analysis is the causation ascribed to prices 
in acting directly upon the exchange rate, quite aside bom control
ling the makeup and volume of commodity movements.1 The idea is 
sufficiently striking to warrant reproducing a fuller statement by 
Pigou. , 

It is sometimes asserted that the actualmte of ezchange .,.,.,.., be altered by 
direct process, but only through an ezpsnsion of imports and contraction of _ 
ports. • •• It does not seem to me that this is necessary. Suppose that, 'owing 
to an spsDSion of psper money, the English price level ••• doubles. Then im
porters and ezporters will both know that, if American stuff is to exchange on 
th~ same resl terms as before &gainst English stuff ••• a dollar must bW twice' 
as much sterling as before. In these circumstances both sides may be ready at 
once to accept these new terms without any mediating movement of trade." 



CHAPTER XVI 

CONCLUSIONS AS TO CAUSE AND EFFECT UNDER INFLATION 

c1'i',th.-rTm: Cs:AI!ACTER OF THE EQUIUBRItllI RATE OF 

~' EXCHANGE 

A. The Merits and Defects of the Parity Doct,ine in General 

Tm: absolute or positive form of ilii~st.Ata,tbatf. the rate of 
exchange between two countries will be determined by the quotient 
between the price levels of the two countries,'1 the formulation 
originally proposed by ~l, and subscribed to by ~, D~lb!rg. 
and Moeller.' Purchasing-power parity so calculated does not in all 
proJra6ffity give the true equilibrium rate of foreign exchange. Since 
the absolut.e doctrine speaks only of the aJJsolute H gen~ral" purchas
iiig Power of the inoneta,ry,!lcit. wiiiiiD'.thecountry's borde~ur
ChasiP,gpiWtji{oUIdbe gj~torted from trueequilibrium)liiI) a dif
ference in the prices of exported ana imported commodities, and 
the' general price index; (2/ a difference in the prices of traded-in 
services, and traded-in coitunodities, since Cassel includes only the 
latter;{i5 inequalitvn freiglit rates upon exports as a,gainst imports 
for either country.;,(4) differencesm sums expended upon freight ac
cording as a country exports chiefly ~rvices, or commodities.j/s) un
equal tariff barriers. There might be added.A 6) any non-economic 
factor restricting the free movement of goo<ls between the two na
tions if purchasing-power parity calculated upon the absolute basis 

, be used as a nonn for peaicting the future course of exchange. If it is 
not so employed, but is used ilae~ly to describe what would be i. per
fect equilibrium at a given time were free play given to economic 
motives, iliis qualification need not be added, since then the force 
mentioned merely causes deviations from equilibrium without affect-

I Cf. also T. E. Gregory. Foroi", &':"""ge. before. 11"';",._ 0''''' ,II< W .... ani 
ed., revised (London. 1925). pp. Sa--&!. So far as I can discover no writer in Germany 
appr<ciates the distinction between the positive and comparative forms of the doctrine. 
In the aforementioned wrilen. the 8talmlent of tho theorem fa sufficiently clear to 
identify it as belonging to the first type. Other adherents to purchuing-powor parity 
simply defend the proposition that price levels determine the rate of ezchange. or refer 
ta."Rica.rdo's principle" or to the uCauelian doctrine," in such general terms that it is 
impossible to discover which constructmll they p1aco upon it. 
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ing it. The same may be said for the various psychological infiuen~ 
. interfering with the automatic adiustD!e~~_~~~_l!g1!al_!a!.~ to,,!9l,
culateapat~·8.rid again for the Usual gamut of obstacles to I~ com-
petitiO!l':r" ,,- -.,., 

'Tlie comparative form of purchasing-pow~¥i.ty makes the 
equilibrium rate"lo be 'FequiiT to mrna-ratemultiplied by the quo
Ken, of ,he degree of ",jlalion." The fi~s previously noted as 
qualifications will not, by their mere existenCe, be necessary qualifi- oJ 

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 whicb the comparative parity is calculated. On' 
the other hand, any change in any of these facton; will vitiate the cal~ 
culated ~riJl' as ~uilibIj~tmJat~ of ~change: Conside,r first 
a cliiiige in the relation of the price index of internationally trade<l-in ./ 
commodities to the general internal level of prices. Two imJ!Qrtant 
factors contribute 'toward making sucb a c!Jange probili~eVltera- 1 
tions in what Professor Taussig aptly Calls the "substa.iiti~-'9utSe of 
intemational trade" arising from changed conditions of production 
or ofreciprotal'd'emand ... aqstcapitalIIl.QYcments. Since infiation is .-i 
commonly the product oM9ltr, wfth 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 borrowttg and lending, both of these 
factors bid fair to assume considnble importance. Cassel himself 
admits the necessity of assuming the constancy of relation between 
prices within eacb 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 

, Mention of such qu&Wica~ODI in _tt oiJf:lltllflrnUIDbor is made by autho .. too 
nUIDorou! to 1OVi.... Attention may be called to A. C. Pigou'! ~tatem ... t of the third 
Item in biB &sa,. ;" A~W _ .. (London, 19.3>, p. 167, and to PaIyi (cf. p. 
157,above); to W. Iteilbau, "Th. Valuation Theoryof Ezcbange," &.J_.3S,P. lOS, 
and toll.G. UawtN>',C-,"'" CNIiI,3rded.(LoncIora, 1930), p. 86, OIl thelOCDlld 
Item. VarioUi othem of th ... quali6<:atians ... to be found with Ots!d. (cf. Po 107. 
abow), Dalberg (cf. p.I3I, above), It...w,y (cf. P. 131, above), LiefIlWlll (cf. p. 06" 
above), Moeller (cf. Po 13', above), and MUller (cf. p. 134, above): See alto D. H. 
llobertaon, JL_ ... d ed. (N ... York, '919), pp. 78. '31-'n. '64; Pigou,. ciI., pp. 
'64-168;Hawtre:r,.ciI.,pp..,.;}.M.It.,..es,ATNd_JL--'&J-(N ... 
York, 1914), pp. gil, 101, 106-108; A. W. F1wr, n." ...... ~ (Londoa, 1914). 
pp. 72, 86, gII,91; Alfred MOJOboIl,O.J<MIP."" (Load .... 19t6),PoI72;} ...... Wah6 
d. Bordes, n. Atosfriaa c.- (London, 1914), pp. 16g-I\I9o 

• 11:..., ..... " ...... BodIotp ~ '§If (N ... York. 1913>, Po 142. 
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of trade from changed demand and supply conditions for traded-in 
coinmodities.' The consensus both in Germ,@.,}! and abtoad, how
ever, lays considerable weight upon ~ Ta~r, sometinles leading to 
the rejeciIon' of the panty dOcfnne altogether.·.)n,the second place, 
move~ ,",pita! mq.y distort the compar!Ui,Ye Plltcha.sing-PDWer 
parity away from true equilibrium. Some caution must be exercised 
in tliis connection.lt1SOOiiCeivable that 'a foreign loan might not 
ultimately affect the relation of the price index f01: 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 shottly thereafter 
these goods have been comuletely 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 inlportation of the foodstuffs does not 
release labor and capital from other lines of production. FinaIly 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, uce the proceeds of the loan hive been 
consumed; in the lending coun1rJl goods are not less plentiful than 
before the loan, since production goes on in the former channels and 
presumably at the old rate.s In such a case the final situation would 

• E.g.Mises(d.pp .• i5-"7, a~ve), Eucken (d.p"'9,above),Pohle (d.p.2I9, 
above), and several minor writers. Flux, 01. ciI., pp. 88-8g, seems to depreciate the sig
nificance of the factor in Question. 

• Those who consider it a more or less ~l qwlifi<oIion are (,) all German 
U inflation" writers stressing the unfa..,rableness of the balance of trade, i. e. everyone 
Dot a dogmolic parity theorist; such English theorists as Robertson, "'&, ,iI., Keynes, til. 
ciI., pp. 106-1"9, and Hawtrey, 01. ciI., pp. 7(,-77, 87. Those writen who are led to d4s
uMiI the parity theory, IaIg<ly because of ita neglect of the changes in basic merchan
dizing transactions, are, for e:zample: (I) such German "bala.nceof payments" theorists 
as BODD (d. pp. '48-'5" above), Beckerath (d. p. 247, above), and HeIf!erich 
(d. pp. 253-255, ahove); (.) F. W. Taussig, "International Trade under Depreciated 
Paper," Q. J. E. 31, pp. 387""398; J. W. Angell, T", T-,,,, l~Pri", (Cam
bridge, Massachusetts, 19.6), p. 189; J. H. Williams, "Foreign E2cbange, Prices, and 
the Course of International Trade," A"nals '" lire AmerieMJ Ae<rd<my 89, p. 202; idem, 
"Foreign Exchange under Depreciated Paper," J"",. A1JI. BMiers' All. 14, pp. 493-
494· 

• This would seem to be true if, aa supposed, the eoports c:onoisted of consumable 
goods. 
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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 likely consequence of an intemationalloan, on the other 
., hand, is anultlmate or at least long-persistillg Cilailge fu. the quanti

ties of goods in bdth countries. Par' of the proceeds of the loan Will 
usually go to in~g the productive efficiency of the receiving 
country; and to an equal degree the efficiency of the lelj.der will not 
be as great as if the capital l'lad been applied to home industries. 
;r'his 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 equally 
to the benefit of the receiving countrY,'s domestic and exporting in
dustries. That will suffice to 4lter the relative prices of'the twe 
groups of products and distort purchasing-poweJ 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 
·or IlXisIMtCII qualify" the positive parity doctrine, will, by changing in' 

importance between the base year and subsequent points of time; 
dislocate the comparative purchasing-power parity from true equi
librium. Finally, even if none of the factors mentioned changed from· 
'./ . 

I The best description of tbe process of transferring capitol under dislocated ez
changes is to be found In F. W. Taussig's l~ T'aM (Ne. York, 1927), ch. 
uvi. The remarb In the foregoing _ph pertain to the tdIioooJU oftoct of capitol 
transfer!, and >bow how they may tau .. pun:basina-power perity to deviate from .... ui
librium even op.. the loan has been fully transfemd, not merely In ozchange bills, hut 
In real good!. If I conectly Inlerplet Professor taussig's analysis, it pertains to the de
llnitive changos In the "'te of ozchange and In th1. "substantive course of Inl8mational 
trade" 01......., the transfer of the real loan. ('This follows from th'eossumption that there 
is • laraer volume of imports Into America than previously, which, outside oecondary 
elects upon productive elIicieoey In the two countries con<Ulled, would he true only 
during the loan transfer, i ... the eztn.ordInary movem ... t of good2 which constitute the 
realloan.) I ha ... laid chief emphasis on the ultimate outcome in the economic suu.,. 
tuxes of the two countries, since deviations of the ozchange rate from pmchasiDg-power 
perity during even the"" loan tnt.nsfer might be pasoed over by the perity theorist as 
being only" tempotary deviations." Butafter all, Pn>Iessor Tou.ssig's demonstration of 
th ... deviations during capitol movements roodora pun:basina-power perity useless as 
• -. since the---., ezistence of such transfers during war and in8ation ~ 
allows their being repxded as Bivins nee to merely "tempont.ry deviations" from 
.... uilibrium. 
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their situation in the base year, purchasing-Power parity woiJld be a 
true equilibrium of international exchange only if it. were such in the 
base year, an assumption which is certainly questionable.' 

Despite these material limitations J.1pon purchasing-pOJ'Ver.parity, 
the doctrine serves~~f!ll ~urpOseS.V(I) It has caned attention to the 
influence of in1ration and thense of internal prices upon the ex
changes. Although its significance is limited 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." ',Ja) 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 Paymer;ts Theory 

Since this theory stre..!lSl!§. th!:very factors which t!J.e..parity theoTY_ 
passes over lightly under celel'is paribus, we have already by impli
cation called attention to its merits, in treating the shortcomings of 
llurchasing-power parity. On the other hand, the balance of pay
ments theory is not wit,hout its own peculiar dc;W;ts. ~ 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 pe 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.·p) 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 inevitably from the phe
nomena of foreign trade and the position of the rate of exchange; to 

I Cf.J. W. AngeU,"MonetaryTheoryand Monetary Policy: Some R....,tDiscuI
sions," Q. J. B. 39, p. 273. 

I Hawtrey, .p. dI., p. 87. 
• Even such theorists as Angell, who would deny that er:changes "cauae" prices and 

that prices "cause" th. ""changea to be what they""" preferring instead to mate both 
movements to some such basic disturbance as budgetary disequilibrium or lack of c0n
fidence, would not uphold the ntreme view that...chang .. and prices are independent. 
"Th'" e1fects are JeCiprocal" (I ~ P,;cu, p. 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, tliat these in turn 
"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 infiation ill an act ' 
of its own authority for which it is answerable. Advancing exchange 
rates are only the occasion for infiatio»/, (3) The balance of payments 
theory in any form b~s with a truism: the supply of and demancl 
for bills of exchange cfetermines the rate of exchange. Relying upon 
the invulnerability of this proposition, representatives of this school 
too pften lapse into a m~~aIogl!ing of fOl'Cel!J!:!~g o.!}e
~~~_tlJ!ppl}'of o!,.demand forJ>ills.- Commonly little or no 
attention is accorded!the infiuence of internal price structures; more ~ 
commonly still the w'1lole question as to any less superficialeC\uilib,
rium than the mere day-to-day II1&rket equation is neglected; nearly 
always there is wholly lacking any attempt to' describe the basic 
equilibrium rate of ex.change.l.. • , 

• 
C. Tha Equilibrium Rale of Euhange under InflatiOn 

The attempt of parity theorists to define a ~ormal rate of exchange
under inflation, as well as the suggestions by its critics as tb other 
factors beside !ntemal price levels bearing upon that rate, combine 
to create the impression that.1l sufficiently exhaustive theory shoul<l 
describe the true equilibrium rate in such wise as to embrace all the 
factors involved and effectuate a synthesis between the apparently 
opposed lines of causstion. I believe that it is possible to describe 
such an equilibrium rate in theoretical terms, although I am forced 
to doubt the lISefultNss« the concept'even under moderate degrees 
of inflation and aside from certain troublesome complications which. 
arise in the German situation. 

Pia2u. expIaips very clearly how ~uilibrium in f<1reis!!_trat'l~.pro
~!>v!e~_1 ~ The superficial equilibrium is a day-to-day 

• Thia chaqe ia levied aplnst the _ts theory by Bawtley (.,_ dI.. p. 67). I 
cIiato_IlO writer ill GenDany amoupt the boIan .. of _ts thoorisls who und .... 
tsIt ... deotriptiOll of the laat two ......... ts under dislocated c.cbaD&es .. "" !tad 
BeUferic:h. II.., (New York, 19.7). pp. S4&-SSS. 

• ....,.. pp. .61-16 •• 
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balancing of payments. So far as this equilibrium is concerned in 
and of itself, we cannot say that causation runs from commodity 
prices to exchanges or vice versa: causation runs simply from supply 
and demand for bills of exchange to the. n~ssary equilibrating rate, 
and that is the end of the matter.l vr The next degree of equi
librium - a more basic and significant one - is the tendency of aN 
one-sided movement in commodities and services to eIiriiliiate itself. 
SuCh equili6num attracts t1le mosta:ffentiOilin-theory aiicfieads to 
the familiar conclusion that imports have to be paid for by expOrts in 
,the long run. This principle really effectuates a comproll!ise 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 relit. Ultimate 
equilibrium would only be reached when~ labor and capital bring 
the same returns within one country, whether applied to purely 
domestic articles'or to exports; an~ 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 exchange" sans p~,ase. 

In contrast with the third sort of equilibrium, which is seldom 
realized, and the fourth sort, which 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 langnage, as follows:' , -There is no equilibrium if (apart from discriminating monopoly) it is impossi-

/ ble, by buying dollars with sterling and then buying American goods with 
dollars, to obtain and bring into England for ssle 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 OOJ;ll discriminating monopoly, it is possible to send 
any single English good to America and make, by selling it there, a larger sterling 
profit than is obtainable by selling it in England. When either' of these things is 
possible, there is a clisc<!rd between exchange rates and relative price levels, 
which nature abhors and will endeavor strenuously to correct.· 

I Except, I may add, for advanced stages 01 in1I&tion, wh ... Ibe rate of ezchange 
determines internal prices directly. Cf. pp. 291-293, below. 

• Essa,s, p. 161. Pigou means by "discriminating monopoly" such monopoly u 
gives rise to the familiar phenomenon of dumpins. A discussion of dislocated ezchanga 
may...u cfurogard this factor as not este<i<U1y significant for in1I&tion conditiou. It is 
quite a different phenomenon from the so-ailled "Valuta-dumping," 
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Exchange equilibrium applies only to internationally traded.goods 
an~ f~' "It means only that nobody can gain by diverJ;ing a ",. 
urnt 0 any kind of product, that might have been sold in the English 
market, to the American market, or vice versa." 1 In other words, I 
the prices of internationally traded products and the rates of ex
change tend to oonformity in such wise that no unusual gains accrue 
to exportation or importation. So stat1t exchange equilibrium is a 
truism.1 It is, furthermore, a truism wllr applies only to goods and I 
seiViCes, and not to capital transfers per se, except to those transfers . 
of real capital goods' which result from a discrepancy between ex-' 
changes and prices of internationally traded-in oommodities. ThiS 
phenomenon rarely occurs in its genuine form, i. e. where the trans-
fer of capital from one oountry to another oonsists 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 goQds, soine of which are productive instrumentS. 
Exchl!:!1~ equilibrium tells us nothing as to why the more usual form 
of capit fund 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 SrHeresl rates, differences between two oountries 
in purely tiomes/i(; 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 eQl'i
li~" really is, we may proceed to appraise its si~~ 
norm for dislocated ~ First as to ~ts. ~ awids 
most of the errors of pliiclias.ing-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 in;l
port or export "bonus," a rate which I shall for oonvenience call the 
"neutral" rate. It ~this neutral ~ and not purchasing-power 
pari~yiiilai d~~ the ~nd d~ ofequilibnum deli!i&ted 
aIiOve. 1n the first place. the neutral rate as of a given date is de
finea so as to allow for ~ 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 oomparative form of purchasing parity is not, by all dumga 
in these differentials. Since the neutral rate applies only to traded 

• Loc. ell. 
• a. Taussi& I~ l'NU, po 3,57; It.,., ..... ciL, pp. 1_101. 
• OD. ..... __ .. lias II-. ~ died. a. po 117. 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'lVlilch renders purchasing parity an unreliable index. ,(2) The 
concept of exchange equilibrium, with the neutral xate 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 common dependence on a basic third factor, such as budgetary 
disequilibrium. 

I The contention that the national prices of internationally traded·in commodities 
conform to the love! set by the world market has sometimes been pushed so far .. to 
imply that no divergence is ever possible. On the coDtn .. y, it is apparent that "tempo .... 
arily and under disturbed conditions the prices in different countries for similar goods 
which enter into international trade may be out of barmony with ezehange rates altq 
allowing for transportation and other facto .... (United States Senate, CommissioD of 
Gold and Silver Inquily, Foreign Currency and EJ:change Investigation, Seri&l9, vol. I, 
Eurolefltl CfllTency and FiruJllU, Washington, 1925, p. 38). Ult is true .. . that whole-
sale prices of commodities entering into foreign trade muat necesaarily be aImoat the 
aame in all trading areas, if by this is meant that the ,old oolue.r muat be the &&me. But 
it does Dot follow from thiB that prices ezpressed. in terms of local currencies will every· 
where show the same development," laYS the writer of the appendix to the EDglish 
edition of HeIlIerich'. M"'"Y, p. 632. (Italics author' .. ) 

I Cf. pp. 291-293. below. 
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./ The approximation of the ;"'te of exchange to the ratio of purchasing power 
in terms of foreign trade products does not depend upon equilibrium. being 
reached 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.' 

From the angle of balance of trade equilibrium, the second degree 
spoken of, adjustment comes about both by a movement of the neu
tral rate to prices and II movement of prices to the neutral rate; and 
hence ne~arity nor balance of payments theory is in itself 
~t.1 ( A further merit of this concept of equilibrium lies in' 
ille fact - y clearly implied - that is. ~sponds as much.Jo 
changes in international demand as to internal price levels.:;(s) Ex
chiiigeeqUilibrliiin, williiil'Uii1iiiiilations"iilieaay'QesCi-ibed. actu
~cbkVJs what the proponents of purchasing-power parity1iiVe 
aspired to: tqe_fQrmul~!ion of a description of eg.'lilibrium which 
shall. ~~ ~..!ali~.fcf~<L as to~!i!!!:I()ca,!.~.§tandards. 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" country, 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. 

• Hawtley • .,. ciI.. ]I. 71. 
• a. in similar ..em s. s. Xa_eIJ ... bo.um, RJosriM C......, ...., B...a.., '91f" 

,,.4 (Lond ..... IgIS). pp. ..-..8; J. Y. Keyn ... .,. ..... Po IDS. D. B. Robertsaa, 
.,. ..... pp. 7?-78. Joim Van Sickle, "The Fal!acy of a CApital Levy." J. P. B. 34. 
pp.lgo-I91• 

• a. Gustav CassoI. )1_"'" I'INip ....... .p. '914. pp. 180-186; BalIS 
Noiooor. Der r........" .. GoJ4u 0_ IgI8). Po 106; Pigoa,.,. ..... Po 1630 DO" L 
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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 ~tr~g!IDeat collec
tions of information w~d be reqnireq. e~t place, in order to 
Iam1i' what rate woiild set exports and imports in equilibrium, it will 
be necessary to discovet 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 lIupply 
schedules of each good. But in the .i:cond 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 ~ 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 capitaldomesti
cally or internationally be toward or counter to the rea.liZa.tion of 
uniform returns. In other wordsf 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. I 

Dislocated exch(lnges are frequently ~<m.IP11!lliment.l2Llv~r; 
and war leads inevitably to pronounced movements of labor ana 
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 

• Professor Tausaig calls questions 01 this IOrt the .. raJ problem" 01 the escbaage 
rate (F. W. Tausaig,l~ T,ade, 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 reaJized after the transfer had 
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 disco,,!,ering 
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 unpredictably. It will be emphasized in the 
next section, moreover, that a great many of the underlying "real"'\' 
chang~s - reciprocal demand variations, capital movements, etc. -
are themselves functions of inflation. 

If the neutral rate of exchange is impossible o~ statistical deter
mination, it may be natural to fall back upon purchasing-power 
parity as an imperfect, but none the less approximate, representa
tion.' Such a course seems to me a counsel of desperation. It is 
sometimes said that the calculated purchasing-power parities at 
least apprehend the fIIOIIelary influence upon exchanges, because it is 
based upon movements of g_al 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 g/lfleral 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 

I E ••. : Fluz, .,. ciI., P. 9; I:.eyn .. in his ... dier JI-., RIf-. pp. 111-116; and 
oth .... d. p. a66, Dote. abo"... lD his A TfMIist _ JI.., (New York. 1930).1 • .u6, 
I:.eyn .. __ to reject tho cIoctriDe comp\eteI,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 snare 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. ThE INFLATION IN GERMANY 

A. Its Chief CharacJeristics 

. 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 turn now to the particular circum
s~ces of Geu;nany during and after the War, havin~ not 
only toth; course"Ohlark exCh8iigebut ~ domestic monetary 
developments . 

./ I. Varia/ions in Volume of Money and InlmJal Prices. From the 
heginning of the War until the end of I.2.!9L prices wiJhip~rmany 
jagged behind the increase~pf total circiila~g.uLe<:Iiaj from early in 
1920 -iintilaugusf;iw; volumemcrea5ed steadily, while prices, 
after an initial upward spurt, maintained a fairly even level; thence
forward, with the exception of several months towara--the end of 
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19~, pric«;!l.J2.0lr.~e.cided lead ~f v~e, The Slatistisches 
Reichsaiiif 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 the corresponding 
indices of,circulation were 3.75, 8.27, and 14.3. In the five months 
following July, 1921, prices rose to 34.9 and circulation to 20,3; 
during 1922, prices' rose to 1,475 and circulation to 213,4; and there
after both increased enormously until the stabilization of Novem. 
ber, 1923,1 
DU~F' the lag ~~$_W~ pmIy_attP!>~y a goo.d 

many writers, such as Eulenburg, Eucken, Helfierich, andPo!;\IP,1 
td"tne ~aiided _ciL.citIa~'iiii]pliere fOr"Germ~rreiicy, t&;ugh 
cassel attempted to show that German banks of issue in the occu
pied territories retained the local money, so that the increased need 
for marks was at best small,' H~lfierk:h believed that "large sums 
were )QckeQ"upm&my .pa]l:.ofIi.s.es," and Eulenburg called stteiiUon
to the reliance of the IIIilitary org&J!iza:t!(;ID~«rI1!lY _upo.~ ~ PIY
ments.· Agenerar te~d.~!=iJ2..ll9Mfl nses out of anxiety for the 
future, particlarTy amongst the peasants, was remarked )lpon by 
Euck5.Mises, ~.b\!rgh, Pohle, PriO!!, and Sch~ter.· tiiis
burgh and Pohle were secon<reabY"Sc:!:!lmlPeter m regarding the 
breakdown of credit arrangements in the domestic economy lIS an 
important reason wliy 1hecowitry"iiiiila absorb moneywith a less 
than proportional effect upon prices. Naturally, also, the ~rta
tion of marks relieved' the pressure upon their domestic value, as a 
number of the same Wfitersmaiiitain. \)UfSJ.aetheseIeisoruio!fered 
by German theorists, attention should be called to the h~g ex
planation with Graham, Katzenellenbaum, Keynes, and WaIre de 
Bordes.' Broad classes of the population either believed in the even
tual recovery \If the mark or cherished a delusion as to the value 
constancy of money. J 

With the weakening of this phenomenon early in 1920 when the 
Versailles Treaty went into effect, and the definite reversal a year 
and a half later as a result of the London Ultimatum. there appeared 

, Bela """ JODkovlch, B.."..,. _ r .....• Gow.. evlODD&, 19.6). pp. 16, 17. II. 
143; ADa<U.l............, I'rica. pp. _I; Gillham, •. N.. pp. 1$6-159. 

I Q. pp. 145 •• 1,. 154. 119. above. 
• CuaoI, 11_ qfIcr 'flI4. pp. ...... 1. 
• Hellforich,.,. N.. po ~I; FIua Eulenburg, -Inflation." A ..... 45. pp. 490-496-
• Q. pp. aI,. '16. "' 119. 163. 134. above. 
• Graham, .,. N.. po us; S. S. Ka_eIlen ........ ., ....... P. 26; K~ 11-, R.,_ II- av; waW d. BonI ... .,. N.. P. 16 •• 
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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 q~y 
theoristsl s~_as Eucken, ~.z...!1ises",~ci-'Y!~~I1,l ~d 
caliSaUon as pass~ veloaty to prices; and amongst writers 
O1ffiioe ~rfilanyl1fesamee~@miwas verywidely accepted; • 
Walle de Bordes advaneedthe same theory-IOrtlie PrecJp"iious de
cline of the Austrian krone. 

For the lag of prices behind volume of purchasing power for the 
five years between August, I9I4, and the latter part of I9I9" 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 I9I9 and the middle of I92I 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 B~
wicz and Neis§er against the Sckwarzepetertheorie that acc~d 
ve:t.?at~~~~ con~quence ~uJ.ha-iu5 a C!!Ju;t!.' 

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 fOJ; 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 tel me, 
too dogmatic; but it suggests how the quantity theory line of causa-
tion must'be emended.. ' 
• Actuiilly ~~1~0~.E betweelU'e1ocitYaI1~ prices was one of 
:llmt~al interaction. Olntrary to Bortkiewicz ana Nelsser's conten-

• Walter Eucken, K,jlj"". BtklJC_,eN ._ """""" Gdd"tJbkm U-, 1923), 
ch. ii, sec. 3; Hahn, d. p. 223, above; Mises, d. p. 117, above; and Knut Wicksell, 
York.svngm _ NaJioJuUOIunrt1mU au, Grund/a,. du II artiMl"uuipu, voL D, .. Geld 
Ulld Kredit JJ Oena, 1922), pp. 172-173. 

I Angell, 0/1. cit., pp. 441-442; Fluz, DI. ciI., pp. 99, 110-111; Hawtrey, "". til., p. 
257; Keynes, MDndtIry RejOmJ, pp. SO-54; Pigou, III. til., p. 196, Dotej Taussig, 1,,",
"",",,",I T,ade, p. 390; and Van Sickle, J. P. E. 34, p .• 88. 

I Cf. pp. 234-236, above. 
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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 adVancing 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 
,ealised prices at their~ntractuallevel. This feature of infiation haS 
been dwelt upon by Graham-in connection with events in Germany 
and by Rogers for France; 1 and Miss pull .... apparently re~s 
velocity as both cause and effect in her study Ofiiie post-War history 
of'11ie franc.: The presence of causaliODfrom prices to velocity in 
reverseorifer'to quantity theory expectation is certainly attested by 
chronological sequence and the contemporary shortage of monty. 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-important one. In this respect 
war-time inflation siDiply magnifies to grotesque proportions the 
mutual interplay of psychological and monetary elements observed 
~ the upswing of business cycles. . 
~ 2. TIN Shortage of Money. If the peculiarly anomalous fact of a 

shortage of money is to occur in the midst of infiation, one might 
naturally suppose that its earliest appearance could not antedate 
the juncture at which prices begin to mount more rapidly than cir
culating medium. But whereas the latter. phenomenon, as we have 
observed, begail in the fall of 1921, the shortage of money was com
plained of as early as the winter of i'9ilH.2:.. one would not ~ 
theexptan&tions Of money Shortage IOrmUlated in a period during 
which prices lagged behind note issueto assume the same character as 
those advanced in the later period marked by the reverse relatiOnship. . 

Writing ~8, Schul!!I!$,ter expressed the opinion that th~'" 
plaints of a mongrtage meant only an insufficiency in ,the Dro.~· 
viSion ::tau; and in 1919 Dalberg attributed the price 
rise to teXpan§lon w!!!_~e in~ notes I!l> a laggiq.,com
pfement.1 Interpreting the shortage of money in these terms, it is. 

~ .. riI., p. 114; J. B. R_ r .. P.-.I( 1-JoIia ;" Fr.a, '914-
,~ (New Yolk, 19"9), p..MII-

I Eo L Dull ... r .. 1'NIocIt~, '914-',aB (New Yolk, 19"9), pp. 1\1, 4SQ. 
I Joaoph Schumpetv,"Du SooiaJpIocIukt WId die R~· Ardio 440 

p. 6$1; Rudolf Ilt.Iboq,Dit ~ Us Gclas, mel ed., (Berlin, 1919), pp. $HI. 
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possible with Lotz to view the rise of prices itseU as the explanation 
of the peculiar phenomenon.1 Mter the tU;:IUn. .th~'p!"!<;e-quantity 
relationship in mid-1921, the theories assumed a different character. 
Tllus-iii.I~Mlses1i~t price.s caused the_ shortage; but in place 
of relying upon the contrast of money and credit, h~ . .!-ssignec;l. t!l.e 
price-raising rale to~n.ticiPate(UI1<;r~s in circulating media ance 
CIlscOverecLtlie shortagCl)n,: actually available media of all sorts.' 
ThiSView inhered also in Bortkiewicz's belief that prices were simply 
marked up directly by.merchan'tSw1iQJiiisii:usted 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 influence extending from exchange rates to domestic prices. 
Analyzing the contemporary monetary situation in IlL2l,. E1IslF,en 
said that tlu:Jlood,oLretHnllng I!).ark notes annihilated'" the demand 
for GeI'llllUl-exchangeabroad, and caused f()reign rates in Germany 
to advance sharply and priCes to soar; the volume-cif notes was sufli.
cient to,raise the geJ;leral price level by wiY-:OlasYmpathetic m.ov~
ment paralli!lingjmport prices, but.iIlsufli.~ent JO. carry on ~ 
actions throughout the country at the new level.' Helfferich. who 
similarly~~c:'ri.b~d th~~ELs~L91wages.'and priceS to th~~.!1 on 
foreigii exchange, pointed to the fact that, whereas the total go[d 
value ofllieReichsbank'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 Cassd,.,by what cannot be regarded as alto
gether orthodox' purcha.Shig-power parity reasoning, pictut~~. 
situation as the result of the absorption of money by the foreign ex
'chailge ni.aik~tS, so th&t the remainder of'the ootiiiuy was denuded 
of Cash .• ' - - - - - .. ---.-.---------- ---....-

The shortage of ~~~r thLIl!iddllLofJ9.U.. when internal 
prices began to assUme a chronological precedence and an absolute 
margin over total circulation, is not difficult of explanation. German 
and foreign commentators, even those regularly adhering to quan-

1 Walter Lo~ Dos P.tw,eld (Berlin, 1920), pp. 17'"24 .. 
I Ludwig Mises, "Die geldtheoretische Seite des Stabiliaieru.ng5problems," Vneill 

2:64, Pt. n, 5-13. 
• Ludwig Bortkiewia, "Die Ursachen eiD .. POIe!Wer1en Wirbmg des vennehrten 

GeldumIaufs auf <las Preimiveau,u Y".t'in 170, p. 266. 
til Euam, Bdracllhmgm, ch. iii, sec. I. 
• Helfferich, .,. <iI., p. 599. 
• Gustav Cassel, DOl SI<JbjIirieru",sFobles (Leipzig, 1926), p. 40. 
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tity theory causation, rather generally agreed that, in this particular 
phase of inflation, ptite1...!:!LV!l!.~upder the in
.fiuence of "mistrust" "speculation," "anticipati9!L~.ot.llther.psy-
ch~caITactOi~r m:sympa.thy:.:idtb.ili.iCiOf~e.and..t!le 

, pnces of imported colJ!!llodi.ties. Further issue of notes alld exten
sionAOroaiiItlo&ii8,'8s well as the accelerated tempo of monetary 
circulation, joU(fIJJ1il 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 ~es on a whol!y 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 1916-1S it 
had even fallen year by year" 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 tot~ 
transactions which had to be carried through with actual currency. 

~chumpeter's contemporary judgment of the character of the money 
shortage in the winter of 1915 thus appears to be justified. -

Between the time when the Treaty of Versailles became effective 
in January, 1920l.!Dd the beginning of the monetary debacle in 
May, 1921, 'II'ftIlthe London Ultimatum, 'the m.!lll~ge' 
pe~ed, but under a constellation of factc:>rs.IIJllik.C!Jhe p~g ~r 
succeeding ~riods;-Before-t920inferiia1 prices lagged behind circu
latirig" medium; after July, 1921, the converse relation prevailed. 
During the entire period DOW being considered the curve of internal 
prices lay above that of circulating medium, both curves being 
drawn upon the basis of multiples of 1913 figures. The effect of the 
Versailles Treaty was immediately to double pri~i from December, 
1919,~, 1920, the indec boundecrupWiId from 8.03 to 17.1, 
although quantity of money increased only from S.27 to 9.8. There
after to the middle of 1921 prices declined somewhat, whereas note 

I Graham..,. ciI., pp. 66-6g. 
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circulation persistently advanced, until both series coincided at 14.3 
at the end of the period.l 

One method of explaining the price decline in !:.9njunctio~ 
continued note issues is aretiffiIDi~; and if one arrives at 
ve~Graha.tn does by divlrung,priccidex~!!2tUru!ex, 
th anation would app1lfenTyhave to beeihliustive.' There is, 
indeed, good reason to suppose thlit a reaction took place from the 
extreme pes~.sm...2-~~anri!l[.,~Tteaty enactme~t;aDd that 

''veloatyrua decline from March, lQ20:''''OD'lhe'other han<!"'£'\Lui
libriam and a shonage-'of money ar~mj)atible; and one of the 
price:resb'3.iliiiigTorceS'Iiiiglit1mve b n 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 tliis is not improbable in view of their 
sky-rocketing career during the first quarter of 1920. 

In fine, ~henomenon progressed '5 foJlpws. The initial variety 
of money shortage in the form of a dearth of smaIl 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 insufliciency 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. Varialions in the External and Internal Values of the Mark. 
From the outbreak of the War until March, 1916, the calculated 
extemal value' of the mark..remalii"ed alywe the interiiiJVAIue; 

1 Cf. Graham,~. <iI., pp. 1$6-IS7. 
I lbid.~ pp. 105-106. 
• United States Senate, FoI<igD Cunmcy InvatiptioD, pp. SJ3-SJS; Graham, 

DI. <iI., p. 16.. These calculations involve the objections Iaised againsl pun:baaiDg
po ..... parity, but this ia tIIIe of aU available indica of atem&I ..we. 
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thereaftetif..sa.Dk...be and persisted in this re!Mion to the pnd..Q( 
~ Practically no attention has been given the first period, 
but this is easily explicable from several angles. The external agio 
persisted for only a year and a half 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 reveals the presence of psychological factors even in the' milder 
phases of inflation.1 

The decline 0 ark ex e and tbe IVlTcbasing ponT pf the 
mark abroa after the early months of I9I6,JI'&S so great and so con
tmUous as to ~ widespresd comment. A common explanation 
referred to a lack oUoreign conful,ence in Germany's future. 'Even 
outside the prore;e(i "psyc;h3cal" sChool, certain parity theor
ists, including Cassel himself;-E'ucken, and ~chlUp,' ascribed the' 
adverse exchange:pilce difierentiil"tOclistrust:-TtWas also generally' 
conceded that German limitations on eiiiQmpg, reacted seriously 
against her exch~. ID fact, once ihe subject of obstacles to ex
portation has beeD broached, and with it the failure of the onHided 
movement of goods to eliminate itself, there is no reason why all the 
factors making for an unfavorable balance 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 paytMflls is 
meaningless because it is always in balance, let it be repeated that 
this objection overlooks the fact that the Ierms 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 cfn 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
I An .....u ... t portn.yal of the COIUlection be_ poIitical ..... 1s and fomp _ 

c:Iw>&e is Ii- by E1 .... Bantos, DM Gold".,.,.. ;" Alillolow.,. (J ..... 19I5). 
AppeDdiz I. The study is an ODIaJgem..,t of Bantos' .........,."dum to the Eamomic 
Council of the Loo&ue OIl iDftation in the _ttal EulOpeon c:oantries from 1914 to 1914-

• a. pp. 111. 119. aJO. aboft. 



GERMAN MONETARY THEORY 

lished 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-

..J verse trade balance has been estimated at I I 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, I?3-0<!_~~_I!Il<!..QD9'3, Gra
ham finds that visibl~exports!lid actuall;rsh9V! an_up'!a,!!. and 
visible imPQrt_~ _~ downward _!rerid "in response to the "export 
bonils-n 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 Graham forgets that the same reasoning may be ap
plieq 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 
seIler 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 generally conceded 
principle that incre~!! intensity of demand_ turns the exchange!! ~d 
th~ blt!&!l.ceof-.tJ_arle against the ~Yii~!D!iidiJig:--- -

Under the regime of the Riic7iSkommissar fUr Ein- und Ausfuhrbe
willigungen, Germany encountered other ja.ctDtiJmfa.VDIlIl>I~.to-her 
exc~ge. That obstacles to~rpngwo.rk in this fashion has been 
ge1l'erally contended; DurDonn ~J:W!m point out that ~b
stacles to importing may a.ISO o~uqversely to th~ rate irtlJ.e ---- --_ .. _-- -~- .. -.--~ -" .---.-.-----

I Cf. pp. '31-'57, above. 
• Angell, o~. cit., pp. 440-443,534; Graham, o~. cit., pp. _09-238; H. G. MouitOD and 

Constantine McGuire, GemJtmys C.tacily ID Pay (New York, 19'3), pp. '84-J02 • 
• United Stateo Senate, Foreign CwmIcy Investigation, p. 408. . 
41 a,pet";'njlalHm, pp. 2~25. 
• Ibid., p. '5. Graham is quoting Hawtrey. 
• Ibid., p .• 8. (Italics his.) 
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transfe~ofl~ !=&,Rital into !!nes of 'prod~~ for eXJ?Ort less 
depinael!~ upon}o!.~illl!..!&'I!_J.!18,t~ria.ls!~ slo'!!!!.~A!<Su~te. 

The saIe of marks abroad in lar~ume, 1 it has been argued in an 
earlier diipler;-reueved the pressure upon the foreign exchanges in 
Germany; and if this mechanical effect were not offset by an a~se 
psychological effect ou.!hJL11!.!!,r]r.~~ of.!h~Jeceiyjng muntnes, the 
proce$wiiUliIliUoy. up the mark rate." ;!lut that this costless pur
chasing of imports entailed a later cost has not escaped most ob
servers. Eventually sums remaining abroad did furthtr..!hUI!qer
valu~tion of the mark oy an_ agyem: effe.l;Lgn the temper of the 
market, as BeCkeraUi and Po~ The mere presence of . 
so ruch paperwas a constant menace to attempts at stabilization.' v 
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~ation was attended al~ght of capital" 1J:!ll\, in its 

final sta;es, bY a :A!&h~the curren~ whrch were 
often spokenpf as ij,.ccflj the mari;" The phenomena were 
distinct, ~t 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 l~ving 
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 infiaQ,on 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 sta~ 

I Cf. ibid •• ch. z. and Moulton and Mc:GuUe, .,. riI., Appendiz B. for otatistic:a. 
• a. p. 113, and p. tl4, note t above. 
• Herbert Beclr.erath. Die Alar""'" a ..... Ig20). p. U; Ludq Pohle, Go,"",-r. VaJoAfro&w. - w~_ (Leipaig. IglO). p. "9. 
• Cf. Otto Heyn. "V"1IIIIOriDp Wihrungsrelormvorochlige, N B ........... Ig, DOB. u

I!; Willi PriOD.I~ _ Go~ (BediD, Iglg). pp. 65-67. 
• Cf. BODD and Euc:k .... pp. ISO, 118. above.' . 0;-
• Cf. Beckerath. 01· riI.. pp. 14-18; Richard Kenchasl. r ....... Gc/Mr - ""'l: 
~ aena. IV.,,). pp. 140 U7. ug; BODD and Pohle, pp. 049. "9> abo_ . 

, Cf. H ... ry BeIm .... and Womer Genom ... Die Fol,...., Al...--, fi/r _, . 
_ Me __ (teiP"iL Igor), p. 96; Ludq M~ r ..... ".. Golda _ ., u .. · 
Iaf.....u. ad od. (MUDich. ,g"4>. pp. '1 .... 10; __ .. Die Addthooretiscbe Seite ~ 
StabiliaienmasProbl ....... V ..... ICIf, Pt.lI, S-I!; J""'PI>ScIwmpeter, an.. ~ 
produItt IIDd die RochODpfamige,N A ....... p. 68!. DOte. • 
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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
nung. Finally, with all writers comes an emphasis upon the pressure 
of .cash reparati<;!!!s as the dominating factor following the London 
lITtimatum. - . . . 

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 Germ3.!!l' in much the same terms. Taussig believed t1iirt 
the1l0uDty on exports arose from the fact that the newly created 
purchaSfiig 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.' F1ux attributed the spread to the lethargy of 
comm~s oo"iiiPared wi!b th_~ mobilit]:..of...cxcl!!!!l~~, 
while ~ell traced it to the ronnaence of th~ hom~ in its 
o~Jiilii..!!. as agam.~t_ ~e_~c~ti~m of l~reign fina.n~ers.· The 
flight from the currency li3.s been gIven general recogrution as a pa
tent factor in the final collapse of marlt 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 How outward.' The 
only sense which he attaclies 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 infiation.' 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 spells 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 

• 0,. cit., pp. 38g, 39" 
I Flu, 01. cit., p. 94; Angell, 01. cil., p. 440. 
I Cf. Hawtrey, 01. cit., pp. 251-:1S8; Keynes, 0/1. cU., p. 51; Nogaro, II'. dI., p. 193; 

Taussig, .;. cit., p. 39'; and Van Sickle, J. P. E. 34, p •• SS. Wa1n\de Doni .. mak .. the 
same contention regarding the Austrian krone, 0/. ciI., pp. 180-195. 

, Cassel, Sl<JbiIiMrun,s;rob1em, pp. 59"66. 
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full weight upon the already shrunken cotm!J.odity and service ex
ports. It represented the fiight of capital pushed to a suicidal ex
treme. 

Other forms of n;ital e~ort remained, however, through the de
vice iiI retaiIiiIig e receIptS from export sales in foreign banks, 
dwelt upon by Wa.lr6 de Bnrdes, T~ and Nogaro.1 Probably 
the adverse movement was ~ucnmitiited from abi-oad as from 
the German side. Alfred Marshall wrote in 1880 concerning' simi-
lar situation: --But the real cause [of the underva1uation of the rouble abroad] ••• is a 
general ~f R)lS"ia'. economic future, which makes investors desire to 
withclriiW their capital from Russia~and at the same time that it makes the price 
of the rouble fall, and so long as tIley are withdrawing capital, the exchauges 
must necessarily be such as to give a general bounty on exportation from 
Russia." 

Closely allied to the capital flight was the paymeut of r~aratioDS. 
The particular signifipmce of this exodus of purchaSing power was 
its "self-infiammat~~ cecter, in Graham's felicitous phrase. 
Being statea m absO ute amounts of a foreign currency, the maJ:Di" 
tl!de of reparation-pa.xments became larger in German money the 
greater the effort to ray ~m. 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 Valutaspaflfluflg. 
existing from July, 1921, until the last months of 1923. " 

./ 4. The Behavior of lire Tolal Gold Value oJMark Ci,cula,itm. The 
joint product of a general domestic price level index multiplied by 
the outstanding mark circulation on the one hand and the purcha,s:. . 
ing power of the mark ih 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 maximum of 6., in June, 1919i a precipitous decline from that 

• WIIb6 d. BonI.., Ioc. ri/.; Tausaig, Ioc. ri/.; Nogaro, ~. ri/., p. 6.1. 
• AHftld ManbaIl, JI...." CnIliI, ... eo- (LondoD, 19a,s), po 317; '""" 

O,I<NI P.,... (Lond .... 19.6), P. 174-
• Far purposes 01 this toto!, c:akulatioas of puttbosiDs-power parity invol"" DO such 

enor as they do for the equilibrium .. to 01 achan&e. inasmuch .. goods and ..,,;.,.. 
Dol eoteriDI into foIeip lIade &Ie logilimate\y included. 
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point to 1.7 iii. Februa.ry, 1920, and a recovery to 2.9 in July, 1920; 
thereafter, with some inequalities, a shrinkage to .101 in October, 
1923, just before stabilization.' 

A critical survey of the metaliist school of monetary theory in 
Part I left the question unanswered as to tlieti1illfof its ooiii"ention 
~ purc!tasingpower.l1nde.rjnqmv:e.r1i~ conditigns dePeiids upnu 
tlie prospects of gold redemption. If the German inflation be taken 
lfS"aIIythil1~aTainest of this theorem, the answer must 
be a decisive negative. Gold reserves of the Reichsbank 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; 2 from June, 1918, to June, 1919, Reichs
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 shrank by an additional 86 per "cent." 
On a specimen date, January 31, 1923, the total paper-circulation 
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 
I mark and its aliquot part of gold reserves seems to demonstrate be
yond peradventure the fallacy of the metallist gold redemption 
theory. In rebuttal the metallist might disown any attempt to cor
relate the two magnitudes with much precision, emphasizing rather 
the prospects of gold redemption. When all of the factors entering 
into this appraisal were summari2ed, however, it would be discovered 
that they constitute the substance of a "psychological:'--explatllltion 
of the course,of mark purchasing power ana 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 

J Cf. Graham, 0/1. dl., p. 101. Graham's aggregate includes all Dote issues, whereas 
the total gold values given in UDiled Stales SeDate, Foreign Cum:ncy Invesligation, 
pp, 536-538. include only Reichsbank issues; but the mo...,,"'U of the two aeries are 
quite similar. 

• UDiled Stales SeDate. Fomp Cunency In_ligation, pp. 5 .... 5.3. 536-537· 
I lAc. cit., and Graham, Ioc. cit. ' 
• Graham. 01, 'i4;, p. 85. 
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these inaccessible reserves could have transmuted themselves into 
anything germane to the market"place. 

On the other hand, the behavior of total gold value is equally at 
varia:neewrth-a quantity theor,LexpT~~!:iQ~e aosilrdlySiiialr 
amoWifs' of thii10taraunng the greater part ~f 1922 and 1923 bo~ 
no relation to the "money work to be done," as' He~ri<;h hiLs 
pointed out.1 Ordinarily the propOrtion of transactions in a given 
economy falling within the trade symbol of an equation of exchange 
represents a sufficiently close 'approximation to a constant. to be 
neglected. In extreme infiation ~t is otherwise. The shrfukage of T, 
through a flight from the currency into foreign moneys and barter, 
becomes itself a prime-teason for the advance of prices; the national 
currency is concentIatoo upon a smaller and smaller market; and the' 
ceteris paribus of the quantity theory becomes less and less permis
sible. To divide total gold value by circulation and arriving thus at 
velocity, to ig)J.ore "the other factors ••• as of minor significance, n • 

is simply to' overlook the fact that the T of the equation supplies one 
of the cl1ief variables in total gold value itself. There is nothing in 
the quantity theory to account for this behavior 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 infiation. GIlJJIIm. himself betrays a decided inclination 
toward this conclusion; but in discoursing on the subject of velocity, 
he occasionally assumes a doctIinaire quantity theory viewpoint. 

B. Linu of Causaliots ~ /he German Injlalion 

The main division of opinion regarding infiation and dislocated 
ex~~ between inil&tiOn' and balance of payments theories: 
The former traces causation from qUaiih""ty ormo~01D!Srlc 
prices to rate of exchange; the latter, from real balance factors to 
rate of exchange, to certain doniestic prices, and sometimes further 
to quantity of money. What light does the German experience throw 
upon this opposition? Ii. reassuring impression of theoretical in:. 
cisiveness would be cOnveyed by a -deciSion 'upon the one or other 
causal sequence; but; in justice to the complenty of the facts, the 
answer must be hedged with qualifications concerning varieties of 
the main theories and particular pllases of infiation. .. 

I a. p. 1S40 &bo_ 
1 GraIwD, ....... p. ~. 
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Until the promulgation of the Versailles Treaty late in 1919, that 
variety of inflation theory which has been termed the exchanl:e 
e_quilibrium doctrine satisfactorily explains the German situation. 
Altliough the spokesmen of this theory conceive themselves as ad
herents of the general inflation theory, the formula is sufficiently 
catholic by reason of its bil3teral character to include certain species 
of the balance of payments theory. Purchasing-power parity, on the 

, othe~ hand, is unilateral for both domestic pric~3.\lI:lUitel!.... 
Either in its absolute or comparative yerSi"on, it il; unilateral for 
ptil;e$ in that the international movements of goods and servi~ 
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 
unj!aternl for the eXcl!2n~te; market fluctuations of exchange are 
explained on tlie 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
mand govern market fluctuations of the rate. The doctrines whjch it 
ne££§§!lrily precludes are tlll'o:~chasing-power parity, because it 

. asserts a one-sided causation from prices to exchange, ~the "in
dependent" balance of payments theory, because it demes 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 inci'easing the 
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volume of goods upon her markets 'and lowering prices. So far as the 
unfavorable balance rested on exporting marks, the tendency was 
in the same direction. 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 accoun~ the factors omitted by purc:h&sing
power parity. Only by referenl:e to the various causes of GermanY'S~ 
unfavorable balance.-S!fpa~ents can the excess depreciation of the 
mark aoroaa over its domestic decline be explained. But the ade
quacy of the exchange equilibrium theory ulay 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 censpicuously with the repetition of 
disaster in mid-192I, the quantity theory and ~e 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 4iislocated 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.1 Just how this happened is an interesting question to which 
not everyone gave the same answer. . ~ ~H.. 
./ (1) The most indirect line of causation is that envisageiJ by QW{ 
'l~ who said that the high prices paid for imported commodities. 
ilrained money ,way 'frOm other marketS; that tliiS resUlted iIi. a . 
shortage of money and pressure upon the Reichsbank for further in
flation.' /..2) In a somewhat. more direct fashion, ~ traced' 
the moviment from rising rates of exchange to a gener!:!.~pp.r.ehen
si~ amongst the~ an~~ of~ance holQjng. The, 
subSequent nse of prices produced a deficit in the budget and further 
infIation.V3} Many writers imputed the inflation. particularly after . 
the beginning of cash reparations in June, 1921, to budgetary short~ 
ages but with a more direct relation to the ~teS: The - -

• Cf. R-..,. .... pp. ....... SOI GRham,.,. dI.. pp. s6, '47. '73· 
I Cf. Po _ &1>0_ • V .. Sickle, J. P. B. 340 Po '94-



GERMAN MONETA~Y THEORY 

necessity of making remit!!pces ~~()usJy.~gh rate.s of exchange 
~pu!cliasingfoo~t~ftS1or the impoverish~!!lation resulted in 
uncovered expenditures and inflation." (4) Helfferich thought the 
higherJlrices QUmport~~ fO()dstuffs tr~Snlltfed~emse1ves to the 
g~eral.20~!l!tiLl!!.ice l"e:!~~g~ wag.e. rat~ aIid increased"" 
RelCIisl:ia:nlt advances to ,empIQYerSV\.S) Bonn mentioned this line 
of causauonDut -seemed also to believe-u;;,t the price advance 
spread ~tion since uth~.):!lQvement or increase of prices in 
Germanr.-lUJ:onUh.It,boundarieU,O'l'lil,Jl.tb~.IDte.rior." I (6) An 
absoliiie and direct connection between exchanges and domestic 
pri~ obtained when theciiStomsprang up of quoting all prices in 
gOld, using a coefficient determined by telegraphic reports of the ex
changes as ~ 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 tbeoriGs at the outset 'of 
this Part included under the third heading of u causal theories" 
three varieties: ,Ute "veritable II type already noted as being absorbed 
in l1>iIatei:al explanation, and....-o others, ,one of which refers to the 

..,riSe of foreign exchange as the occasion fot inflation, ~other 
which calls att,ention to (6) above, the direct quotation of prices in 
foreign money. Although the indusion 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 fhannels 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 differentia1s. • 

hLrea1ity.the phenomenon is much more superficial. It does not 
deal with causation in the UsualrlLther mechanistic'Sense of economic 
and monetary theory, but in a purely psychologicaL sensei it dea1s 
furthermore with a di,~tion betw~n rite"aDd prices DOt co,n-

:r. Cf. Beckerath, BODD, and Eucke:n, pp. 241, ISO, 2:a8, above. The int.eractioD of 
budgetary deficits and in&tion in Germany ..... set forth with statistical ovid ... "" by 
VISCOunt D'Abemon in his presid ... tial adcheso to the Rays! Statistical Society in 
November, 1926. Cf. the Society's J _ 900 pp. 1-..... 

• He1lferich, .p, ~., p. 601. • Bonn, 01· ~., p. 47· 
• The pbenomenon has been oboeIved by Angell, 01. ~., p. 448, Nogaro, .,. ~., 

pp. 70, 153, Rogen, .,. <iI., p. 150, and Wain! de Bord .. , 01. ~., pp. 161-16 •• 
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templated by eitht:!' baiance' or infiati2i.t1!fl2ties, since the former 
treats1:he-effeCts producecroii aomestic prices via oommodity move
ments (and gold Bows under open meta.llic standards), and since the 
latter treats effects on the rate of exchange via price level repercuS:
sions on commodity movements. In the ~ty of German in
fiation, causation came to be short-circuited directly from prices to 
rate and from rate to prices: Th.s..,direct _~n of llricea..upon,ex., 
change has alreadf'been referred to in ooDDection with Pti,gD..aad .J 

~U: that "both ~2e~.!D-az~r,e!'!iU!.9I!Ce to a~pUh~-!le.,,! 
t;fiiis withouran.f1!ledi~m movelD!!l~e." 1 The direct ac
tion of rate of 'eXChange has been illustrated in the six varieties of 
causation just spoken of. Together the two lines of interaction estalr 
lish a vi,Pous spiral which, in place of moving Iowartl equilibrium as 
the mechanical theories of inBation and dislocated exchaDge would 
require, moves rather away from it. 

This mutually intensifying interplay of forces is what most writers 
have in mind in advancipg a "psycllOlogical" !!!2lanation.of.JJlQll.er 
tary phenomena bf'btrim..!L-iI!!I.!~Ign. A few persoiiSliive sought to 
minifj'llie psycnologl'iiI moments by giving them the caption of 
"speculation" in the narrow sense of bull and bear 0r.:rations by 
professionals on the ex~ket suCh an attitude is found with 
~lYl.in England and Dalberg an~ in Germany.- .When the 
tetm is extended to inclUife 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.'" Its prime importance in the last two years of infiation in 
Germany has been recognized by the synthesizing theorists treated 
in Chapter XV, by balance theorists such as Beclr.erath, Bonn, Eu
lenberg, and HMerich, and by parity theorists such as Euclr.en. 
Machlup, and Pohle. Outside Germany the emphasis upon psy
chological determinants is equally marked.' 

, 1 n... wolds &Ie Piaou's. cr. p. 163. &bo_ . 
I Edwill 0uuwI. II..,. sth ecI. n-doa, 19t6);lluclolf Dalboqr. ~ 

pp. 91'"92; w-. cr. p. 016, &bo_ 
I A. A. Y_ "War Debts, EzIOmal ... tl Intemal, D F""'" Alain • ....a. u. -.h 

p..~. • , a. ADsoD •• ,. .... PP, 19S. 43 ........ _,. Du1les,.,. .... PP, _ GIahom, 
.,. .... PP,-"'4B.II8, 13S.ltoilhaa,Bc.J_.3S.PP, 0_. Nopm,., ..... pp,81. 
139.14.10 153; Wah6dellcmles,.,. .... p.I80If •• WdIioms,J_.A .. BaUon' A ... 14-
P. 493· 
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One advanta[e of a p~n!ogical theory 0; at least the modifica
tion of theexctiiiige equilibljum theory for psychological elements is 
that con~s.Jl13.), be admitted ~1!ses w!!id!..lmYld...p~..Ere
eluded in a purely meclij!nical theory. To say that exchange de
pteCation caused further inflation 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 inflation theory 
takes the form of ascribing both the adverse psycJtological and for
eign balance factors to the issues of paper mime}"!"' 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 uantit ey, not actual issues, it is true, 
but estimates of fut ·ties.1 This construction seems to me 
somewlili: 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 Kaufu;ut developed which drove both exchanges and prices up
ward endlessly. Graham has distinguished between exchange rate 
advances which are self-limiting and self-infianlmatory. 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-infianlmatory. 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 

')fises,S~s,.06"".pp.S-13; Palyi.ReI ... /II. V"'';'U7O,P.321; Robert
IOD, M....". 1St od. (New York, 1922). p. 114. 

• Gmham, 0#. ciI .• pp. 136-146. 
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transaction prices through further note issues, by as fatal a linking of 
cause and effect as would anywhere ~ encountered in mechanical 
equilibrium theory. H the Reichsbank temporarily did not satisfy 
the demand for more paper marks, they were simply printed by 
municipalities and even by private employers. In the final phases of 
in1Iation the concept of quantitative equilibria must be dropped in 
favor of the cumulative action of mass psychology. 
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BUSINESS CYCLES 



CHAPTER XVII 

, ORIGINS AND DIVISIONS OF THE MONETARY EXPLANATION 

I. INTRODUCTION 

DUlUNG the course of I924 it became apparent that the mark sta, 
bilization might be regarded as a fau accompli, and the attention of 
German monetary theorists turned away from the pyrotechnical 
career of prices and exchan~ under inflation toward the familiar 
phenomenon of~ca1 ebb and flow. Fortunately in the ensuing 
period many names associated' with the excited pamphleteering 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 had been ... d-

:"f vanced before the War by Wicksell. Schumpeter. and Mises. The. 

) 

calibre of the work done by t1leSe fouilders and their contemporacy 
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-

f change of ideas between German and Anglo-Saxon economists lias 
• become much more lively than before the War. On the one hand 

J translations have been made of ~r's work on the quantity theory, 
Hawtrey's opus on ~t, ~es' Trac' and Treatise, M.i1I;W:Il's 
aIiinrsis of cycles, and Taussig's work upon international tracie, and 
many others are widely re&a 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 monetaxy tbN.ldsts..)iisplay amongst . 
themselves, they have in comm9n tWo tenets:J.l6.t busin~es! 
CODSIS. • t in iniiUali~ savings and investments; that v 

this ineouaIL Jli.Y:etl,OOgelJrJ)~!1ced l>~VlO!2L __ ,})ank-1 
""'m~ This idea is derived from Wicksell, and it is with him 

tlierefore that our study &gins. But ili.eliiiii8f chapter also includes 
Cassel, though many Germans will object that Spiethoif 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 concerned, Spie
thoff has until quite recently at least eclipsed not only Cassel, but 
probably also Wicksell. No doubt also the monetary theOl'ists are 
greatly influenced by Spiethoff's detailed portrayal of interaction 
between the multiple factors which combine in cumulative fasbion 
during the course of industrial variations. But In'SmeorjCa:iinot be 
viewed as an origin of the monetarythetwies. !the cont~st between 
~tural and bank rate_~ an~~s.!..vJ!tg!!.I!Ji9J:!!yeit.iheiirWl~
VlouSly !~O~~§..l'f.E.!Il:~er. Al~g!L§p~th?!!_ admits .credit as .a 
cool1elating elemem...his emphaSis lies chiefly not with these .rela
tIonships, but with absolute movements in investment, with techni
CiilQjScOV~r!e§ih~mseIves, arid With uniitilized labor and plant eapa
dtypreceding a boom..' The reason for conSi'denngcaSSeImrus 
sread-is·thai ca.SSei apparently regards his own theory as substan
tially Wicksell's, and many of the writers who follow accept this 
interpretation. 

vi n. WICKSELL'S DOCTKINE OF THE "1'BAILmG BANK RATE" 

The cornerstone of Wicksell'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, MY one percent below its ordinary level, and keep it 
so for some years, then the prices of all oommodities would rise and rise without 
any limit whatever.' . 

(The ordinary or fl!!!ural rate of interest is one which would establish 
itself if lending and repayment were made in ~tura - a rate dete~
~ed by the supply and demand of r~...2'pita1~d~9uaJ ~o~~ 
.J?eld of capital instruments after deducting -me entrepreneur's re
muneration Tor risk bearliigt-Of;' alternatively, since the quoted. 
proposition holds good mula/is mutandis for a bank rate above the V 
natural rate, the latter may be envisaged as the proper rate in a 

I Arthur Spietholf, "Krisen," BdflJb. der S_., 4th eeL, voL VI cr ..... 1925), 
PP·70-86. 

• UThe Infiuence of the Rate of Interest on Prices,JI Be. Jow. 11, p. 213. This had. 
formed the central theomn of an article in 1897, "Der Banbins .... Regulator der 
Warmpmse," J /wh./IJT N. t s. 68, pp. 228-t43, and of GeldJiIu ud GtIkr,.,iu cr ..... 
1898)· 
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given market situation to keep prices from varying.! When banks~ 
depress their discount rates below this level there ensues not only a ... 
diminution of sayWg, which tends to force up the prices of con
sumers' goods; but also an increase in the profit epportunities 
entrepreneurs, which enhances ilieprices'Paidfor-ltnd, la:i:ior, and 
liWmateiialS: _ Both mOveD1ents destroy. the previous equilibrium 
of supply and demand, and this can only be restored by the genJ 
price advance itself.s • -

To what does the natural rate attach? What is meant specifically 
amongst the vanous money-market rates by b~? Must 
natural and bank rate ooincide- absolutely, to prevent ooncerted 
price movements? Answering the first question, Wicksell refuses to 
follow a common practice in making naturaJ:interest payInents 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 formj and even stores of consumptibles, .. 
raw materials, and half-finlshed articles have only an indirect bear
ing. The real object of paymeDUs._~~ of save~ot to con-. 
sume a plrt"Ot tlieirmoomes in the imm~!I,l!l Jugp:e." I Bm rate, 
011 tfte other1iiiict,1S&tt&checITomoneYj and it is a matter otiiiaif
ferente'f:'hlclf~(lD-ef:m&rkef~te1iilliates tIi~ge.:s(i}ongas it 
cominumcates l~ tg lon.g_~rm lo~ such as bonds ()r.!Il~ngages.' 
Finally, absolute equality of the natural iiiid '6&iik rates is not re-

o quired to prevent price movements from mOlietary·origins. Some
times other causes dOJDinat\!l price mOveD1ents and ~uCe a differ
ence between the rates to negligible in1I.uence.' Bank rate movesl 
only by half-per cent intervals, the. natural rate by infinitesimals, -
but this divergence also makes no substantial difference. Further
more, there would al_ys be a greater or smaller risk~~wn .!n~ 
corporated in bank rate, to be subtracted from any apparent margin 
hetw!en thetw(i'l1t.l!:1-. -----.--- -.-

Baving bOnind these explanations,'we can apprehend how a too 
low bank rate may give rise to the phenomenolt..oLboomJiiii.es. 
ImagIne-~e initial conSequencesseflorth in the first paragraph to 
have,made their apP!l&r&nce. If the new and higher price level be 

• GoIAiou. pp. 79"95. 
I GoIAiou. P. 97. V..",..,.. tIINr N .... I., ••• · .. 'IOl. D."GeId and Kredit" 

0_ 19")' pp. •• ,-.... 
• V..",..,.., ... • ,~ (Italico W"lCbdI'a.) 
., .... p. • ..,. 
• GoIAiou. p. as. • I .... pp. 9;, 1'1" IlJ. 
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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 ·ot real 
capital are brought to equililirium at once, But sooner or later futJ.lre 
prices will be estimated on the basis of present prices, and thiS dr
cumstance induces afurtber bidding up ~_rLces by entrepreneurs. 
At length entrepreneurs come to expeCt their products to be in
definitely enhanced in price. .-

To pJt it in one sentence: As long as the price-rise ihtrodu.~IUIla.llller 
described above is regarded as ~!lDlPMii5i:ir!§jiCtUaui: "Peilnanent; as soon.as it 
is"conce.lVed .91 ~ pe!"!!!a1).'l..'1!. it becomes continuous; and when finally it is _<;Q!l
~us,it com-eno:k1.ike an- avala!i(;/je:r-

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.~ th~t place, does 
Wicksell put forward the theorem that the cycle is a..l?urely mone
tary phenomenoii.?)Not if we are to accept his own interpretation, 
despite occasional unplication~ of critics to the contrary.' However 
intimately the developments from interest differentials relate to 
conjunctural changes, he says, there is no necessary connection;(m
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 otherl Even if banks eliminated general 
price advances and recessions, there would remain wa~ . 
na~~tlll'.een ~ds. ~s:~JeJ~t~ so __ pversiqn o~ ca,Piti!!.i!!to 

JDew forms of fixed calliw...I!JLd ~riods of stagnation.' (Generall1 
rsp.,aking it iSfheTailure of banks to ooliform tOspoiitaneous~ove 
men~ of JlM!!ral rate, rather than spontaneous bank rate move 
ments, that today engenders cycles.4) 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 VOI'lutm,m, Dr Preface, D; d. ilIid., pp. :122-:124; Gel.biM. pp. 85 fl.; IfHinauf 
mit den Bankraten," ArclriD 41, p. 752. 

• E. g. Fritz Burchardt (U Entwicklungsgeachichte der IDOnet&reD Koniunktur
theorie," WeU . .ArcA. 28, pp. 117-119). who attempts to show that aU explanations pre
tending to be IDODeWy "'" Dot such in reality. 

I Vorluungen, n, 241. 242. 

• Ibid., p. 233. 
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(Because of the sharp distinctions reCently drawn by Keynes be
tween the operation of market interest rate as the caP#dl,ZitIiiiit1J.c~ 
tor, as a Q1S' of production, and ii'Sihe determinant of quanlu'Y'Oi 
cre~ and becaUse further of Keynes'Delief tl:tat the firsLof tJu:se 
was a disroveo: of Wjclssrll!a, ~mes important to examine the 

"evidence:1·Su~poJ! rOT Keynes' interpretation comes chiefiy f~ a
. ,passage I! whice WlI:~es: 

A reduction of the discount on three-months bills from 4% to 3% (per 
........... ) could ..• raise the cash price of the mmmodities pw:cha.sed by t % at 
most; but if the reduction persists and effectuates a decline gradually in the 
intelest on mortgages and bonds from. 5% to 4 %, for example, then contrac
ton, railway companies, ole. could offer up to 25% more for wages and raw mate-
rials ..•• " . 

Superficia\ly, at least, this seems to approximate KeI!!.es· not jon 9f 
~he direct effect of a low market.~te upon capitalized valueS~ it may 
iiiiply ihit t1ie mere process of immediately caPitalizing prospective 
earnings bas· a stimulative effect upon business be/Me 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 prises. increased profit chances for entrepreneurs, 
bidding up of prices 011 raw material. land and labor.') Nothing is 
said about a larger volume of bank lending. In another connection 
WicVlI Bars with respect to an artificially depressed bank rate: 

E
' W NIl .""'G"ged commotlily prias. entrepreneurs will in the first 
nstance receive an extra profit over and above their ordinary entre
reneurial profit or wage at the expense of capitalists." , Apparently 

increase in the volume 'of credit does not enter ce in the first in-

(:

tance .. ;fuid the extraordinary profit arises£!tht! as an appreciation 
of ~ts. eamings~capitl!Jized at a lower rat~ or from the 
loweri~ of .the interest portion of cos~~~producti~n. 

WIlen Wl(:k~ that cea reduction OflliE discount on three 
months bills from 4 % to 3 % (per IJftn_) could •.. raise the cash 
price of the commodities purchased by t % at most ...... /he seems 
,to depreciate the importance of iAt,e~t .9w!&W in afI~R..ri~ 

• ). M. E._os, A r. _ II.., (New yen, _), .. '_'g', ,g6-,9')0 
• V,,"- U, Ill· 
I 16itL, pp. 1I1-1:IIa 

• GtIcioitu, po 97. (ItaIics_~ 
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~,!!81!.2?~l,.e. to represent the po;ition of Keynes against Haw
trey, for examplel But W~ll runs counter to this position com
pletely in his doctrine t stores of finished and .balf-fiDi:>bed 
goods operate as a pa,rachu~e.in times of depteSSiODAPd a source 

./ fromwmaf"6°oJiiSlIlaI be nourished.1 If interest changes do not 
greatly aiIect costs of production through circulating capital; how 
can it be s~id that "this .producing for inventory can be greatly 
facilitated if cheap enough credit.is offered by the l>anks?" I , 

[The third as~<1'6f bank rate:, its C?E-!:ol over the volume3f 
credit may appear ~e_~~E.lc:t~1y_neg!ected OY1Vrckse.lIJlxJQhive 
~egated to..~.~~~nspicu~le. 'Dll~lalse impression comes 
frOlll"1t"1!1ereterminolo~~racti<:e' As the analysis of Wi~ll's 
version of the quantity theory revealed,· credit is not set down as a 
quanti}y_pl!.raIl~,_t.<?c;urrep.cy, as in the Fisher equation, bufis-a:' fac
tor i1tcreasing .the.e~e~ti~~_lJelodl] ~~~rr~ncy. ThiuIsage-maybaVe 
misled Keynes. The central theorem of both GeldZW"und Guter-~ 
pr~e and ,th~"V orlel"ungenlSCeIU.inly ~t/b~~t«:.,~ntr<?lupe 

, pnce level through the amount ot aVailable purchasmg power, 
tliougIl·t1iisiS expressed 4 as Ii 'Control throughYelocity of cirsulation: 

Consequently with reference specifically to cyclical phenomena:;it 
would ~m to be fair to assume that Wicksell is thinking as much in 
quantity-of-credit,tenns as in terms of the direct effect upon savings 
ancf.1nVestment through the capitalization process. Furthennore, 
there is evidence that he also admitted the cost aspect of interest. 
To some critics the use of an 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 in1lation 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. 
Baak. credit in1lation might conceivably 110 add to the fund of capital 

.' by expropriating persons with fixed incomes, he says, as more than to 
compensate for the attendant fa:ning off in voluntary saving; and so 
the rise of prices might come to a standstill provided banks did not 
again lower theiJ; rates.' B~~ 

1 Vtwknm,en, D J 24~' 
• Cf. pp. 155-157, above. 
I pp. 415 fI" below. 

• L«. <il. 
• As in GeIdWu, pp. iii-.zi. 
• Y.,.Iuw~J D, 226-227· 
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quence of a b&!Jlt.~~ow the natura.!.rat!i! a controv.es1~e, 
agawst wbTcli the tendency, dwdtiipoiiliy Mangoldt, for unspent 
margins to increase by a c«;rtain amount with a given d~cr~ase m. tll.e 
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 nEit result of forced. saving is nil 
because, as Hayek·believes, it all goe, to waste eventually, but.,that 

~. "the rise of prices can work again~t itself to II certain degree' by in
l creasing production," an eJfect of merf!ly "secon<larysignifi.!=&nce." I 

This partly compensating increase in production proceeds not alone 
from forc:ed saving on the ,part of fixed mopey-income groups, but 
also froln addip.onallabor evoked from the ranks of the previously 
employed by the rise in wages, and from new laborers recruited from ". 
the unemployed.' But C&sse1 errs, he believes, in maintaining that 
agriculture is particularly the 'SO\l1C8 of reserve labor, since this re
quires as ari' b.ypothesis ~t agriculture does not share ip the boom 
times.' • I,,~ ' .. 
lWick~th the..m!!!1mJUXplaua.tion of crises in terms <ll 

redundiUlt sto~cif all kinds oi~and ~hich attributes 
the -dlfficwtyto in.!qeQ.lIMe consumerpu~'I!l:L~1"'& glqj: 
o'h:om\ii'iiers'gOCidst Lescure an<n'\igan--.:tlaranowsky fail to show 
wli)'"the'loss-iif aemlnd to entrepreneurs in this field is not wholly 
compensated by the gain to producers of 'capital instruments.' 
~ Whether the idea of n~ performs a useful function in the 
analysis of business cycles; that is the"basic issue raised by Wicksell's 
theory. U "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 mtes 
outside money-market rates; and yet economic theory must recog
nize a more fundamental phenomenon, since it cannot. accept tha 
palpable untruth that interest depends on the mere abundance or 
scarcity of money. That ftndamental 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 

I 1,*,-. P. 115. . 
I Ct. n l'Iofeosor CassoIa ... tionaltbnomisch .. Systeat, ~ s.-. J/ri. $I, p. 8o.J. 
I S ..... J/ri. $I, p. 807. 
'V~u,"» 



306 GERMAN MONETARY THEORY 
I 

~ and appropriate bank policy cannot avoid some ultimate reference 
to this equilibrium condition, and the idea is freely used in the en
suing page~ To say that natural interest is an ideological toordoes 
not seem trlme to warrant Wagemann's characterizing the concept 
as "sheer ,metaphysics," at least in the dyslogistic sense which he 
implies.'. . 
l But it is another question as to whether, in default of any direct 

mode of obs~rving the natural rate, some more em~ic index of 
equilibrium between the s~ demand of capital will not have 
to be discovered.) Keynes defines natural rate as that" at which sav
in;:s and the yallle of mvestment are e~~ed"; but since 
these two magnitudes are in tum not statistically apprehensible"he 
offers, as an altematj11l' de£ffition,fthe rate which kee s rice level 
of output constaiit,P rI'his si . e~ural 
rate itself as a criterion 0 anknW. As Hardy points out,' Keynes' 
cha.pter ent[tled "Historical -miiStrations," • 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 
pnce level measured by an adjusted Jevons-Sauerbeck index corre
lates directly with market rate of interest indicated by the yield of 
Con sols, 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 una GiUerpreise 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 cluses inflation and price ad
vances; after the crisis, a similar lag of bank rate behind the down
ward course of natural rate causes deflation and falling prices. The 
theory of :.~ bank r~" calls for a positive correlation' of 

• Ernst Wagemann;&onomU; RltyIlmt (New York, 19JO), p. 190-
t Treolise, I, 155, 196-198. 
• C. O. Hardy, "Savings, Investment, and Business Cycles," J. P.I!.. J9, pp. JC)O-

400 • 
.. TnDluI, D. 148-208. 
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prices with interest ·differentials, not with the absolute ~eight of 
bank. rate. l) . 

From the purely ideological viewpoint mentioned earlier, the reso
lution of the Gibson paradox offered by Wicksell and Keynes C3l\ be 
approved. But 'what of the practical outcome? Simply as Hardy -
comments, that "any,possible sequence of events supports the ' 
theory.'" A positive correlation of prices and market rates proves 
that naturall"ate must be the higher; an inverse oorrelation, 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 fiilal 
outcome is even more vacuous. IntrodUcing the WickselJ.lan doc: 
trine in.Yolume I iR-the chapter on "The 'Modus Operandi' of Bank 
Rate," KeE1~a.kes c~c.J variations to tum upon the interest 
differentia[ But Volume II throws this explanation overboard, mr 
it.1rsllIa"that sinet! natutlll: fille teveids"Olliy "long penod movements 
overaecades," the interest differential = ~tajns o!!l¥ tll..l;2.r
respon~perlo~ and not to cyc!iraIVarilltiOlls 

Theup ot of e matter may be brltmy restated. In a monetary 
society the behavior of all pecuniarY costs and values under given 
dynamic influences such as increasing accumulation or progressing. 
efficiency in production depends upon the action - and this in-' 
eludes 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 much upon monetary policy as 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 universaliunbiguity of prices. (Although reference to a rate un
affected by monetary changes has a certain utility in abstract proc
esses, the impossibility of statis~cal apprehension of this magnitude i renders its significance practically nugatory in the realistic problem 
of cycles. It is elear that adhereli.ts 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. I With Wicksell and 
Keynes, constancy of prices indicates a coincidence of natural and 
bank rates; with Haye)r. 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 been appro
priate from the outset, namely upon the terrain of observable effects 
of alternative credit policies, upon actual prices relatively to actual 
costs and the attending behavio~ of entrepreneurs.. . . 

m. CASSEL'S THEORY: VAlUATIONS IN THE PRODUCTION 

OF FIxED CAPITAL 
" 

Limiting the field of enquiry to the fairly unified period from 1870 
to 19)3, Cassel proceeds fromihe.£lllll:rete.tQ Jhe !lbX.~ct: beginning 
with thehluence of cycles on production, or labor and durable in
struments; continuing wiUt cycles in prices, incOme, and saving; 
describing the phenomena 0' capital markets; and concluding with a 
chaptet on the determining factors ip conjunctural variations. 

The general field of production consists of .t.w.Q parts, fixed capital 
and cOnSiliii~fion goods:"n we test statistically the behaViorof the 
volume oIhoiiS'eiirid railway construction and the production of pig- . 
iron, we discover that booms are characterized by' an increase in the 
production of fixed capi~, depresSlonSDiT s1ackemngorthif pro
dudlg~AgnCUItural produCtioiiSliowS no tendenCyl~th 
tIiide movements but depends upon harvests. Ar. for consumption 
goods, typified by coal produced in Germany or the ton-iiiiles of 
non-capital freight on German railways, the tendency to vary with 
the cycle is slight.' 

Labor reflects these conditions, not only in the fairly close correla
tional 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-

• Gustav Cassel, Tile Theory I1j Soddl e.c-" 2nd English ed., tr. from the 4th 
German ed. (London, 1932), n, 543-550-

• Ibid., pp. 552-557. 
• The data include factory worken in Sweden, 18¢-1909, and penoDB insured by 

industrial unions in Germany, 1888-1909; ibid., pp. S~S62. 



where. ~ This fact indicates tb.!t.business cycles are bY-eroducts 91 
transition from the self-sufficing agricultural economy to a Complex 
sys=-:Jci:iljWjon upon a national or futernational scale. 

unng periods of trading booms there appears a greatly aug
mented demand for durable means of production, an increase which .. , 
induct!S both the manufacture of new fixed capital and the bettel1 
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 UwOfl,ghoullhe 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." 
Comm'!!!y~ for the period under consideration·re.na! 

not only ~eral advance and decline prior to and following the y~ 
oUElSi8. exp~~Sjs~OiSCO}iiifJ!Olky;illlt &ISo a 
tendency to - ~amplitude o~on for fivviili,-
~lilS(e,g., pig~iron)~oth_er g<IOds.' The turning
point~in the former comes before-ue--aisis by aliiiisiderable 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 Ie-oJ 

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, 
characteriaed by the discovery of new and very lucrative uses of· 
capital, entrepreneurs' profits are large, saving increases faster than 

• • 11>iIl.; pp. s66-SlQ. 
• 1I>iIl., pp. $96-597. 
• 1I>iIl., pp. 6a6-6.o. 
'11>iIl..p. 6 ... 

• liiL. pp. sa.-
"I>iIl..pp.~ 
• , .... P. 6 ... 
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the production of capital goods, interest falls, and the capitalized 
value of fixed instruments rises. The r~on the other hand, 
shows a decline.Qf profits and hence of savings; but, since the produc
tion of fixed capital goods cannot suddehly be terminated, a strin
&,enf)' develops on the capital market: interest rates advance ana 
caPItal goods fall in price. During the depression, interest reaches a 
low level and capitalized values recover, amiough 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. Com'flementing 
and intensifyin the course of inter 5t rates is another 0 the 
behaVIor ~~nt. auks commo y esitate to raise their 
rates at the onset of revival, with the result that capital goods are 
capitalized 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 would 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 

I 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 difficulty in procuring funds. House con
struction follows the former course, according to American statistics, 
whereas railway construction, being a longer term undertaking, 
necessarily has to continue, despite a great extension in unfunded 
debt through inability to float bond issues." 

What theoretical concl~ons may be drawn from this picture? 
crne central phenomenon is ~terest on capital) Potential undertak-

I Ibid., p. 6'5. ~. Ibid., p. 637. 



THE MONETARY EXPLANATION 3II -ings requiring large amounts of fixed capital await the low interest 
rates of depression periods, but the "restorative effect upon enter
prise" disaPpe~ as thl!'boom develops and higher rates break off 
the evolution. here is action and reaction: the boom proceeds QJlt 
of low rates an 'throttles itself by advancing them; the-depression 
springS from high rates but reduceS them and so terminates itself.') 
~ndoubtedly these"tnfluences would eventually level off upward and 

downward movements if the whole process were not from time to 
time renewed by technical progress and tJ:te exploitation of new 
muntries. Business s thus a ar to be the natu t 
of pro~ss; aSsii'"ch their existence oes no • . 
~ eve a socialist sta e ml t dive du' n t ch 

, =te $il!annel ow capl equipment., ~ Finally~: a 
. e ante conception, propagated espeCi'iilly~eriEi, represents 

them as the conseatuence of the inade.quaSlUlf..g>nsumets' inmni«:jo 
purcl1a.se ~s~t in a given jn~d. Naturiilly in 
tim~n, when the supply of money decreases 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 fiaw in our economic organization whereby 
purchasing power necessarily lags behind production, but only a 
failure on the part of banks to create sufficient purchasing power to 
maintain the price level. This difliculty 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 suffi

'ciently indicates that the trouble lies in stringency utl9D the ramw 
sket: ~ overestimate of the sUP.2i.I..9f :;a.yjng$ to take gyer the 

capiW)!roduced.· ) 
BeIore proceeamg to the central idea of Cassel's work; we may 

tYe notice of 'ections raised a . 'cular features. The 
....ant is Cassel' even du . resslons ca ital 

equipmentj!1creases. Wi correctly objeCts that the statistics 
preser.iffir reveal only an absolute growth in plant.· The really sig
nificant fact for a savings-investment theory is the movement of in
vestment relaJive to population or saving; it would be strahge-to 
discoVer that;ln -this sense, fixed capital equipment expands in bad 

• 1601., pp. 644-64lL 
• lbiL, pp. 648-6s" 



3I2 GERMAN MONETARY THEORY 

times; ~ther criticism is directed toward Cassel's notion that the 
ind~strial reserve II:!PlY is recruited almost entirely.fro}Jl.agriculture, 
and 1liaCwith the progressive urbanizatio\l of population, cyclical 
ups and downs will be greatly restricted in amplitude. Cassel bases 
the contention upon the fact that agricultural output .. shows no 
direct connection with trade cycles." . Robertson, on the other hand, 
has come to the conclusion that a,¢.ctllFunii i1uctuations. el:etcise 
.. decisive influence" olLtP.e timeand magnitude of industrial_Y8ria
tions:r-lilPfgou's opinion; -the elimination of agricultural cycles 
would re~uce the mtensity of business cycles by about a quarter of 
theiipresEii!(3mpIit]Jde.r TIle1mportant rOle played by agricultural 
maladjustments in the present depression is emaustively described 
by Ohlin in the League of Nations study;' and the recent work of. 
Tim~i1k.o • indicates that varia!i.2!l~..iIlllarvest.&bAv.e been one of 
the:iiiQS(importa.o.t1acts.i!!iJi.!tln-Lqge~gjca. 

Treating the relationship between bank rate and capital market in 
the first edition of The TheMy of Social Economy, Cassel wrote: 

If the rate of interest is kept too low on the market, ~e 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 in~ in the 
production of capital of this kind must gradually curtai! the opportunities for • 
remunerative use of capital or make new investments of it less remunerative. 
This would in norma! circumstanceslesd 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 harmony 
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.8 Despite these criticisms, Cassel has allowed 
the statement to stand in subsequent editions! If .one were to ac-

I D. H. Robertson, B41Ikinl Policy aM llIe PM Lewl (London, 19.6), p. 14. 
• A. C. Pigou, IndfMlrial F/tu;luQlioru (London, 1927), pp. 36-41, 199-283. 
• Cows. and P!ras .. of llIe W (Wid &m.omit; D.pr .. siIm, Seri .. of League of N.tio ... 

Publications, U. Economic and Financial '93'. U. A. 21; Official No.: A. 22. 1931 U. A. 
.(Geneva, Switzerland, and Boston, Massachusetts, 1931), pp. 76-77. 134, 28.1_ 

• V. P. Timoabenko, Tile IUk of A";,,,/lwal p/tu;luQl;",., in lIIe BMsi ..... C,.k (Ann 
Asbor, Michigan, 1930). 

• Gustav Cassel, Tile Tluory of Soeial &m.omy, 1St ed. (New York, 1924), p. 4.6. 
• AHaed Amonn, "Cassels System der Theoretischen Nationalakonomic,JJ ArdM 

51, pp. 338 fl.; Karl Diehl, "tlber Cassels S)'1Item der thoo",tischen SoziaIljkonomie," 
W.U. Arc"- 28, p. 175. 

, E. g. TIuory, 2nd ed., 0, 437. 
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cept it at its face value, Ol\e WoUld necessarily conclude that no 
matter 'to what degree ne" capital eztensi.ons were entered into, a 
shortage of "capital dispctsal'~could PC'ft appeal, and consequently 
Cassel's idea of capital shoRage ~ ~e.cause of crises would collapse. 
Rather than acCept this result ~~ balil!Ve with Macblup 1 that .he 
really 'pushes the "creative . .P,ower" of, credit t.o.such an absurd 
length, one mayprefer to re~ the passage as an aberration.. . 

Coming to Cas..;s!'5 ::c:::kalliiqne that distDPportiopeFty hetween 
. supply and demand ...... . , , f 
~~ encounters a dilemma. Is the failure of the production of 
CiijiitiJ. goods to equate~ savings because of anti-equilibrium ' 
Jl:J,ovements of 1M interest rate, i. e. absolute'movementsin _ rate, 
'ltr is it because of discrepancies between fllJlural and 6afIk rates? 
One might suppose that Cassel.-4e!~~_!h~.Ja,tter or..]Vi~ 
position when he says that cyclical vanations would graduall,X, run. 
down:w~..!~_no~carprogre~~6ngro~an(r!he 
opening up of ~CO~~~.I But three circumstances ~#Ua!~ 
interpretation: (l~ formail.YOpposes The conCeption of a real 
or natural rate ~ distinct from actual money-market ratesj./A he 
introdUces the "too low" bank rate merely as "another factor," not 
as 1M factor, as Wicksell would have done, and labels the discussion 

• of technical improvements" Further Explanation of Trade Cycles" jl 
(~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 iff comparisors 7IIiIII _ 
.!'II_$' goods. But Cassel specifically denies that the production of 

9c:onsumption goods has any "marked dependence" upon the cycle.' I 
Such empiric evidence as he does adduce.with regard to consumptioli 
goods is to be criticized adversely less upon its statistical adequacy , 
than upon the theoretical use made of it. As Zimmermann points 
out," Cassel concludes merely that consumers' ~ show relatively 

• FDa Madllup, ~ I~ _lr.~ (V_I9,JI), 
p. 1191 

• T6oor7, IIld ed •• II, 644-64$. 
I I .... pp. 6's.64 •. With .......... 10 """ is bank rate "too 10."1 
• r....p.ss .. 
• Gooqr Balm, aDos ZiDsprob\emam Geld- aad ~taImaIkt,. JW.f*N,/ioS. 

liS. p.19- Beside tIUs aiticDm, HaIm ....... 10 imI'l7 the _ made h .... iDoamach as, 
clapite his soaenol reIWa ... _ CUoeI, it is SpietboIf 1o ........ 1ze nfen ....... __ 
ph&sioiq the ..... __ to in loaa ODd ohort _Iou __ •..• 

• K.urt Zim.mermaD, Dar ,erilM"..,.." ... ..,. ..... 'iI ••• irdwa r ..... 
(Halbentadt, 1916,>, Po loS. .It .. " • 
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less important variations than do producers' goods. A theory which 
rests upon the divergence of natural anti bank rates should regard 
this relatively smaller variat;ion,' not as evidence of slight connection 
with cycles, but as paramount.. with variati\lns in fixed capital pro
duction in causing a disparate development in the two fields. But 
Cassel says quite unqualifiedly that 1 the alternation between 
pei'iOilS'Orboom and slump is fundamentally a variation in the pro,. 
duction of fixed capital, but has no direct connection with the rest of 
production." 1 I " 

If the dispfoportionality in the demand and supply of capital can-
I' not be put in terms of natural versus bank rate, of savings versus 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 tum "owed its 
existence to the low rate of interest during the previous depression." 
We seem to be driven to Stucken'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 moTnle.' Possibly he would respond 
that, even aside from such waves of enterprise, busin~d 
arise f~incorrect ~~ volum~he does indeed 
sa~ pe~ciafu;Dljor ~~n. 
If this process of elimination actually ferrets o~hat cassel con
siders to be the main factor, his theory resembles Wicksell's quite 
remotely. 

1 TIuMy, u; 552. J Ibid., p. 6J9. 
• Cf. Eamtnnic RAy'''''', p. 254. for both . 
• Rudolf Stuckeo, Theorie tkr Ktmftmkj..,sc"""'"",,,etJ Uena, 1926), p. 3. DOte. 
i Alfred Amonn, ., Casse1a System der Theoretischen NationalO~oDomie," Arc •• 51. 

P·350. • 
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•. IV. CLASSIFICATION' OJ!' .MONETARY CYCLE THEORIES 

With as infinitely complex a phenomenon as conjunctural m&
tions, numerous issues might be taken as bases for sepa.ra.ting writeI!' 
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 mges advance in the up
swing or downswing, whether idle plant capacity and a reserve of 
labor is necessary to explain the bl!ginning of revival, whether booms 
are shut off by bank reserve limitations or by "real" factors, etc. 
Nevertheless other questions, perhaps no more weighty th&n 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 necessary 
:cQD.dition but as Ihe sujJicienl condition for cyclical oscillations;.m: 
other words, whether, from the angle of the money and credit sys
te~~s € ex!?!e!1ol!~ of eii.~tllJll~ l!f' lM'gi'lf.'~tit ~s lxat" 
'ftSesilorrecommen r~a:basiS 'lieCa~ulting division 
would be altogether lopsided. With the exception of Mises and pos-
siblyof Machlu writers suppose tliit cycles are lIlltiated bl'.!!!'e 
• - 0 biJIieir tajlure to tiise t1n: redicargnf rate when 

ur rate ad~ the influence of techni IUlproyeDlent. 
TIle overwhelming majonty 01 woneouy theories are not "pure"; 
they do not dispense with the e~ous fa@:¢ feFbn~ciIl 
pro~ss as a prime inoyer. • . 

Another !iDe of demarcation might be drawn between those who 
find the real evil of the "trailing b&nk rate" in its artificially lower
ing capital cosls or raising capitalized values, and those who empha
size the excessive 1101,,_ of bank credit. In this case the division 
would not be so one-sided, for the latter viewpoint is not only ex
plicitlyadopted by Eucken and Stucken but inheres in the stress laid 
by Schumpeter and Hahn upon the emence 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 with weighty practical 
implications, arises over the question whethg bank cw:Iit upanSion 
is ~ tr«JtIdiw. Every writer comes sooner or later to a fairly . 



GERMAN MONETARY THEORY 

definite position upon this 'issue. Furthermore, the affirmative 
answer is usually conjoined with one particular .cQncepnonqI natJiral 
raTe'and with one typ~ofmoneta.ry-policy; the_negative with,the 
oont1-3.stiiig- rate concept, the contrasting polic:y. Schumpeter and 
Ha1iiCare-oonvmceaof the generanyEenencent 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. 

T!;!e other and numerically stronger school of monetary theonsts 
"regards Ciei!i~~on '!i!lulegt~ei!.,or:.@s!rustJaryin~lr9Dl 
~YSfuit~ conviction that the result must in all events be '" !let 
·econoQlic.l~s, to Haberler's tempered scepticism of the outcome. 
Most frequently this attitude is supported by-the idea 'thai 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 dichoto.wy]>.!':....... 
tween optimists and pessimists. There will appear a general aflinity 
on the one·ha.rid between the sangnine attitude toward credit exten
sion, the concept of equilibrium with constant commodity prices, 
and ho~tility towa1;d 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. 



CHAPTER xvnr. , 
(t'. • 

THE SCHUM~ETER-HAHN TYPE OF CYCLE THEORY 

I., SClIUMPETElI.'S EXPLANATION: WAVES OJ! ENTERPRISE 
. AND . CREDIT CREATION 

~GR Schumpeter does not agree with Hawtrey that the cycle 
is a purely monetary phenomenon," 1 he considers the cooperation 
of banks to be an indispensable ronditJon,2.ADd indeed assigns to the 
"CreOit system so in~ a rale that KeynJt!Lfu1,dsl:l.imaelf·~ , 
synwat1i.y>T"With thi~~rt'.QIixPJa:na:tion.· Contrasting his theory on 
tlinll5.eliaiia'Wltllihe reasoned history of Mitchell, and on the other 
with the. Pigou type which admits ~ura!itl of specific causes, 
Schum eter seeks fot a uni ue .. cause..of ,those re mar economic 
wa'ges whi we .. stingw rom season.. on wa,:~ "- d' 
~ts. (1 hat eA:u~ e i'ii:o'r'e'Or ess eriodi. a earan.ce 
i?!JI!_d\l.s~~0~I!l2 es. r "'n.J 
~tatICeCOiiO'iJilc'System any externill 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 o( supply being paralleled somewhere 
in the system by a corresponding demand, the volume of money 
being perfectly adjusted to the'tirculation of goods. All funds are 
predestined in their use from traditional practice, and consequently 
there is no money market bu' 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 tombination prevents 
there being any gain'in transferring resources through iuid purchas
ing power, interest does not exist.' 

• J ...... Schumpeter. r ....... lor ~icJJao &oIoJicj,- md ed. (Munich, 
1916). P. .541. Dote;"" "Kreditkontrolle,n ArtM $4, PP· 3:r.,....318. 

• .e ..... S40"'. Al.i -. "The E>pIanation of the Business Cycle,» ~ 21. 
p.3Q6. 

• 1. M. Jr..". .... A f'reoIiso _ JI.., (Now Yodt. 1930). D. 96. 100. 
f, ~,pp.I08)aOJ:. 

• 11M.. pp. Ifl. 14', .-&,.307. 
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Even in the equilibrium economy there exists a stock of technical 
knowledge in :j.dvance of practical utilization. Suppose now the tru,e 
entre re eur, as distinguished front the mere manager (tier Wirt 
$C htweg ,appears. He intr.Q.g.!!.'es..~;:,.i!12.c!s~ n~l\Ijties, 
new pro~l!s.ve ~tJu!,.ds; ae opep§ up pew mark,et5....di~-!~rs 
Yiew sources rraw material and intermediate goods; ~.~es 
o"t!T"'fiiiT~an~~u~ess al}§Jffi'anciar-~%-ge%te,s Qr.des.: 
frol[s monopolies.' The 'diiUna of economic ,~evelopment begins: 
Ca~, int~t, 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, tbtre 
s~ds a practica1Iy,,!!nlLm.~.!l d~iouredi.t b;om th~_!!l:!!.?!.I!~ors 
and tneiriiiiifiif6rs. Interest rests at theJ~yEL~t by the marginal 
employment of Iunds;anaprolifS'absorb the excess upon intra
maijrnat ein1>10}ments as a paYment to entrepreneurs for the addi
tional product imputable 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, capuat hberated by the retirement 
of entrepreneurs or their hem from Iiusmess, saVIngs of perso,!!VVho 
are now mduced to absta:in becaUse mterest eXISts, and temporarily 
idle capnat, e. g. woxking eap1ta::t momeIitariiy not in use. ~ 
completely dominates the scene; the yields of durable income 1ieirers 
such frfan1t or petpe£uaI 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.' 

1 lind., pp. 100-101; &oMmktJ 21, pp. 291-295. 
I Ecort.omicII 21, p. 280. 
I B",widlv"" pp. 211-226. 

4 &tnUJmiaJ 21, pp. 300-310; B1IIv1kilu",. pp. 310'-312. 
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Such is the complexion of the capital incomes; thex are the.ear
marks of a society such as modem capitalism where inn~re
viils to great~r or lesser m'ii8Sii're'OVer iMp§tion apil.a.dJ..ipent. 
The "more and less" gives the pllenomenon of busmess cyd~: 

( Sp'ietbp#"§ anp of these m~vementscan be subscribed to in most 
re~: ~! ~!1!'~~~_~~jW\.cfiiFan[iio£ me~!lfS1g ~!lSic 
l'ii:cti that business cycles are the form of development whidi ca,mtal-

. ism assi'imes; mat cyetrc8l"Di'OVe'iileiits'iiiilde1lieir de&ut k England 
about 1821; that an mdex of fron consumpclon glVes the most sigIilli
cant lIulication of the course of cycles; that the causal proc:ps begins 
with income-yielding commodities; that ,the upsw;ip&~t!! in~ 
creased capita! jpyestment. All this miy be accepted as descriptitm,. 
b it fails to reveal wh • d . an e cial • I 
even I. ~!!!!!!!t , e. There is ut one answer, tha~n 
as 3th s'f~.!~~n successfully made, it at onC!' 
an ere y becomes easCitlli'w .~ .. \he rust sucg:ss~~ws~ 
peo~e m l~ .• ~akel and ~ crowds ortfiexii..'";hlch IS what the 
bOo C3li}lst!..IIi.k inree o£li~~~~cr, 
WltliOut Gemg mdependent caUS$: UJ ~lImtato~m~_!I9! m 
place of th~ ~t~l'~~ ~jdG thrm. ~d com.~teJ!i-!!Uhem; 
(2~eases~~dll!.f.~~...! llPl'e§!l.Rtilif"~ Ql p~to.aIl 
liries orproduction, setting into motion ~tio~ .. Iaaor in 
P~tYi (3) em)rSofj~~.I'·Theeffect of bank credit' 
expanSIOn, created ad hoc to finance these combined demands, is an 
advance in prices of labor and natural resources, ""fflillmOtlgh --:r 
til producliorJ IJmIe been, by the rise of prices, wrung from those firms 
which had been in the habi,"of buying them. to satisfy the additional 
demand ,of the newcomers at the new prioes." • " r The length of the upswing depends upon the production ~od 
'or ~roductS: At theencIOt this tim~D' prices ~ 
to-aeamc'iinder the combi,gcd jpflllenc;:e, ___ Ime of product 
an~ th! ~.quidation of loans by en~~!"rs when their gooc!s _co~e 
to' {he mariela'!ifeStage. , At the very time wheli entrepreneurial 
profits are subjeaea'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 aowd of innovators, and 
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the downswing is equally inevitable. In comparison, other features 
which signalize the crisis, such as misdirected production aiidpe-;'si
mlstlcinasii p~n<i1Ogy~play a seconaary rf>le: Elim'liiation of profit 
i's not tlie6iify CIrCUmstance preventftlg"the appearance of new entre
preneurs seeking credit for productive ventures, for the complete 
recasting o~ eco,nomic data ~uring the peri02 .. of ,£!"£~pl1\iti;.,!Diro
dii&!~ '!ina! fI1!fv@!s:d 'TInt:1!Yfilin"ry soncemIDg~es, £P~ cfu:ntele, 
a1!I!!9Mafi\ met'trM( M prg~n, ifuU!i~ ~m£~~t £@lpeti
ti.2~~~m~e.l ~,th~al panlt)lsJ!ally 
institutes definitely restrictive measures • 
. -D2ressions are rightlriIitefj:ii~ 

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 abruptness of the innovations, lacks that gradualness and incon
spicuousness with which small reabsorptions •.• can be accompJisbed.' 

Firms which fail are more likely ilian not the verr ones possessing 
~ comage..a.nd...zeaL.of true entreprene1!!Ship. Not the old estab
~QdIiiIa£but, the m*novatpt jt is"Wbo encounters the &Ratest 
resistances: difficulty in securing capital, technological problems, 
oompliiitions concerning plant location, the right complement of 
labor and type of business o~. tion, and finally the crucial ques- . 
tion of disposing of prOdUct.: ut from the social angle. the depres
sion fulfills what the u~ ~d: an increase of pr'!!!!!.tl,.iII.d a 
r~tion 01 tea1 rosts per ruut of output[ It redoupds £biefly to the 
benelit' of per~~iE:fixed m~lDex. in~~.!he J>C2l.sion,g, the 
,en/w, the state employee, ilielandlord; but even labo'iCIoes not 
10seWlia£ It gained ip. prosperit;:'1he purchasing power of the wage 
unit fises and the total wage bill declines less than its fotmer ad-
vance.· -

1'0 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
dustrial and commercial life, but as being the process of production 
under a developing capitalistic society. He returns to the who1~me 

• 11M., pp. 347-348; idem, "Die WeUeubewegung dee W'IrbChaftBlebens," Are.ii'~9, 
pp. '9-20. 

I A.rchitt 39, p. 20. 

• EllhDic/dnl, pp. 36'-362. 
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attit)lde of Adam Smith..th~liPcal ecohgmy de5crib~QPllB
tlon of forces operating noear~t away from. th~on
~ 1 WI! nem, oJ . DeueloptMnt represents a signal 
iiteiiipt'to narrow the gap between abstract theory and'the mere 
descriptiop of econbmic institutions. Even if cogent reasons may be 
adduced lor"believing that both interest and profit would, contlafY 
to Schumpeter'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 than economic activity itself in 
a dynamic society, neither monetary nor m~l!-~one~ theori~.can 
easily dispense witli SChumpeter'S enirepreneur.r 

Ihe1east sauSfactOry aspeas or, me'11ieory appear in Schum
peter's treatm~nt_ofJjmits \0 Wandini bank credit. Obje~o 
spiethon's dictum that there eXlSts an .imsurmountable limit" to 
purchasing-power creation in e:mliflg stodS of goods, he says that' 
"the ssible volume . is 
suppor e an . ted b 'julur s." I To this Diehl replies that 

o 18 yet to come into' being, but can 
only transfer title to ezisting stocks; I but Schumpeter has antici
pated such 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 flow of goods, and this is the future capital against which the 
early loans were made.' At this stage an altogether natural criticism 
would be ~'s: that actually the volume of credit creation tends 
always toward a maximum allowed by the ezisting cash basis, and 
that to ,llB,Y'lhai. the volume of future goods sets the limit is 12 con
fuse fact with desuabte crean PJ1i.cy~mcisser evidently over-

• lookS, huwe~a, Is 5Wumpeter s exp cit contention that Jact and 

• Though they may wish to avoid the ~ura of virtue and beodi.-ce whkh Schum
peter attach .. to the captain of industxy. UThere is a aass dlect in this hymn to the 
.. trqmmou. u tha Energetic Hero, who thmugh IDa idealism brings about economic 
pqrosa, "hUe all other economic subjecta are amsigned to the b\ockhead and obliginc 
.... up of hedODisI3, who 6ISt 0_ the Eneqetic MIlD. &om pwe indoleaco, and that 
adapt themselves to him with n:signation, because they are _ted by the eaeqetic 
poup &om continuing with their tnditioDal hUD><irum." - Kurt Zimm .......... , Del 
lC .... ,..".. .. ., ___ •• Ii ... ,.. .. I is ..... r ..... (Halberstadt, 1<)26), p. so. 

I -..~. P. .6S, DOte. (Italics hia.) 
• K.arl Diehla r~ NeMc'l. F.r.i, a ... 1917). m, s8J-s86.. 
• ~,pp. ISS-I$6Jl1ld If. 
I HIlD.a N_, 1M T....- .. G.u.. G_ 1918), pp. .....-J46. 
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desirable policy do coincide, that even in default of legal limitations, 
oommercial 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 wi~ 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 reo 
serves acts quickly enough t6 prevent inflation? His own misgiving 
as to the possibility of inflation in America in r925 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." I Despite such con
cessions, Schumpeter has in a recent symposium upon credit prob
lems 4 reiterated the stand taken in Ills systematic work. \\ 

Although the'klf-liquidating chat:a<;te! of credit inflation may be 
'rejected as an excrescence, Schumpeter's contenUon~ihe len 
lof £Ycles depends upoJ.l .the eriod of es 
econOlnlC mnov ors IS anot er way of saying that fundament;a1ly 
Dusmess cycWsionJ13t In waves of caPlt3I mvestment. The two ideas 
IStltiid or Jan Wgetfter:'"T~probleiiITilllywould be to con· 
'struct a theory of cyclical variation. Nevertheless, viewing the 
whole problem briefly sub aspice duration may be profitable, particu
larly as Schum~o!L!s. warmly JiUpPOrted.ll}t-K.eyues.., 
According to the latter, the prirnary...2-hase of a credit cycle, intra- • 
duced by some such circumstance as a new technical discovery and 
characterized by an increase in fixed capital investment, is succeeded 
by a second~, 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 down,!ard I!hase "not much more than 

1 Enlwicklung, pp. 162-,63. 
I Arehi. $4, pp. 299-311 . 

• Joseph Schumpeter, "D .. Sozialprodultt und die Rechenpfenni8e," A" ....... pp. 
111-112. 

• DU K,<dil-Wirlscho/l (Leipzig, 1927), I, 96. 
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• one production period after the secondary phase of the hoom ..• 
has properly set in." 1 

Hawtrey a~cks the Schumpeter-Keynes hypothesis as to the 
leIlgth of booms upon three grounds: ~[supposes an isorated 
imptnse LOWAld inU€_d"~stment to mitiate~a,.c:h cycle, whereas 
a technical improyement of a given sort actually persists through 
several cycles;~t stocks of finished and half-finished goods~ 
working and liquid capital in Keynes' terminology -largely neu
tralize inequalities in the rate of production of consumers' goods: "nd 
1i!!'ally thafproducers' commitments, not the productive period, de, 

"\ermine the interval necessary for an increased flow of output to re, 
act adversely upon itself through falling prices." Against the" first 
Cliticism Schumpeter might hold with good reason that the impulse ./ 
to investment from "new combinations" does not have to be "i~ 
lated" in the sense of being unique for each cYcle. The econOinii: 
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 dur~ boom frOtn production p¥.?d in each 
cyck., " .. -

One of the main reasons why Hawtrey maintains the "purely' 
• m~" Q!}gin of conjunctures, agiiinst the theory preVillent in 

Germany and England thiit &edit variations assume significance not 
absolutely but in reiatiOil to real investment, is his ~li ~
pellsatory action exercised by stocks of li uid ca -r" If the price 
nse of consumers' gooas aUtmding a ection of inQOme into fixed 
or working capital were blanketed down by drawing upon stores of 

• ~ed and half-finished goods, a number of productive periods 
might be passed over before a relative shortage of consumers' goods 
itt gmtm/l put a check upOll further investment. Or if stocks could 
readily be absorbed and maintained in storage, the redundancy of 
_~ consumers' goods at an advanced stage of boom might be COD-

~ed and the debacle postpOlled. In ather event the limit to rising 
(activity would appear. considerably later than "Olle productiOil 

period after the secondary phase of the boom." Keynes has, how-./ 
ever, presented quite compelling reasons for denying a balancing ac-

I TnaIi.w, I, 304. ,. 
• It. Go Hawtrt:y, TAl Arl tI c-I .a.a.., (London, 19.1')' pp. 387-391. 
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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,! , 

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. !l. stock of twenty-three per cent at a given stage, such as 
Hawtrey assumes, aoes not care for a variation of cOnsumer demand 
by that amount until the output of this stage has been worked 
through all sue,ceding 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 
thll rea}. 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 turn in prices and rate of production. With 
this emendation, commitments may be accepted as a real factor in 
prolonging the boom past the production period. Cancellation of 
contracts by mutual agreement and the impu\lity with which agree
ments are broj!:.en 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 fiaws in HawtrW-criticism that 
important forces do not intervene to prevent a coincidence of pro
duction period and boom. For one thing, the.!!!Q!le~ may. 
through various channels, cu~roknLtl\e.prosperi1y phase. 

1 T,eoti.re, n, I,u-I47. 
• Ct:rIkal BtJfJkj"" pp. 390. 394-399. Hawtrey quite juAdy objects to Keyn .. ' .... 

cribiDg to him the idea that at the end of depressioD .Ioeb are sufficient to maintain 
productiOD "" .. ,,,,,,,, lire .. ,,,,,,,,,, ibid., p. 396. 
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A sudden alarm over gold withdrawals may prompt credit restrictio.D. 
and force liquidation before the new production has run its course j or . 
excess reserves may enable the carrying of stocks f~r a tiDie upon 
credit. staving oll the price collapse. The persistence of an abnor
mally low bank rate and inflation may tum resources into investment 
and away from consumers' goods fast enough to ollset a deflatin.g 
ellect from the first harvest of output. Keynes bimself calls atten. 
tion to the possibility that the development ~ sentim9!t should 
in~~qui.remen.ts of the Financial Circulation so!§l.o£!1Q!te 
oll thetrow of in~trial credits and impose a funil.!!P9.I!_~ansion of 
investment. a contingenCy noflieeessaiiIy contempo~_wi_th._the 
end'l!nhepiod\ictioiipencjcP."1lideed~ 1S~"!reIy too reco~ the 
operaboii of tli~!!I"" factor o.fJp.8.Ji!I psrChOIOgy as soIU~L ~1 
tinct in tlieqCIefrom theTechnique 0 ~roilii£fjpn -~y. the 
bOOm nilght be t~~ .. a:¥I by a ileClliie m ~ uyingJ~~!,er on ~rt 
of aJ!!cu:re;tiiii....§Wrmg. aSRllbettSOii'li8s---s1iOWD. as ~«! ~Il~ 
quep«..el'~~!rlgIt~CIJ!tl!!'¥ P!ices .~.!!~tering e!,ast!!= d~d 
for the prod~ce. or of ~ry low prices enco~!erinLin~~..fI~.D1&I1~.1 
AmODgst these modifyfugIicto~umpeter calls espeqaLatten
tion to those of "anticipation" - the psychological cause - and to 
interference by the central bank,' It is apparent therefore that out
~g P.!!l.tagQ!lists of the prodn ct.i2n-period concet of the600Iii 
a~~~.e!J.~9n otherlFd,.· 
few students of the problem deny the intimaCY between busmess 
cycles and variations in fixed and working capi~ !IDd this canies .. 
with it the idea of some degree of correlation between time periods: 
in the two phenomena, whatever index of cyclical variation be 
employed. 
~~_crises p~y to the deflating effect ~ ... ~~~t I 

of new consum~~U~l~ ~~i!a.gfJt~~tment, " 
SChumpeter may seem to some Persons to take a more def~e 
posnion man Keynes ana Rooertsiin aiid 'tIie m~ 
~t;.rs. ii!ot;~ll~_a<bpt~i!!J2eas:-'iimaybe well to anticipate 
a possible objection to the Juxtaposition of the two concepts, evea 
though this does not characterize Schlimpeter's theory. The objec
tion follows these lines: if crises are caused by a superabundance of . 

I r ....... I.~3G4; fora ~_tof cnditohoolptioll_ the~ ......... 
c:f. ChaplW XXI, pp. 38r I •• below. • 

, D.. II. Jt.obortooa. s--., PoUq ..." lit Pria lAfI tL-IoD. zgo6), Po ... 
• .........,.,." pp. S4M4& . 
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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 answer is 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 Qther 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 

~tion 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 off of obligations, and 
positive contraction by meJl.lber banks. In the ordinary business 
man's terminology, there is a universaf.gl,.!!J:, i.~Uoods 
will ~¥ketable only below,.£9si. A policy OIwhat Hawtrey calls 
"r;;'fiation," put into eJl'ect unmediateIy when the crisis appears, 
would go ·far toward preventing the downward spiral.1 But eveD. 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 events by "ov~estment " in 
t1ie sense Just inalcateiJ, and also""6'Yan appia:mrce' of an ov~ly 
oTroilsiTriierr-o<>asi'ftW a-fiCu .. , 1!n!:"j which is 9b wnnnOb ~ to 
be regarded as "natural,"of. d.eflation. No .~_or~J.~tand~in 
OCw!J of a lIPlOn M :;cbUmpe{er 5 theorem r~ -CtiS§~ the 
over-investment p;pJaDatioD.1 

I C.""al BMfitj,." p. 271 • 

• This subject is coDBidered al pealer length subsequOllt1y;..., pp. 4OJ-410, below. 
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II. ~'s THEORY OJ!' PRODUCTIVE Cl!.EDn 

The enthusiastic popular reception accorded Hahn baS already 
been the occasion for comment; but TM Economic Theory of Bank 
C,ediJ in particular enjoys such wide recognition that academic econ
omists, semewhat 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 publishedJil 
the fie;~of mone{iiiiI"Creillt without a fairly exhN1stj:ue qjtjqne of 
JiifdQrtrjnaa.1 -

The necessary foundation for a theory of business cycles, says 
Hahn, is a correct apprehension of the nature and fun~tions of~ 
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 ttacing down every credit to abstinence, at a time when' 
the volume of currency was definitely limited. 'Today the quantity 
theory does indeed take account of elastic bank credit, but the tram: ~ 
tion is still preserved that credit originates in saving. N9U'rima?
b~ted deposits are-th .. basi.c phenomenon. No longer are banks 
merely offices for borrowing and lending 'money, but dealeIr-m • 
.. ~!t" in the literal sense of "confidence"; and interest, from 
b~g at one time a payment for savms: ... ll8Sbernme aPiJce pajd fAl 
coliDaence.' 
""'DI"'t1reSphere of goods ibis change signifies that .. capital formaliolt , 

is no' 1M COIfSequenca of saving lit" of 1M e:mnsion of crediJ."· This I 
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 p~ 
duces goods, but that it induces an increase in production through a 

I E. g. Friedrich A. Hayek. GddIIJoorio ... lroajtaoJJl"""",,"" (viesma, r929). P. 84-
• • CI. Gottfried Haberl .... __ , d .... 56. 1>. 1103. Balm himself gi ... thn:e or 
four poga of refenaces upon his doctrin .. in the third edition of his opus ("ru~. 
1930), pp. :liy-m. 

• L. Albert HaIm. v~"* T",,""" B.....,...,.. 1st ed. (Til~. 
1910). p. 6, md ed. ("ru~. r924>. P. 6. Until the conduding section. I'"&" fti .... 
.. cos pertain to these two editions, "hicb ale identicaL 

• 1M4.. P. sr. 
• IM4.. p. uo. (Italics ... thor's.) • IM4.. P. lOr. 
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'change in distribution. How this transpires will appear from conse
quences attending a bank rate lower than the expected yield of capi
ta! 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 

uponcredit, not merely those to the producers of durable goods." As 
a result all prod!lction expands, competition for labor and raw ma
£eclat"grows more intense, and there appears at first that striai!l
verse correlation of prices and discount rates described by the quan
tity theOIj.--:Biitin the moaernilliIlistriaI system, the introduction 
of labor-saving technique set over against a virtually constant vol-. 
ume of capital his resulted in an underlying tendency for interest to . 
rise and wages to fall. a The marginal laborer has passed over into 
the extra-marginaI "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 fulleriitiliZation of existing plant capacity; and on 
the other, through rising prices, to transfer income from the fixed 
salary and rentiel' group to entrepreneurs. The stream of goods is 
both broadened and lengthened: more of everything is produced and 
more capitaIistic,' more roundabout methods are employed. liC?!, 
saWg but .altered distribution prC?duces ,these results - distribution 
changed" interpersomilIy" b.Lt!t!. forced rise of wages and fall of jn
~rest, and "intertemPO!3-11y',~ by the forced~defl~on oigoo~_ut 
of pre~nt_£o~~tiliii'tion. "Credit produces goods out of nothing, in 
that;-without it, they would not have been produced.'" 

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 
into production.' Experience shows, however, that ordinarily before 
this point is reached the rising conjuncture is broken off by a univer~ 
sal .J:lut. How can this be accounted for? Simply by the fact tliif_m 
the penod of high earnings the la~f, having a fairly fixed standard -------- -----

1 Ibid., pp. 131-132. I Ibid., p. 130. 
I Ibid., p. 139. • lbill., p. 141. 
• Si<, ibid., p. '33. Hahn does Dot ...... to appzec:iate that his pzevious ..... nine 

calls for "must," and 80 this leDtaJ.ce is merely a parmthetic&l observation. 
• Ibid., p. 145. 
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of living, 'Saves inst.ea.d....oLsrendjng bjs jpCQU\/'; "circvIating'de
posits metamorphose into savings accounts"; and th~,mlI:iIJlUlce 
of this demand precipitates a fall in prices, production, and employ
iileiii)""]3'1l't"rWaylies open to ilie stateto preveiit flIi!i temunmon 
'IIifIie boom either by continued interest reductions through the Cl!D.
tral bank, enabling the producer to hold his finished products, or by 
removing the interest burden entirely through the purchase and 
storage of the goods on government account.· " ••. theoretically, at 
any rate, the assumption of the possibility of a 'perpetual boom' 
does not belong to the realm of Utopia." I Whether or nof; to pur
chase greater and greater production by expropriating the salaried 
and rmlier 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 !Lt- every stage. Aside from the 
identification oJ 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 pahicularly vulnerable iii 
arguing that capital originates in fundamentally different ways in a ' 
cash economy lUld in a cashless economy. As Neisser, Mannstaedt, 
and Haberler observe, the difference between the two systemS is,l 
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 1 
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. I By consequence, if capital comes into being in 
another way in the latter than in the former, it will have to be on 
other grounds than merely the creation of new purchasing power. 

That t1ie existing volume of bank deposits originat«;& prepo.l!der
ately from loans IS Of co'Uise a far cry from the propositio!-'~-- ------ . I 16i<l.. P. 148. a l6i<l.. p. lSI. 

a 16i<l.. p. 15'). • If:~. pp. 1O;t-..... 
a Noisoor. r--.", pp. ~I; Roinrich MUllIS_to EM ........ .....,_ 

no.;, .. ~ a-. 1917). pp. q-IS; Haberl.er. A .... 56. P. 814-
• AdOULa-.Z .. r ....... s~"""_lf:_lf-Ia_'9l6). 

pp. I,H-I.)S. 
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tal formationj>roceeds from credit creation and not from saving. It 
iSiiOtSurpriSing~·theraore:tcniiiQlhat IIlihn tries t~suPPort the 
latter notion by some other argument tlWi'" this flimsy confusion. 
Demand, he says, precedes productiail. ~ the really surprising 
~thaf this homelY truth, equ y valid for cash and credit 
eoonomies, should somehow demonstrate that capital formation does 
not nowa~~~cee.<J.JrQm _sa~g. Probably, asI:aiiipe-siiggests, 
HahB 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 expected. 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,' 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 ~
~1f..Elo,!s hot and cold withln ~~....w..nfin~~Il~--egraph . 

.... Admitting that current production proceeds out of "a certam stock 
of goods produced in the past capable of covering the need for nour
ishment, clothing, and shelter," he concludes, "If this arMi1/ ·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 formatioB 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 1/ot invariably transpire. And so the thesis of 

l 
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 effect of expanding bank credit, has been most ad-

1 VollmDirlscflajllkM T""'''', p. 121. "0,.,.. Kntliki",_,.," might be ambigu
ous were it not for the previous statement" Kredilft,.,,.,,,.,,,,, "' tJUo SdIo.l"", 1uJtIf
"'6ft;,,, Nad!r."." (ibid., p. 120. Italics mine). 

I Ibid., p. '42. (Italics min .. ) 
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versely criticized at three V-ts: ~ course of waJ:es relative to 
prices duffiig the upswing, cause of crises, andA!lfe final outcom~ 
of the whole evolution. Hahn, it will be remembered, relies upon 
mounting wage rates to activate the industrial reserve ann! during 
boom ~ect, as Haberler aoes, that:11iiS"COntradicts ~s ,i 
adfiiiSSilnl that cOnsumption goods are enhanced in j>ri~_ d<t~ot 
dispose or the matte,,' 'Decause Haliiiargues That iliiough the com
petitivetendency of prices-towarCrost, consumPtion costs are in-' 
deedmised bylliil increaSe o!~oi!if!lal-wages, biinliis IS partfyoliset 
by tlleTow interest charges which generated the up'i!.arCiiiiovem&Jii.z 

On pUreIy II priOri grounds iinemightagI-ee with Lampe that forced 
saving imposed merely upon the small class of non-laboring and non
entrepreneurial rentiers would scarcely support an increase of r¢ 
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 Burcha t's 
a~ to the fact that real wages lag,C if economists co re 
certain that the statisticiil eVIdence is cl • s direction. If 
Halm haanot rehed upon a strictly rationalistic calculus to aCCount" 
for the existence of the reserve army in the first place, - that tech~ 
nical progress sO mises interest rates as to induce the rerm. 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 jalling real wages 
in the period of reco~. But 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. . 

F-. furthermore, if forced saving supplies the driving power to a 
~~ <If industrial expansion, why should not the voluntary savingS I 

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 
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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, tl!.s.ts 
not upon the' 'fading oUt-llflorced-saving, but upon the (altogether 
nnprobabler grow!Jl..of hoarils: 

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 "~et.l!al 
high conjuncture." It scarcely requires an academic economist • to 
point ouf11iit either continued injections of credit at progressively 
lower interest charges or the purchase and storage of unmarketable 
products by the state would signify a nationaIizing 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,' 
such poUcie!iDlean outrigh.t~c! viole~! inflation, and,Jhe .. disappear-
alice of all accumulation. -

Y'uially 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
jority of 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.· 
Lampe, as we have seen, proposes the same test. Considerably more 
sceptical is Ila.berler,· 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 ~ p!"..ogr.!:~~e.S99 .. ety, a~secondly, t:IW.i1t 

,OVercomes the frictional resistance of an indolent entrepr~neurial 
cotnmunity.· .. Bulthe new undertakingscaneauitobeiiigoy inflation 
"«"I5tiIanot persist longer, with the return of interest to its natural 
level, than the life of their fixed capital equipment. Mannstaedt 
concludes that in a ~ree exchange economy where banks exe~ con
trol only through prices, any policy may be thwarted by a tendency 

, An objection levied by Burch&rdt,loc. <iI., and by Haberl .. , A,cltit 56, p. SIS. 
J Diehl, Theo,dis,M NaIioMlo!um""'k, m, 582. 
• Cf. Wilhelm Rapk., ".Kredit und Konjunktur," JIri.jfll' N. ,.. S. 126, p. 26J. 
• S~pro .... , pp. 'S2-'SS. 
• Tlwwelisclle NoJioMI6lumomi4, m, 57" • J/.rc_ 56, pp. SI7-8I8. 
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for the public to react upon these prices ,negatively; in other words, 
thoug.li banks ma,y gi~ initial impulse Ward the libera.tiOLPf 
productive factors th;:oug1t..£r.~A!!on, ultimate success de
pe~8 P~Q'S ¥&l\lnt,a:qr mntinuance pf tbe addjtional Say
~ This is practically what ~ and Diehl have said: the 
answer d«:p~n!!s Q!L''Ih~thet..thlLY.entuIes..basJjipOn..forGed..sa.vW.g· 
~d. 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 depfeciation costs, nor pro tanto that 
this will be the case if the cessation of the forcing is accompanied by 
a ssg in the ~tude of ssved income.. , 

Since the appearance of the first and second editions of the 
VolkswirtschaftlichB TheoNe, !1I.hn has abated his radicalism at cer
tain points and at others altered the supporting argument. Most 
noteworthy is the dissppearance of th~aintailJing a "~ 
petual boom." AlthollgllproposilStOovercome glutted markets by 
st~tion of interest changes or by in1Iation were repeated as . 
late as 1926,1 their omission in Hahn's widely read contribution to 
the B afldwlJr/erbuclt on "lUedi.t" I 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'4 
discover also that even aside from such debacles as the German in
fiation, the stimulating effect of credit sometimes proves to be quite 
short-lived.' ~t expansion nO~e,cd!l!.e§...!Il~~~tialJ:!>ndi: 
tion" for the developmenf of cYCles, not the unique cause.' But 
:lIiOSfiiOtibly, tJieeipl&nat1Oii:"""Grciises Trom labOreni'Sii.Vings, or 
rather hoards, dissppears completely. There is some evidence that ' 
the re&SOQ, is an uncertainty on Hahn's part as to whether real wages 
advance as much above the standard of living as he had ~ed in ' 
boom times.' Be that as it may, crises occur simply because a time 

I lrrW</w BoiINt, pp. 30-31. 
• AcamIiDa 10 Diebl, ill Balm .. artide "KriIionbSimplunc dutth DiskODtpoIitilr. 

und KroditkontlOlle, " s..w. ProsU 37, P. 931. ' 
• HftIJ •.. SIGab •• 4th ed. 0-. 1923), v, 944"953. 
• y~. T ...... ~. 3rd«l. (TIibillgeD, 1930). 
: llli:"-t pp. liS. ~Sl. 

lw',P.IS4. 
, lW" pp. 119, 1>3'"1140 '11le ill ...... of Iahor IUppiy is 50IIletimes mode to tum 

......q_ the "iIlusiODof a_t ...me of _q." 
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must "necessarily" come when the stimulus of conjunctural gains 
to entrepreneurs has exhausted itself.1 Although he continually lays 
great stress upon "intertemporal and interpersonal changes in dis
tribution" wrought by artificially low bank rates, Hahn does not 
recognize that this distortion of productive factors into the capital 
category can 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 Hahn should not close without reference, at least, to 
his study of German bank series over the period I~I3.1 Here 
Hahn 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 Hahn are more 
significant, presenting a bold thesis I which gives rise to an equally 
bold antithesis on the part of the Vienna group. 

1 Ibid., p. '46. 
• "Zur Frage des volkswirtschaftlichen Erkenntisinhalts dOl BankbiJaozziffem," 

Geld tmd Kretlil, N_ Pol,. (TUbiDgen, '929), pp. '_'89. 
• An illustratioD of the "idiot fringe" which all theories possess ia afforded b}' Hans 

Honegger's Der seMpfeNs'," Kretlil Gena, '929)' Capital ia Decessary to productioD 
only when it has to he pledged as collaten.l for • loan. So ioDg as confidence persiats, 
there ia DO limit to the profitable extensiOD of bsnk erecIit. The entire pamphlet ia & 

panegyric to "creative credit.PI 



CHAPTER XIX 

THE MISES-HAYEK ANALYSIS 'OF cYCLES 

'l-n classical expositions of the two main types of c;.cle theory pro
ceeding upon the monetary basis are of course Schumpeter's 
TheoNe tIM wirlschafllichm Enlwicklung and Mises' TheoNe des 
Geldes und tkJ, UmlaujsmiUel,' both of which appeared first by an odd 
coincidence in-1912. To discover what results from pushin so~ of 
S peter's ideas to their "10-or pel Ps etter, ogiJ' 
- con USlon, It was nece'N"t¥ to tllm to Hahn, ,For the h,]l de;
vel~~f M1§;s' theory it is necessary to study the~ 
Ha --

I. MISES' INDIVIDUALISTIC PHILOSOPHY OJ'fCu:Dn 

When the first edition of Mises' book on money and banking ap
peared, it concluded with an' adoption of Wicksell's description of 
the conjunctureJ. effects arising from the bank-rate natural-rate 
differential'; adding however that "we are concerned hexe' with· a 
cause pi crises which operates alongside others. Indeed, we ought to' 
re.gaid it as probable that in the scheme of things prevalent today in' 
economic life and politY~rinlary impulse to a boom does not 

• come from the action of naDkS." i More conservative b&IiIS, 
promptEd by coUSlCIeiition Of their own interests in the long run, 
would dominate the tenor of the banking system sufficiently to pre- ' 
vent over-extension. of ~t unless there were pressure from out-' 
side. But in 'the second edition twelve ye&IS latex, the foregoing 
limiting rematks are omitted.' With the puhlieation of his special 
monograph on cycles in 1928," Mises comes definitely to the position 
that aside from ~~"C"'dist~!.~ces ~ by war. na~~ 
events, &rutadlrptauon to new economicaata such as new wants ano;l 
teaiiiique;Ue~l)andiiOWOfhUSin~~ turns upon the de
veIOpiiim of ciedit, It is the artificial de~ffi.J!ieir m.~Q!l -1 LudwiaMiaos, n .. rio .. c.w..""" .. Ual8I!f...."." ,sted. (MWlicb, ,gu), 
p.4M- . 

• lbiL, mel ed. (Munich, ,g~. pp. 374-375. · 1-. GoIRoooCs"lili __ """ L.....,.~ 0 ..... ,g08). p. .. , stiff. 
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the part of banks which initiateS conjunctural movements. But why 
do banks !aunch"'iiito 1n1la:tion wheii <they Joio:W from"~rience its 
disastrous consequences? Because at the time of the founding of 
European banks of issue the notion prevailed that an important goal 
of W utschaftspolitik 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 b8.nking Community relies upon outside relief in 
extremity mltpl'o1:eeds ·to lIriveTlucrative business orifow-djsooiiiii. 
iiites.-- -.- -.-.... ------- . -.--. 

-The relation between the value of capital goods in natura and their 
expected product is the nat!!~!!~.Jerest.l 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. TI!~ persons, beirig generally richer than 
the ones expropriated, will add somewhatw the totatvolume .. of 
vC?lulltary sa~& No doubt theetIect is not mechanical and varies 
with different societies, with different income stratifications; etc.; 
bllt one may conservatively guess the reduction in the natural rate 
from this cause to be "seldom very appreciable." I On the other 
hand, with every position of the natural rate there is an appropriate 
degr~ of indirectness in production: the productivity of. capital 
suffices to support laborers for just a certain degree of roundabout
~.ess iI!.P!o.d,uction. -nelo(now rate of bank disCOunfartificialIy 
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 

1 TIt«wU, 2nd ed, p. 347. Mises beIi ..... that the HarvanI Bureau's A, B, and C 
curves give some indication of the behavior of this ratej but in general his attitude 
towanlatstistical m ........ of cyclical variatioDS is highly """"tical. K""j~,.liJiIr, 
PP·69-73· 

• TIt«wU, 2nd ed. pp. 354-366. 
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reduction in volun~~g, which arises as 8.Q o1!set on th!; part 
ofJhe yic§~!.uiiTor_ce2}~a~g. F" 

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 rompen
sate for the high rates which must be paid on primary deposits. 
When the bank rate thus aPJl'!yaches the.PlI,Wral rate and credit is 
besiOeSratloii-eu o~ the gWs ~~e;;. Even if tIierewereiio-i:ese~ 
reqt1ireinents, the process of lDfiation would eventually be tenm- ..I 

nated by a flight 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.1 'And so ordinarily the banks anticipate 
the ultimate del:!acle and put a stop to the infiation out of considera-
tion for reserve requirements and foreign exchange quotations.- . 

After the crisis the price level declines under the infiuence of a bimk • 
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 reco~ 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 capitalism, the economist does well to point out the " 
desirability of avoiding all infiation 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; tb,ey rest upon the assumption 
of an eternal man with erystaJlized wants; their weighting, type of 
average, and inclusiveness depend upon personal judgment; th~ 
process is arbitrary, the results artificial." What is ree,lly the prime 
requisite is to eschew all attempts to lower interest by artificial de-
vices, to bring about prosperity through hank credit. Inflationism 
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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 fixed 
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 ad~ent 
even from members of the monetary group b~ if ~.whole 
responsibility upon the actin", ~ks. The Wicksellian tradition, 
that the inaction of banks, in failing tol1dvance their rates, causes a 
distortion when technical progress raises the natural rate, commands 
greater respect with'sjlch persons as Hayek, Strigl, and Machlup.' 
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. a 

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 b~g 
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 stabilization of perpetual depression."· This issue may best 
be considered in connection with Hayek, Mises' most distinguished 
follower. 

1 Ibid •• pp. 72"114; TitetwU. 2nd ed .• pp. 406-410; Wimc""fls.,;. .... pp. 32-34. 
• Friedrich A. Hayek and Richard Strigi. comments in "Konjunl:turfoncbUDg und 

Konjunkturpolitik," Vern" 173, ii, 190, 249, fl.; Fritz Machlup, Biirmthe4i4, /wJru.. '"''''edil. rmd Ko;iI<Jlbildunr (Vienna. 1931). p. '77. 
• Hayek. Ge/dlitetwU rmd Konjtm/lJurlitetwU (Vienna. 1929). pp. 61-113· 
• Hans Neisser, "Notenbankfreiheit," WeU. Arc.l32, pp. 446-461. 
• RudoH Student "Neue deutsch. Konjunl:turliteratuI." ZlscIJ. Ilk fl. ,u. SIooIt. 

86, p. ISO. 
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n. HAYEK'S DOCTRINE OJ!' NEUTRAL MONEY 

The most systematic elaboration of the 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 Fnediicli A A a_, dtl€ClOf Of the Austrian i nslUut fUr 
KonjunkturjOf'schung, at present professor at the Log Scbool of , 

~. Beginning with the groundwoii faid'in an a.rt,icle upon 
"lntertempore,l Equilibrium," 1 Hayek has devoted several criti~ 
articles to the theories or Foster and Catchings and Keynes,' bas 
presented an exhaustive ' defense of the specifically lJIonetary 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 V 6I'ein.· • 
~-:n~=:ttions, says Hayek, fall into three ~e 
bun e intensified reaction 0 es in demand for con-
sumers' goods upon 'producers' goods; 0 ~ssing ma1adjustments 
between savings and investment; and 0 emphasizing the psycho
logical factors. Against the first it may urged that it rests upon 
the assumption that "no force intervenes to check the conti!!ued jp.~ 
~ase of production till] reJ1ects itself in declining orders and fa1ling 
prices.'" But this is tantamount to saying that producers Lave to 
clepend 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 tot&ls, ~ ~ 
upon the per unit cost and per unit prig:._Bamng lIlonetarY lDter
ruptiOn, theY Will count upon known or estinlated functional rela-.. 
tions between each.of these and volume produced. and,indeed it ~ 
this very calculus which works toward equilibrium under an in
dividualistic scheme. Once a cycle is under way, the greater range of 

· Sa,., "nu int~. Gleic:hgewich~ lind c1ie B_ d .. 
'Geldwutes,'" w.1I. A .... 18, pp. 3$-76. 

• 1 ... fC'l11e'Puadoz'ofSaving," ~31,pp.IIS-I29;·'Re8.ectiODSon the 
Pun Theory of Money of Mr. J. M. 1:_" ~ 33, pp. 170"'087; "A Re
joinder to Mr. 1:.711 ..... ihii. 34, pp. 39&-4...,. 

·1 .... 60 __ K~ (V\eeDa,1929). 

• I .... PrNu _l'rNOtdiOOO (Londoa, 1930); "EiDige 1IemerkuDgal1lbordaa v .... 
hlIlDia der Geldtheori ..... l:onjUDltturtheorie," V ..... 173. pp. 247'"195; cf. also 
"I:apitolaufaehnul&," WoIL A .... 36, pp. 86-108. 

• Quoted flOlll Co 0. Baldy in K~, P. .8. 
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variation of producers' over consumers' goods production assumes 
importance; b~!h~ !!t_~-'Y..49~ !lot .!~v~alwhyj:here should b~ 
Iinu~~~a~on _mer~lyfrc:)]llJh.isj;jrClllnstance.~ }he second sort of 
expraiiatlon: comes ultimately to an erroneous estimate on the part of 
capital good producers as to the volume of saving being done CUI

rently. It repeats the mistake made by the first line of analysisl not 
total savings and total investment but the interest rate is what the 
entrepreneur mus.t 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." J,astly, the psychological 
theory does not demonstrate, even in .thebnds of Pigou, why entre
prenellfSWI9!lgly estimate ch.!~~ i1:t~con9mic fa~.1.F4Yfhese 
e1!Ors...!epd to_ac~ulate despi~e the operatio!!) of those equilibrat-
.mg forces postula,te!Lin .eI;ODOnuc.reasoning. I 

If the outcome is conceded in a system of natural economy that 
interest keeps the production of capital instruments. within.J1te 

• bOu'nds of accumUlation, filen It musrberoncecled that"dispropox
~rvelop"""'oijfy thrOu~htliema~eriderice ofUlesupply 
of oan nds tiOlisWng.:.wIiic1' i.i:itmnrests ontlievaiia'b1!iff 9f 
~ityof money." l'rheentraneeoF money;"w1i.idi In con
UiSt fo another goods is incapable of satisfying wants, removes the 
rigorous interdependence and closed character of the economic sys
tem and makes possible movements excluded in the equilibrium 
process. But it is little wonder that the monetary theory of business 
cycles has been accorded such scant recognition, for it has rather 
generally attended only to the phenomenon of general price level 
changes. But "the" value of money is so attenuated a CO~Lthat 
it proves ~~ .,tty WtJ.l:u0USj the ii3.1Iy iJnp:ortAAfmatter is 
@/j/,'IJe pnces an Incomes: how the e effected b mon~ 

. " variations. e eory repre-
sented here eurns upon the diStortion of bank discount from the 
natural interest rate and follows upon the analysis of Thornton, Ri
cardo, Sidgwick, Giffen, Nicholson, Marshall, and Mises. To appre
ciate the unique character of Hayek's version one must begin with 
the concept of "intertemporal equilibrium." 

Assume fust ilie case of a smgre commodity subject to fairly pre
dictable seasonal variation in price. It appears that "a very definite 

I Ibid., pp. 25-35. • Ibid., pp. 36-39. 
I Ibid., p. 46. . 
• Ibid., pp. 51-74; Prieu lMIl PrDtltldiMt, pp. 6, 7, 25, 27; v.tM 17l, ii, 257-259· 
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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 contemporaneously prevailing pricea."l 
If some authority imposed a uniform price upon a seasonal com
modity, al!'ftJI aamplt eggs, thuc hudld IESWL iii oveivaluation 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 tardyad
vancing of the official price.1 

I' 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 tlie price level generally. If it be ad
mitted that the price 9,f eggs must move freely as between the sea
sons to conform to the underlying conditions of production and iD. 
order to secure the maximum yield from given resources, correlative 
changes of the general price level must be accepted as equally nece9" 
sary. Still proceeding upon the assumption that eggs are the only 
commodity varying seasonally, suppose that the general price level 
is stabilizJed.· 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 8Om_hat~J)utput.. at that time 
and consumers would demand a somewhat larger amount than if the 
price of eggs had been allowed to expreslI the natural scarcity freely. 
Obviously this price is lower than one iequired to equate the supply 
and demand of eggs, and it has transpired as a consequence of price 
level fixing.1 

Now change the assumption from the esse ~ble seaso~ 
fidauadmili m pIOdudion to ,=predictable d, but limit the 
cTl&Ilge ~..§ore t~6b."!"'C9~?dityJ SUPpose tnat a di'ii1Jiigi! proj
ect to liSt over &Tong term of ye&r.i 15 aImounced and put into eff~ 
Entrepreneurs of agricultural products would ~ the prices of 

I Wall. A ..... 08, P. 49-
I 16i4., P. so. 
I The iIluatiatioa departs alightl,y ....... that of Ha.7<k. NiL, pp. sr-so, ... t ...... 

dutes ita ...... tiaJo, I heIie¥e. 
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their commodities to decline secularly; they would responil 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 Dot 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 (!.Ome only by an ad
vance in prices of other products reciprocally to the decline of real 
costs for agricultural products. 

If this expene;,ce 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 loug as, relying upon his justified expectation of a constant price, he 
spreads production equally over time, it will give him losses.' 

• Ibid., p. 54- The p8ssage should be DOted especialJy for later reference. 
I Ibid., pp. SS, S!r6I. 
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ditioned by them must be represented as their oonsequences."/ It 
differs from man 0 er na • n exogenous 
vane, oymg an erroneous bank policy as the deus e% madina, 
by its holding that the merejlissivity of the money and ~redit mech
anism in the face of a rising natural: rate causes the initial dislocation. 
Even a full-weight metallic currency would give rise to' cyclical dis
turbances since the tendency of prices to fall oonformably to oosts of 
production, under whiclt oondition alone the natural rate may be 
realized, is prev • evi increase in minin the stand
ard metal." ut under present oonditions the most IIDportant cau 
1Ippei1'S m-that very elasticity of credit which is universally de
manded as a cure for oonjunctural 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 disooveries or the ap
pearance of entrepreneurS -seekmg-'to put ihrough·· new economic 
combinations, the profitableness of capitalistic production is in
creased. Even if they do not lower their rates, banks will be able to 
lend more; and any bank adopting a more oonservative policy than 
others will get sO much cash from the clearing process that it is prac
tically oonstrained to turn its non-earning assets to acoount. Fur
thermore, the internal draining away of reserves lags, because the 
first effect of expansion is an advance in prices of producers' ~ 
where payments are large and not effectuated by cash.' Since the 
characteristic featwf 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 a licati • . se the prices 
of in a . al .' These enhanced prices serve to set 

a certain amount of original means of f)roduction -land and 
labor - from less roundabout processes and to insure their employ
ment in the newly injected and additional stages. For a time oon
sumption can proceed without reduction since the goods already in 
process are of a highly specific type ant! cannot be transferred. fi
nally, however, when these guods are "worked out," there oomes a • 
gap fa the flow of oonsumers' goods, for the new flow from the new 

I ""-..., ~ pp. 14.4i. 
• .1: ......... _ ... pp. • __ 1<>6. 

• .I:~.pp. 9$-.01. 
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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 IliiS tempor
anty 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
Dlote 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 
Vlost bighly specialized, they will be the most adversely affected. 
But the transition to shorter processeS takestinle; production has 
virtually 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~xtension of plant and retraction? 

The situation would be simiIu to that of a people of an isolated island, if, 
.. after having partially constructed an enormous machine with which to provide 

them with all necessities, they found out that they had elhausted all their sav
ings and available free capitsl before the new machine c:ould tum out ita product. 

, Ibid" pp. 7&-79, 
• Ibid., pp. 8,-83. 

t Ibid., pp. 7~ 
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They would have no choice but to abandon temporarily the 'work on the new 
plOCleS8 and to devote aIlliheir labor to producing their daily.food without any 
capitaL' . 

no . bly 
oods; bl$just as su . means that 

s accumu atio e '. The 1I.0w of p ucts· 
to e mar et from the new indirect processes can persist only sO 
long as the market rate of interest remains as much below the'naw-' 
ral rate as'it did when these new processes were begun, since thehew 
degree qf indirection depends directly upon this differential. As soon 
as the banks cease to maintain the same propomonallead of pro
ducers' OV~ consumers' purchasing pOwer, the differential begins to 
disappear. When this occurs the demanciJQ!...C?-pi~ must exceeCl the _ 
supply, since tIiii new capli&l instruments continue iO-demiindciijiitil 
asDelore for replacement and operating capital purposes, but their. 
yield and therefore the amount of saving possible from it milst ae-. 
we with the decline of their prices relatively to consumers' goods 
and the less direct instruments of production. Sucb.-a shortage of ' 
capital may just 'ali well disaster for some 0 the olif established' 
lines u on as or the newer, smce yare 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 foISted saving,' • . , • 

) 

The only way to ':mobilize" all available resources is to refrain , 
, from artificial stimula'nts and allow the slow processes of automatic 

adaptation to take their course.· , 

\ 

What happens, for example, when, without any increase of the 
. quantity of money or credit, consumers begin to save a larger POl'- . 

tion of their income? The changeinaybe 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 lor oonsumers' 
goods changes from $40 to $30, for producers', goods from $80 to $go." 
The change means an alteration in the ratio of -demand for ron--- -"- ~ ,'., - - ~- - -. , .. 

• I .... p. a.. .' • .r:~ pp.'lllt 
• 1 .... pp. 1M-1J6. • PriQo ... l'rMtIcIioa, P. 87. 
• 1 .... pp. .... 40; ftp. • and ~. • 



GERMAN MONETARY THEORY 

sumers' goods to demand {or proQl!cers' ~dWom 1:2 to I :3. This 
requlles a IengtIiening of the productive Ir0cess, i. e. an increase m 
th!11ilmbel of stages, m the ratio of 2 :3. $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 SUin 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' gQ9ds at 
each stage, will show that the Jlrice mechanism a<!IJ.I!:!lLm~ 
requisite adjustment to increased savings. "WheiiConsumers reduce ----------- , . 

ORIGINAL. MEANS OF PRODUCTION 

!I 
i 1 1 J I 
8 

16 

e I 24 

I I 32 

I CONSUMERS' 40 GOODS 

CASE :r 

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}., This decline in price will cause a 
shifting of funds backward toward the more remote stages of pro
duction. bere comes a poml 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 
deciining prices of consumers' goods. From this stage backward to 
the mo~roducts advaiiCe"iii"jirtce under two in-. 
'DUences, the fl:eral increase in demand for 'producers' goodS and 
~CkwardJ!ailsf=:;afu!; an!! the effect~ve, 
smce at any stage an " neefor the product means a stimu
lation to that particular stage. The final effect, through the rise of 

I Pricu and P,otl",,/ion, p. 70. 
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prices in the most remote stage and a fall in tha,j; nearest the con
sumer. is on the one hand an addition of one or more productive 
stages hack of what was formerly the ultimate one. and at the same 
time a general reduction all along \he line of price margins. corre
sponding to the fall of interest and the increased saving. There bas 
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 t ucers' goo au ented real income 
because of e enlarged ca I equipment. pecific pr 

ORIGINAL MEANS OF PRODUCTION 

~ r·,:·,:" 11 11 I 
i! III ._ 21.4.. I.. I 

25.7 ... ,. 

, . I . CONSUME"S' .. "~3&'-GOOOS- -~', I· 
..... --CASE""'-il---" - ...... -- ~-

........... ""---~ ... -- "'- "---
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.1 .,. __ _ 

Such a period of readjustment ensuing upon an increase in the 
rate of savin"'l'neCCS&Liilj involves trlctionallosses, particularly.1O 
owners Of co1!umers' gooas and of ~fic producers' JtO<><I!' in the 
later stages 0 production. and unusual gains to others; it might even 
be thought of as a sort of conJuuecarat movement*-It differs from' 
the ordinary business cycle in that e boom does not lead b a sort 
o~_ ahlecestty fii-aere5Si- • on e 0 er • eoonoDllC 
prOgress-l:&lile y 0 er .channel- through technological Un-

·I .... pp. "-73. ·.r:~pp. .. olf. 
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provement and an 'increased demand for capital- no such quasi· 
oonjectural movement would be engendered, "since it is impossible 
to understand why entrepreneurs should calculate upon receiving in 
the future larger credits than are now required but at an unchanged 
mte 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 only transitional adjustments. 

If the supply of money is kept coDstant, this effect of every extension of pro
duction will be well known to producers and they will therefore only choose IUch 
emploYments for the investment of new savings as remain profitable oven if 
prices are expected to fall. But these employments are the only ones through 
which the aocial advantages of saving can be reaJized without losa." 

I It is now easy to draw the practical co!!f'~n tha4if money is to 
b} neutral,"if prices are to deciiile"lilaccor with the secular fall of 
real oosts of production, its effective 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 b~the natural rate.of interest, and so jntroduces cyclical 
iluctuatio;nl It remains, therefore, only to define a constant efIeo
ti=-w1ume accuratl!ly, and to enquire whether a nelltmnririlley is 
~cially desirable. 'I ,- , ~ 

What ou ht to be ke t constant i the ro mon between the 
to goo mone e 
" ransactions" To ustrate: mcreaswg or 
decreasmg e vo ume 0 money an credit parallel with an increase 
or decrease in the sphere of the'monetary economy would merely 
keep purchasing power constant when the underlying conditions of 
technology and accumulation require nri 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 crc!dit constant, when the "demand" for money 

J Ibid., p. 121. . 

I &~ 32, p. 150. 
I Hayek would indeed admit the po!IS1bility of maintaining the equilibrium relation 

even with inflation if money were injected into cin:uJation OD both productive and COD

sumptive sides so aaexactly to cancel its opposing induencesin the two cues; but usuch 
& policy would effectively prevent any intmlSe in capital equipmeot and completely 
frustrate any aavillg whatever." (&o.ooooie1J 32, p. 168.) 
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has increased, would only increase the real value ~f money stocks and 
, result in hoarding, or what Robertson calls "abortive saving." 1 

. Is a neutral monetarY s~m, so describe4:, Uiii!iOper golil of cen
trttbankiiig poli~ Ha 's attitude seems to hive unoergone 
some cta:nge upon e question. Earlier writings express the opinion 
that "progress is iIIseparably linked with those very disturbana;s 
which today it is desired to eliminate; and therefore the removal of 
these upw.yalJ.,!!,Q.*!!!!.o.u~~ibIS "!ti!ho~!qm~ progress." .1 

'Consequently banks can ,9nly b~ counselled t~. JI.loder~?onl to ,a 
timely restriction of boom tendencies. But while the London lec
turea conclud~. with a simil~!. !dm!lnition to banks, the underlying 
reason is different. Instead of adherlDg 'fo liiHirlyposiycin; which 
he must have taken ov~ from Schumpeter, that cycles are the in
struments of material progress, he declares flatly that "an increase of'" 
production and trade forms DO 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 1I0t 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 
reli1ly neUfr8raic1itsysteml1eSoUt5i~tlie possibilities of present
day contro!." 

Prefatory to the criticism of Hayek's analysis of the cycle itself, a 
moment's attention should be accorded to his general attitude to
ward the specifically moneta,ry approach. At a later juncture it will 
be argued that the criterion of single difference does not prove the 
purely monetary origin"of the whole disturbance.' But what of his 
contention that moneta theories have been the ob eet of merited 
~Sin ecause t e ave e 'ce 
I!i • lite sense !to such ~eoIY. ever existed. If all money 
expressions of value moved in absolute aCCord, 110 ~toffion-of m.~ 
comes or production· could exist. Monetary theories have always 
dealt with specific and unequal price changes: the lag of the price 
of labor, the fixity of the "price" of debts,. etc. The elaboration 
of Wicksell's position represents therefo~ot a categorically new 
attack but at most a novel emphasis upon ~e p"rice, - ~e interest 

I Pri<u ... ~> pp. 101-107. 

• W.u..cr<A.l8,p.6S;d ....... >J[~>p.ll2. 
• Pri<u ... ~ pp. 107-1090 • 
• O. PI>- 39r-398. below. 
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rate, - with the pOssible addition of greater stress upon unequal 
commodity price advances. 

I 
From a doctrinal angle Hayek's entir~~p!ygt:;.~onElJiistinc

t!,:e thesi~.that a consta~~~e.<:!.i!e volume ofJllJln_ey~_!!?-~Yhique 
prerequISite of' illte~~mp~ !.9.~" This idea carries with 
it two corollanes: t If tlie effective volume of money is held con
stant, added savint whether from increased frugality or productive 
efficiency, automatically go into actual investment of an emnomi_ 
cally correa nature; b';!,> that if the effective volume of money is 
increased, armoug6 savmgs still go completely into actual invest
ment, ultimately all of the savin forced b the r of inBa· is 
econo e e 00 0 a . tionalloss 0 a part 
o vo untary accumulation. It follows that effective constancyin 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 !he$.!tl<i* 
-from basic principle to the resulting policy-seems to me correct. 

The notion of intertemporal equilibrium, quire-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. 

Nevertheless, against the fundamental thesis that a constant effec
tive volume of money alone secures intertemporal equilibrium three 
major objections must be raised. In th~t place a constant effec
tive vol~ money, as he defines it, would not prod[ce ad§Ele 
of commodify pnces ill actual accord wi£li""real costs. ~hdly, a 
decnne & WlihiIOdiC) pilC@s m actual accord Wlth reat costs is not the 

! 
only condition satisfying "perfect competition"; nor does Hayek 
correctly describe the mechanism of price reactions to added savings, 
even upon theassumpti~edeffective 
quantity of money. J1nrdly. equilibrium does not dt'pepd Welx w 

even mainly u n the sort of erfect1 co . . rocess under 
scusslon. aren e y et It be remarked in advance that all of 

ihese 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 mopey" 
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embraces all such increases in quantity as are required to compen
sate for decreased velocity, for a leS:Sening of the degree of industrial. 
integration, or for extension'bf the sphere of monetary economy. r I~, 
does not, however, extend: to the addition 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,re§pect " 
• to the last variable, which secure!!, according to his representa.tion;:! 
. ,the transfer of sa'l(ings to "correct.--amount of investment. Whetl:fer 
',this is true and what sense may be attached to the "additional 
stage," aside from lessened.integration, will be considered presently: 
But' the quantity of money is notJnqeased to cover the addition 
,rnovro" e y. 
; or!l!t reaso~e' e of consumers' goo "on 

counto ihe 'u tion of the more roun 0 ,the 
decreased,!-otal money value on account of-:the withdrawal. of pa17 
ment media to care for tne-adde4 turnover of producers' goods.'VIf 
"real" be taken to mean the value of consumers' goods expressed in ' 
producers' goods directly, onl)' the first reason represents a declirie of 
"real" costs; the falJ. 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 additioDal 
"stage" in production,-exceeds by so much the fall of "real" costs. 
By so much also does the "constant effective volume of money" de
part from Hayek's own ideal of "neutral money.''' 

iJa) Even if this difficulty be overlooked, a secular decline of 
commodity prices attending increased accumulation or increased 
efficiency cannot be ~ the l'!tQujsite to rntjpual behavior on the 
part of entrepreneurs. Let us consider the argument as developed m 
~ Arcmv 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 (I) on 
the IMgIW 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 commodities with a 

• &o.oo.ou. ~ •• p. 147. 
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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 lasi 
analysis, Hayek's "proof" comes to a supposed analogy of thl 
second with the first case, and of the fourth with the third. 

In the first and third cases, involving known seasonal and seculal 

'5. es in cost for a few goods, the assumption is warranted thai 
SOlute., pn .• ~, ge<;linesare necessary to secure equalization of letyg 

~. invested capital betweenvanous· Points of time. ' If only a feu 
are relatively cheaper, -the general level of consumers' good! 

cannot change appreciably, I and so the price decline of the few good! 
luu to be absolute. From this basis, the logic of which cannot bE 
impugned,.Hayek proceeds, in the second and fourth cases involving 
~ ~eneral chea'pe~g ~f.~ p~ucts in real terms, t2. spea~in term! 
of absolute price :changes, merely assuming that rela,tive changes 
cgUld not maintain equilibIitn,ii. 
, What ~apparently missel is that any annQI!.Il~ and persist. 

ing policjwith regard tothePnceJeveT"oTconsumers' goods would, 
Upon-tli£iiSStiInptions he makes, be IIPpropriately discounted into 
the present and give no Dounds for a Oistortion 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 would "need in his own interest 
to increase his current output through more intensive exploitation of 
the soil" at the outset." In other wOfd!;linticipating the glut in the 
future, hewilrimiriediately increase current production enough to 

I 
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 would make no difference to a rational community of entre
preneurs whether prices rose, fell, or remained constant. Upon the 
same assumptions, relative and_not absolute price changes are the 
importanLthing, a fact ·which Hayek himself often reiterates in 
criticizing the older monetary theories of cycles. This signalizes the 
collapse of the case fur a "constant effective volume of money," so 
faras'it- turnS-upon' Hayek's hyp0thetic:aI situations involving cal
ctJlations of fu~u~ prices. ;.j 

I Unless the monetary authority, .. we need ocarceIy suppose, decides 10 delIat. 
prices generally for lOIDe e:ztraDeoua J'eUOD. 

J CE. P. 342, above. 
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(2b) But Hayek develops, in the ,schematic representatipn of the 
process bywlliiJj"§FwmPecome investment,! anather type of !-rlN~' 
ment to support the..ideal of "consta:Ilt eifective vq}.wne." Appar
eii'fly-h~l!""Om!' turns not upOn entrepreneurs' calculations of 
,future prices, but upon aie modus operafllli of "real" capital exten-.... 
sion compared with the requisite readjustments iI:I total moneY" 4e
voted to ProdUctii and consumption. The argument may be para-

, phrased as follows. If, because of a stWngei disposltion or ability to 
save, the deuian for consumers' goods relatively to producers' 
goods change!! from f: 2 to I: 3, the correct extension of stages in pro
duction will b~ in the ril.tio of 2 :3. But this correct extension takes 
place OfIly if the total money expenditures upon producers' goods in
crease by the ssme absolute amount as total money expenditures on 
oonsumers' goods dea-ea.se, i. e. if the "total effective volume of 
money" is constant. Any increase by wayorIoanstoproduiirs" 

, wOiiId' puTilie'1!ntrepreneurs of producers' goods in possession, Qf 
more purchasing power thBJi savings warrant; the number of stages 
is extended over the allowable 2:3 increase, and this artificial exten-
sion must oollapse when infiation ceases. J • ' 

The argument with the accompanying arithmetical illustration is 
a veritable mare's-nest. We confront a dil~ at the very outset: 
what do magnitudes of the rega,ngl,esstand for? By Hayek's own 
intexpretaiioil11ley-aremoi\£Y values &lid n91.p~~~_!paWtudes, 
because the increase of Case n over Case I does flO' involve an in
crease of land and labor application. This requires 'that we imagine 
cases like ageing wine, where, if the money value increases, "it is 
solely because of ~ore "waiting." Value added by manufacture or' 
the physical increase of growing crops would be elimin&ted. But thlf 
aging wine interpretation cannot be maintained because the only 
value increment it does involve - that of interest - is not once 
mentioned in the exposition. What H~retty clearly ~ in mind 
-indeed he himself once makes the oomparisonl-is the~
chronized production" idea of J.B. C1Nk, in.lYbirh tho tGtaUilcapi
~'~ of produ~in~ s~&e;!.2l 
fabrication on thel~ way to the mnsnmer. SuCh a Vlew flllUSSarily in
VOlves a physical increase of intermediste products when production 
is more capitalistic, and probably involves additions of land and 
labor, if the analysis is not restricted solely to instances of natural 
fructificati~. While Hayek may legitimately let the numbers ill the 

• a. p. ~, aho_ ·hi<a""'~P.37. 



354 GERMAN MONETARY THEORY 

rectangles and their size refer to money value, the .addit!!!.!!<Il~~
bs..~.of ~ectangles must me.~I!..m.<>re~oods. This interpretation helps 
to make Rafek's argument mtelligIbTe. It is still necessary, how
ever, either to restrict the'whole case to working capital, to the flow 
of g09ds in process, or to invent a way, not divulged by the author, 
of spreading fix~d 9tpital over turnover, by some depreciation fac
tor, for example. , 

Making these preparator: adjustments, let us see if Hayek'!2!!.l
'clusion follows. . In the ~ place, if the proportion of 'tItrren# de
u:D'iiiid1or 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 lIeglects 
existing stocks of goods in process';p>nsequently 110 conclusion can 
be drawn as to the relative' increase of m9Pey-work-to-be-doile in

I'volved by an increment of savings. In ~ second place; a given in
crement of capital has npthing to do with the number of independent 
productive stages-,through which the intermediate productS pass. 
Here Hayek leaps 8.!iroitly from the Clarkian idea of a "stage" to 
the quite ~elated matter of degree of integration, confusing the 
cross-section view with the flow of goods against money.l ~nse
quently, even with a 2:3 increase there would not necessarily, mdeed 
quite improbably, be a corresponding increase of goods turnover and 
on money work. J\t'hlrd, and to my mind the most disastrous, ob-

I 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.JIayek would actually ask us to believe that 
the ratio of saving to consumption of current income coincides with 
the ratio of MV (or PT) 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 assumpuqp quite neglects those dealings in 
titles on the side,of p~ucers' goods, the entire F"manciIU Circulation 

) 
in Keynes' sense. I ..,l.inally, aside from this, no certain conclusions 
can be drawn as to the absolute amount of money which a given in-

I Hayek must realize the absolute distinctness of these two phenomena, for h. al-
ways says that "upon our lI$S'Umplion" additional capital means an additional stage. 
Nevertheless his whole reasoning necessarily turns on precisely this poetulate. Cf. 
Prices and ProdlldUm, p. 46, and &MDmk4 32, p. 1.f.3. 

• J. M. Keynes, A T,eoJise ... Mtmey (New York, 1930), I, 244-
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crement of savings will withdraw from the consumption sphere be
cause there is no necessary coincidence of velocities of money in the 
two fields of productive and consumptive expenditur~. . 

In additioD. to all these difliculties, Ha:yek has forsaken, in this 
second mode of demonstrating the necessity of a constant effective 
volume·of money, that very instrument w.hich in the earlier proof 
he supposes to guide 'production correctly, namely cost of prodyctiop 
JE::::ijt. !f6Mtef6 ih me anaJysIS ao mistaken estimates of the in
crease of savings or.¢ productive efficiency enter. Knowing these 
increases and the priCe level policy of the credit authority, the en~ 
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 equatiol). of exchange. Even upon the over-simplified scheme 0" 
Pmes a~ Produc/ion, the-entrepreneur would need to compute the 
deftation of prites 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 IXlnsumers' goods from the 
joint action of this defiation and the greater volume of current pro
duction. Add to these the other variables inhering in the situation 
eXplained in the preceding paragraph, 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 diflicult to believe that, in strict accord with the 
postulates of classical value theory, tl;le 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 degreeoof capital extension to be secured under technological 
progress. But this world is not real. As the economic mechanism 
actually doeS operate, frictions, tagS;.land mass~_c:hology tell the 
tale for monetary policy. In.as generally been observed that such 
cost items as contract~~, in~>..!:!Mi rent lag ~~ COII1~ _ 
modity pr!ce moY\:lD.ents. If improvement in teclmique is taken as 
a datum, stabilizing commodity prices will require an upward re-
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preneur. H~ek has perf~ed a ,r~~!,Vice by insisting, ,Il.gainst 
the very common assumption;rthat,even_stabi!ized purcila$ing 
power ovefoommodities may'giveWindfalillfo,fit. But the very 
assumptum,of technological3.dvance under -a decline of prices parallel 
to real costs could be challenged. It has been generally observed 
that periods of persistently falling prices engender pe~ 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 small amount of inflation through a 
"gently rising" price level, to avoid stagnation. 

The net result is that th~ nothing ~utomati~" about any 
p'riceJevel.. Hayek's definition of "constant effective yolume" 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 Keyues' J>anana plantation suffering stag
nation for want of a little inflationary stimulus, or Hayek's jugger
naut machine 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 prO!le it necessarily more disastrous in its final effect 
than its absence 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. ~ 

1 E, g. A. C. Pigou,IndtuIrW F~ (London, 1927), pp. 9~3 • 
• In his latest article Hayek forecasts such a aitultion for Russia as a consequence 

of forciDg industriali2ation past the point where plant will be useful on a 10 .. oc:aIe 01 
prefezence for future income. Cf. "XapitaJauJaehrung," Well ArcIL 36, pp. 86-108. 

• Amongst the ..;guOUI critical comments which Hayek'. wod: has 10 far evoked is 
Sraffa'., Dotable for ita astonishing misintetpretationa (He. Jow. 42, pp. 42'"45). He 
imagines that Hayek pictures the victims of fon:ed saving as retaliating by coDSUllling 
what has been taken from theml (Ibid" pp. 4)'-48.) Of COUllO these perIODS neither own 
the capital of which they have been espropristed, nor could they consome it if they dido 
since it is 8UIlIr. in specialized instrumento. 



CHAPTER XX; 

OTHER EXPONENTS OF CREDIT THEORIES 

ALmOUGH 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 against the Schumpeter-Hahn position. 
These writers betra,y such wide individual differences that it is difIi
cult to order them into any more significant grouping than that . 
based upon their common scepticism of credit creation. Neverthe-

I less, an approximate classification may distinguish ~ 
~ini~ t'4.aI most closely allied toMises and Hayek,Jhat which <Ie
parts from '\hem in advocating commodity price stabilization,Jrid 
-that which is peculiar in rejecting the Wicksellian doctrine of the" 
"trailing bank rate." 1" 

I. 'I'HEOlllES RELATED TO THE MISES-BAYEK PosrrION 

It is not surprising that, in addition to Machlup, three other mem
bers of the present group are to be founil"at'\lIenna. Dr. R~, 
former president of the Austrian National Bank, not onlyespousedf 
the test of conformity with natural rate for bank. rate poIiCJt. 
but also actively seconded the p;Qtests of more theoretical writers 
against the "inilationism" of Hahn and Schumpeter.· These who 
defend forced saving forget that it may be used, as revealed by 
the growth of installment selling in America, to finance consump-. 
tion. I So f", as it goes into production, it results in super:fluous 
and irrational p~ which cannot be completed when iniIation 
ends.) Just as in any other sort"of iniIation, the guidance of interest 
is destroyed; the loss is much greater than any imaginable gain 
through forcing abstiflence.· - ~ 

I Th. symmelly of thia ad.0IIl0 la doputecl. &om. by pootpoDiDg to the nat chapter 
th.wodtof Macblup, "h ... cycl.&DaIyoisfo1lo .... ~c:Ioeel7, bIlt ....... __ 
tion with subjects IIOIIlOWbatuide &om. the main thOlllO recommends sepualllamsid .... 
atiOD. 
~ Ri<!-l R~ "Du Itndilploblom in do. volbwUtschaft," zoidrift /til 

N ............... 3.pp.z-a·· 
• '6&, PlIo II-ISo 
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This position is also taken by.Dr. Richard Str.i&!, professor at the 
UiiiVelSity of Thnna,wllo 'beli£yes 'that credjt cre!\ot.i.Q!!EsJllts.Ql}ly 
in "spurious caEl!!!J:' ,I Even if bank rate reduction brings into 
iitiIiZiition previously idle pIant 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, a~d the operation of the excess plant is again ren
dered unprofitable. 2 Strigl would therefore directly oppose those 
writers who have discovered in idle plant capacity one of the main 
supports to industria1 upswings. " ' 

Another peculiarity lies in his unique emPhasis upon the opet3tion 
~ter~st as a cost an.!!.£aJiliaUzatjoo fact!!! and)~!§JkIllc:cia.tiwu>f 
Its operation through volume 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 
increas~.1QJ!Om_e9ne..else. Agamst'tIiereducedlriroiiie of credifors 
stands the gain to debtors; against the smaller real wage of the gov
ernment employee is to tie set the reduced tax burden; against the 
depreciation of any factor lagging in the price rise, the windfall to 
its users. What' Strigl seems to inlply is that the artificial transfer 
of real income does not secur~eing saved or invested.' , 
iUlartificially low intereSf" rate has the power of deflecting factors ' 

awaY1rom 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 aII~ working capital in 
concerns newly established by making the i1rter~cosness-;-aiig]ii{l 
iiiea caplfat atr~dy ~~~sreqoyonrfuiiis, by f&USlDg,~'pP!!cla
tioii m the iiillue of these assets.-ne cOmbined effect of these two 
aspeCtS of low mteresTiSlOthrottlethe proauct.ion of consumers' 
goods; here lies the essenceorto~5;¢a §liVing •• - -- -----
""While 8tngT'scontentfoii regarding idleplant 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 qnite another matter from tracing forced 
saving to that source. The ~iqueness of capjta~!ion lies in its 

• Richard StrigJ, "Die Produktion unter dem Ein1Iusae einer JUeditapanaiOll," 
Verrill 17,3, ii, 185--213 . 

• Ibid., pp. 20$-206. 

• Ibid., pp. '96-'97· I6i4., pp. '93-'95-
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buoyant psycholo~ e~ct, in the prospects which a low rate gix.es 
tOiliuroauction of producers' gOOdS. FOl'D'd saving M the Dther 
hand ~ts upon meclHmical effects, and is made ~es quite 
correctly to attend Income Inflation, 1 the monetary or quantity-of
credit pha.SeOfinterest. Putting the matter iIi. 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 iJtI.portant-groups of tonsumer 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 dema.nd for con sum
abIes would prevent any "throttling" of production there. Forced 
saving requires both the upper millstone of mobile commodity prices 
and the nether millstone of relatively fixed incomes. S~t
temptin~dispense with~ter, 

The atioii of £he Vienna philosophy into precise objective 
criteria for m<!netary policy has been assayed by Dr. pgttfrie& H/i.
berler. Although he does not assign to the monetary factor exclusive 
~sality~h~adoPts virtually the same explanation of cycles as 
~ek..' So far as credit bears on tlie sltUatlOn, Haberler has con
SlStently eld that after the forcing process dut:i:ng booms, ~ 
t)lm to "theiLbabj!.ual E,roportion o£.saYing and spe!lding," and 
that this spells the ruin of newly~tituted roundabout processes. 
Furthermore, 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 MemorGfldtmt 10 11M Gold Deleg .. 
lioN of lIM'lAagw of N aAtms.' puts this idea into terms of practicable 
indices. . 
LUnder the ~ slaftdartl, the prices of consumers' goods 

would be held constant, teebn1tal progress expressing itself by a rise 
in ~ of m~e~in':9JRe; under the labor slaftdartl, money income 
wo be held at a e~, technlCil advance appealing through the fall 
of commodity prices. These rival policies have to be tested first from 

, 1. M. Xoynos, A r.-u. _ JI.., (New York, 1930), r, 199· 
• Gottfried Haberl .. , "MODey ... d the Business Cycle," Born. , ........... 

Lo-..: GoU .. JI~ ~ (Cbi<qo, 1'13'), pp. 4J-7+ 
• PIlblish«l .... Die Xaulkraft des GeId<s and die SlabiIisieraDg de< W'utschoft, .. 

3 ...... JIri. ss. pp. !m"'0I3. 
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the angle of ethics and conflicting social interests, and secondly f~om 
the pragmatic angle of securing a maximum flow of production.J 

Conformably to the usage established by Hayek and Neisser, two 
~s of py:ggu::;s must be distinguished: the extensive sort Hi 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 

..J policy i~e~di{ should be increased proportionally to the in
crease of product, and in this fashion both commodity and labor 
standards are realized.2 

The question of justice between social classes arises in connection 
with in~~ess, 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 contracts. Finally the c1aim 
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 ao
company technical progress look 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 ~conomically 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 twos and COM of the ethical argument indicate the 

I Ibitl., pp. 9~looo. 
• Ibid., pp. IOO,J-loo6. 

• IM4., pp. JOOJ, 1016. 
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unpossibility of any decision on such a basis, this result need not be 
particularly disconcerting, because the niceties' of the matter are 
overshapowed ~y the great evil of unemployment, and because lend
ing and borrowing in large measure proceeds between members of 
the economically dominant class.1 Hence the incomparably more 
vital problem ~s non-ethical: to discover a really neutral money' 
which will eliminat. all periodic disturbanceS having their origin in 
monetarY policy and avoid all prostitution of the interest rate. 
IfI~_~gress assumes,two mylles. }Jnprovements may be ht

troduced without mcre~gt1le1ndirectness of production in the 
sense of additional I' 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;-tE.ough theY~reina.in'nomina1ly 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 Iv
_m C6$SGm in that he does not share in the increased flow of prod
ucts, but the latter imposes upon him damnum emergms, i. e. a posi
tive loss of property, and this precipitates a senes 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 harmless." I Maintaining commodity 
prices would add to the appropriate economic stimulus of lower costs 
the purely artificial stimulus of bank rate reduction. Inflationary 
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." ssys Haberler. "I still 
incline ••• to lay more weight upon the in:8ationary dangers of such 
a schematic stabilization of commodity prices than upon the in
creased social resistances [which it avoids].'" 
jlJ. intensive progress assumes the form of lengthening the indirect

ness of productien with an attending Utsertion of turnovers against 
, ,,,.,. pp. 1J-10ttt • 
• 'biL, pp. Ion-IOU • 
• Gotlfried Haberler. "Die Kledilthoorie der Cambrid&er Schule," Ardlio 60, 

P. 1$9. d. &lao his revi ... of HaIm. Ardlio s6, P. 8.8. 
• • S ..... JIri. $$.P.lor4- But Haberl .... aiticismofltoberbcm· ... PoIicfd .. " ... 

Iocta the IattO<'s "ot ......... USIIIDPtioD. that iD.aaood wheat paymea.1s for _ wwId 
ill .... the pn>ductive eIIort _dod b7 _ producas. so that All """ OIltput of 110 
dom ""'witbdrawIactorsfrom wheat. a. B....., P.ue,_u. PricJlUwI (LaDdoa. 
1916). p. 14. aIld ...... 60. pp. IS5-I59-
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money for each new step, less of the total monetary circulation is left 
for remunerating factors, and so money wages decline absolutely. 
Thi.;; condition cannot be tolerated, especially as it signifies at ,the 
same time a rise in the proportion or socia1 income going to rentiers. 
To correct this und~~i!a,kl~tend~JIa.berler woyJd ugajll applJtihe' 
llrI5l'if'S'£a5d,Wiiich in this case calls for an increase in credit sufli.
dent fo maintain constant money incomes.' 

Although. an 'index of income for productive fa!;1:ors is not really 
attainable, a suffiClentIy 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 ~ must be employed. Monetary influences upon the 
price level 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-{)f-livin~odity_inc!tces are not sUit
able for purposes of thelabor standard inasmuch as they d~end 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-{)f-living index; it is insufficiently sen
sitive to price fluctuations genei-any; and its application is restricted 
to a particular country. ~ wholesl!!.':.~oQiJY1>rice_~!!ex, on the 
other hand, ba.sec;l upon Hawtrey's procedure, obviates these diffi
culties and gives a practical criterion for stabilizin-1t~o-
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 a chapter ill 7~ EUliangHJalue of MOtleY !!!!!ing 
of "investment credits." 4 "Pure" investment ~ts go into plant 

I 'Wlieiiecononilclactors are fU1Iy employed; "suppl~entary" in-
1 Sc!mJ. J"'b. 55. pp. 1.014-1015. 
• R. G. Hawlrey. "Money and Index Numbers," reprinted from th.JIIWMl oj"" 

Royal S/QIislical Socidy. in TIN Arl oj CerrWGI BGnki", (London. 1933). pp. 303--331; 
d. especially pp. 306-J01. 

• SCM. 1Mb. 55, pp. 1017-1021. 

• Hans Neisser. D .. Taus,""'" tlu Geldu Oena, 19.8). ch. Y. 
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1 
vestmen~ts go into the utilization of idle labor and plant capa" 
C1~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 an.y 
lessening of the proportion of resources devoted to censumers' goods 
and any addition to productive apparatus; 'prices rise parallel to 
volume of credit_ Robertson has sought to qualify this conclusion 
because of "induced lacking," thtrebuilding of unspent margins de
preciated by 1;he 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 throljgh saving." Not only is it true that re~ 
reserves form a relatively small portion of unspent margins, but also 
that producers feel the same nect;ssity as consumers to increase their 
money holdings, and so there is no reason for a distortion of purctas
ing power away from consumers' goods. A small modification lies 41 
reserve reductions by those entrepreneurs who can relie upon quick 
loans from the banks, now that credit is "easier." .' 

Introducing a r~lW 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 cettainly exceed the 
increase of social capital.. because rllfJRers would reduce the absolute 
amount of their voluntary savings and also their cash rese'rVe8, thus 
partly offsetting the lacking imposed upon other persons. But there 
would be SOI/I<I increase of social capital above what it wouldhaYe,.J 
been with purely voluntary saving, because in the first place some 
rmlWs probably were not in the habit of saving anything, and 
secondly because even those who reduce the absolute amount of vOl
untary saving do not reduce it as much as the quantity taken (rom 

. them by the forcing process, as Pigou has proven upon the basis of 
the marginal utility analysis.- : 

Alternatively we may abstract from induced lacking and forced 
saving by mt/Ws, and postulate that technical improvements of 
such sort exist as to lead entrepreneurs to invest an the new credi(iD. -- ----

• 16M" Po rt7; of. B....n., p.m.", Po 4'). 
I For Neisler'. twoIold divisioIl of omspcnt margiDs, of. pp. 1~17I,Iho .... 
• r....-", Po IIg; A. C. Piao ... l........., p~ (LondoD, 1917), "",33, 
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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 
fully exploited. ~ 

Finally, we may take ~chumpe!~r's c:ase of bank lo~ to a small 
nlllIlber of espe!i.aiJy gif!,ed_ entrepreneurs. Social productiVity will 
rise;1iiitllieSame result, thougli at a slower rate, would have been 
attained through competitive elimination of less capable entre-
preneurs, had there been no new credit." ' 

In these cases does there exist ~l' ,8l!a!&ntee thaUhe increase of 
production will be enough to prevenU>rices from.rising? It is, in the 
DisTplace,oyiio meanS certam 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 augmen"ted sum would price infiation be avoided . 

SupplementaIJt.Dll4it, employed to utilize idle capital and labor, 
has a grea~~ce of avoiding intlitionary effects btX:ause the,en· 
tire'amount goes into the stream of consUmable produ~; bu!Jhe 
funds still possess an augmented effectiveness through verocity.' 
Under supplementary credit belongs also the,llse of funds to bid up 
nominal wages:-:rhe effectiveness or this process upon production
depend!M!JiOn the laborersl 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 <;2!!.qt¢ons are moderate and plausible, 
but his criticism o~n seems to reSrupona 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 offset this effect and transform the unutilized pur-

1 Ibid., pp. 121)-13J. I Ibid., p.. 1.13 • 

• Ibid., pp. 131-135. • Btmki.., PoIUy, pp. 57""59; 68-70. 
• Ibid., p. 137. • B~ PoIUy, pp. 45, SJ· 
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c'basing 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 no evidence that he 
did so. But it may be, as Neisser suggests, thatlRobertson 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.' I 
K~ also objects to induced lacl9Pg,' though in doing so he dis

ownmatiierliooiI ascnOed1OliImDy Robertson,' and comes under 
suspicion of moral delinquency. Bon; soilqu; mal , pense. At any 
rate Keynes objects that the amount of saving (or better hoarding) 
resultin~d lackinLis ve~ Whe~tic 
lacliliii,ihe says, arises in caSe of ~nf!Mi9Jl Wlth "reduc
ti01iiil ffi!'p"~ ~1I\er of CUrre!t money jnnup:;!"jiiQu,;;d 
laCEi:ig~a~cl!1l!I only' to Income Inflation: In this Keynes is cer
tIiliUy-ngnt. If the laborer's reserve is depreciated, so are the do1lars 
of his income; and there would be no reason for expecting him to 
return to his old reserve ui. absolute terms of real value whep that '. 
would mean now a higher fraction of his iea.l and money income. 
Only in case Income Inflation reimbursed him for the Commodity 
Inf!atio~ would he undertake to restore the old reserve in ab
solute terms. But to the degree to which the lag. of incomes dis.
appears, automatic lackiD.g does also. It is furthermore true th8.1; 
whereas automatic lacking placeS t1;te proceeds of forced saving 
directly in the hands of the investing class, induced lacking repre
sents only i. possibilUy of doing so, by vittue of the fact that building 
up of laborers' margins allows the, banking system to C4rlY thrOugh, • 
with given legal bank-reserve prescriptions, more Commodity In
ftation, and thus to cause more automatic lacking.' But Ro~n, 

I How _t this credit c:no.tion will have to be ander various ~th .... forms tho 
subject of the AppondiJ: to chap. v, ibiI., pp. ~ , 

• Roberllon does state that ncoiplB incrosoo .. fast .. _ilituros, btt ho d .... Dot 
apply this fact to indut<d Iackina, Ibid., P. 73. . 

• ~. 'I, 199-3QO. 
t BaUiool p.ac" pp. 49-so. DOte. 
• Xoyn .. actually ..,. "imI><-Ilac:tinc," bUt this is ... _. as his own ~ 

,,_ of the wonI ... o.... Cf. ~ 1.175. ltobomon amttuls "indut<d" with 
"-"';';"Iackina. caIlinc tho CQlDhinatiOD of both tocothor "imI><-Ilackina." Cf. 
B......, Po&" pp. 48-49. 

• Xoyn. mak ..... _t lOIIlewhat similar to this, bUt his uc:ribing.".;)able 
resoUlOll to induce Iackina oD\y '.'wh ... this IOSUlIs from cmuiDo ... 'Iina" is not_ .... 
standable, aiDce the "'7llotiOD of iDduc:ed Iac:tinc is fGn:ip to ncmuiDo "''Iina.'' Cf. 

~ .. -
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himself appears not to lay great stress on the importance of induced 
lacking. In all events Keynes and Neisser correctly give the chief 
emphasis to the lag of money earmngs. 

In.§l!!!ion to.Nelsser, HaberTeT,Sfri$I, and Rei~, the present 
group of writers mcludes atso proressor BudW orthe University of 
Frankfurt, who comes to theconduslOn that tfte explanation of 
cycles must be based uponmonetary pIlenomena. The ciiuSe ol'the 
'rum rronrgoocrt01ia'atimesiii.usn~~ prigng;a;;d 'for the 
whole r:conomic order to be pemleated WielTOr, t~1!Lt~!!e 
with a factor of p~n. 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 artificially 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 a 
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 outfiow of gold, 

J on the one hand, and necessitates larger borrowings by entrepreneurs 
on the other. Banks respond only tardily in raising their discount 
rates to the "economically 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 eventually a relative reduction in the real wage fund (the hori
zontal 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 subsistem' fund and of entrepreneurial profits produces a 
shortage of fluid funds, a sharp advance in discount charges, and a 
oollapse upon the bourse; and finally, as the joint result ,of reduced 

, Siegfried Budge, Grtmdalig.,u, llturelisc"- NoIiIm4lOu..-;. a-, 19'5), Pt. 
VIII, pp. 201-22$, "Die Probleme der Dynamik." 

• Ibid., pp. 215--218. 
• Budge does not agree with CasaeI that progressive absorption of agricultwe into 

the highly apecialized price economy will materially reduce cyclical variationa. 
• Ibid., p. 219. 
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bank. lending an.d private repaylnent of debts, commodity price 
levels fall. It is the more or less arbitrary power of central banks 
over interest rates on short term loans wbich breaks through the " 
principle of competitive adjustment and induces conjunctural 
variations.1 - -

II. THEORIES FAVORING COMMODITY PRICE STABILIZATION 
" 

In view of the zeal with wbich Mises, H~ek., and others in their 
following have mainaed the proposition that only with secularly 
declining commodity prices under technical grogress can ~iru:i
aence of bank and naturJ rates be olita.ined, It IS smgurar that there 
exists in Germany no outstandiIig spokesman of the idea held by 
Wicksell that c~tanl prices secure equili...J2..rium. Even with R0.£!re 
annampe;"who are taken m the present section as illustrative of 
the wTck.Seilian position, the doctrine supplies a merely incidental· 
feature of their work. . . 
R~e'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 Da:1ik credit. 
~ work, ThB BusineSSCyde,' has been recelvea as a claSsi
cal exposition of the former or 6pi~thofl type of analysis. Ca~f 
coniunctural disturQa.n,ci appear under two main hea4¥i>jective 
and Qll'Ychological,' the former set comprising "extra~conomic" 
factOls, both natural and social, and the "economic" factor of in
equality in saving and invelltment. Under the psychological cauSe 
belong such phenomena as stock exchange booms. Natural causes 
embrace harvest variation, etc.; and the "social extra~l!!ID1ic"
comjiOnents are wars, foreign eco. nomic de~ts, changes jn 
bank. aiscounfiiOliey, popwaUOn growth, &I! -0 ogiQllprogress. 

Late1'traffilems, however, ~~y. upon credit ~cv and 
the rateOf capital formation. In "Kredit unci' konJ {ur," ( 
R6pn dues Indeed mterPret monetary explanations as referring only 
to general price-movements, and upon nus basis objects in a much- -
quoted~, that ,even if one were to clap down upon the capi-

a IIM.,p. It", 

• Wilhelm RGpke, 1M Ir~ 0 ..... 192')' 
• lbiL, th. Iv. 
• J/ri../fII N." S. ltG, pp. 14J-e8$. 



J 

GERMAN MONETARY THEORY 

talistic economic process the cheese-bell of a stabile price level, thE 
other factors making for cyclical movements would not be ex· 
cluded." 'I Rijpke assumes cons~q..Q{.Prices to_be evidence tha1 
~1lc;yls_!!..I!!..!i1;t~1¥lK.~ei!1!.~(!:st ra.tdrom its.natural leV&l( But a 
b!!l!t TIIte.belCUf na.tuW opens yp a verita.bl.eJ?aruiQJ.il '5 box of.iIIs..JII 
the ~t place, the motive to save is lessened and the demand fOI 
consumers' goods stimulated; the very cheapening of carrying costs 
prompts speculators to carry commodity stocks rather than market 
them in an orderly fashion; and l>.lsides, the capitalized value of 
fixed instruments mounts along with an increased use of productive 
processes of longer duration." ,,)1ltimately 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 tiJ;It.ell"~e~sures ~ f!'~.EP.~w!l.lg agains~~ssive expllIlsio~, 
but"not so severely as to Jeoparruze ""th{..Qrgawc growth of credit 
Iiito"the"voliime'c>(WiiIs:" II IGtiiermore original and vigorouii1s 
Rijpke's~T;;;W;;Yof Capital Formation.' /Every increase in ~.kal 
fo~on' 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." I In a monetary 
economy'capital additions originate either with ordiJ).ary 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 m6sfsuspfcious sort, linked with gIave social and economic 
dra,!~~.'" 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; 

'11M., pp •• 65-266. • 11M., p. 27', I lbid.,p. 28 •• 
• IN TIr<orN", KGpi/<JIbild""l (Tubingeu, '929). 
• 11M., p. 8. • 11M., pp .• 8-20. , Ibid., pp. 22-23. 
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but this does not'mean that the resulting capital may not be alto
gether misapplied.1 When it comes to the matter of capital formlf 
tion through taxation, people commonly forget that this trenches t~ 
a greate! ~~'p?n priv.atesavings!han upo~ priva!C;,~!lsump •. 
tion--:-FiirtJiermore It Jies within the power .of the state to ignor!l in- • 
terest costs, the one indispensable index which we possess as to the 
permissible degree for burdening the present in favor of the future." 

Adolf Lamfe, Privatdozent at Munich, devotes his attention 
chieHy to tlie phenomenon of saving and its connection with busi
~ss cycles. He insists upon file paramount s@illicance orue 
monetary setting, and, like other writers under review in the present 
chapter, differs categorically from the Schumpeter wing in his con
viction that a Wiod of credit inflation concludes with no net in
crease in social income. Iii genera.tliis ar~m~emstofawr 1!rtce 
stabilr~tion. UiirortunatJyLii.mpe siiliers from an expository style' 
ranging from opaque to trans1ucen~. It never becomes sufficiently 
transparent to reveal whether the savings factor is #he 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 
r&e.· • 

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 fur ex
isting population. Whatever addition to capital may arise through 
increased social production and saving after the rr;w laborers have 
begun to operate, comes 100 IaI& Stated otherwisel the price m~-

1 16i4., pp. IS-lei. 
• I'*-, pp. 11..... Another themy which lays cyclical variation at the door of the 

aving proteIS appears in Hans Manell'. monogtaph Dot Jr."'~'" LKiIo .... Jr~ ... W __ .. Gt,..U ... a,19.7). ButManeIlisdistillctiveinholQ. 
iD& that the dilIicu1\y is too much saving in_en!, .. altematiwly, too little pun:h&&. 
Ing.power in the hands 01 <oJlSUIDOIS. Although he nowhere _tiona Foster and 
Catchings, h ... _ a virtual reproduction 01 their idea that aises follow a shart-cir
tuitlnc 01 ~ power, so that COIlI1IIIlers' incomes no lrmaer su8ico to dear the 
muket. 

• AdoH~Z .. r ...... s,."........_"Jr~U_1906). 
pp. 61-6$. 
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nism makes no advance capital provision for additions to populatio[ 
consequently the ideal technical proportion between existing pla~ 
and labor has to be departed from, first when the additional. dose ( 
labor is absorbed, and again after this recasting of capital, when tb 
new savings begin to flow upon the market I A second obstacle t 
correct adjustme;"t come5 from the incapaCIty orjh'!'p~ce mew 
nism to call forth m advance precisely those types of plantwhiCliShi: 

-satisfy specific ciemands OIicinneadditionai popUlation hegins t 
earn ana save:-"The 'contention tliat on prmCIp1efiie effector SiViD, 
is iiiiiiliiliUed by frictions attending it is as much justified as th 
opposite pronouncement that saving and economic expansion rul 
parallel." 1 

It would be wrong to attribute these difliculties to free competitiol 
and to imagine that authoritarian regulation could obviate them 
Even if a central authority could predict population growth, Jric 
t~s would attend the recasting of productive apparatus when 
in the period antecedent to the increment to population, factors 0 

production were turned into providing larger plant capacity. !J 
addition the socialist authority would need to know the channels 0 

demand on the part of the new laborers, their rate of saving, and th. 
repercussions of their savings and consumption upon those of. th. 
existing population." 

What is the appropriate action for the moneta!l" auth.,ority in I 

competitive regime l!!.....Vilii1i!1!!!!jfi§lQcatiogUyhich .. attach to in· 
creases in social ac~on? Departing from his usual implica
liOntliat coniiiiOdity 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 ovetproductioD 
of capital instruments and an undersupply of consumers' goods" iD 
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." 4 The limits of legitimate credit extension are given, there
fore, in the normal level of this fund. At a given moment ~
t~nsion must be governed by three considerations;jhe absolute 
magrutude of reserve stocks, ':,;I(e rate at whiCh withdrawal fo!lows 
input into social product," aIlIY'the economic possibility of quickly 
restoring to sOcial product whatever is withdrawn or its equivalent.'" 

I Ibid., p. 77; d. also pp. 63-65. 
:I Ibid., pp. 68, 76, 110. 

I Ibid., pp. 128-129. 

• Ibid., pp. 7~ 
• Ibid., p. 124. 
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In a concluding section Lampe inquires into factors which:miti
gate the severity of disruptions caused b increased sa~.~I) . 

e cent y a e to form a judgment as to the. capital 
necessary to urry through new investments until the ventures are 
articulated into the productive process, and upon this basis regulate" 
the available preSC'nt supply of loan funds. t/tl) Busin~ entemrizers 
do not commonly count upon the indefinite persistence of low m
te.rest 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. (r) In
creased saving does not invariably pro<\.yce a larger population. "To 
the "degree tli&t poPUJiRon ~wth lags behind accumulation, real 
incomes advance and e 1IDti8.l fall of interest may be made pei
manent by a sustained rate of saving. (4) The losses arising from a 
reduction in saving may be partly avoided by an infI~reJ&n 
ca.I!i1al and by the seleCtive effect of a capital shortage upon the 
gr&aes or-entrepreneurial ability. (s) The exists!W Of smrke -of 
goods serves as a buffer ~t sh~ in mmmpd;t]l mices 
wIi"en saving Ge.rts ~ort into captial goods. (6) Increasing the 
volume of CtC!!i!. to st&hjJjze p!!Tcb.sjng~e.r eases the transition 
to ~ capitalistic production.1 

The ranks of the commodity price stabilizers include also Edmund 
HerzfeldS}'. In his recently published ~rk on credit management,
'Ee eVOlves a .. dynamic price law" as the basis of the theoryof manip
ulated standardS. n hiStotlca1 observations can supply the function 
by WIiiCIitlie .. efficiency of money" increases and the function of the "" 
.. need for money," it is possible, he believes, to calculate a .. produc
tion-potential" showing p"recisely how much money will be lleeOed 
to mainfiin constant prices.' He.rzfelde.r's assumption of .. mon!:)' 
~ .. as a datum and i!!s adherence to the old banking rinnl pbi-
10so.P!lx....~t t houses s~the idea oL~nt,xolled 
~t. The book is apparently too -taiitaStiCiO evoke criticism 
from economists who could maste.r its c:omplicated algebraic 
notations. 

, 16io1., pp. r6t-,76-
• 16io1., pp. .J6. 69-,.., os. !lOt 16$. 
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'm. THEORIES ()PPOSED TO THE "TRAILING BANK 

~TE~' DOCTRINE t-,..)""':,I< ott, 

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. 

Professo!..J~;l,Icken ~ the opinion 1 that historical evidence 
shows ciinclusiV'ely"'tha~bnormalIy l{):win!eres~ rates can persist fOL 
years without in~~£!!ii!f:cove~Statis~icslikewiSl!faii to reveal the 
eXistence orcitlu:J:. aC<;UlllliIated stoCkS of commodities or unex
ploited savings in monetary form as possible resourCes for increased 
eronomic" activity. Current savingS' offer no solution, siiict'ilie 
greater pOrtion 'of the l,IDDuai increment - King's calculation for the 

./ United States puts the fraction at twocthirds-proceeds from entre-
preneurial profits, which are unusually low before the onset of re-

t 
vival.· 'What actually accounts for the upward tum I is the increased 
velocity and quantity of bank deposits, the ensuing riSe of commod
ity prices, and the forced reduction of consumption by tli~ fixed
salary and rentw groups. Against this thesi~ 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 ana the practice of corporations in bofrow

, ing from commerciaJ.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.' 

I Walter Eucken, "Kredit und Konjunktur," Veni" 115, pp. 281-305. 
I Ibid., pp. 292-296. 
• Enden's description of the ,.,.,..ier....u Wvftn, of ve10city is set forth in 

Krim,'" Btk",hhm,m _ tkNUc/mJ Geldprobkm Uena, (923), pp. 52, 53· 
• V ...... 175, p. 397. • Ibid., p. 30t. 
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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, fharacterized by high interest rates and a scarcity 
.;. of capital,.c:an be'explained neither by an d:hausting of ~tocks nor by 

a reduction of current savings, 1lince the emrepreneurs, who reap a 
rich harvest of conjunctur&(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. 
Thefallofinterestrat'esmaavan~ordepressiOn1iiSnotbing 
to do with 'VOlume of saving but proceeds from risk. The industrial 
borrower prefers ~o liquidate his obligations with the bank. iathel" 
than continue utilizing the furi&; and the bank. prefers to restnct its 
loans rather than attem.pt to cover-the risk. on an equal volume by a 
risk premium. This explains the anomaly of falling rates atten~ a' 
diminution of loans,l " 

With Eucken is to be linked Professor Rudolf Stucken of the Uni, 
versityof Erlangen. The resem6TiiD.lireStS ii"otonty"ii'pOn Stucken's 
rejection ~f the Wi~_:~g bR!!Lrat~lJ~but upon 
his emphaSisupi!!!.UiefactouLydocity oftim!!.~." Although 
Stucken'1iiSbeen 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 conjuncturai phemomena 

• than distinctive them;y.' ' 
The writers examined in this chapter represent a variety ,of 

opinion. In general they are more clo~Lallied t9 Spi!:thotf~M~, 
and Hayek than to SchUiiipefer~d)I~. Beside the issues involved 
in ~, theyraisetwil questions of basic import to the doc
trine of "trailing bank·rate." Does bank rate operate in cyclical 
movements chiefiy as a cost, or as the capitaIization factor, or as the 
determiner of quantity of credit? If it is the last, does bank rate con
stitute the aclusive regulator of credit, or are there not other deter
miners of equal importance? Opinion upon these problems will be 
reviewed later. ' 

The contention of R6pke ~ that variations in th!l.J&te,of 
sa~~-Qi~~ffi ~dering cyclesdoes not have 

• 16M., pp. .JOO-,JOS. 
• "WeitelecieubcheKODjuDkturliuntur,N ZId./IIr'" ,...sr... S7,P. 557. 
• 1-. r ........ .1[..-•• ' ._ 0_ 1926), pp. 4,...,.a. 
• Dr. StucbD'slatest wom,'o;,.1[..-" W~~ 0_193'), aD

~teI;y ........ inID ""' ........ too !ale ID be ....... in this d!apte< • . 
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much force. Additions made annually to the social fund of capital, 
as l'rofeSsor 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 v:riations 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 estimates of saving does 
not change the answer, In a society whete saving and' the construc
tion of capital goods fall into tlie 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 goes forward on the basis of estimate, and these esti
mates may err. But to what does the estimate in this case" pertain? 
H to rate 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 turn 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, b~t 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 inte1]!ruatiolWlisaving doeUI.ol.s1U!ll!!!!.1he 
v:!ew that cycles rest.!l.ll92,.!!!i~en ~ates of the volume of safJ
in$:-The-errOrSOf1jldgment so far as theyare-DOr mere1y general 
~aves of optimism and pessimism, and so far as they do not pertain 
simply to specific lines of production ~ both facts of prime inl
portance - are the product gf the diVl"rging rates oj inMzest. A rise 
of natural rate depends upon advancing demand, for example, 'from 
technological inlprovement; 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. Sa~lloll"p~~ver. 

I F. H. Knight, "Prof"""" Fisher's Intelest Theory: A Cue m Point, n J. P. B. 39, 
pp. 203, 206, 20&-210. 



CHAPTER XXI 

QUALITY OF CREDIT AND THE BUSINESS CYCLE 

ASIDE"from problems relative to the quantitative variations of pur
chasing pbwer, turrent 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 
be~~ currently expressed upon these questions. 

r. STOCX ExCHANGE CuDIT, INDUSTRIAL CuDIT, AND 

BANI: LIQUIDITY 

These subjects are the center of attention in the suggestive work 
on Blirsenkredil, lnlluslriek,edil, "nil Kapitalbild,,"C 1 by Dr. Fritz 
M~, Viennese bllsiness man and foHower of Hayek. Since the 
stOck eichange does not absorb capital literally in the sense of capi
tal goods, Machlup proposes to enquire what becom~s of the capital 
disposition in the form of savings, replacement funds, and new bank 
credit, which 1I.0w into that market. Suppose these funds come into 
the hands of a speculator purchasing new securities: what is their 
destination? Th«u:Pt ipnlleur Who sold shares may ~.lll2LthSl 
f~) 1& refund another obligation,.b) to hora for tater use, (JJ 
to plirch~ an already produced capital good, or (41 to extend plant. 
If the s~atOtRUrchases o~es, the ""UIlI may lise the pr0-
ceeds ( to retire another obligation~) to lend outJn) to purchase 
piOauctive goods, fI» to produce instruments, 0~9) to consume. In 
cases (I) and (5) (the repayment of a loan), in (2) and (6) (\he exten~ 
sion of credit) and in (3) and (7) (the taking-over of already pro- . 
duced real capital), capital disposition is unabsorbed or "unbound" . 
for its ultimate receiver; in cases (4) and (8), the capital disposition is' 
bound by real ~tal formation; and in case (9) it goes into con-
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sumption: In ~ case ~..the.re_ ~ny..1!nproductive binding or _abSQ!l!::. 
tion of capitiil.· 

--The-answer IS affected neither by appreciation nor by losses upon 
share values. In the former case the surplus goes into the hands of 
the 'Seller as free or unbpund 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 4ad been 
squandered.' 

Losses may arise from six sets of circumstances. H they occur be
- I) caifs'eo1aimiige oiifeiitructlon of the-real-capifiil of the business, the 

declining stOcTiciiiotifiol'iSiinpIy"tegistersa reat social loss .• Loss of 
;;)profitability in one undertaking, on the other hand, signifies no SOcial 

10sSDutrathef a gain accruing from progressive firms displacing out
~ -~ )moded units. H the lower value rests upon a ru~i!tL<!OWll alihe 
\ capitalJl!lyjpment;it measures a real social loss. A.Ji~.in thtL~P!

, I~ > talization. XJlte. for~ down share prices; proceeding from de~reased 
sav!ng tlliE.iS so9l!lJy ~, proceeding from technical progress, !!l 

~) advantage. Wrong investment represents a fifth cause of losses; but 
wIiether the bourStritSeif 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 il!_~ !>~ckwf1Sh from artificially 
I \ 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 specificallyattrib
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
ments, that the stock exchange withdraws money and credit from in
dustry, commerce, and agriculture. The author, Iiowever, seemiugly 
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 c1aims 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 

1 lind., pp. 38-42. 
• lind., pp. 57-67. 

• lind., pp. 33""37. 
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Boor are settled preponderately by clearing and only negligibly by 
cash or credit.'. • 

But the same argument cannot be applied to the general speculat-
" ing public not participating in the stock. clearing arrangement. Al

though purchase and sale of securitie& 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 6n the part of the public? In~ saving 
could scarcely be the explanatioq/ 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 infia~!IY b~ credit. Speculators, 
unable to anticipate the extent of uch an futIowOi funds upon the 
security market, hesitate to underwrite new issues; and this decline 
in demand for Buid funds, set over against continuously increasing 
bank credit, leaves a certain amount of purchasing power unproduc
tively "bound" in savings accounts. In brief, ~!>~IP.!i~I!Q{fuJl.ds • 
~e bourse would re~ (Jl(ihat not all security transfer is ac
complished through the' cle&rlng device; (j} that credit is being in
Bated, i. e. extended at a rate of interest lower than the natural rate; 
(J)Ilhat 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.1 -

Now consider the second question, as to whether the stock. ex
change by an absorption of credit can misdirect production. Because 
this issue hinges upon the general problem of bank credit and the 
direc?on of production, we confront immediately the necessity of 
defining a "legitimate" ,extension of credit. Monetary literature 
abounds in criteri,: 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 

• lWL. pp. ,3"'14-
• 11tiL. pp. 49""$'. 94-1CD. 

" lWL. pp.1I4-94-
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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 sa'(ing gives a defensible rule for lending if the 
savings actually materialize; 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 resultt On the other hand, 
HaI.ek 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 ~not ind~tely !'9r.tract infI,. Cessation of the process sig'iiffies the playing out of forced 
saVlDg 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." To maintain equilibrium, bank rate and natural 

i
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 
inflationary credit; and secondly, that the binding ensues upon in
flationary extensions not merely to the bourse but anywhere, inas
much as commercial loans find their way ultimately to the h9urse. 
We must conclude that to the slight degree to which it absorbs credit, 
the stock exchange merely offsets pernicious overextensions to pro
ducers. "H 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 

I Ibid., pp. 127-128. • Ibid., pp. 10,1-114, 122-124-
• Ibid., pp. 120-122, 124, 129. • Ibid., p. 100. 
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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 inventary is also. From $e 
economic angle, however, turnover for a particular firnl,..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 ail-· 
mination with the consumer.' If an industry is to. be kept upon a 
going basis, current reinvestment must cover not only I'eplacement 
of machines but replacement of goods in process: A loan upon the 
latter has to be repaid out of profits, as does anyioan for production~ 
to repay it out of sums received through marketing the finished 
product would n~ssitate a reduction in the amount of plant em
ployed.1 Carl Men~r is one of the few to have recognized that to 
possess "caPital" for a period shorter than the productive periodTs'= 
iiO"£1O"pa"!iSess capital at an. r 
-cliUYerseiy, ttl add fOthecapital 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.' A drift of purchasing power 
into the fixed 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 ~e than the lessening of 
interest." • 

The relevancy of these considerations to the present problem is 
apparent. If banks "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-

• IbM., pp. 1& ..... 35. • 11Jid., pp. '3S.'4', 
• l/);d" pp. '5?-160. • l/);d., pp. 'JS.'4', .Sr.86. 
• l/);d., pp •• 84-.86. 
• Machlup _tly ......... to tho _t that soasoD&! lIuctuatioDs in workiDc • 

c:opitaiDeods for 011. indllstl)' is Dot offset b7 in".... soasoD&! ftriatioDs oIsewh .... 
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crease its credit extension to tide over the critical period. This can 
only mean a permanent 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" ultiliza.
tion" of idle balances, followed by another increment of infIation.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, mues it unnecessary to suppose that 
business booms op,jII"ate from the very beginning with an expansion 
of bank credit . ..fiirthermore, it explains how the racheting action of 
this type of inflation allows for a persistent upswinll"Upon relatively 
modest increases of credit, periodically repeated.2,/Finally it throws 
the responsibility for misdirected production squarely upon inflation 
and not upon the stock E!xchange, 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 whe~lL!;!Q.ck 
exchange causes inflation and whether it raises the cost of credit to 
mdustry. 'Whatevef"the iaoologlcat, psycliological, or teIeOlcigrcar 
tonnection between speculative demand and inflation, it may be 
said categorically that the former does not" cause" the latt;r; banks 
can decide to meet speclilative demand or not, anatIUs' is decisive.r 
The'second-question might al'sIrbe disposed' of suminaruy by a refer
ence to the conclusions just reached. The security market could en
hance the 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 willing11ess of the bull speculator to pay higher rates on 
bank loans than he receives in real dividends.· When call-moneyad
vances, tht! rates on direct I:ommercialloans (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-

, llJid., pp. ,61-176. • llJid., PP:'i76-178. • llJid., pp. 190""193 • 
• Machlup'. exposition of the foUowing points seems vay elusive, and I cannot be 

certain of having correctly nproduced it. 
I Ibid., p. 203. 
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pired is merely a relative 'rise in short term rates and a corresponding 
fall in efiective long term mtes. l The 'high stock quotations mean 
that new security 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 ~rm financing of what are really permanent uses 
of capital.' 

But if. the initial disequilibrium of mtes proceeds from credit in
flation, the outcome is different. Interest rates in the short term I 

markets supported by bank credit will be low relatively to efiective 
security yields. In the case just mentioned, the flow of funds into 
security purchase took place despite the lower mte because of the bull 
sentiment. In the present case, funds move into long term' applica
tion because the mte 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
flationary credit has a way I of becoming logged in savings accounts. 
II This last possibility of a rise in the cost of bank credit must there
fore be explained as the consequence of - too cheap bank credit!" I 
In other wordslthe scarcity of funds upon the money markets has ' 
been indirectllcaused, not specifically by loans for security specula
tion, but by the general fact of inflation I 

Ma£!llllp's virtual.denial of capital absorption u~n the §tockex
change-'refleCtrnopiiiloDexPieSSedaseiilyas 1902 by Adolph 
Weoef,'seoonQei11iyJoli&nn ~-m 1913,iiiiifmorereeently by 
~ l!~ Hans N~.· But it is chiefly through the works 
of Gustav • ili'iit the idea has been tmnsferred to America and -

• 16i4.. pp. 188-0a6. • Macblup does not ezpIain .!>,y. Cf. iiil,. p. 208. 
'/M."" 
• Adolph Weber. Dw~ .... S,....,"'Ii ............. 1St od. (Munich, 1902). 

p. 'm Johann PloDge, v ... ., DisIlooll~iIM _ B"""""fI __ ... c.u-iII 
(Berlin. 1911l. P. 17S; Albert Balm. GcU .... K..." N_ PfIIco, pp. 1~~9O; Bans 
Noisaor. Dwr T_ AI GcUa cr ..... 19>8). pp. 71-'14-

• T ...... s..w ......... IIld Gorman ed. (1911). p. 187; olaboratod in articles 
in the PNMJwW z.iIar. M~ $-7. 1917; in ~ KroP'dli .. ,""", Quo<
tat> lleport,Aprihnd October. 1019; beIozetheCommitteeon Banking ODd eur-cy. 
Houee of ll ....... tati ..... 70th CoDatess.IiJSt _. H.R. 11806; ODd in the p ..... 
June, 19$00 .• 
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,;1I,;ingland, where it has been championed most b.otably by Reed and 
~rs, but also by~,H~nd F,itewaIl.l In Ge~ny 
the opposition numbers amongst its ranks Balog!!z..Beckerath, PilJd, 
Reisch, Richter, and Wagemann.· In our own country the party 
opposed to Cassel is relfresentea by Anderson, Hardy, Williams, and 
others." 

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 certam-marsrock 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 ultima~ destina-
Y tio,! of funds, the mere appreciation or depreciation of securities, 

the flotation of new issues, or the selling..ofI of holdings by specu
lators, do not signify a binding of capital. Sale is always ~m
panied by purchase; what,2.n..£.l)!ItlY..&IW'c:u.detniITosesthe ot!!g. 
gain~eITed, but they are available still for w'liatever 
Purpose the recipient desires. Applied to brokers' loans, the same 
view of ultimate destination givee 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.·, ~ 

• H. L. Reed, Federal Res.,.. Policy, 1931-1930 (New York, 1930), chao iv-v; J. H. 
Rogers, SkJck SpecrdoMon and ,he Money MMkeJ (Columbia, Missouri, 19"); R. G. 
Hawtrey, The Arl of CenJrai BanRing (London, 193')' p. 73; C. B. Hoover, "Brokers' 
Loans and Bank Deposits," J. P. E. 31, PP.,I3-7"; W.]. Eiteman, "Economics of 
Brokers' Loans," .A.m. &. Rn. 22, pp. 66-~n. 

I Thomas Balogh, uLatente Inflation;' Schm. Jlwb. 53, pp. 581-616; idem, ClAbo
sorption of Credit by Stock Exchange," A ... Be. Rn. '0, 651H>63; Herbert Beckeratb, 
KapilalmMkI ... 1Il GeId_kI Gena, 1916); Melchior Palyi, "ZinsfU88 und Zahlungs
bilanz in den Vereinigten Staaten," Mag"" ... tkr Wi,.,.c""!' 5, 45. p. 168,; Richard 
Reisch, "Vber das Wesen und die Wirkungen der Barsen·Kreclite," Bank-Arc ... 8, 
pp. 154-162; idem, "RUckwirkungen der BorsenspekulatioD auf den Kreditmarkt," 
ZeiJschriJl far NaliDnalokonomic I, pp. 2:05-22:1; idem, IIDas Kreditproblem ill der 
Volkswirtschaft,U ibid. 3, pp. 1-22; Hans Richter·Altschaeffer, IISome Theoretical 
Aspects of Stock Market Speculation," J. P. E. 39, pp. "~38; Ernst Wqemann. 
E_ic RiJylltm (New York, 1930), pp. UI-u3. 

I B. M. Andenon, "Brokers' Loans and Bank Credit," CIuJu ~ BulleUtt, 
vol. vm, no. 4; d. also, vol. IX, no. 2; C. O. Hardy, Credil Policies oj ,lie FetlerGl Res". 
Syskm (Wasbington, 193'), ch. viii; J. H. Williams, "The MonetaJy Doctrin .. of 
J. M. Keynes," Q. J. E. 45, pp. 541-581. 

• Eiteman (..4 ... Be; Rn. 3" pp. 76-7'1) deals only witb withdrawal of profits, 
erroneously omitting the otber occasians. Hawtrey (CenJrai BanRi_" pp. 6H'5, 83) 
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these events the volume of broker borrowing increases, but there is 
nothing on the surface to indiqLte 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 god 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 (unds~ 
upqn 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 dispo~. 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 
seller who passes on the funds zealized, ultimately back to the source of th~ 
origin (let us say.a,central. bank).' " 

In the second pi~ .. so far as transactions on the floor of exchange 
eJe concerned, the efficacy Qj. the Stock Clearing arrangement and the ~ 
almost unlimited effective velocity of brokers' accounts practically 
eliminate any demand for additional bank credit from this s_ce,~ 
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 _ WJUiIur to deduce from the high 
degree of cash economy in the exchange itself a like perfection else
where in the sphere of what Keynes calls the "Financial Circula
tion." 

The II trio" 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_raiIJ _ facti sllllN",; 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 tint t .... oa:uions lWlled above the withdrawol of foreign funds, All addi
tiOll which is Dot requbod H "speculabml" is lakeD ill .... iIldusive-. 

, Richt..-Altocbaelfer, J. P. B. 37, P. 131. (Italics miDeJ 
• CrMll PoIiciG, pp. 164-167. 
• CI. R .... .,. ciI.. Hoovv, J. P. B. 37, pp. s69-S7.J. 
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Circulation drops a little by the wayside here and there in necessal" 
working balances; and arrives at its industrial employment with <Ii 
minished magnitude. Outside the stock exchange itself with it 
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 large: 
volume of shares traded or of the same shares traded at highe: 
prices, or the usual combination of both, is immaterial. Every in 
vestor knows that there are inevitably periods when his bank 01 

brokerage account shows considerable sums awaiting his decision a! 
to just what and when to buy. An inactive market means few 01 

these occasions, for securities are held in the same hands for longe] 
periods without a break; active speculation proliferates these inter· 
ruptions iUld increases - if not proportionally, at least absolutely
the size of average cash balances. Local brokerage houses can nc 
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 tb 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_ betweelL commodity.anti.security tparJiets; .ill,that 
bo1li~,.UlIlIIl.money to carry throug!P!!O!~ading ... 

~ Tlie second cause of absorption is touched upon by Machlup 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 

• Wagem&DIl (01. <iI., p. 1.2) does indeed present a chart ohowing a striking inverse 
correlation between security prices and money-volume movement on the commodity 
markets from 1897 to 1913-

• Machlup also modili .. his general denial of absorption for a supposed dearth of new 
issues, arising from apprehensiveness and uncertainty OD the part of corporations u to 
future developments. Speculators find themselves in .,......,uOD of funds without outlet 
into industry (Barled'Mil, p. 2oS). But the sky·rocketing c:urve of actually recorded 
new issues (Reed, 01. <iI., pp. '75, 182) precludes the dilemma envisaged by Machlup. 
Furthermore, any surplus funds could be lent directly for industrial purposes without 
the intervention of IIfCUrity issues. 

• A ... &. Reo. 20, 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 second place, it pertains only to the 
latter phases of a boom when a strong bear sentiment appears. Both 
these peculiarities 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 extraor~y high velocity characterizing 
only the portion involved on the floor of exchange itself. ACCOrdingl 
to Keynes' account, a bull market may proceed "without much 
eliect on the supply for other purposes" as long as the movement 
rests upon a favorable consensus amongst speculators, r. 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 Savings-deposits. 
But as a growing bear 'St;Jltiment develops, as, in the opinion of more .J 
and more people,the price advance has gone too far, an increasing 
volume of funds is withdrawn and put into Savings-deposits. Th~ 
increase in Savings-deposits, which along with Business-depesits B v 
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.' . 

Keynes' argument becomes more conclusive if the matter of ab-J 
sorption is explicitly I put in terms of tying-up bank reserves. R~ . 
quite correctly adopts the reserve IP)2roach, 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 "Savings-depesits" that banks have less lend
ing capacity for industrial purpose!!, an accurate measure of absorp
tion under American conditions could only be got by taking accoun1; 
of the divergent reserve requirements for time and demand deposits, 
for bear withdrawals might be put int!) either category and a pre
ponderance of either would make a considerable difference in results. 
With this refinement, "Savings-deposits" indidLtessatisfac~ . ~------ -

I TNoIi.w, J, lSI. 

o With It,,,,,,eslWmelf this test is cleuIy assumed, but impIiI:itl¥ 0DIy. TNoIi.w, J, 
167; D. 196-

• FeAroI B-. P.u." z~,..zpJOo pp. 1~161. 
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;tent of paraly~ 'purch~ing..power.l C. O. Hardy combine: 
Keynes' contribqtion with the accuracy of the Reed approacl 
through reservesJ In the latter stages of a boom, says Ha..!!!1, therl 
is a body of persons "who consid~r it better business to sacrifio 
current income for the sake of a more advantageous purchase at I 
later time." 2 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 Othel 
purposes will be correspondingly curtailed.'i/l This is the crux of thl 
matter, and it may be profitably employed ~ a test for other allege<i 
causes of credit absorptioIf Brokers' loans do not themselves neces
sarily mean tied-up reserves, though there exists a presumption ill 
that direction. The passage of securities into "weaker hands" dOe! 
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 Machlup 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 ~ 
~ters a dilemma./If it expands credit to offset""&liSOrPtion in the .....----...... . 

• And not'broken' loans, as Keyn .. once intimata (oJ'. <iI., p. 25'), becauIe opecu
Iators withdraw profits partly for consumptive employment. 

o Credil PoUciu, p. 172. 
o 11M., p. 169. 
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Financial Circulation and to prevent as;tual defiation in the Indus
trial Circulation, the bull market continues; but if it merely ceases to 
increase loans, the momentum of the bull market will result in a 
shortage of funds for industry, "followed by a. collapse 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.1 I . • 

Reed therefore misses a potential source of serious disturbance 
when he says of the Wall Street situation before the debacle: .. 

Tlueatened loss of credit ;;"ntrol was the,real source of apprehension, and 
speculative use of credit had t~~ checked, not because such credit was made.. 
unavaila1l1e for other useI\_ \>ut becaUSl!"Speculative demands threatened an_ 
ezpansion of credit in gener&l. The right culprit was indicted but on precisely 
the wrong counts,',- "',r" . 

• 
Admittedly, however, the basi<: trouble is inflatiAn: even the with-
drawal of credit follows .ailly as one Of its by-products. Or alter
natively the danger may be envisaged - persons of oppo~e con-' 
victions upon the absorption question such as Machlup and Reisch, 
Hawtrey and Keynes here agree - as the tendency of secm:it¥ 
1I0tations to outstr!D S8.YJ»gs.I. " 

Even,1f ilie stock. exchange were quite incapable of depriving in
dustry of credit it WCluld be an error for the monetary authority to 
ignore changes in its complexion. Hawtrey argues quite correctly 
that speculative gains and losses partake of the nature of gambling 
turns, and that &side from the real industrial oonditions reftected in 
their oourse they have no net social significance. But is there war
rant for supposing further that iiIfIation is .. aI _ recorded in the 
oommodity markets," so that the central bank need take account 
only of the latter?· StQtk and bopd C¥IQ~8B11 have ~ ap
~ as more sensitive ~ers tban mmmtvlity l??<:eS Fur
thermore, as Maclllup ml\intains, they are peculiarly useful when 
"prosperity" is international in scope and gold movements give no' I 

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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Machlup's opposition to discriminatory measures directed towar, 
speculative credit reflects a growing sentiment. Funds put upon tb 
direct commercial loan market ease rates generally and liberate pur 
cbasing power for whatever purpose the holder desires. "Bank de 
e2§it§.kno.w..no.iather," it is saidi-n..Q.!ru\tt~prhat the initial ;;c;;i01 
~ !he loS 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 whicb have leD! 
heavily upon collateral would merely force the process under cover 
Perhaps these measures have a dampening effect psycbologically; I 
direct or mecbanical effect there is none. No better example coule 
be afforded than by the phenomenal increase of "Loans to Broken 
on Account of Others" during the I928-29 boom.1 Corporate bal· 
ances, no matter what their origin, came into active use on thl 
Street. . . 

Upon the second qualitative problem (whether commercial loans 
are really liquid) Machlup's negative answer appears to be unwar· 
rantably categoric, but more acceptable than the banker's rule oj 
thumb. The question bas several facets and must be approacbed 
from the angle, first, strictly of liquidity, under whicb the banking 
system and the individual bank demand separate consideration, 
taking cognizance of minimum and maximum credit requirements; 
and secondly, from the angle of inIplications whicb liquidity bas 
upon quantity of credit. 

A fundamental fact sometimes overlooked by the practical banker 
is that every firm requires a certain mininIum of working capital in 
order either to operate at all or to operate without sucb waste upon 
UDjltilized 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 I 
arising from alternative applications can easily be exaggerated. Re-

1 Reed, Di'. cit., p. liS. 
I Liquid capital or stora of finished and half-fabricated products ill _ of oormal 

oeeds (the oormal cootlogeot beiog iIIcluded here, ill cooformity to Keyo .. ' usage, ill 
working capital) are of such doubtful liquidity that even the proPOOODtI of co........aal 
loans probably do oot eovisage them as part of the eligible backing. 
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garding minimum requirements, the position taken by Machlup and 
still more recentlJ by Hardy 1 is fully justified: pmmercial loans 

,cannot be liquidated out of turnover, and in case of bankruptcy 
Jl'orking capital items have a narrowly limited marketability' 

But consider working capital needs above 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 Marshallian sensejofor 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 traditionalliquidity~1 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 ne allevel. Here again there is 
justification for th~n¥e e goodf come upon the m,arket 
and the loan Is 'lfctuidated Wfth ut embarrassment to the entre
preneurj-

Supp&e 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 gm
flf'al movements, over the whole field, i. e. to seasonal and cyclical 
variations in volume of trade. So far as concerns seasonal increases 
in working capital, the banking system must provide the necessary 
elastic increases in credit, since prices are not adjusted downwatd in 
so 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 in all industry, the mat-

1 CrwtIiI PoUcia. pp. 33"'W. 
• H. G. MollitOll, "CommeI<:iol BankiD& and Capital FoImatioa." J. P. &16, pp. 

7lH23· 
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ter assumes quite a different aspect, and here the service of Moulton, 
Machlup, and Hardy is most notable. A general 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. . 

'..lc~. ~,commercialloans are liquid from a truly economic 
• angle when they provide working capital in excess of normal for a 

seasongJ increase of output in industry generally, or when in a PfJl'
Ucula, industry or firm either experiences a temporary abnoimal 
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 stocks and bonds are more apt to be taken over by non-banking 
resources, i. e. out of Savings-deposits.1 • 

A second basis of apology for the banlting tradition in favor of 
commercial loans departs from the in,clusive viewpoint of all banlts 
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 eco
nomically liquid, "first-class commercial paper" has a peculiar merit 
as against se~ties. 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 

1 Treatise; I • .uS. 
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basis, another, perhaps equally arbiirary, 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 con ' 
the commercial -Ioan appear to be about equally divided. Neisser 
calls attention to the fact&t limiting individual and central banks
to this type of paper provides a certain check. to infiation over re
quirements for legal money reserves.1 But aguinst 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 15 particularly acceptable to his 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 I 
upon the dates 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 shc:lrt term to tide over a seasonal peak 
in working capital needs are entirely legitimate, inevitably finds if
self with idle funds during the oti-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 flow 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,.,f 
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 fIIf'S' 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. 

n. FOREIGN cRwIT 

The vulnerability of the German economic structure to foreign. 
developments because of extensive short term advances from abroad 
has called forth in Car~'s K,etlitirsjlaliorl -' Wirlschaflskri-

1 Dcr r ......... pp. lSI-lSI. 
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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.~ generated by
technical intpro:-:eD1~nt an~£."!a_yongr~!,,i:rr lmp~lU!P0!L. a 
mone~i'sremJlec.uJia:;-~!l~ect to inffat!on. But to his peculiar 
niOdeof thinking, the in ux ofIoreiiiifunds is as infIationarzJ!S 
excessive domestic credit.r"The halliilirk of crlseslsovercapitaIiza
tion pr6ceedlllgnot from mistaken entrepreneurial estimates of eapi-

..; tal requirements, but rather from banks and abroad,· concealing for 
a time the limits intposed 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 OfJet'capitaliMtion 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 tum too much to the short term market; • 
and finally that there may be a relative shortage of working capital ,8 

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 Verei" fiil' Sosialpolitik.1 Since loans 
from abroad automatically provoke commodity intports into Ger
many in like measure, Ropke argues, any inflation from this angle is 
necessarily temporary.'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 which pro-

I lena, '927. I Ibi4., pp. sa, ,67. 
I Ibid., p. 147. • Ibid., pp. 157-158'" 1M ...... 
• Ibid., pp. 126-127. • Ibid., pp. 58, 121. 

, Ibid., pp. 112, 126, 133. • Ibid., pp. 136-174-
• Wilhelm. Rapke, "AusJandskredite and Konjunktur," y,"", '73, iii 21.)-247. 

10 Ibid., pp. :u6-220. 
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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 elAsting vol- -
ume of product1ve apparatus': Ropke 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 douQ.t much of the popular opposition to foreign capitallJ:ests 
ultimately upon mere chauvinism or fallacious thinking. Ropke 
is c"-rt.a!nlI..!igl~!.!n ~~~g the notion that fund&-derivea:::5:iiii 

-a~~d~!!(Hol!oJ!!t?..E?nsumptive use mO~Il!l_~!-a.!la,ble_to 
borrowers upon the domestic markets, an~is 
~~£'!i§isTerin-'; "b<)Q.l!l...l.ll~g on bOITQwjng," 
sinc:e-mausrryiiOrmallI de~"y"~ it!!.£I1pital in this way even within 
thero\ii!.tty. Nevertheless his reliance upOii-a;-Row-orunpOrtSi'to /' 
neUf"ni1l.Z'e the effect of additional funds from abroad would be belied v
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 orie 
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 commanded so large a 
volume of exchange bills proceeding from foreign borrowing. i 
~es ~as shown with great clarity how the central bank of a gold- ../ 
stan-uartt country confronts a dilelQID&: raising bank rate to penalize 
domestic expansion has the consequence of drawing in gold from 
abroad, and so putting the banks in command of more reserveS.' 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; , or failing to stem the tide in this way, it 

l ll>iII., pp. 140-1.1. - I ll>iII., p. 1:1 ... 

I ll>ill., pp. 1I$-Il8. • B~ P. 71. 
I Quoted from 1M ~ (Berlin, 1919), p. IQS by Hardy, Cro4iJ PolOdos, 

p. 111, note. 
• Hans Neisser, leDie alte und die neue R.ei~1) lD SfrwoW •• Ilf1l,.,.". 

......... V~ and ed. (Berlin, 1919), U, lIS. 
, TNoIi.so, th. II. 
I ll>ill., U, llG-lu. 
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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 ba~ic 
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 faIling off iI1loans 
from abroad would aIlow for readjustment without serious revulsion. 
TIle tRith-thus appears to lie between the .extumPS indicated by 
~osch and RiipIr,e. -

1 Ibid., D, 319-331. 
• C_se aM Plr&es of 1M W",/4 Be_ic Depressim (Geneva, Switzerl&l!d, ""d 

Boston, Massachusetts, 1931), p. 219. 



• CHAPTER XXII 

OUTCOME OF THE CREDIT THEORIES OF CYCLES 

I. ON THE SPECIFICALLY MONETARY EXPLANATION 
• 

A. The DiscOfiery by CZmnqtl Theori.sls oj C,edu C,eatiotJ as a 
Factortn Pm, Formgtign.. -WHATEVER opinion may be held regarding the verisimilitude of 

monetary explanations, it would be genera.\ly conceded that /quan
titative changes in the volume of bank lending play an important 
rOle in th-e drama of conjunctural variation.IBut 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 h~ C A. ) 
been caused simply by a failure to apprehend that ~ks gea/4' ;/ 
~ As Stucken says;". . • only now, more than sixty years after, 
tlie first appermD.ce 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 theoI1 of deposit creation with which English and 
American students were quite conversant.' l!!l:!l.n, whose intransi-
geance has accomplished more toward securing an appreciation of 
the activity of commercial banks than the earlier, more academiF, 
and more careful statements of Wicksell, Mises, and Schumpeter, 
points out the persistence in the widely acxepted systematic trea-
tises on banking by Schu1ze-Gaevemitz, Somary, and Adolf Weber' 
of the view ~at. banks lend only the funds deposited with them by 
cu~ers., . -

• lludolfStuck .... r ....... lr~ 0-. .g06).'p. .... 
• Friedric:h Hayok, ~ _ lr~ (V_ 1919). p.1I3; lima 

Neisser. Dcto r_ .. GcUos 0-. '9IS). p. 51. 
• Albort Balm. y~ r ...... B~. and ed. ~. 

'9'4>. p. IS. Dote; lnl ed. ('J:'uI>iDgOIl. 1950). pp.~. Weber is amcoded to be oa:a
sicmaIIT ~ UberaI. ApiDst Balm. it is beld by Gottfried HaberIer C" Albort HabDs 
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,~~ "]LIn the second place, German theory until relatively: xecently has 
(, ./~een under t4E:.influence Gme'TQOke~Fiillidon.doctrine,l and has 

not been able to extrcise 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 
det~t:!llJnjng Pri~~ <?t th.!:.5OUrseorDusineSSQev~I£Pnients~ This 
idea is a heritage from the iiutnghCbaDking 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.' Eveu..t9day ih<tidea of the passiveness of banks iaDot 
without!1ew..conver~· - ,~- .--.. - ... - .--- ' - --" 

~ The noti..2!) , of tJ!.e automatlf seU;:xtinction of commercialJ!!.aw;, 
and"'tlieCOncept oT ba.Dltdeposits as emanating frlJIl). ~v,ing ~ 
siveW, both fenola De merged iittliii Fienef of certain economists and 
inili'~ uiiiversal conViction of pra.¢Calhankers; as ~xpressed-hy
Adolf Johr of the Swiss Crerut Institution, that "banks.are pre
emirientli"reservoirs of newly saved qwiWs.-With them ch1ef1y 

) 

'Uiey extendcredir.-COnsequeiitlY' theVolume of creditS extended by 
them 1s nof"theCause, but the result, not the inciting factor, bllt an 
attendaiIt phenomenop, 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 generalj J>~ek.has c~eq i\ttention to two 
contrillJj.Ungmc:wnstances.t,<Because the individual banker cannot 
lend much more than the funds he receives from outside, he reasons 
from the part to the whole ~d draws the same cOnclusion for the 
banking system. ) There is, JUrthermore, 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 

'Volkswirtschaftliche Theorie des Bankkredils,''' A" .. 56, p. 809) that the credit 
c:reatioD function is generally recognizod in Genn8.DY. But Haberler writes at a time 
when the tide has already turned, whera.s Balm's commeu.t persists, IOmewhat 
archaically it is true, from his first edition, • decade earlier. 

I Cf. Wdhe1m R6pke, "Kredit und Konjunktur," Jiri./fi N.~. S. 126, p. '64. 
I Cf. pp. 178, 180, above. 
• Cf. pp. 245, 181, 35, above. 
• E. g. Leonard Miksch, "Gibt ea eine a1lgemeine tlberproduktion?" crena, 1929); 

cf. Rudolf Stucken, "Weitere deutsche Konjunkturliteratur," ZUci./fi 5;', ... SIOIIII. 
81, p. 557· . 

• Adolf Jahr "Kredit und Konjunktur," Vir';" 175, p. 310. 
• K ... ~., pp. 86-lI1. 
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above. The common relation between bank and commercial client 
is the KrmJokorrmt,l which includllS botb, the customer's depositS 
and his borrowing, the ordinary practice being to allow interest at 
I per cent or Ii 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 difference 
in credit and debit rates, does not borrow in advance and have' for 
a time at least unutilized funds, Johr concludes, that the amounf 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 tile angle of society.'" 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 uf be created at all, 
but rather cOfItifHlOWly 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 bapking or whether 
it may be apologized for upon special grounds, there can be no 
doubt that the~ apP19~.J;1UD.tbe problem Qi h'lsin.ess Q'cles 
h&.LSuffered from the un~ eId'lsign gf IPQDeta,'ty' eJements. 
LengdiyapoSiii"iiisUpOn the process of credit expansion iii the 
works of most writers reviewed here, while they may appear undiIlr 
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. rM Ba~BlMlg. Crilerion of CaflSaIitm 

Despite i~ real contribution in this direction, ~ta.
tives()fjhe German~~e~.maintain th~~ns 
cOnstitute not merely an imJ:lC.lrtant factor in . u Iiea~!tltt 
~.,!!liTS!lffici~TOOiidition a conclusion which tht; 

't>reselit comjirexlon of cycle analysis y -.rrants. This belief 
proceeds not from neglect of other signi1icant phenomena, the in
lIuence of Spiethoff being sufficient to insure the mclusion of a broad 

• O. P. !lanett Whale, 1_ SId B......., .. Gorwoeoo.7 (LoncIoa, 19JO), pp. 3N& 
The K~ -.. the ED&tish ··cu ..... t -to U c.apt tbat the lonna is 
c:oramonly cliatinct &om the choc:kiq_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 BIl~. (According to the 
former, beca1!~e money itseH does not satisfy wants, it is peculiarly 
capable of inte~j?'mi:g ~n~u<1.Ullequilibrium wlu'ctl proce~ 
fr~a,!,~pe~ative upon r~al want sati~faction and the reaf proc
esses of production) ~e e~..uame idea jn sJjgbtIy dif
fe,!;!!.t te.anS: Crises anse from incorrect pridgg; but amongst the 
vanous productive factors none is subject to a persistent one-sided 
,distortion of price except capital, and there the arbitra{~.&~f 
the ban~ste.!!!...p!.2Vide a calLse 91 uniyers3I mo; LQugh.a-too 
high or /92J9w jnterest..ra.te. Both writers adopt the logical instru
ment 0 single difference: (return to a barter :urstem and business 
cy~ppearJ' " -

'-This criterion IS not applicabl£l to most economic prohIems, Value 
./ theory refuses to conclude that labor alone is productive because the 

removal of this factor would p\use production to cease. An 'earlier 
chapter.in the present enquiry rejected the deVice in connection with 
the "soci3J. value" of money. To attribute to moneY the excess 
product of a monetaty over a barter economy would con1lict 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 C01I

comitant iJa,iation. 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 ot business cycles is a 
cause in its own right. 

Upon this criterion there are o~ml!!>.~.!!J.f.al=of.£)'~
si~ the monetary fa~r. \ In th t rank will have to be placed 
vanat~0E.~I.n ~C!iffi1ral ou~t, the :waY!;:li!t~of . .QllWmsm.· 
an~, aniI1ecliiiJffil.jijnovafions. l The elaboratIOn of the 
effects of changing aemand and modes of production is Schumpeter's 

V" intellectual lou, de jMce, 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 doubt the contemporary importance of 
"new econpJnilHlEllllbinatiens '?: the altered direction of demand from 
l'llWiilaierials toward highly fabricated giiO(I5,lhe pro~-;;r ra
ti~l5n;tlie IDtroductlOn of marked economi«!SlilwliOIesaling --- . ----_._-- ---
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against retail trade, the increase in agricultu"ral productivi~y.l /Be~ 
side tIii'1iionetary, agrilil!!&iif, psyC1lQlQiiiill, and technological 
factors should be ranked the loose arti9Jhuiop of the. ~titiye 
system and the-purely technical difficultiel' in ada,pting output to dc
ma'IiQ. The fact Diat· there is eve~here IlO much slackness inthe

o 

s;ein allows en~prene~or 'to proceeq far and to engender 
further misdirection' of activity. Robertson calls a.ttention ·to the 
fact. that a I~ent increase of a~a hiT the joint ol!~t..of 
52.!!=s m1!:Y lead each one to ~~ • t b • • g 
itselrespecially apt to 'Obtain the additional market.' The mutually 
a~mg character of contributing element s a theme' whicll 
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·fiuctuations. ReferenCe may again be made to "R~'s 
description of th..= awkwardness attendipg tbe larGa, emensix~d 
durable instruments of modern indus~.. Because of the indivisl
li~f$, i 50 peE cent mcreaSCJp oufilut may necess'ittte a 
100 per cen mcreaSeln ~ant; when it is once constructed, every-' 
thihg points tv ovecprOdu ion. 'lJle condition of decreasing cost~, 
resting also on indivisibility; ma lead entre'(mneur& producing at a 
losfio ,,,,,,ease outpuno reduce per umt costs, w en e opposite is 
reJlulrea for equih'linum upon the m8iltet;, .Furthermore, m the case., 
of blast furnaces, coar mmes, etc., the ~ Of shutting down the plant 
may long post~ne the requisite re<wctIon m output. 'It has also 
btimsblfWilllow an industry normally demanding 10 per cent ofits 
plant value as replacement will, in consequenql of a -IO 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-' 
ties a 100 per cent increase in demand, to be ~ollowed at the recession 
period by an absolutl! di!;appearance Q/. demand. Al1 such facts com
bine to make the cycle to a high degree uself-infiamma~" once the " 
movement in eiUienl~on is undet way. WlthOUtlny ~tence at 
exhaustiveness, an enumeration of causes should include also' the • 
factor of infiU5 and withdrawal of funds from a~~d, .. 

r -
I C_"" P ...... , ... w ... w ~ Dc~ (Geneva. Switaerland. and 

BOItoD. Mossachuset .... 1031). pp. 64. 73-78. 84. 99, 168 ••• 6, .~; Bertil Ohlin, .. Va. 
&dCiste Probleme do. _wirtigal Krisis," W.u. A ..... 36, pp. 6-<0. 

• D. H. Robertson. &Uaoc P",","" ... Pri<c LPd (L9ndon, .926). p.l? 
• 1 .... PII. 34-38. 
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~' The admission of this multiplicity of factors may evoke the pro
test that som .. e are merely un. der.lyin1! conditions, not active causes. 
There is justice in such an ~bjt!£ti<J.nf. The notion that business cycles 
are-" self-generative" cannot prevail against the common criticism 
that it does not explain why these disturbances do not in the course 
of time "run d~wn.'j But on the other hand the cumulative and 

or mutually intenSifyiJrg 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. 
~ the second place, the adoption of concomitant variation may seem 

to imply the relegation of causation to the museum of intellectual 
curiosities. Such is not the conviction of the present wtiter. 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 rather than an attainment, 
and this is the warrant for admitting into the category of causes all 

• factors contributing to the amplitude of variation. 
I Save f?r ~..sma.llJIlinQfi1lr. Mises in Germany, Hawt.rey in 
'Engliiid, F.!~~_and.lIaDsc:n in the "'United States, cycfe analy~ts 
whose orientation is primarily monetary would be quite conten,Uo 
admit money.as a.»assive~ element-in the senile that itdoe& Bot act 
~~tia.ting..etllse. That low interest rates in and of them
!dves cannot transform depression into revival, a fact freguently 
adverted to by writers hostile to the monetary explanation/such as 
Diehl, Spiethoff, and Wagemann,1 would be readily conceded. But 
once a rising conjuncture has been set in motion by anyone" ac
tive" factor or a constellation of circumstances, it is difficult to 

" imagine how the movement could proceed far without the coOpera-
tion of the banking system. Once that coOperation has begun, and 

j price advances, anticipatory buying, plant extension, augmented 
payrolls, further credit extension to producers, increasing security 
prices, rising wages, and all the multiple interacting elements come 

I Karl Diehl, "Vber Casse1s System do. thooretisch ... So.iaIokonomi .... W./I. A,c.6. 
.8, p. J83; Arthur Spiethoff, uKriseD," HdW. tle.r SI4tII.I., 4th ed., wl. VI Oeaa, 1925), 
P.72; Ernst Wageauum, ~ ~ (New York, '930), pp. '!)4-'95. 



OUTCOME OF CRBDIT fHEORIES 401 

,
into a maze of interplay, it is pedant.i.£.!2.w.ist..tba.t.mQJWT is ~
cause of "prosperity." 11ie'ifisunction between an "essential con
ch1ion " and a "moving cause" oomes to be more and more difficult 
to maintain as prosperity develops into boom and boom into crisis. I 

r A review of busin/$s cycle analysis at its oontemporary stage seems 
t6 warrant the generalization that money 'does not.2Jl!:rate \~ind!,ct 
industrial variations exce~jun~w1tIi.gOQd:&iidbad.bar
'V!i!.~reCI~~Oii~·iinprovemeE:~!..!!liiPd!i, waves nf..optimism 
and pessiuusm, andlhi.1iJi.F;Dut that, once an .EPwyJ1..Jnwrement 
hasbeeii liiiiiitOO;-ilie moneta5' factor, assumesa r6ie at least as im
poitant is aiii other separabie factor./ Furthermore, if "monetary 
theOiy"'1nro"ak~ii"'jjltne-veryD'arrow sense which two hostile 
critics, :USwe and his disciple Burchardt, have insisted upon,' that V 
all 'non-monetary 'factors depend upon general price movements, but 
rather in the more liberal sense that bank credit supplies the most 
important single variable in cyclical movem~ts, t».e following purely 
abstract oonsiderations may have weight.,~ contrast to land and 
labor, cap-ital in the sense' of loan funds or fluid purchasing power 
represeiitsan aggregate of almOll!~rfeqly fungibkJ>r M.,lQ9geD.fOUS 

units:-rniSiii&Kent!ig1!1Y1!.robaill~ thlllJl,ny gis~\I~~~ce affecting 
eithe1' the mieresCrite. or the purc:!!asing power of m~lnel in .ene seg
menlOreomomic;]f.$ ShoUld communicate itself to..otherJ;egm~tS. 
FigUiiiiVe1y;-mon~ducto1:"fromthe very fact of its 
gene~ putChasin!JlOlVer. Whether it is impinged upon from 
outSide iiiiiferations in productivity or whether the impulse oomes 
from within through variations in credit policy, changes in disooiui!, 
rate and purchasing power make themselves felt univer5ally. 1Ji the 

..)eco1iQi>1&ce, wlieth"Crornot money ItseU "lriitiifes"the ebb and 
flow movements, whether or not money is "active" in tho course <if 
events, it might be argued that a monetary th~ryQf husjgfo$ cyclts 
is jus.@~ on th~~..:9.Uim~Medical science adopts 
this practice m the germ theory of certain diseases, without minify
ing the low organic resis~ce which is necessary in most cases to 
allow the micro-organism to develop .. Whether monetary oontrol 
can offset in large measure the disturbances emanating from ".,mus 
real factors is a problem upon which the present critical review of 
theories.does not venture. 

• AdolfU .... ntlborclea EiD8uss_ Faktmeo .... cIea I:~D 
v .... '73. p.]66: fnla ltan:lwdt, nEa~te .......... _ 1: ..... 
j ...... turtheorie,N w.lI. .... ... pp. 74'"144' 
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II. CONCLUSIONS FROM RECENT GE1WAN DISCUSSIONS 

A. The Role of Economic Progress in Cycles' 

Nearly four decades have elapsed since Wkk.seIl took the definit, 
positiQn that conjuEctu~al _~~IEents ca'i§t be e".Ptalge.d.withou 
ref':r:en.<=e to ~e "i-~~~~~~~n21!.. of economic-pragress. It mal 
be set down as a positive contribution of the German monetarJ 
theorists in the ensuing years to have elaborated this theme and b 
have brought it into its necessary connection with the mod~ 
anism of bank credit. The contemporary Cambridge school owns it: 
obligation to die-work of Schumpeter, Cassel, Mises, Hayek, an( 
others who have contributed to this literature; 1 it has left its im 
press upon the work of American writers.- So far, perhaps, thi: 
school has been too much preoccupied with working out the logica: 
apparatus involved in the natural-bank-rate contrast; it has stiI 
much unexplored territory in the matter of qualitative differences ir 
various credit markets and the behavior of credit in what Wage
mann terms" free" and "tied" commodity markets." But it has, o~ 
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 faIling into a purely eclectic and de
scriptive character. 

B. The Role of 111'1JeSm-t and Sa'lli1lgs 

The inherent instability of credit furnishes the Archimedean point 
for both 1i£Pumpeter and Mises types of cycle analysis; indeed; this 
is merely to reaffirm that they both offer monetat=y Hpianations. 

( 
But Schum~er and Hahn, possibIYbecause of their optimisiu. re-

I) garding.t1leoutcome of forcec. saVIng, do not en~~Uhe C!:!s,is as 
ess!~~~lfer of too greatplaIft1XteiiSiOn":' 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 m~~turbances~ 

1 ]. M. Keynes,A T,eaBr .... M....,. (New York, 193°),1, 197. Robertson, B""ki .. , 
Policy, pp. I, 88--90-

• C. O. Hanly, C,ediJ Policies of ,he Fed.,a' Re,_ Sys/eM (Washington, 193'), 
lasstm. 

• Be ....... ;. RltyIIrm, pp. 193-194-
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fixed and workin~ital his central theorem; 1 iebertson believes . 
tIleuruvei'SiilTeii:ture of cycles ~~te mov~ts in 
th!l)utput of mPsumable goo ~~tsJ)JO"CaSiOjii)Tiit
tended by excessive investment in stocks of good,s; • and throughout 
therourSeiinh~gye JltYdy gfthe current depreSSiOir,OliIin 
assigns pa~ount inlp'?_~ the investment~~e.· • -

Despite a VirtiiiiI'COnsensus amongst monetary wnters m favor of 
the overinvestment eJPl~tion, Cassel has cate'iiricall~ected it 
on the grounds that it falls into the"' eup. of _I iI _, glut" 
:~riefiUiii1liltt;"On the coiitfii'Y.SOciety can no more have a su r-

ID y 0 producers'1liiiiiOr'"'iDiisuiners . urthermore, the 
fact that SOllie Pef!iOns ve at uted crises to OfHlf'safling and some 
to "Mersafling 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 devel~odber- /) \ 
tus,'"Marx Sismo.ll!!L Bou~, Hobson, and apparently a.1SO'5Y l '/ 
Pmter iifctCa~gs, attributes th~down to an~!>kJn
siiHiclency 01 consumer income~~~ase..-J!!ltput w~en ;!!vings in
m!l!i!. 1l11s VUlI!ty may be deSlgnated the dislrihutioMl theory 0 

omsa~ or overinvestment, in contrast Wl Iu vane 
preseDilYtO &; examined. Except in a very special sense which makes 
it virtually coincident with the technical explanation, th~u
tional theorem cannot b~ supported. lIn ~ts cruder form iilethecirem 
me~~es that the majority of mt;men have uDsatisfied Wants 
but narrowiYffiW,Ted incomes, whereas the few have inc;ome but no ( 
un~emveSted profitsproIilerate capital goods, but 
thereis no paranel increase in consumer buying power to absorb the 
product. This unsophisticated argument is disposed of hy the reflec
tion that actual investmen~oes 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 
subtl)', however, it is said that side-tracking income into saving ..... 
tlMdialdy lessens by so much the consumer command over commodi
ties, a command which is regained only gradtlally as outlays by pro
ducers are made during the productive period,so that incomes lag 
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behind output. If this argument signifies an impasse resulting from 
actual iiwestmenl, 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'betwe~ saving and investment, it discovers a genuine 
source of disequilibrium, such as ~es dwells upon in the banana 
saga. But the difIiculty pertains t01lie period after crises, as Keynes 
insist !(,Commenting upon the Foster anc:l.i:atchings "dilemma..of 
tlriit."; it cannot' ~e. a!!y.!ln.c~c! ~,iii"'eipIanruJoJL9.f.£JiAes.l 
D~rib.Jltionorm~e in connection with existing capital invest

ment plays a rrein precipitating crises in two senses; but in the 
first, the lault does not lie primarily with distribution, and in the 
seconq, the distributional error becomes identical with technical 
overcapita1ization. In the period preceding the, crisis of 1929, it 
seems evident Jl,OW that industry was directed too much toward ob
jects of mass production, that with the contemporary distn"bution 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 ma'tter 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 incoJpe from a second angle reveals a real con
dition of general overinvestment. Credit infIation forcibly disiorts 
income from its wonted channels and bids fair to bring about a re
vulsion. 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. e maldistribution of income is 
not tlie underlying inequality, however, '1 "j;'c..r~tiseJ }nequality.~ 
With-this interpretation, Clistribtitional overcapi~tion,~Qoiei.!!>_ 
coincide}"ith the technical variety. -----, -~ . 

What does -ihelatter cOncept signify, and how can it meet tbe test 
of S~? According to that proposition, it might be thought/lO 
l~ savings are put into various lines of production propor-. 

1 T"eoIist, I, 119 • 
• This is apparently also Ohlin's conception of the bearing of unequaJ distribution 

upon cycles (cf. C ...... p. 72). Robertson .. ,.. "There is a limit to which OIltrep .... 
Ueut'8 can transfer to themselves, for retransfu to their .,rtmen, command over the 
community's consumable output without OIldangering a complete collapse of the mon&
tary .,.tom and even of the social structure" (Bad;", Policy. pp. 93"94). 
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tionately to \Ultimate cons~1!r dewd, there eQuld be nO ''.over.' 
investment," ''.overcapitalization.'' nor "oversavtng.1 Certainly in 
a generic sense 'societY can no more have an excess of capital than of 
labor or natural reSource!;. But the n0t.!0n of ?:~"rcapi.t¥.!zatJl!n..,)'l'}tJI. 
such peISQ,ns as Spiethoff, "'MlseS sa e e es obe son. 
does not run in ·abso rms i it signifies al'jVays that for some reaJ ' 

sc.!l-=ettof at"JU~~ forced saving - the tt!elmique of pro- I 
duction pas come to be too capitalistic ,elatl'oe to the currenUiQYUU 
savings' and the interest rate. ~ t:h1ni.'!Ir.iherely for some ipdus
tnes1ltlt"COiiceNaB!y f6! ,a:I1, sO that ove~p~tion is g"!l~' 
When employed with labor, capital must assume a specialized formj 
and' this technical form Win be unique J'rith each combining propot- , 
tion of capital and labor. : The &~plement of madrlnery with whiCh 
the laborer i~ e1id9w,ed under ",low rate of interest CIlJlllot be alchemi
cally tranSlllUteq to the proper instrumen~ when interest meso ~la
tively to wages. • Although the difficultY quite cons~oUsly inhefC!9 " 
in the particular application of capital and not .ats general redun
dancy, the phrase "overcapitalization" Cans attention to a peculiar 
difficulty: not appareDt from the term "~sdire~ed' production," , 
which carries with, it an implied refereqce to the-relative ~utputs of 
different consumers' goods. The current idle iupply of tractors and 
the substitutiOn of horses is dictated not by'the circumstance of V 
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 mrthco~ for wiculture, and the __ 

, capitalization or overinvestment consists in ,the losses upon the trac- " 
tors, the too capitalistic instr\llllents. " 

. ~~ upon this subject is unperilled by t~ological compli, 
. cations. The same difficulty may be~ed alternatively ~wing 

and tmdersavliig, ana a.1niosr Wi'Ch l!q ~fice, When sp . in
:;tI mnenm ,.la~are taken as Hie point. of reference, and the 
inteI'\!St rate is supposed to have advanced from the level which gave • 
rise to them, the present supply of capital appears to be 1100 small; 
thel'll fs."undersaving." . But when the present supply of capital is 
taken as the point of reference, the savings ambodied in specific in

, struments ~ laborer appear too greafj there is "oversavingt 1 To' 
avoid ~sunderstanding. the most recent practice reserves the word 
. '''saving'' for the act of abstinence and "investment" for the act of 
putting purchasing PO~ mto concrete form. It mighl be added 

• 'Ibis ambiauIt;r Is lIpIainod ill,. similar fashion b7 0bIiD, WdI. ...... 36. pp. _. 
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-that to avoid the appearance of 'a moral judgment upon what society 
ought to save, the maiadjustm~aYksl~sign!l~~q::owAlwest
ment" or "over«:'!i.Elf4!iSon" in~~l!ite..rJiariPg." 

. "itii overcap"italized plruv; i, O'lle in which interest costs per unit of 

( 

outpqt are so high as to raise .total costs per unit of output above 
• pnc. set by competition. Upon the basis of this criterion it is ob~ 

vious that al! plants cannot at once be overcapitalized, since com. 
. petitive price ~vers outlay to marginal producer.' In this sense 8fiij 

,!..ral overeaeitalizatigp is jmnossible; but this mereIY_reasier~ a . 
mdustry a,j; a whole cannot have too m-ucn caPita:!. Opponents of 

"'th);._zwpltlma'tioii"theore'ill see only t1iis aspect. But, som~ or 
many plants in all lines of production may show losses from ;I. too 
heavy capital charge. PJPductiop lDaY De divided in altogether ap
propriate proportions as between ultiliiate consumer&' goods ILild yet 
each cOnsumers' gOGd be PIt!duced at loss to a substantial portion of 
suppliers. Thll. difficulty lies not in what is produt:ed but Juno it is 
produced. Were all capital perlectly liquid and unspecialized, over
capitalization could, not arise. Even with imperfect liquidity, 'if 

, debts could be devalued, entrepreneurs could shift the l&ss of tOo
capitalistically o~ganized plants to the owners and operate hence: 
forth profitably." Lacking these modes of escaPe, entrepreneurs
iIi all industries"':' mo have carried the substitution of capital for 
lahor farthest under the influence of the previous low interest rates, 
will be obliged to face losses. 

Amongst plants with.;qually high .capttal cost relatively to labor 
cost, those having the longest construction period if they are in 
process of building, and those ha vinlt the longest depreciation period 
if they are in operation, will be ptbst adversely affected by a rise in 
interest. Ability to meet an increase in .interest cost upon current 
borrowings by reduqng valu~tion 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 str;ucture, 

1 Unless there oa:ws a general deflation of prices; but this is a phenomenon ~J. 
in idea from the cessation of forad saving, and probably in fact avoidable by vigorous 
and prompt measura by the central bank. 

I The present CODte:rt does not include misdirected. production in the senae of too 
much of one consumer's good. If this complication is added, only those plan .. can be 
operated, however readily owners scalt.d down valuations OD plant to a u true" value 
set by capitalization, where the predicted incomes or quasi-...... are sufficient to cover 
the marginal,rate of time-pRference. 
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IIJl<!n the temper of security owiers. the adroitness of managers. apd' 
the credit standing and connections of the firm. Underlying these 
immediate deteI'lIlin¢ts. however. is the mon:, truly "economic" 

'factor of capital fungibilitY. Plall.ts ~th longest construction or de
',Pn:ciation periods entail greatest fixity of inv.estment and give least " 
1?romise of "getting the capital out" j oonsequintly they n:quire ~fl 
'maximum reduction in valuation. , ' . 
. . AnQther "'IDee Of ".,,::~tm.ent·~ distinct from the foregoing is 
the ."niiii'u of redunda!!~ of 00' . .. ,::1:. 

,prod ve process. Opinion amongst 1Il0netary theoristg·as to the 
, .signlft~au:~e of mts factor in the cycle ~ not unanimous. ~Y, it' 
· ha(already been observed. ta.ke~ the extr;me position th& stockli.!:.cl,' 
• as A ~b;n'J~1i' !~ mO'lemmts ip bank rate and,..AI'e 

henc ,', ar thiiig poSS! e ft:!!..m a cause .of~s--
siOIilS. concern is WIth theQretiCai.liii<I'faciual evidence 
~~9!llti;iiC:~a~i~t~~~t amount to enouw at the end of depq:s--
510 0 IUpport revi!!'-. But-in the early stages of slump when these 
stQres attalh their ma,rlmum. the faGtors Accounting for the paucity, 
of goods ill storage at the inception of boom now operate with sud
dell violence to di¥ipate accumulations and so to aggravate the 
slump,' This attitude dtles not pl'eclude the elllphasis put by Mises 
ana Ropke upon accum.ulations before the downward tum as a facto~ 
operative in conjunction with excesS plant capacity in precipitating 
the ~ Wa§!:mann ~ ~'A.surfeit of ~s in storage is ~P'" 
tom :w.:hich warns us of the 'approtal of a c~s."· His" B~mtl.er 
oI]"torage Movements'.:..n:vews that in!low -exceeds ontfIQw from 
a I!Qip.t midway in the upswinK to IlOmetime after maximlY!1 act:@iY 
as registered by emplo}'!!lent. Since an increase of stocks might re
siilt'elther from speculative hoarding or from an effort of entre
preneurs to maintain production in the teeth of weakening Dl¥kllfs.· 
it ill not surprising to lind the volume of goods in storage relaJil!ely' 
large (at.least) both immediately before and immediately after the 

• ~st The League's study of the current qepression reveals tlilij , 
.... .'(:. 

" I R, G. IJawtnoy. C_ ... CroUl, 3Id ed. (London. 1930). pp. ..-16-
• rre.seu., vol. n. tb. uiz. 

- I s-..;. ~ po 1140 He is, of co ...... not to be COUIltod a -et.aI:J!!IJodrit. .'''',p. 1St. "..r' - " 
• .. ~ A, point Dade by J. R. llellorby in Tit C-.J of CroUl, po 75. fti<rrod to by 
_. B...n.o, P.&,. po as n .... Roba1son is pecuIior in ~ to take the 
abooIute ~tud. of .Ioeb as sigDi6amt, but ~ in ~ to 1/>" ~ of 
Short WtkiDg. a. pp. .......... beIo •• 
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condition to have prevailed before and after the crisis of 1929.' With 
the exception of Hawtrey, the opinion that excessive stQ~ 
sify and perhaps help to precipitate crises seemStci find general favor. 
-ruisummg that excessive stockS are actually a phenomena of crises, 

the theoretical question still remains as to whether this may 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 ultimate 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 w¥1ts are indefinitely extensible, society can consume any 
amount of goods out of sto~ 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 the banking" sys
tem may, by avoiding de1la.tion when the exCess stocks come upon 
the mark~t, 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 connectiqn with Schumpeter. 
How can crises be attributed ~t.the same time to p.n excess..oi..m:. 
veStiilent alia'iii-excess of consumers' goods? A more satisfactory 
~ now !?egiveir1>Ylltmzilig"tliep;ecise definition of over-
investment just developed. . 
Th~ lies in the distinction between.kimlid..CaIliW 1!!1~ 

Workiiig ClI:Eitllt,"bet-ween exCessive and approp,riate. stl>cks auari
oU'Ss1:iigeS'in production, incluiliiigthe fast. Suppose with Keynes, 
SCliumpeter, anaoilier writers who disCover a rough correspondence 
between length of'upward conjuncture and productive period, that 
a lew- wave of Consumable goods comes to marketable form, the 
consequence of augmented plant capacity. If the banking system re
fuses to allow more deflation than is justified by an imaginable de
dine of natural or equilibr-ium interest,' Working Capital ripening 
into consumers' goo<hl may be disposed of without losses. In this 
connection a footnote in the Treatise 011 Money deserves to be raised 
to prpinence. Commenting upon Johannsen's doctrine of "Impair 

1 Couru,pp. 39, 52, 53, 56, 7I,andpp.IJ4, 138. CtllllfIIOtliSystocbdidDOt,however. 
increase much after the crisis. .. 

I The pessimists would Dot "'Peet ""y declioe as & co_ueuce of forced saving 
during booms. in which case DO dedation is warranted. 
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Savings,"l~eYnes observes that any f~~n:.C)~~!!eP~')&J!!1...1o 
market their OUtput ~~' proVidea wrong proportions of con
sumers'gOoClSliiVejio een produced, dWls not rest uPOqJU,Ltu..ra
tionof the capital m'!:!!t~~~ temP!!!~
ure .01 the bankiilgSYScrm tq"p§§§ on the full aID.,2..1!D.t of the savin&!! 
"to entrepreneurs," an th,~t Johannsen Hovedeo::e,: !h~ ~j~~a 
~1l1m:ural] rate of mterest would b , _______ !!'_1;;:tilr. 
• TtWer;what Ilediagnoses1fiO'b!Q."i In other words verinvest
Ment cannot cOnsISt in capital embodied iJ:L stocq of ods unless 
IIrey are too large to be MId at an interes' cosf Selt ,he ","en' naIu,al 
,ak,/Or IIlternativejy, accordingto Say's law, the banfing sYstem' 
doe/.n~sidetIiaCi>urCQiSiiigpOwer ,mto h rds by ade1l.at.lon 
'greater than the imaginable fall in natural interest cost, consumer 
demand sufficeS for the 'lncreasedoutpui of new ~vestment at prices 
covering cost. /Indeed,' if it were not fo~ excessive stocks and de
flation, crises engendered by the fading away of forced.saviJ:Lg would· 
be marked by an absolute fall in prices for producers' goods and an ' 
absolute rise for consumers' goods. The essential reason for rollapse 
would then be losses upon pia", which was appropriately constructed..J 
for a lower market .rate of intereSt, but which is now') too capitalis
tic" when market (i. e. bank) rates rise to meet the imaginably de<- . 
dining natural rate. Writers like Mises and Budge a who speak ilf a" 
shortage of consumers' goods do so with complete justice, since the . 
decline of saviJ:Lg puts a premium on consumable output and gives 
rise to the technical variety of overinvestment. 

But it does not put a sufficient preriUum upon consumable produce 
to take care of an)' amoun' \If goods held iii. stOr&g6. In addition to './ ' 
l~ upon plant, entrepreneurs will have to face ~-.v- ' 
s!"" stocks, i. e;~~pi1fl.' The excessiveness consis~ in 
the lacnhat ihClI magnitude, appropriate ,to lower market nt~ of 
interest, now appears to their owners to be too great when these rates 
advance toward natural rate. ,The line of demarcation between. 
Working and Liquid Capital, i. e. between. requisite and excessive 
stocks of goods in the circulating capital category, depends upon the . 

, same factor which distinguishes appropriate and too great fixed 

1 A doctrine of tho Foster and CatchiD&s variety, rtpftSOIltod in German lteratwe 
by Monell; r;f. Po ~69, IlOto .. abo_ • 

• TNraIist, U. lOOt DOte.' , 
• Cf. pp. 336, ~66, abow. ' 
• Whether this factor is .. ,..... in crises ...... titutts a _to pn>bIc:m. aJdo.4. 

t.Mlcbod _; ct. pp. 407-408, abow. . 



410 GERMAN MONETARY Tl!EORY 

I 
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 wa~ of a~ptiag~s. 
~er he may continue to hold the olastOcks even though the high 

interest charge makes them cost more than what they afford to the 
entrepreneyr in the way pf convenience against predictable or unpre=
dictable inequalities in production; orlilmay let them run off along 
with full current output, and so deprels price below the level set by 
current demand for co.nsumers' goods relatively to investmenti,ll' he 
may reduce output while marketing the excessive inventory, tiLking 
the loss on. idle plant capacity. The trouble is not th~ety 
possesses too'many consumers' goodsih a genenc sen~u..o.b.ldous 
impOssibility, but £hat ,£ possessesroomaiil:-co~ers' gifQ!J.til:ul. 
prm,::!!!c:!..!/!}~f!!11Orm. Though the cessation of forced saving calls 
f6r'more consumer~oods 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, 111:. 
must accept lose.!!.ot onll;: uE9n oyerinYestll!en! m pl!!..1l1. but. also..i!i 
s'tlldtr.-rIieOvennvestment theory does not in reality suppose an 

I 
~s of both producers' a.I\.d consumers' goods at time of crisis; the 

/' apparent excess of the latter is actually an excess of the former; and 
V that not because society may have too much capital, but because it 

may have it in an inappropriate fQrm. 
The distinction between crises engendered by overinvestment in 

plant and those engendered by a conspicuous excess of workingcapi-
>/' tal has prompted certain writers to draw a supposedly parallel dis

tinction between shortages of long term and short term capital. 
:&obertsgn.,.,for example; would differentiate between ~ ,arising 
froI?~ s?_o!!,ag~!~Long ~cIq~g~ ~nd'7'ShortL~a<iii': Both the 

"aenrution of Lacking as the "actiVitY of proViaiDg "CaPital" 1 and 
the discussion of the two types of cycles represent saving for short 
and long term as two quite separable phenomena. ~rom a social 
angle !t is evident that ~s little or nothing. Individuals may 
be classified according as they save permanently to build up a for
tune upon the income on which they or their heirs may live, or as 

• Bani'nl P.Ii<,1. p. 40-
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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 accumulation results. 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 Lltcking 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 /mow 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 lemporarily on the condition that later they may retum to 
the old rate of consumption by liquidating a part 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 shortall"" of Long end Short Lackin,g 
simply c01!ltise the source of ca' with gyite separate matters. 
on e 0 e • Inconsistently with his descrip-
tion as e activity of saviiig, Roberhgn himself lIefiaes 
the two ~ti~~, Ie§Pectively, "directed toward providing 
society with tlie use .-•. 0TIied and durable instruments of producV 
tion," and that directed toward "enabling society to carry on pro
duction." I Thi~~br re;tates the accepted distinction beQveen 
fi~d:woi'ld K pital, but thesecategories have nothing to do 
with saving permanently or for short term. German writers have 
fortunately avoided this confusion, save perhaps those writers,t 
who attribute crises to a shortage specifically in the "subsistence 
fund." But this phraseology need not pertain to kinds of saving but 
only to a relative shortage of consumers'as against producers' goods. 

·1 .... P·41. 
I Ludwis Mioos, GoWu"'''''''''sior-c _ Ir~iIM a_ 1938), p. 49; 

Siecfried Bud&e.~.,~N ..... lit .. _irOa:aa.191s)id. p..J66. 
abo... The id<a is ..... dewIoped by Ba,.t and StricL 
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Beside the conventional distinction in theory between fixed and 
working capital another reinterpretation of Long and Short Lacking 
inight be the ordinary commercial contrast !>~t.w~enJong term and 
short tenJ:.l]oans:-This pertains neither to the activity of saving nor 

"the purpose to which funds are applied, but to the legal period of the 
contract. 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. 

I 
The conclusions from this protracted tIeatment 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 an. d important. ~ 
i~esWrent mlj,xJak~ o~.Jhe J01'l!l ~J!her S!! p!ant.:\Vhich is-inappro.. 
p'riate.1Q,l1igQgjqt.!O!:~Jiua.tes. ~toresof liquid capital :which.are. 

l
' x~~siv:e_~?2I}_.!he sa1!!~teri?n. The distjncti0D!~_sts upon ~he 
·se~tllJ, not upon Its sources, though"the15enod for which 
oins are advanced also assumes significance for cyclical variations in 
articular cases. 

C. The Desirability of Reducing Cyclical Variations 
to a Minimum 

~
he close correlation of industrial ebb and flow with cycles of in

estment, and the intimate association of the latter with economic 
rogress, raise the fundamental question whether business cycles 

be eliminated, or even if they can be, whether that would be 
desirable. Non-monetary theorists are generally inclined to a 
somewhat fatalistic view of the matter: socialists such as Lederer 
and Tugan-Baronowski believe periodic _upbeavals. to be.i:90tedin 
capitaliSticIllequl!Jity; DIetZe! and Sombart b~lieve that nl\turaL 
phenolDena:iue the underlying cause; Lampe, MarzeD, and S.chmitt, 
that the very proceS!; QL;ic.cumulatio_n precipitates crises; and the 
electic theorist5,"S\im...lI:5 _~~l,~ l\lltc!leD~_ and Wagemann, that 
the'1:YaeIS"Seil~p~gii:ing. Monetary theorists,- on the other 
hand;anUiClule<no take&" more optillii§tic View, believingjhat by 
app~R-~.a!e~~iP..l!llltI~_~tIal ~~ .are..ab1e eithe!!~move 
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the most important _!;&UJie..:c.Q,f-conjunctu~ Dl.£!.~ents or J:l(en 
veriJ!rgeWIO:"-olIset the _r;o~b.iJ!..~9-clIea or monet!U~,tep 
causes. 
r' Amongst those who maintain the possibility of a substan,.tial de

gree of con!!.o\J!lro1:l~h the cr,e.!!!lm£!!t!l-¢sm, not everyone agrees 
that a vigorous policYi'QteConomic stabilization should be prose
cuted. The notable champions of cycles are ,],obertson and S9J:I.!lnl;
peter. AftIiOuih-:Q.oherlSOif"ii&il@is 'iinen~ liow boom periods 
~y, indeed almost meVltaTiiy, run off info "Inappropriate Fluc
tuations," he adduces circumstances giving rise to "Appropriate 
Fluctuations".and IXlncludes that "the remedy ... might be worse 
than the disease." Variations in deiDiUia for labOr on 1liePart of 
an 1iitd!igeni rep~sentative citizen would beo somewhat smaller" 
than variations on the- part of the individual entrepreneur, and 
much smaller than variations called for in the laborer's own in
terest; never~ess, "if all business men always made, and acted 
upon, true judgments about' their own self-interest," fairly rhythmic oJ 
industrial fiuctuations would not disappear.1 That this conclusion 
doe~ .JI.Qt...IQ!lpw appea.rs clearly from the fact that R.ObertsOn no
Where appraises the tid clIect of a complete cycle, but instead con
tents himself with demonstrating the salutary clIect merely of an 
"PM1Ig pa.rtly financed by forced saving, so that Keynes may pro
test against his comp~.~g~~~~a,tlQS&.of wealth during 
a Defiation." I Schumpeter1..case, on the contrary, cannot be dis
diiSSedas a 11011 sequau"lorheexplicitly 1LlWI_c:~!h.!1Ltl1e depression 
"fulfills what the ups~ prOiiiiSOO";'-u,restores e<J,ui!!briu~d 
rea1fZl!~ th~§I~~on~.'>: uni~_cost~ofp~u~~!!.~ljic:h th~ inn~va
tioilsofllie prosperit;[p.!t.~.!a.!.c:brou&.ht.J.~ Depreciating../ 
the enentofiiiiemployment in the "normal" depressions of the pre
Wa.r period, he a.rgues that total real income would actually be en
hanced in depression were iI fIOI fur the closing down of planta 
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 nen period of prosperity.
To many students of the problC!ID 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 ~tocks, etc., with the additional possibility, suggested 
by ~' that the exaggerated l!ess.lmism..Qf...depussion..may.uris
diresroduction, '1.!!i~e as well as the roseate~sychology of boom 
times.! To refer to t e selectIve effect upon entrepreneurs aSaD 
aporogy for depression is similar to championing war as a "refresh· 
ing bath of steel." 2 . Quite aside from doubts as to the outcome oj 
cycles from ~e angle of sotial 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 t2!!d copclusion from the review u~nt 
Ge~y that a virtual concensus" prevails a~ainst tbe..AJ2Qlo
ge~\ at~ With Bu<lge, Reisch, and S~the adverse judg
m n ,IS indeed only imPllcit, bmwith Haileiler, H~ L~, 
Mises, Nei~ and Ropke a sta1:>iJ~QI]ltiQQJ!il?!ic~is expliatly 
demanded. subsequemsectiOils'treating the productivity of credit 
expailsfon and the desirable monetary standard do not reopen this 
question. 

III. UNSETXLED ISSUES 

That business ~ an unsolved pml!!em i~ as unpro~able an 
utte~as 'tlie'"fiuth 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 anti free markets, the relation of segments of 
the capital market, the degree to whiclt bank rate influences short 
term rates generally, the extent of credit absorption in security 
speculation, the difference between cyclical and structural cltange -
all these are important unknowns. Many of them are being vigor-

• Well. Arc.l36, p. 2. 
t Wagemann, 01. cit., p. 231. 

• Stucken reports such a conclusion from the deliberatioDS of the Vern. JiIr Sosi4l
/HJ1ilii at Zurich in 1929. Rudolf Stuam, uNeue deut5che KODjunkturtiteratur," 
Zlsc/J. ffJr 4. ,es. SIoIJU. 86, pp. 148-149. 
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ously attacked in the various institutes and centers for cycle research. 
in ~rmanYA!!ll.Austria· which have sprung up under tCe1iii.petus 
given by the Harvara University Committee of Economic Resea;tcb. 
and the London and Cambridge Economic 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 S9Jub!e on!), by 
a oonjunction of abstra and empiric study are three es~y 

cant to the monetary ";pproa.ch.;)l1e channels throug which. 
~e operateS, tJ4i "productivity" of bank credit~ central 
bank policy rep.nnng price levels. 

A. Thr. Aspeas DJ /he Bank RIJIe 

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 
r6le 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 majprity, however, gave IjXclusive atte9tion to 
..Auan~t, ignoring or depreclating't'be cost ~.j!ipitaliza

tion Vlewpoints. In no single case was much siiiii1icince attached to 
the question, hoWever important interest variations or interest dif
ferentials were thought to be per "$,. 

Wicksell's statement of capitalization .. t so early a iuncture 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, SchumpetQ" makes 
the point that all incomes from non-hllJll&ll 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-
-----~ -



GERMAN MONETARY THEORY 

~rdangel'OUS.l But he does not introduce this consideratioI 
directly into the analysis of .cycles. Mention is made of low interesl 
costs as inducing speculative holding of stocks of goods; but c,hiellJ 
the upswing is in.itiated by forced saving imposed by the impact of I 
new volume of credit upon commodity prices. ~ similarly no
tices the reduction in costs of production from low discount rates 
but like ScllUmpeter he bases the cycle upon quantity of credit anQ 
~t.!2!!l.equal incic\e,nce.r-rDTasseI'S analysis,hig~-:caplt.iiliZed val~el 
upon durable instruments are aD ,un~lying cause of investmenl 
bObtiis,-mougr'(r6I!l~ of purCha.smg power-seems-to._~re._as.a 
net;fssary_,!:Q!l1pleJIl.ell!..rsfiij[~nil::ROp~nssign1O fO.Jtand capi· 
talizatiop positions coordinlrte with quantity.' In England, Hawtrey 
presents the classical case formferesf .~~ ~.st, n9H!;U>!:~l!f;rs:.fu a 
narrow sense nor to spet:Ulators, butJQ,.':gealet§." • 
~ 'the other hand a larger number of monetary explanations rest 

.J directly upon quantitative moments: volume and velocity of money 
and credit. Interest-differential or simply bank rate figures, in most 

. of these cases, as the ultimate basis of quantitative variations; but it 
.../ operates noe directly upon prices; but vicariously through quantity. 

Mise:; H~yek, and their followers represent this approach, and it is 
probably the ordinary view amongst monetary theorists in England 
and America.8 The quantitative viewpoint includes also several 
writers, of whom Eucken and ~l!ck~n are the German representa
tives, who reject tIle corieliiilon of quantity and cost of credit.' 

Is the queSfton-ot"the'relative-importance-and--sequence-uf tile 
three phenomena connected with bank rate merely a hen-and-egg 
riddle, or are tile effects disparate, the points of incidence distin
guishable? Let us weigh the affirmative answer given by Keynes, 
with whom the analysis is most complete. ~ 

/ 

If "quantity" of money and credit is taken in its narrow sllfiSe, 
. capitalized values may oftcourse move disproportionately through 
the increase or decrease of monetary velocity. Many writers beside 
Keynes - ~awt1!Y and Robertson in England, and Eucken, ~w-
ser, and St~in Germany'=have dwelt upon the reduction of 

.-- ---------.-~-- -
i Cf. p. 318, above. • • Cf. pp. 32&--3290 above. 
• Cf. pp. 310, 311, above. ,f Cf. pp. 358, 368, above. 
• R. G. HawtJey, C_...., oM C,edil. pau;..; _. Tile A,' of Cmkal B......., 

(London. 1932). pp. 155. 367. 383. 
• Keynes, Treoli.s'J vol. I, ch. ::Dii, sec.. I, "Tbe Traditional Doctrine"; d. Alviu 

Hansen. Btui ..... Cyd. T""", (Boston. 1927). pp. 138. 156. 
, Cf. pp. 37'-;3730 above. 
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un~~s !n_th.!! .. !lpswing &Ild upoll...hoar<fi!1& ~ .~p~ssion. 
The factor may well be given Paramount $ignificance with quantity, 
especially as it affords a definite mode, by no means the only one, of ' 
1inkinJ-J!Wletary elem~~~ with ~~,~" factor of waves of opti
mism an~m'Fm. Furtlierniore, to theaegreetilWhich creGit at~ 
tains'iii especially high velocity upon the stock exchanges, o~ im
portant set of capitalized values may advance with a relatively small 
increase in total volUme of credit. , 

But Keynes would apparentlypress the matter farther. In direct 
OPPOSl~o the ordinary conviction, he argues that even aside 
from the "moD£tary'"Jact~r~rices of consumers' a.n.d l!roa:~c:rs' 
gooas advance and decline t r. A proposition so diametrtC8.lIy 
dPpo!ied'towbat"~ to be required on an equation of eichange 
basis would seem to require extensive,elabOration. Instead we have 
to be content with the eziguaus statements made in connection with 
an allegorical likening of profits to the "widow's cruse" and of losses 
to a Danaid jar, the latter case being slightly aliiplliied in the c~_ 
nana plantation H illustration. The widow's cruse aspect of jlrofits IS 

sultP<>sed to lie m the Tact that no matter hoW mUCh profits are spent j 

consumptively, "the elIect is to increas. the profit on the sale ~f V 
liquid consumption goods by an amount exactly equal to the amount 
of profits which have been ,thus expended." 1 ,But as Robertson ~ 
!~ t¥s!ri£I!.!lS~ply~pwts ~ ~sl~ci fro~~ en~ 
preneur to another; I indeed Keynes himself, despite the use Of the 
wOrd "iiicrease;n"proceeds immediately 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 ezpect a demon
stration of a parallel decline in the prices of consumers' and pro:
ducers' goods, quantity and velocity of money remaining the same, 
h~ contents himself finally with the proposition that the 10SSj:S upon 
current production cannot be escaped by nducing wages.1 , 

The implication, however, of the latter illustration may be that,. 
because the total money requirements in the production of baPanas 
arrnot'"(I~tarry1Dg through f1ietransfer of securities mnn 
loStni entrepreneurs to saving public requires arithmetically a 00111': 
pen'Satory decline in security pri~ "No one wOuld dciiij that, with 
a fizeQelIective volume or money (MY), &II: increase in T is com-

1 I'nooIise, 1, 1.590 (Italics It.". .. ·.) 
• D.JL Robortooa, alb. It.,.. ... 'l1leoI7 of M ... ." ... Be. J_. 41, JIP. ~ 
• INoIiot, It '76-'''' , 
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patible only with a fall in P. But are we required, in order to appl: 
this to the period of declining security values in the business cyclE 
not only to abstract from the actual shrinkage in both money an, 
velocity, but also to suppose that prices fall from an expansion in th 
volume of transactions? Or in 2: boom period are we to imagine tha 
money and velocity remain constant, and that security prices ris 
through a shrinkage in the quantity bought and sold? 

Such an interpretation is probably foreign to Keynes' meaning 
but it resultsfrom ail. effort to discover how both sets of prices, thOS4 
of producers' and consumers' goods alike, could progress and declin, 
together with!>ut the cooperation of the monetary. factor. Asid, 
from some such bizarre hypothesis, it is difficult to apprehend ho~ 
capitalized values upon fixed capital goods or securities could persis' 
at a high level without a parallel increase iD. the effective volume 0 

money to carry through trading at these prices, or conversely wit! 
low prices, "profits" and "losses" in Keynes' sense to the contra!") 
notwithstanding . 

• But there is an important way in which the capitalization proceSl 
may take on a si~ce indepe~de..nt of guantity=ATiilojiey (it 
adaifiOii to the inclusioiiOfVelocity m the former, its exclusion in th. 
latter). Rising prices for producers' goods during the prosperit) 
phase may be envisaged as "drawing out" more credit from th. 
banking sY§tem or inducing a higherve!ocitY.as agaiDst t~ 
iIfifuantity or veloClty of money /l driving" prices upward. Here th. 
contrast turns rather upon causation than upon divergent magni· 
tudes. That the lead may be taken causally by prices establishe<l 
more or less independently of money and credit, and that the lattel 
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 inf1ation.' Cycli~YI!~tiQAs..in pti~..PJQ!>..M>ly 
reveal the sam~~.!ristic. Even upon the basis of a monetary 
exptanafionTn 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 a higherIevel and the carrying-through 
of transactions at the higher level with more money. And if the em
phasis is laid upon optimi~sm 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. 

• Cf. pp. 279-282, above. 
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Consider next capita1ization in comparison . with coSt of credit. 
Low interest costs cannot sbmUlate production as a whole, ~es 
argues, "in~uch as...the aggregate incomes of consumers, whlclla.re.1 
simply the aggregate costs of production under ano,ther name, avail
able tOlurchase 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 rs an unimportant cost to 
those in which it figures 't!eavilyl A general increase in production'of " 
capital goods transpires, not from a fall in costs of prqduction, but 
from a rise in their demand prices. 

To argue in this w:lse is. certainly to propound a ~e. Although 
it is admitted that producers change over to lines mvolving 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 priCIIS for producers' goods would 
necessarily giW a temporary differential advantage to production in 
this field, forflvhatever the general drift of prices, the value of pro
ducers' goods for the time being must rise relatilldy to the value of 
consumers> goods to express the reduced rate of time-preference 'or 
capita1ization.'1 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 J 
resources tdl.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 W9uld be lowered by one-tenth of one per cent by a 
fall of interest from 3 per cent to 2 per cent, whereas capitallzed 

.1 TrecIIi.sc,., Ut. 
I Equally valid for 'IIOluntuy saviDg, farad saviDe tJuoush intIaIioD, or compuIsoIy .. 

saviDe tbmugh 11"-"-'" and <orpoI&tioDS. 
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value advances by 50 per cent, whatever their absolute height il 
dollars may be. This phenomenon warrantslgreater emphasis UpOl 
demand than costs from the short-run angle,' if by "costs" is mean 
the cost of producing producers' goods.' But if cost is extended to in 
clude all the caseS where interest does figure as a cost, i. e. not onll 
producing but utilizing the capital good once it is produced, the con 
trast disappears, since ~the higher capitalization merely sums up th, 
series of expected future installments of interest "savings," i. e. th, 
continuing reduction in outlay from the low rate/ In other words, th, 
only reason why the interest rate appears as the capitalization factol 
upon investment goods is that interest is the opportunity cost of tn
veLtp:l~t. Reduced interest cosCancflilcreased capitaliZation the[ 
contrast only as current low interest cost and present expectation 01 
continued low cost~ 

It may be worth while to emphasize this contrast merely to bl 
certain of including the psycho~r ~t_kipa~ion~11!l~el 
the w()rkings of bank rate. But there are other and more lmportanl 
reasons. Capltaliiatiofl and cost may be the concave and convel 
sides of the same shield for fixed capital goods, but not for working 
capital items, to which capitalization is inapplicable by rea,son oj 
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 . .!!aw
trey presents the credit cycle larg!ly 111 tenns of wotking -capitJ; 
K@flililiixe5JJi~upswUig-to_be commonly ushered.in.by . .a.gwwth 
Of fixed investment, followed by a working capital boom; Robertson, 
fliat~ay be 'O'iuious combinations of the two, or _the Ja45!r..,in 
isolation. At present tlle-issueis-Jairly joinea, -but not settled. 
--i,. Second real contrast might well be made by admitting into 

capitalization other factors than low bank rate. 1\.Q!Des is, of course, 
quite aware iliat capitalized values ma-.-lEse. either from a low~ring 
of the rate a~ or a rise m the series of yields disroiIDtect.t-1>cca
SI"OiiaIIY.Dy stressin'8 the latfer~ lie leaves room lOrsomething really 

I 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 chiefiy upon the 
rate at whicb reproduction takes place. Upon this basis, Robertson's objection to capi
talization for short run value scarcely seems justified (d. Be. JIIfII. 4', p. 403). In the 
long run the upper and 10 .... limits coincide. U we assume constant opportunity coots 

, between investment and consumption, changes in the rate of interest do Dot affect the 
long nm relation of prices for producem' and consumen' goods. 

I Treatise, It 1S4. 180, 202. 
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in~Ddent of low credit costs.1 JW.t as fre~y t~ matter tul1lS 
solely upon b~ .1!.t~J!ita~!12!!lactor; indeed, this seems '" 
toml/e disfinctiye roUtnl)lItiQ~~which the Treatise pro
poses to elaborate.- Real separateness'O'f'cost and caplt~ti&', 
asicrerrom 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 generica.1ly 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 me
c/tiJnical. II a Capitalization is simple arithmetic, but the magnitude 
involved upon the yield sisle, which is the more intportant variable 
in the ordinary business man's calculation, is not mechanica.1ly given. 
First, the yields are those e;xpecletl, 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 toplc, expected yields may show a 
closer correlation with quantity and velocity of credit than with the 
interest differential. , 

The ~rison am~ngst the several facets of interest rate 
con~relat!W! between ~ __ ratLand~. 
between ~dit and 1£8 volume. Tt1S precisely here that a 
sharp'DSSiOn &ppearS betwee'lrK$es and other writers. Theoordi
nary viewpoint in Germany has been to regard capitalization, cost, 
and quantities as natural correlates, simply as different modes of ap
prehending the same thin&, If anything, the emphasis has fallen 
upon quantity, with the interest differential in the position of the 
chief or exclusive regulator thereof. E~~~ even refuse 
to go back of quantity. Agairtst all such interprxtAtiPns ~ 
,declares:..... ,., -~ It is not useful to say that a change in baDk·rate changes price levels """"'" • 
• it is asaociated with changes in the quantity of baDk.Jlloney ...:.. especially if this 

statement carries any suggestion that the price levels will change mimi or less in 
the same ~on as the change in the quantity of baDk money.' • •• It is, 
rather, the other way 1OUIld. A change in the quantity alIects the price level in 
the 6rst iDStance, because, other things being equal, this means a baDk rate 
which will change the ~t rate of interest ...tatively to the DAtura! rate.' 

a DitI., t, 194; D, a6a~ 
• &.1-.4', P. 4<>4- (Italics mine.) 
• TNoIiso,', 117. (Italics It.".. .. ·.) 

• Di4., I, 191, 198-lgo, aQ3. d. 

I n&,,,.I\Io 
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In these statements evidently two theses are involved:~ that it is 
the inter~rential and not quantity of cred[;hich causes varia
tions in price levelsJ2) that variations in quantity of credit do not 
produce proportionate- variations in price levels. It is clear from 
Key!!es' mode of statement that the former is the more imoortal}t; 
but1t 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 without 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! 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 I in the present book agrees with Keynes as to the practical 
importanc'e 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 col\Sideration that is exactly what is called for. But that 
does not make the price level of 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 

I Cf. pp. 386-381. above. 
I T/Je Pres"" Poliliott of Mtmdt1r7 ScUrou (Manchester, 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 shown to have ~nlike effects on prices 
in the two spheres. The argument confirms rather than refute;; the 
quantitative approach, 

The three 'remaining points involve price variations presumably 
,neither proportional to nor caused by cha.nges in volume of credit: 
The first of these, a, adverts to the sma.ller quantity of bank money 
required to finance a profit inlIation than an earnings inflation, i. e. ,a 
rise in the Rominallevel 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 pa.ra.lleling the specific price levels measured. Regarding 
causation nothing is said, but the implication of the phrase" quan
tityof money IMktjuate 10 support a rise of prices" is probably that the 
force driving prices upward has been the higher capita.liza.tion 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 be "inadequate," cherishing the arriere-pens~ that the "reac
tion" would occur so early as to be pra.ctica.lly synchronous with the 
".action" started by capita.liza.tion. Substantia.lly the same criti
cisms may be applied to the argument under c, that a divergence of 
bank and natura.! rates induced by saving "requires" a sma.ller 
change in the quantity of money than an equal divergence through a 
rise of natura.! 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, I, may be translated to 
this effect: during the progress of an investment boom, advancing 
bank rate toward natura.! rate may proJX1ote a capital inflow of such 
magnitude as more than to offset the unfavoca.ble commodity ba.l
ance involved in the process of extensive construction. The conse
quence is then an ifrjlqw 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, -, Ke es offers nothing contrae the most..or.thodox..quami.t~. a on: e ill eres 
di erential 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
d~hich to most readers' Wi1nippear dev~tating to D.iStliesis. 
Tnat fact is the "unsatisfi~rin.iWf bml-.rs" which makes it im
~sible to asSiiiiie that "a given level of bank rate, takelf"iiiCOli
jUE:cti~~,!I'i.~~ ~e~~t.!~Or5,iiiUst he uniquC;!Ty cOrrelated, if!!:" 
to be ejJ~tiv,e, with a given quantity of bank money." 1 The second 
volUme presen~li:cerrenf'""iIescttpliOnorfhe "fringe" and the 
necessity it imposes upon the banking system of rationing out credit, 
but.nowhere is the ea!lier promise fulfilled t~t the.,g~nera!-_~~ry ~ 
bailF rate may be easily adapted to include these circumstances:' We 
ShoUld metefOi~..!ie-.Q.1i.~~Ct~~c.£epme tiUiIlonh.e. italicii.ed 
p~ tbat if any discrepancy appears in the inverse variation of 
quantity Ii:iili cost of credit, it.,is .B,u.!nJl!y-whi.cb..amtrols prices.. , 

In retrospect it is patent that capitalization, cost, and quantity 
are distinct matters, not only iii. logic, but in magnitude and effect. 
But it is almost equally certain that the distinctions are largely old 
wi,ne in new bottles: they give new captions to old and as yet un
settled issues. Whether capitalization or quantity plays a more 
important rale 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 interest 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 movementj; is a quesfionwliich 
iSprobably answered fairly genemIly1n1avoro( tfii lattei.'·Buflhe -- /' .. -- --_.- ... 

1 ~-fl2. 216. (Italics mine.) 
I Ibid., I, 213j u, 364-367. 
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solution will be different in various national economies, SOme of 
which rely rather heavily on rationini, others on the impersonal rule 
of price; some of which possess strongly centra.lizl;d bankplg systemS 
imposing their decisions upon industry through the instrument ot 
bank rate, others which do not. ' 

B. 'The "Protluctillity" of Batik Credit 

Theoretical opinion in German and English literature alike varies 
from blackest foreboding to roseate optimism regarding the process 
of banJr.. credit expansion. To put the problem upon a discusskble 
footingJ inflation may 'be defin~d for lhe present purpose as any 
monetarr15<ili'CY which produces a positive margin between com
modity price'S and costs of production, whether the differential res.ts 
upon a rise of the former with the latter constant or lagging, or from 

'c coostint commodity prices witJi wage and other costs per unit of out
put declining/ Let us consider the matter first solely from the angle 
of volume of output, without reference to effect upon social welfare 
through changed distribution. Upon this basis the case in favor of 
cre~pon Wits u£n its su1l.nqsed tendepsjr~I) to'increase the 
current §upply 0 pro uctive services,J2) to bring about a bettel' or 
greater utilization of available goods. This division has only a prag
matic justification. It is possible'to reduce all current Hows 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" 

• stinente (under x),.from that proceeding from appreciation (under 
2); and in cyclical analysis, at least, it seems better to'regard profit 
as a rent (under 2) than as a cost (under x). 

How does an inflationary increase of purchasing Power affect the 
volume of current Saving? Contemporary writers have fairly gen
erally 1 ab~doned such euphemisms as "anticipating saving," '&nd 
have recognized that the cootribution of banks to capital accumula
tion rests upon expropriation. To the degree to which infiation 
passes from commodity pnees 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 at~nds ~tion for the bond holder, annuitant, pensioner, 

I But one m&;,rotiII nod that "a1thou&h the equipm<Dt Day be _tuaIly pQI for 
out alsaYiDp, the saviqs Day O<aIr siz IIlOIlths or a year or _ after tho equipm<Dt 
.......... tNCl1Id .. (S. H. Slidltor, .II ..... &.o.ic S....., [N .. YOlk, 1051]" po 69$). 
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and other fixed income receivers goes without saying. Whether it 
strikes upon the broad class of laborers without contracts or with 
very short term agreements, and how important the sum extl'acted 
from them may be, are matters of speculation. Cassel does'not be
lieve it possible to determine the answer from available data; but so 
conservative an investigator as Wagemann believes that "age rates 
lag in the upswing"though "no entirely satisfactory statistical proof 
of this can be.offered.".1 More commonly, writers simply assumE;)' 
reduction of real wa&;s u,£.AAdx.mge$ o1,upillWPn.2 

tIle next ques'tion turns on the response of voluntary savings. At 
one extreme stands the (perhaps unguarded) statement of Cassel 
that inflation will eventu~the..uatural.t.ateJ.lowa to ~l 
of bJri'K$ik;· at the other, ~'s thesis that finally people return 
to their old rate of accumulation,' so that the market rates of mterest 
ruetO the unchanged ievelO1 natuwiate:-J!ofIiCOilclii5ronsare too 
ailr&25"c:--TliCToIiner COD,tention mVcllves the absurdity of l1ialailg 
capital as abundant as Qne ch<!Oses by tile simple expedient 9f print
ing fiat money. The second involves a non sequitu,.: no doubt the 
ordinary citizen may in the course of time scale down hiS savings to 
their old propD!,tion 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 floating 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 
,.en/ius and laborers would not save anything except through the 
forcing process. Finally, to the degree to which such persons try to 

• &mtmrtic -RhyIImt, p. "7. 
a II As is well known" is Robertson's phrase. Banki,., Polic" p. 21. 
I Cf. ,pp. 312-313, above . 
• CI. pp. 344-345, above. 
I E. g. Reisch, p. 357, above; Robertson, 0'. cit., p. 73. • 
• A. c. Pigou, lotlwlri4l F~ (London, 1927), p. 133. With this Neisou 

agrees completely and Miseo with JeSrrV&tionJ. CI. pp. 336, 363, above. 
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escape depreciation upon their holdings of money and claims in 
monetary terms by a !light into "real values," there may be some 
preference for capital over consumers' goods. Corporations and gov
ernments also force saving by their p1"!!.ctices respectively of reinVest
ing earnings and extending public works through taxation. --But 
there is no reason for connecting either with bank credit expansion. 
For corporations it is mther 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 th~industrial reserve army" of labor.l Keynes believes it ap
propria e 'tQC8l! JiuCh ~orcea redisJijIDrtion"&TiIicome as increases 
working caPiiif throuf exten~g::-!mproyiileiit&substitution of 
proauct.ive for unpiiiductive consumjltrcm:r:rnasmuCh as;beiore'tbe 
redis'trlbution h&duaiisPlre(r,pu~ power would have fanen 
upon certain productiVe agents in ~e 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 wb,s:n 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 eJ:- -

pansion the absorption of idle labor if the unemployment may itself . 
be ascribed to a crisis based upon 'a preceding period of infIatioh: 
Alternatively, unemployuieltt ascribable to normal frictional losses 
inhering in ~e competitive process could only be eliminated by in
liation- at the tost 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 ralll_of money wages and not the .. 
number of persons employed and hours of labor supplied, it is dissi
pated ~ in "unproductive consumption." Sooner or later infla
tion comes into a stage where no more productive effort is dicited -
from the laboring members of the community. • 

I E. , •• CUseI ~d Balm. pp. JOB. JoB, abo...,; and ..... Budge, Neissor;' and W-odt-
..u. pp. J66, J64. .JOS. abo... • TreoIioo, n, '04'-116. • 
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So far the entrep~en~ur 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 tlie_ Cl!!-3.!l.tity or quality of e.ntrepreneJ!tW 
s~$e is forw~rd~!>y",t,h~~. 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 probaply should be conceded, though it would be easy to err 
by a sort of double counting, and that in two respects. So far as 
windfall profits are supposed to be transferred by tbeir reqpients 
into investment, we cannot suppose also that the entrepreneurial 
group is persuaded to keener effort by a larger How 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, fo~ the effect of easy money is the opposit~. It is 
deflation and slump which does the weeding O)1t, or else the slow
moving ~'natural" forces of competition under 'relative stability, as 
Keynes concede~.l Boom times mean keen competition on the part 
of entrepreneurs for the factol'\of production, but it is a gentlemauly 
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 entrepreneursIlip, is tbe effect of '!P" 
swings in indu~trial, ac;.tWty upon plant utilization. It may bewd 
do'Wtras'ageneral principle ihanhe-llptimUiliCOndition 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-

I TrllJlis" I, 296.. 
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tion at the cost of an ~evitable revulsion later whim.infiatio~ "plays' 
out" and factor prices come to their correcj: relative;ievels,' On the 
other hand; the "artificial" stimulus might' remove undue depres
sion psy~ology and bring about market. 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
sou~s and capital goods. Here the appreciation of fixed capital in.,. 
struments is not merely a matter of an inflationary price rise; in 
Hahn's striking phrase, ~t "produces goods out of nothing." A 
,fIn'tIltr powerful argument or graduill iDti&tlon nnght be adduced 
from the ten~tQlIl-P'ltiti.o_~~ward undue_plan_t~l:!lsi!cln. 
Dr. Chamberlin of Harvard tl'iirversity nas&lsii explained how com
petition prevailing upon the supply side where "products" are dif
ferentiated results in an equilibrium with excess capacity.t In these 
cases it would not seem impossiDle to imagine that a "forced levy" 
upon the public through inflation and a cheapening of cost factors 
should reduce per unit costs of production by mon; than.the subsidy. 

The conservative school adduces cogent reasons, on the other 
band, for believing that the very process of attempting to bring labor 

~ and plant into a higher operating rate by credit injections entails 
losses suflicient to outweigh the gains. [)ne powerful line of argument 
rests upon tlie enhan~~2.neLupq,1! prices jhrougl:!.... "!:loc

.ity. Even with working capital advances, as Neisser points out,' it 
If conceivabl~ 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.~ 
FiIed capital, still more notably, as Hayek points out, does not yield 
a flow of product until the end of CXlnstruction, and even then the 
output within a given period bears a small ratio to original invest.· 
ment. ~t studepts of the problem ~e from these ~
stances that a rise of prices disproportionate to the credit created is 
inevitable.1 ODce pnces begin to rise, this very fact tends to aa:el-~ 
elate monetary velocity. Both producers and consumers reduce ~-

• a. P.lS&' abo_ .' , ' "'"', 
• Eo H. Cbamborlia. Tilt T...,tI/ JI~C-~ (Cambridge, MassodI,,:·~ 

lOtI&, 1m>. pp. I_IGO. 17 ... 170. 
• a. p. 364. abo_ 
• BeMiIoc P","" pp. S?-S9. 70. 
a Beside the ........... tiw Gtrmaa athoo\ and the EDctisJo writers I<fand '" Iaae, 

Slichter (. col.. p. 6g6) nac:he this-ausioD. 



430 GERMAN MONETARY THEORY 

spent margins to escape depreciation and to purchase securities and 
commodities speculatively for a rise. This phase of enhanced~
ity has been expollIlded by Eucken and Stu~l1d-fiy~Hawtrey rna Robertson.' 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 restomtion '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 inp:r.ased velocity is 
negli~..jnasmuch as ~U?hc!llQ~n appearson1~w~
iiiOclity infhl;tloq:p~s~.i9y.~!. t~ln£2.me~.1 Finally, as ~~s, 

1\ when advancing bank mte attends inflation, the cost of holding cash 
I and credit margins rises, and so velocity receives a further impetus. a 

Disproportionate increase in the price level does not of Course 
prove credit injections to be futile. Under favomble conditions, it 
may be inlagined that the qualify of entrepreneurial direction real
ized, the amount of labor and saving evoked, and the plant Capacity 
dmwn into.use should combine to bring production from the level of 
stagnation or depression into accord with long run determinants of 
productivity: the available njLtural 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 an overbalancing of the undesimbte by-products of inflation: 
losses in 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 corpomte 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 mte must be mised to natural 
mte, and overcapita1ization 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; Ce1IIra/ BOIIki." p. 171; BOIIki., PolK" pp. 74-7S. 
• Cf. pp. 364-366, above. 
·T_i.s"D,~. 
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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 responsibl~,: The only offset to this gloomy 
ignoraffJfl$ is the fact that the intuition or judgment of informed ob
servers often anticipates by long periods the outcome of scientific 
analysis.,. • 

C. The SlaruJa,tl of Prices 

~;rd..pmb\em of stellar importance confronting monetary 
theo IS thl'!termmatJOD Of e dew'S' bk.Jwce level poliex for cell
tral banks. y definite answer to this question involves, beside the 
i~ceming "prod~," conflictingopinions'as to the ethics 
of various price policies and their pra~iC!.bility. Without prejudice 
to the view that certain cycles of pnces would occur despite the 
efforts toward monetary stabilization, we may enquire as to what 
should be the goal within the range wh~ bank rate, open market 
transactions, and credit rationing are eIIective. The three possibili
ties are stabilization of wa e ,stabilization of commodity 

, :e ~gen~ ~ .. price leW.-
nsidefrt 4ee an s as to social justice be~ e~IOyer 

and employee, creditor and debtOr. ,fi economic prodUctiVl y in
creases through improved teChDique, the labor standard means con
stant wages in money terms and rising wages in real terms throligll a, _ 
decline of commodity prices. , AssIjDling 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 Jiut the same -in • 
terms of earning eIIort, the creditor conversely receiving the- same 
amount in eIIort but more in real goods. Those who 'sympathize With 
the laboring and refIIW interests and believe also that progress cOmes. 
from accumulation more than from enterprise 1 favor this policy. So 
far as the employer-employee relationship is involved, however, the' 

, S&I¥le eIIect is achieved by commodity' price stabilization with an 
advance of wages in money terms eu.ctly reciprocal to the fall in. J 
or eIIort costs per unit of output. But the other relationship is 
affected differently: creditors do not share in progress throlIgh in. 
creased.real purchasing power, Although a rising .interest rate DUP:>' 

I a. Baboder. pp. 359, 361. abo_ 
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conceivably partly compensate them, this i9 a paltry offset to the 
yelalively less favorable position, as Hawtr.llY observes.' Finall1 
under ,the "gently rising".llrice level, tIfe-;enlW group suffers a.ti 
fJiti 'entrepreneurial community benefits,froriCille lighter burden ( 
"cII;bts: "Whetlieroniol the laborer is similarly adversely affecte 
depends upon the rapidity. or degree of credit injection. HahI 
Schvmpeter!..'m.<L ~!lbe~son evidently think 0Y-,lag of real wages a 
an infegia.lp~t.2UJ!.~ process, excusing the expropriation on th 
ground that it)s IlOt unethical if ultiinateIy-tlitnabofel"'tonsume 
inore iLhSoluiely, even if he continues to undergo a Certain amount a 
for~a'savirig. Ke~liOsenra.oiiIarstandard"· Jiies' not signifJ 
OieM"aiShallian"!tte'a: for debt adjustment but an even rise of com· 
modiJY prices, evidently con~eives of nominal wages as adva,ncin~ 
~ter !h~pri<zs, !o_~l!:!. th~~tim,i:J.~s 'foenterprise-wowd pro~e~ 
solely from the ease of repaying <le\its. 'FofthiS forced abstinenCe on 
tie pa.rtorsavers-;-aiiiltiifati~tc. 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." I ' 

Eac)!. school also believes that its own particular standard helps to 
eliminate economic friction. In favor of the labor standard Haberler 
argues that it woulsl...29viate' ille-upwararevisiori of.. oblrg;i'icms 
wlltdiTowcTlieneressary on the basis at otlie!:policie.s..to,se~r 
theCiedffiircrass some of the'galiis of progress. The most comma; 
co'ntent1bifCOiicerninlrfrtctiorrat-reststaIice favors the commodity 
standJw1; that laborers do liot" respond to the "StimuliiS of i:educed 
cOsts of living, that rising money wages and constant commodity 
prices diminish the likelihood of strikes; and ~ brings forward 
the same contention in support of his "tabular standard.'" 

Upon the not unrealistic assump,!io~ (hat wafU's ana oth..s"-'9,s.!. 
items move more slowly than commOOi~pri,ce.s, the earnings stand
aMgivesUiel~sfpromrse of oonjunctural gains ~~W'S, 
since here the inertia of contractual incomes is on the side of the 
laborer. H ro=;nodity prices are held approximately stabile, on the 
oilier hand, wage rates have continually to be revised upward to pre
vent windfalls to employers; and under the "gently rising" price 
level poli.cy, theJ;8 is added to this the gain to enterprise from "loos
ening the grip of the dead hand" of debt. Those who mistrust the 

I • 
I C.,."., Bwm,. p. 3'7. • T,,,,",,. u; 39J • 
• Ibid., P. 16~. (Autho". italics omitted.) • Ibid., p. 393· 
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outcome upon economie productivity of any artificial s,tim$tjon 
would ni.nge the standards in the order named, while ~e writers 
who glorify "Enterprise" as against m«;re tlirift and the "au~ 
matic" workings of free competition would reverse the order 01': 
desirabl<:ness.' ,. 

Final judgm<:nt ~ust rest upon an appraisal of jncommensurate 
aspects of monetasy policies, the ethical implications, the relative 'Y 

frictions, and the effects upon productivity. So far d concerns ab
stract justice, there is much to recommend ~f's conclusion 
thad since the claims of creditors-and debtors are' f,*ly evenly 
mat&ed, and since, moreover, both groups belong to the upper.half· 
of income receivers, the chief question is ~e effect upon lab.ori:r.L" ' 
The major consideration under this head is not wage rates, but wl
ume of employment, and this is primarily a matter of economic/ric
Iiott. /rhe same may be said of the question of the credit stimulus to 
ente4rise: its efficacy, either positive or negative, rests upon frU- " 
Uor/$, 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: 
Jion with Hayek that IJIJ" price level policy announced and adhered 
'to strit;tly wollld 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 qlllLSi
monopolies exist, where competition is loosely articulated, ,and 
where human beings err m information and judgment, it would be.. 
unreasonable to expect a definition of monetary policy which pI?,' 
duces equilibrium. The likelihood of injusticespd misdirected pro--. 
duction frO~ any pronounced lag of costs behind prices during in
s.tion and de1lation appears dearly enough from deductive analysis 
and the evidence of economic history. For the rest the monetary 
autlaoritr1Dust rely upon trial and error. 
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